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THE CASE FOR GRADUALISM IN PCLICTES TO REDUCE INFLATION

Allan H. Meltzer

Inflation is usually defined as a sustained rate of increase in a
broadly based index of prices. Whatever meaning one gives to the im-
precise term “sustained," the past fifteen years seem to meet the
standard. Both the all-item consumer price index and the implicit GNP
deflator have increased in every quarter since late 1965, and neither
seems likely to reach a zero rate of change in the near future.

Sustained inflation at the rates of recent years is rare, even if
not unique, in the histories of developed economies. It seems useful,
at a conference summarizing the lessons of the seventies and drawing
impiications for the eighties to Took back on the path we have trav-
elled and to explore the path we might take to restore price stability.
I shall use the opportunity to discuss some of what has been learned
about monetary policy. The 1ist is a long one, particularly if we in-
clude propositions that once were "known" but Jater forgotten or re-
jected in the years of Keynesian orthodoxy, so I shall not attempt to
be complete.

Any long-term gain from ending infiation depends on a negative
relation between inflation and real output. The most common reason for
suspecting that a gain will occur is the observed association between

inflation and changes in relative prices. See Cukierman (1979). The
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principal problem for monetary policy at present is to achieve this
gain by ending inflation at minimum transitional loss of output.

Every six months, I join with my colleagues on the Shadow Open Market
Comnittee in recommending a policy of pre-announced. gradual, sustained
reductions in the growth of money as a means of restoring price stabil-
ity. A c¢lear statement of the reasons for a policy of this kind --
often called gradualism -- has not been provided. I will try to par-
tially fill that gap and to relate the case for gradualism to some of
the tessons we have learned from recent experience with sustained in-
flation.

The history of recent inflation is surrounded by myths that ob-
scure the origins of the inflation and the reascns for its persistence.
I begin with an account of the origin and an expianation of persist-
ence. Much of the case for gradualism depends on the way in which in-
dividuals form anticipations of the future. 1 present one view of
rational expectations, in the sense of Muth (1961), and use this medel
of expectations toc show how Federal Reserve policy procedures can con-
vert real shocks into permanent changes in the rate of price change.
Then I present the case for gradualism in a world in which persistent

and transitory changess in monetary policy cannot be identified quickly.

THE ORIGIN AND PERSISTENCE OF CURRENT INFLATION
The most enduring myth about the origins of the current infla-
tion is that the inflation started during the Vietnam war. According
to a standard version of history, President Johnson rejected the recom-
mendations of his advisers by refusing to choose between "guns and

butter." The President delayed asking Congress for increased taxes
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{or for smalier expenditures for redistribution) and allowed the budget
deficit to overstimulate the econcmy in 1967. Since 1967, inflation
has been intractable. According to some estimates, ten or more years
of recession would be required to eliminate inflation by monetary and
fiscal po]icies.]

The facts do not correspond to this capsule history. The rate of
increase of consumer prices reached the 3 to 4% range at least a year
before the Vietnam deficits. Spending by the federal government in dol-
Tars of constant purchasing power remained 3 to 5% below the 1962 level
during most of 1965, Budget deficits and government spending did not
start the inflation or encourage the Federal Reserve to expand in 1985
or 1966. The budget had a swall surplus in 1965, and a smatl deficit in
1966. The Federal Reserve siowed the growth rate of the monetary base
late in 1966 in a sudden burst of concern about rising inflaticn. The
1967 deficit of more than $13 billion comes after these first steps to
slow tnflation and much toc late to explain the start of the iﬁf]ation.

A surtax was added to the income tax in 1968, so the Vietnam def-
icit proved to be temporary. By late 1968, the budget again was in
surplus, and the surplus persisted in 1969. The 1969 surplus of %8.5
biT1ion is one of the largest of the past thirty years in real as well
as in nominal terms.

To sustain the thesis that the Vietnam deficits started the cur-

rent inflation, one must not only ignore the problem of the timing of

1See Perry (1978} for a more complete statement of this view and
for an extreme form 0f the argument that inflation is intractable.
Perry's Phillips curve implies that it costs $200 billion dollars of
real output for each percentage point reduction in the rate of infla-
tion.
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the start of inflation, on which I commented earlier, but must accept
the improbable proposition that six quarters of wartime deficit gener-
ated anticipations that were irreversible. Credulity is strained
further when the 1967 deficit is expressed in constant dollars to com-
pare with the deficits in earlier and Jater years. The 1967 deficit is
almost identical to the 1958 deficit when both are expressed in dollars
of the same purchasing power. The 1958 deficit did not initiate years
of sustained infiation. On the contrary, inflation fell from the 3 to
4% range of 1956-57 to the 1 to 2% range in 1958-59 and to less than 1%
by 1961.

The 1975 nominal budget deficit of $70 billion is four times
larger than the deficits of 1958 and 1967 when the three are expressed
in dollars of comparable purchasing power. The 1975 deficit is not
followed by a balanced budget or a surplus but by sustained deficits.
Yet, most broad measures of the rate of price change declinmed in 1976,
The GNP deflator rose by less than 4.5%, on average, for the first
three quarters of the year, and the consumer price index rose by less
than 5% for the year as a who?e.2

The proximate cause of the start of the current inflation is the
monetary policy of the early 1960s. Inflation persists because policy
continues to sustain anticipations of future inflation by producing
persistent inflation. Bursts of anti-inflation policy, and announce-
ments of firm commitments to reduce inflation, are not followed by

policies that reduce money growth.

2The decline in the rate of inflation affected more than just
food prices as is sometimes claimed. The wholesale price indexes of
consumer finished goods rose by less than 2.5% for the year.

-130~



%
9.0

8.0

7.0

6.0

5.0

4.0

3.0

2.0

Rate of Growth of the Monetary Base {3yr. moving avg.)

1.0

CHART 1

Rate of Growth of the Monetary Base
(3 Year Moving Average)

| S 00 O O I A O I O

0 19565 1960 1965 1970 1975 1980

Yeqr




Chart 1 uses a twelve quarter moving average of the growth of the
adjusted monetary base as a measure of the long-term effect of monetary
policy. Using this measure as an index of the sustained thrust of
monetary policy, we can divide the monetary history of the past twenty-
five years into five episodes. The first, from 1955 to 1960, has a low
average rate of monetary growth, 1.1%. The second is a three-year
transition. The twelve quarter moving average rises steadily toward
the 5.5% range. In the third period, 1964-71, the growth of the base
remains in the neighborhood of 5.5%. The fourth period is a one-year
transition, 1972, during which the maintained growth of the base moves
from about 5.5% to 8.5%. Since 1973, the moving average of the base
has grown at a maintained rate of about 8,5%.

A number of studies, inciuding my own Meltzer (1977}, suggest
that inflation follows money growth with an average two-year lag. The
mean of the three-year moving average ending in year t, shown in Chart
1, is an unweighted average centered in year t-1. If we impose a two-
year lag, inflation in year t+1 is influenced by the twelve quarter
rate of growth of the monetary base ending in year t. To measure per-
sistence, I have computed the standard deviation of the percentage
rates of change of the consumer price index and the percentage rate of
change of money wages for the years 1956-61, 1965-72 and 1974-78 that
correspond to the two-year lag of prices behind the maintained growth

of the monetary base.3 The data are shown in Table 1.

3The rates of price and wage change are one-year averages of the
all-item consumer price index for six-month spans and average hourly
earnings over six-month spans from BCD. Wage data are not available
before 1965.
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TABLE 1

Mean (u) and Standard Deviations (o)

Years (t} Growth of Adjusted Rate of Price Rate of Wage
Monetary Base in t Change t+1 Change t+1
B a U a U g
1955-60 1.1 .18 1.9 1.00 N.A.
1964-71 5.7 A4 4.0 1.26 5.9 1.13
1973-78 8.4 .31 7.5 2.42 8.0 .79
Omitting 1974 6.4 .85 7.7 .36

The data show a tendency for the standard deviation of the rates
of change of money and wages to fall in recent years. Removing the
effects of the ¢il shock, by omitting 1974, further reduces the stand-
ard deviations. The standard deviations of the rates of change of
wages and prices are not startlingly different from the standard devia-
tions of the maintained growth of the adjusted base. The persistence
of rates of price change from year to year appears to be related to the
persistence of maintained Eétes of money growth.

To examine further the relation between the persistence of money
growth and the persistence of inflation, Table 2 compares the two
guarter average rates of growth of base money to the quarterly averages
of the rates of change of prices and wages used in Table 1. As before,
I imposed a two-year Tag of rates of price change behind rates of money
growth. The data now suggest that the variability of base money growth
is of approximately the same magnitude as the variability of the rate

of wage change.4 The standard deviations of the rate of price change,

4The time periods for the base differ from those in Table 1 be-
cause Table 1 has a three-year moving average. 1 have kept the periods
for rates of price and wage change the same as in Table 1.
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however, are not closely related to the standard deviations of rates
of base money growth. Short-term variability of the rate of price

change reflects more than the varjeability of monetary growth.

TABLE 2

Mean (u) and Standard Deviations (o)

Two guarter Standard Deviations (o)
moving average quarterly average
of growth of rate of change
Period monetary base Period over six-month spans
Consumer Money
prices wages
£ u G t+2 u o n o
1954-59 1.1 0.87 1956-61 1.5 1.61
1963-70 5.7 1.10 1965-72 4.00 1.34 5.9 1.19
1972-76 8.2 g.91 1974-78 8.2 2.6] 8.0 0.90

The data for 1963-70 and 1972-76 include several periods in which
inflation was given “"highest priority” as a goal of public policy.
Careful inspection of the data shows that periods of slower growth of
the base coincide with these announcements in 1966, 1969-7C and 1974-75,
but none of these periods of slower growth is long enough to have any
marked effect on the standard deviation of the growth rate of the base.
Table 2 shows that the standard deviation of the two gquarter moving
growth rates is independent of the rate of growth of the base and not
very different in the three sample perfods.

The data suggest two reasons for the persistence of inflation and
the stow response of inflation to changes in the growth rate of money.
First, short-term rates of price change are relatively variable, so
people have difficulty separating the effects of money growth from

other influences on short-term price changes. This is particularly the
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case for recent years, when announced changes in oil prices have had
considerable influence on measured rates of price change and their
variability. Second, the commitment to anti-inflation policies does
not last. People are unwilling to buy Tong-term contracts based on the
assumption that the slower rate of money growth will persist long
enough to reduce the trend rate of infiation. 1In the next section, |
effer an explanation of the relation between the variability of money

growth and the persistence of inflation.

THE BASIC INFERENCE PROBLEM®

Each week the Federal Reserve reports the growth rates of varicus
monetary aggregates. Market participants try to infer the future
course of money growth, interest rates, prices and exchange rates from
the announcement. Their problem, and ours as economists, s to sepa-
rate transitory changes in money growth {or other variables} from per-
sistent changes. [ call this probiem of separating permanent or per-
sistent changes from ephemeral or transitory changes the basic infer-
ence problem because 1t arises for most economic variables and is a
major problem for people making decisions.

To illustrate the problem, suppose that in a given week the an-
nounced change in money is large relative to past changes. Few cob-
servers will use the observation for a single week to predict the
growth path, and fewer still will predict an equiproportionate change
in the rate of infiation. Let the increased rate of money growth per-

sist, for & month or two, and the balance of opinion will start to

5Thés section owes a large debt to Brunmner, Cukierman and Meltzer
{1979).
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change. More observers will infer that there has been a persistent
change in the growth rate of money.

The effect of the first week's observation on market prices,
interest rates and exchange rates differs from the effects of a changs
that is perceived to be permanent. Although the change in money is re-
ported, and therefore is known, the correct inference to be drawn from
the information is uncertain because the content of the information is
uncertain. A rational investor who uses all available information,
must first decide what he knows; that is to say, he must decide how
much of the changes he has observed can be expected to persist.

This view of the world in which monetary and other policies
operate differs in an important way from the usual model of rational
expectations developed by Lucas (1975) and others. There, people are
uncertain about whether the changes they cbserve are the result of
shocks that change relative prices or shocks that change the absolute
price level; once information becomes available, there is no doubt
about its meaning.

Given the speed with which information becomes available, the
confusion between aggregative and relative changes cannot be the prin-
¢ipal source of confusion. The main aggregates in our models -- money,
debt and deficits or GNP, prices and cutput -- are observed within a
month or & quarter. Once they are ¢bserved, the confusion between ab-
solute and relative changes disappears.

The permanent-transitory confusion does not disappear when data
are published. The principal uncertainty that individuals face arises,
in this model, from an inability tc properly interpret information, not

from lack of infermation. People observing the price index must decide
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whether a reported increase or decrease in an aggregate is a one-time
change that will soon be reversed or the start of a higher or lower
maintained rate of change. Expectations remain rational, hut the use
of all available information does not solve the inference problem and
does not eliminate error.

A simple model brings out the source of the permanent-transitory
confusion. It is, of course, only one of many ways in which the
problem can be formulated, but it is the way that has been used irn an
application to the problem of stagflation where it produces changes in
prices and employment that resembie the aftermath of the oil shock.6

An observable variable Xt can be divided into two components, a

permanent component, Xg, and a transitory component X9, X% and aX> are

t t
norrally distributed random variables with mean zerc and known, con-
stant variances, Uip and Uiq‘ People cannot observe xi or X% but must
infer the permanent value by observing current and past values of Xt.

- yP g
Xt & Xt + Xt >

The expectation of Xt’ conditional on all information available in
peried t, is Xi‘

The inabiiity to separate permanent and transitory components
makes the optimal forecast of X a distributed lag of past observations.

Contrary to much of the rational expectations Eiterature,7 we find that

6Brunner, Cukierman and Meltzer (1979). This application con-
siders the effects of real shocks. The role of the permanent-Lransitory
confusion in the transmission of monetary shocks to real variables
introduces additional problems.

7Benjam1n Friedman {1979} is an exception.
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using a distributed tag of past observations is an optimal method of
forecasting. The reason is that repetitive observation of an aggregate
are required to learn whether a permanent change has occurred. If per-
manent changes are freguent, and transitory changes are infrequent, a
change in X is more 1ikeiy to be treated as permanent soon after it
occurs. At the opposiie extreme, transitory changes are freguent and
permanent changes are vare, so it is optimal to observe a relatively

Tong series of observations before concluding that a permanent change
2

a
has occurred. In more technical terms, the larger the ratio —%E- the
a

xq
faster people corvectly infer that & permanent change has occurred; the
smaller the ratio, the larger is the number of observations reguired to
sustain the inference that a permanent change has occcurred.

We can put more content into the terms "freguent” or "infrequent"
by using the computed standard deviations for the two guarter and three-
year moving averages in Tables 1 and 2 tc estimate the relative vari-
ance of permanent and transitory components and to find the implied
Jength of the lYag in veaching rational judgments about permanent shocks.
The permanent variance of the growth rate of the monetary base is set
equal to the varijance of the three-year growth rates. The two quarter
moving average growth rates include both permanent and transitory com-
ponents. We assume that permanent and transitory variances are inde-
pendent and compute the transitory variance by subtracting the variance
of the twelve guarter average from the variance of the two quarter
average. Muth {71960, pp. 302-4) shows that the best (minimum variance)
linear estimator of the permanent value of a variable can he computed

from past actual values using the variances of the permanent and
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transitory components. For the problem at hand, the caiculations for
the three periods of relatively constant growth of the monetary base

show that the relative variances of the growth rates of the base are:

1955-60 1964-71 1973-78

.04 .19 14

Q <
£ N ™

These ratios imply very different lags in the adiustment of the
expected growth of the base. 1In 1955-60, only 55% of the adjusiment of
expectations occurs within three years. The reason is that the very low
variance around the three-year average growth of base money obscures
the change in the maintained rate of growth, when it occurs. Rational
individuals interpret most of the permanent change as transitory and
fail to adjust fully for several years. In the ifwo remaining samples,
the variance of the permanent component is higher relative to the
variance of the transitory component. Expectations adjust more quickly;
more than 95% of the full adjustment occurs in the first three years.8

Expectations of inflation are related to the growth of money that
individuals expect to be maintained. The expected growth of base money
can be reduced permanently only if the actual growth of base money is
reduced. The speed of adjustment of expected to actual growth can be
reduced, also, if the variability of the growth rate of the base s re-
duced. For example, if the Federal Reserve reduces the variance of the

two guarter growth rate to equal the variance of the twelve quarter

B“Transitory" variances are computed from two guarter moving
averages, So two quarters are used as one period when computing the
tags.
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growth rate, 85% of the adjustment of expectations about the permanent
growth occurs in the first year. Expectations of inflation respond
more rapidly to monetary policy:; the length of the lag of inflation be-
hind money growth declines.

It is, no doubt, a mistake to use these numbers as precise esti-
mates of the expected Tength of the lag. Fortunately, the principal
implications do not depend on the precision with which we measure the
speed of adjustment of expectations. If short-term policies are less
variable, the speed of adjustment increases. Faster adjustment of ex-
pectations lowers the length of time befween changes in the growth rate
of the monetary base and changes in the expected growth of the base
and, therefors, in the expected rate of inflation. The shorter the

tag, the smaller, ceteris paribus, is the persistence of inflation.

A related, but distinct, implication explains why short-term

changes in the growth rate of the base have little effect on maintained
inflation. The larger the transitory variance of the growth rate of the
base, given the Tong-term or permanent variance, the longer is the lag.
Short-term reductions in the growth rate of the base have little effect
on long-term expectations if the short-term growth of the base is
highly variable. The real costs of reducing inflation-are higher,
under these circumstances. The costs take the form of recession and
rising unemployment. Recession encourages the Federal Reserve to shift
to a policy of monetary expansion thereby reinforcing expectations that
the maintained average growth rate of the base will not be reduced.
Chart 1, above, shows that past periods of anti-inflation policy have,

in fact, had 1ittle effect on the maintained growth rate of the base.
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The calculations in Tables 1 and 2 imply that the lag in the
formation of expectations is shorter now than in the fifties. The data
suggest, however, that the reason for the shorter lag is the increase
in the measured variance of the“permanent component, not a reduction in

the measured variance of the transitory component.

THE POLICY PROBLEM

The Federal Reserve can reduce the short-term variance of the
growth of the monetary base by adopting targets expressed in terms of
the base. Reserves and currency, the uses of the base, are approxi-
mately equal to the sum of reserve bank credit and international re-
serves. With floating {or adjustabie) exchange rates, the Federal
Reserve can control the two quarter growth rate of the base by control-
jing the stock of Reserve bank credit. To control the base the Federal
Reserve need not solve an impossible or even a difficult problem. ATl
they must do is control the asset side of their balance sheet.

As is well-known, the Federal Reserve cammot control both inter-
est rates and the growth rate of the base. By specifying short-term
targets in terms of values (or ranges) of the Federal funds rate, the
Federal Open Market Committee surrenders control of short-term changes
in the base. The problem of separating permanent and transitory
changes helps to explain how Toss of shori-term control of the base
contributes to persistent movements of the base even if the dominant
shocks in the economy are real, not nominal shocks.

To i1lustrate the problem, I use the three esguation, eguilibrium

model based on Brunner, Cukierman and Meltzer (1979). A1l variables
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are natural logarithms. Production or output, Yis is given by a neo-
classical production function

(1} Yp = Ut 61t

with 1t’ the number of man hours of labor and Uy, a productivity shock;
5§ 1s the elasticity of output with respect to labor. Real aggregate
spending is always equal to output, Yi» and depends on expected or per-
manent inccme, yi, on the real rate of interest and on shocks to ag-
gregate demand, £g- The anticipated rate of inflation is the differ-
ence between the logarithms of the price level anticipated for next
period (tpt+]) and today's prices (pt}. The market rate of interest

135 1t.

- p s
(2) yt - a+byt + C[1t - (tpt+1"pt)] + gt
b>0;c¢c<0

Equation {3) equates the current stock for base money, B + ¥i. to the

demand for base money, where ¥, is the shock to the level of nominal

t

money ba]ances.g Some part of the shock to spending, ¢, affects the

t!
demand for money; the rest affects the demand for bonds and the supply
of labor. Increases in spending are financed by reducing the demand
for money so 8 is positive and increases in ¢ reduce the demand for

money,

(3) By, =a+p, + i+ ¥}y (yyyh) - esy

g <0
1>vy,a8>90

gThe analysis can be cast in terms of growth rates of money by
making minor adjustments.
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The three equations form an augmented IS-LM model. The principal
novelties are the distinction between permanent and current income and
the introduction of permanent and transitory shocks. The three shocks,
s £y and Yys have permanent and transitory components, but people are

not able to distinguish the permanant and transitory components when

observing the shocks. For example, Uy = ug with known variances
Gip and aﬁq, normal distributions and expected values Eu% and EAug

equal to zero.

Substituting eq. (1) into (2) and (3) and sclving for i, reduces

t
the system to two equilibrium relations. The money market equilibrium
or LM, in eq. {4) and the IS curve, eq. {(5) relate 1t to the three
shocks, to the price level and to other variables. For the current

analysis, 1 treat yg and }t as given and independent of the shocks.]o

(4) mip =B+ vy - py - vy oo - v - (1] -

i = - - - e
(5) ciy C{tpt+] pt) tup - ey t 61t b y; - @

During most of its existence, the Federal Reserve used the market
interest rate {or some surrogate 1ike the Tevel of free reserves) as
the operating target. Suppose the Federal Reserve sets the target in-

terest rate at io and supplies or absorbs base money to keep it = %O.

1GA full solution is given in Brunner, {ukierman and Meltzer
(1979) by specifying the Tabor market equations. The additional detail
woultd not alter the conclusions of this discussion. The principal dif-
ferences that have been neglected are the dependence of y% on the ex-
pected values of the real shocks and the dependence of 1.7 on the actual
values of the real shocks. The reader who is disturbed Ey the partial
solutions can substitute permanent and actual values of shocks -- real
shocks -- for y2 and 1¢. For the analysis that follows what matters is
that the responses of IS and LM to the shocks cause it to differ
from i .

o]
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The stock of base money B + Yy changes only as reaquired to maintain the
interest rate at io, which is to say that the stock of money now de-
pends on the real shocks.

{(6) ¥, = w(gt, u)

Equations (4) and (5) are shown as solid lines in Figure 1. The
slope of LM from eq. (4) is positive in the i, p plane. The slope of
IS is ~1. The price level is P, The policy of fixing interest rates,
temperarily at 10, makes the interest rate pre-determined at 10. Mone-
tary poiicy keeps the interest rate constant by changing money. When-
ever there are real shocks to productivity or to spending and the
demand far money, the Federal Reserve changes the stock of money enough
to hold interest rates fixed until 7t decides that the shock is per-
manent.

Consider the effect of a negative productivity shock, dat < 0.

From {4) and (5) we compute the elasticities

o

i
SN
T z > 0 and

t dit 1
t

el = < ()

* du c

]

M tIIS

A negative shock shifts both the LM curve and the IS curve to the right
in Figure 1. If v is small, the demand for money changes very little,

and interest rates rise. The Federal Reserve offsets the rise in in-

terest rates by increasing the money stock.

o
P

i
7

<

1
B

fu'
ot
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FIGURE 1
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If the negative productivity shock is transitory, Federal Reserve
policy eliminates any effect on interest rates but increases the price
level by more than the increase resulting from the transitory decline
in productivity. The dotted lines ES] and LMy in Figure 1 show the
effect of the transitory change in Uy - Prices and interest rates rise;
P is the log of the.price Tevel at the intersection of IS1 and LM1,
and 11 is the interest rate. Federal Reserve policy shifts the LM
curve further to the right, shown by LME, restoring the interest rate
io and increasing the price level to Pos Py = Py is the relative rate
of change in the price level resulting from Federal Reserve policy, and
Py = P, is the rate of price increase caused by the decline in produc-
tivity.

The mean values of the transitory shocks are zero so the effect
of Federal Reserve's response to transitory shocks is on the variance
of rates of price change and not on their average over time. A policy
of pegging interest rates increases the variability of the measured
rates of price change resulting from transitory shocks. Our earlier
finding that the variance of the rate of price change rose during the
period in which there were 011 shocks is consistent with this impli-
cation.11

Suppose, however, that the negative productivity shock is per-
manent, or persistent, not transitory. In this case, the price level
fluctuates around Py following the increase in money to LM2. Because

permanent and transitory shocks cannot be observed separately, or

]]There are, of course, other causes of varjability including the
shocks to spending and the demand for money (et) and the Federal
Reserve's response to these shocks.
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separated reliably, people must decide whether the observed rate of

price increase, Pp = Ps the change in money, ¥,., and other changes

t
have caused a one-time price change or a persistent change in the rate
of price change. If the inferences drawn from available information
tead people to believe that some part of the change in the measured
rates of price change and money are persistent changes in the rates of
change, instead of one-time changes in level, the IS curve shifts
further to the right. The size of the shift depends on the degree to
which the anticipated rate of inflation, tPee1 = Pyo rises.12

The Federal Reserve policy of fixing the interest rate at 10

sustains the inference that the observed changes in prices and money
reflect a persistent increase in rates of change, not a one-time change
in levels. The reason is that, when IS shifts to the right the policy
of fixing interest rates requires the Federal Reserve to again increase
the money stock, shifting LM further to the right.

The additional changes in money and prices reinforce beliefs
about the persistence of the changes in money and prices. As the per-
ceived and measured rates of inflation rise, anticipated inflation
rises, and there is a further rightward shift in IS. Additional in-
creases in money are now required to hold the market interest rate at %O.

Each increase in the stock of money reinforces the belief that
there has been a persistent change in the rate of money growth. Each

increase in the equilibrium price level reinforces the belief that the

]ZA run of transitory, negative shocks to productivity produces a
similar result. Pt is today's expectation of next period’'s price.

The rational expectation takes the form of a distributed lag, as indi-
cated earlier, so expectaticns adjust gradually.
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rate of price change has increased. The Federal Reserve's policy of
maintaining the level of interest rates converts a one-time change in
the price level intec a series of price changes that strengthen percep-
tions that there has been a change in the rate of change.

Rational investors "know" the model, so they know that anticipa-
tions about the price level adjust slowly because they and others are
unable to separate persistent and transitory changes. The policy of
holding the interest rates at io impiies that the price level will rise
as long as the money stock grows. That is, as long as Prs1 Pe is
positive, the policy of fixing interest rates will require the Federal
Reserve to let the money stock rise.

The Federal Reserve can eliminate the bulge in the money stock
and in the measured rate of price change by raising the target rate of
interest. I have drawn a dotted line at the intersection of ZS2 and
LM2 in Figure 1 to show the vrise in interest rates required to keep the
price level from exceeding Py The dotted 1ine shows that the required
interest rate is 12; 12-11 is the additional increase in interest rates
resulting from Federal Reserve policy. The increase izai] is temporary,
not permanent. Once people recognize that the money stock is constant,
anticipations of rising prices decay; IS shifts to the left; the market
rate of interest falls to i1; and the price level falls between Po and
P3- (The precise level of prices is at the value of 13 on LMZ')

The combination i], Py is the interest rate and price level com-
bination to which the economy moved following the permanent loss of
productivity. It is not an accident that the economy eventually
settles at the rate of interest 1§ following the "anti-inflationary”

increase in interest rates to ip; it is an impiication of the neutrality
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of money. Monetary policy, at first, allowed the money stock %o rise,
then held the money stock constant, eliminated the anticipation of
rising prices and allowed the interest rate to decline. The lasting
effect of the interest rate policy is a higher price level. The amount
of increase depends, of course, on the speed with which the Federal
Reserve abandons the interest rate target 1t = 10.

This discussion of pcelicy has negiected many complicating fea-
tures. The adjustment of prices and interest rates has been analyzed
as if these changes occur without real effects. The gradual adjust-
ment of employment when rational individuals cannot distinguish per-
manent and transitory productivity changes has not been emphasized.

The case for fixing the ievel of interest rates is not strengthenad by
these omitied effects.

A principal result of the policy of fixing market nterest rates
is that additicral changes in prices {and output} are induced by mone-
tary policy. People are forced to decide how much of the observed
change in money is persistent and how much is transitory. The deter-
mination of the new permanent price level is made more difficult.

The permanent decline in productivity produces a temporary in-
crease in unemployment and a permanent Toss of real income. Unemploy-
ment rises because people do not recognize instantly that the shock is
permanent. Hence, they do not instantly adjust their real incomes [and
real wages) to the level they eventually reach. Monetary policy can
reduce this cost of adjustment only if the monetary authority can suc-
ceed in reducing real wages to their new, permanent level without set-
ting off anticipations of rising prices. The monetary authority must

nave superior information on the speed with which people recognize thz
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permanent loss of real ncome and the speed with which anticipations of
price changes form and decay. There is no reason to believe that mone-
tary authorities have information of this kind or are able to set mar-
ket interest rates in a way that minimizes the cost of adjusting te
real shocks. On the contrary, menetary policy produced persistentiy
higher rates of price change following the productivity shocks of this

decade.

THE CASE FOR GRADUALISM

Reliance on market interest rates as the operating target of
monetary policy produced high rates of growth of the monetary bhase and
sustained inflaticn. The Tow variance of the long-term average growth
of the base suggests that the 8.5% growth rate of the base is perceived
as a "permanent” rate of change. To end inflation the rate of growth
of the base must be reduced.

If expectations form and decay gquickly in the presence of new
information, the problem of ending inflation is made easier, A credi-
ble poticy to stop inflation causes prompt revision of expectations.
Revised expectations, and slower growth of base money bring inflation
to an end. Rational individuals recognize that sunk costs or contracts
must be forgotten, so as contracts are revised, they enter into agree-
ments or commitments that reflect their revised expectations. Even in
this case, there are benefits to gradualism if costs of adjustment can
be reduced by permitting pecplie to Tearn about the new environment.

The analysis in the preceding section suggests some of the diffi-
cuities people face when forming judgments about the persistent rate of

change of money. Some of these difficulties can be reduced if policy
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makers announce the intended rate of money growth. Announcements are
not sufficient to change anticipations permanently. A principal reason
is that policymakers statements are nct entirely credible. Past
promises to slow money growth and reduce inflation have been followed
within a few quarters by renewed expansion. Consequently, rational
individuals treat any initial reduction in money growth (or budget ex-
penditures) as temporary, not permanent, changes. An announced reduc-
tion in the growth of money, initially, will not be interpreted as a
reduction in the maintained rate of money growth.

Gradual reduction in money growth can reduce the cost of lowering
the rate of inflation in three ways. First, maintaining the growth of
the base at a steady rate lowers the variance of the transitory com-
ponent and reduces the Tag in the formation of expectations. Second,
the maintained average rate of money growth falls gradually, so people
have time to adjust future commitments to reflect revised expectations.
Third, if costs of adjusting to a lower rate of inflation are not
proporticnal to the total adjusiment but increase with the rate per
pericd, costs of adjustment are reduced by Towering the rate per
period.

If the rate of adjustment of money growth is very low, the vari-
ance of the permanent component is low, so the lag in adiustment of
expectations increases. If the rate of adiustment of money growth is
rapid, the variance of the transitcry component increases, so costs of
adjustment rise. The optimum rate of adjustment is achieved by in-
creasing the variance of the permanent component and reducing the vari-
ance of the transitory component of money growth. This is equivalent

to finding the minimum Tag in the formation of anticipations.
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The policy of gradual, pre-announced reductions in money growth
advocated by the Shadow Open Market Committee did not emerge as a sol-
uiton to the problem of finding an cptimal lag. The cheice of an
optimal policy depends on information that is not yet available. OQur
proposal, Tike most polticies, depends more on empirical judgments about
the Tength of lags and costs of adjustment than on hard evidence. 1

kave no doubt that future research will find a better path.

SOME FINAL SPECULATIONS

The chief difficulty in the policy of gradualism is the Tength of
time required to reach the rate of growth consistent with non-infla-
tionary growth in the economy. [ we use the long-run growth of real
output as a gquide, the rate of base money growth must fall from the
current rate of 8% to no more than 3%. If payments technology con-
tinues to improve, base velocity will rise in the future as it has for
at least the past guarter century. The non-infiationary rate of base
money growth is then no more than 1 or 2%.

Is a seven year program of sustained reductions in money growth
the best that can be done? [ expect not. There is vreason to believe
that policymakers can increase thelr credibility by meeting pre-
announced targets. Increased credibiiity permits policymakers to lower
the maintained growth rate while lowering the relative variance of the
transitery compenent of money growth. Credible announcements mean that
individuals distinguish permanent changes cioser to the time they cccur
by using anncuncements of propossd changes as a reljable indicator of

future meney growth.
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No one can be very certain about these issues. The evidence on
which we rely comes from experience in Germany, Switzerland, the United
Kingdom and our own experience in the middle seventies. Each of thass
experiences suggests that within two to three years at most. the antic-
ipated rate of inflation dectines. The rate of price and wage change
falls; long-term interest rates decline, and real output rises or
accelerates.

Those who desire "incomes policies” to reduce the lay for adjusi-
ment might find pre-announced monetary policies more attractive than
sither the failed ircomes policies of the past or present, or COmpii-
cated, inefficient programs to tax wage and price changes. Instead of
announcing the rate of price and wage changes that the government
favors, the government can anncunce the rates of monetary and fiscal
expansion that the government intends to maintain. These announcements,
if they are credible, help individuals to form expectations about
future rates of inflation,

Analysis of the length of the Tag in the adjustment of antici-
pations relates these adjustments to the adjustment of permanent vaiues
or maintained rates of change. The evidence we have is neither incon-
sistent with the theory of expectations that T have sketched nor more
consistent with any other explanaion I have seen. This is not a strong
claim, but it is considerably better founded than the belief that in-

fiaticn is intractabie.
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FEDERAL BUDGET POLICIES OF THE 1970s:
SGME LESSONS FOR THE 1980s

Michael E. Levy

At the close of the 1970s, the public and the politicians alike
perceive inflation as the foremost economic challenge of the day.

Othey important economic and social issues will carry over into the
1980s; forsaken claims will be revived and new demands are bound to
surface. But our effectiveness in coping with all these -- in fact the
very survival of this country's traditional economic, social, and po-
litical structures -- may well depend on our ability to contain and
control inflation in the coming decade.

There is a growing belief that inflation control may require
fiscal restraint, a slowing of government spending, a reducticn in the
size of the realized budget deficit. Yet, as we approach the threshold
of the 1980s, I can think of at teast five major policy issues in
search of solutions, each of which would place new claims on our fiscal
resources.

o Half a decade after the initial "energy crisis,"” we are still
in search of an energy policy that generates widespread public and
political support for economically viable solutions.

o QOur efforts to channel the hardcore unemployed into the main-

stream of our economy have yet to succeed.

Michael £. levy is Director, Economic Policy Research at the Conference
Board.
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o Success in slowing the nuclear arms race -- even if attained
through SALT 11 -- may have to be bought at the cost of accelerating
%efeﬂse spending for years to come.

o Welfare reform has been the subject of several aborted propos-
als of the }1970s; it is bcund to resurface as a major issue in the 1980s.

o National health insurance -- a major unfulfilled social prom-
ise of the 1970s -- is high on the public agenda of the coming decade.

It is all too easy to add to this 1ist of enlarged public
claims -~ even at a time when inflation control is our top priority
and budget restraint is promulgated. {(Mote that I have omitted any
mention of "safety” or "environmental issues.") Such are the complex-
ities and contradictions of budgetary policy which would seem to place
inflation control practically beyond our reach.

Yet my monetarist friends are able to collapse the social and
political complexities of infilation control into the simple issue of
"monetary integrity." To them, the deep-seated inflation of the Tast
decade-and-a-half is strictly a monetary phenomenon. 1Its “cause” (Tike
that of every inflation} was excessive monetary growth reinforced,
perhaps, by a few nasty "shocks," such as the oil price escalations of
1973 and 1979. Its “cure" (like that of every inflation) is secured
through a persistent stowdown in money growth. On a purely technical
tevel, the monetarists have, of course, all the answers. In fact, some
of my own econometric exercises have tended to reconfirm their valuable,

. , L P 1
if somewhat simplistic, generalizations.

1Michael E. Levy, assisted by Steven Malin, International Infliu-

partment of Commerce, September 7, 1977 {unpublished, available from
the author).
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However, even if they were formally correct, these simple mone-
tary propositions would tell us nothing about the changes in social
attitudes and national priorities which generated the political pres-
sures that bent the economic structure and drove the monetary printing
press. They provide no clues as to how and why the economic and social
structure was changed and whether this process is reversible or
cumu%at‘ive.2

By contrast, analysis of "budgetary policy,” such as it is,
promises to shed some light on these unanswered questions, because the
government budget is a fulcrum of social and political change. Unfor-
tunately, it is difficult, at best, to chart a course of fiscal and
budgetary policy over years and decades. In fact, one may even
guestion the existence of a meaningful "course" other than the drift
created by the complex and contradictory forces and evenits that shape
the federal! budget from year to year.

Obviously, if this "drift" were governed by a powerful current
and if "bends™ in this current could be discerned, we should expect
far-reaching economic implications, because the federal budget power-
fully touches all social groups, all segments of our economy. 1 have

interpreted my assignment as the search for such bends ir the current.

2For more formal analyses that question the independent contri-
bution of money growth in "explaining"” the inflationary process, see,
for example, Franco Modigliani and Lucas Papademos, "Targets for Mone-
tary Policy in the Coming Year," Brookings Papers on Economic Activity,
1:1975, pp. 141-63; George L. Perry, "Slowing the Wage-Price Spiral:
The Macroeconomic View," esp. pp. 45-46, in Curing Chronic Inflation,
Arthur M, Okun and George L. Perry, eds., The Brookings Institution,
Washingtorn, D.C. 1978 aisc Martin Neil Baily, ibid., p. 58.
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VIETNAM: THE ORIGINS OF U.S. INFLATION

There 1s widespread agreement that the persistent U.5. inflation
of the last decade-and-a-half got under way in 1965 as "Keynesian" ex-
cess demand inf?ation.B in 1965, rapidly escalating defense expendi-
tures for the Vietnam War were superimposed on a full-empicyment
economy that was on the verge of a private investment boom. Not only
did we fail to enact timely tax increases {(until the belated ten-
percent surcharge of 1968-1969), but our exuberant "guns and butter"
{or "guns and Great Society”) policy added new and rapidly escalating
civilian programs (Medicare, Medicaid, Food Stamps, Job Corps, Model
Cities).

Vietnam War costs rose rapidly from about $100 million in fiscal

1965 to aimost $29 hillion at their peak, in fiscal 1969.4

Total de-
fense expenditures rose by nearly 332 billien, or 67 percent, during
this period; and the share of GNP devoted to national defense advanced
from 7.2 percent in fiscal 1965 to 9.5 percent in fiscal 1968 -- its
high for the decades of the 1960s and 1970s.

Yet it would be a mistake tc attribute the persistence of U.S.

inflation first and foremost to the Vietnam War -- even if one's time

horizon is limited to the pericd preceding the 011 crisis of late 1973,

3E.g., see Perry, loc. cit., p. 23. Note, however, that some
monetarists have pointed out that the onset of this inflation was pre-
ceded by about two years of what was considered at that time rapid
monetary growth.

4These are "full-cost” estimates. For further details and for
“incremental-cost” estimates, see Michael E. Levy with Juan de Torres,
Detos R. Smith and Vincent Massaro, The Federal Budget: Its Impact on
the Economy, fiscal 1973 edition, The Conference Roard, Mew York, 1977,
esp. pp. eb-27.
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From fiscal 1969 through fiscal 1973 annual expenditures for Yietnam
dropped by about $18 billion in current dollars -- the decline in real
terms was, of course, much greater -- while total defense expenditures
declined by nearly $5 billion. The share of GNP devoted to national
defense dropped from its 1968 peak of 9.5 percent to 6 percent in
fiscal 1973 and continued o decline to 5 percent by fiscal 1979. Yet
the large Vietnam "peace dividend" of the early 1970s brought no end to
V.5, inflation. When the 1570 recession barely reduced the inflation
rate, a ninety-day wage and price freeze was introduced on August 15,
1871. 1t followed by four phases of wage and price controls that
lasted through the third quarter of 1973. (The final decontrol phase
ended in April 1674.) Vet these controls brought, at best, a modest
and inadequate respite, hefore the guadrupling of OPEC oil prices

pushed the economy into double-digit inflation in 1974,

"SHOCKS" AND THE INFLATION QF THE 1970s

A significant part, if not a major che, of the inflation surge of
1973-1974 that resulted in double-digit inflation has been attributed
to special factors -- "shocks" of a largely international nature.

Three distinct inflationary influences deserve to be distinguished:

o The depreciation of the exterrnal value of the dollar. (It got
undeyr way around mid-1970C and accelerated after the closing of the
"gold window" on August 15, 1971, hitting bottom in July 1973.)

¢ The escalation of agricultural commodity prices, particulariy
grains, from late 1972 through 1973. (It was caused largely by the
prior depletion of U.S. agricultural stocks, the temporary disappear-

ance of the Peruvian anchovies, bad weather and poor crops in meny
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parts of the world in 1972, the "Russian wheat deal” of 1973, and the
worldwide boom that raised consumpticn of high-protein foods.)

o The sharp rise in the prices of fuels and some industrial
commodities, but mainly the quadrupting of OPEC oil prices during the
last quarter of 1973.

Elsewhere 1 have described these special events and reviewed the
best available evidence as to their impact on U.S. iﬂf1at10n.5 This
combined inflationary impact seems not to have been significant before
mid- or late 1972. It increased rapidly thereafter, appears to have

peaked during the second half of 1974, and faded during the second half

of 1975.°

Gn the basis of econometric estimates, 1 concluded that "the
Joint impact of these major identifiable 'international shocks' ac-
counted for about 5.5 percentage points -- or roughly 60 percent -- of
the dramatic increase in the inflation rate of the implicit GNP deflator
from about 3.5 percent {(annual rate} in the second half of 1971 to
around 1Z2.5 percent in the second half of 1974, The elimination of
this shock-induced inflation during 1975 accounted for over 70 percent
of the decline in the inflation rate of the GNP deflator to an average
of about 5 percent by the second half of 1976.”7

Research evidence developed more recently leads me to believe

that these estimates of international influences on U.S. inflation may

well represent upper 1limits of these "shock effects.” 1In any case, the

SMichael E. Levy, assisted by Steven Malin, International In-

fluences on U.5. Inflation, 1971-1976, op. cit., esp. chap. 1.
5

Ibid., chap. 4, esp. Table 10.

"1bid., p. 8.
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evidence suggests that U.S. inflation would have remained substantial
threughout the first half of the 1970s -- though well below the doubie-
digit level -- even in absence of these special price-escalating inter-
national developments. In fact, a convincing case could be made that
the "basic" inflation rate embedded in the U.S. economy was trending
higher, irregularly but persistently, during the last decade-and-a-half
and that this uptrend was masked mainly by temporary deviation caused
by the contrels of the early 1970s on the one hand, and by special
~international shocks on the other.8 Not even the 1974-1975% recession
-- by far the most severe of all postwar declines -- was able to brake

this long-term (1965-1979) uptrend of U.S. inflation rates.

"INFLATICNARY EXPECTATIONS" AND "INFLATION IMERTIA"

Most econometric models designed to explain this pversistence of
U.S. inflation have assigned a major role to "inflationary expectations”
that influence future wage agreemenis and pricing patterns, and to in-
creased "inflation inertia” (a concept which {mplies simply that the
longer inflation persists, the more persistent it becomes). In the
words of one leading expert "the significance of ongoing inflation has
risen together with the rising rate of 1nf1at%on.”9

To the Tayman, this may seem a bit like a dog chasing its cwn

tail, but for the econometrician, the lcop has been closed: econometric

8Thés uptrend is clearly illustrated by Perry, loc. cif., esp.
p. 74, Table 1, when the two periods labelied "Controls {(1972-73)" and
"Food-fuet explosion (1974-75)" are excluded. The Jatest international
shocks came from the rapid slides in the valuye of the dollar in 1978
{until November} and in 1979 {(May through October}, and from the 1979
round of OPEC oil price increases.

gPerry, Toc. cit., p. 37.
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requirements for a technical "explanation" have been satisfied. The
end result of these elaborate econometric exercises is a widely ac-
cepted model -- Perry calls it a "mainline model” -- that explains 15
years of accelerating U.S. inflation on the basis of a few initial
years of excess demand, a few vears of price escalations caused by

special "shocks,” and a Tot of "inflationary expectations” and "infla-
tion inertia” designed to link and extend these inflationary spurts and
to bridge all the intervening years when inflation should have subsided
-~ but did not.!?

I would like to propose a somewhat different approach: a search
for fundamental changes in our economic and social system that appear
to have originated in the mid-1960s and persisted -- if not gained
momentum -- during the past decade-and-a-half. TIf such structural
changes could be identified, and if they carried strong infiaticnary
implications, they would go 2 long way toward explaining the persist-
ence of inflationary expectations and the increase in inflation

inertia. Analysis of U.S. budgetary policies of the last two decades

proves to be extremely useful in this search.

]OLeading supporters of the "mainline model” are well aware of
this difficulty. Thus, Perry notes: "From 1975 through 1977, all
available measures of tightness in either labor markets or product mar-
kets registered ample slack. And no large upward movements have oc-
curred in particular components of the price level since the Organi-
zation of Petroleum Exporting Countries increased oil prices in 1974.
Yet despite all these disinflationary developments, the rate of infla-
tion, by any broad measure, has continued at a historically high rate
and now shows signs of creeping still further upward.”
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J.5. BUDGETARY POLICY: LOOKING FOR TRENDS

Analyses of budgetary policy often tend to be too global in ap-
proach, focusing mainly on what is perceived to be the overall expan-
sionary {or restrictive) impact of the budget on the economy. Because
of our narrow preoccupation with "fiscal policy" as a major neo-
Keynesian tool for economic stimulation (or restraint), we have tended
to lTose sight of the more complex ways in which the size, composition,
and rate of growth of the federal budget may affect the economic
system. Moreover, the tendency to focus on short periods -- usually a
single fiscal year or two -- and excessive reliance on simple, rather
inadequate, measures of "fiscal impact" {such as the “full-employment
budget surplus") has compounded the myopia of traditional fiscal
analysis.

Since I have chosen U.S. inflatich as the focus for the present
review of federal budgetary policies, 1 am concerned mainly with
longer-term trends and their implications, rather than with short-term
fiscal impact. Such an analysis should pay special attention to those
hudget components that tend o create special infiationary pressures.
It seems to me that national defense spending and transfer payments to
individuals deserve special attention in this context.

Defense expenditures have an inherent inflationary tendency.
They create employment and income, but do not produce any "market

goods," nor do they yield the kind of "public benefits" that are per-
ceived by the "average consumer® as an immediate enhancement of well-
being (as, say, public spending for health care, education, or police

and fire protection). This inflationary tendency of defense spending
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bacomes, of course, particularly pronounced in the case of war expendi-
tures.

Among civilian programs, transfer payments to individuals give
rise to special inflationary pressures. Designed to redistribute in-
come within the private sector {(often in favor of the poor and the
needy), transfer payments tend to increase short-term inflationary
pressyres if the income gainers tend to spend a higher propertion of
their marginal income than the "contributors®™ (as is usually the case).
More important for the present analysis, these transfers tend to gen-
erate Tonger-term inflationary pressures in at least two distinct ways:

o They impair incentives to work and to invest among the “con-

tH

tributors,” if not also among the income gainers.n Reductions in
productivity gains and in growth of real GNP are the more obvious in-
flationary consequences.

o If the "contributors” consider themselves reluctant losers

(rather than "voluntary donors”) -- as may often be the case -- they
will strive to recapture what they consider their “rightful® {e.qg.,
traditional or expected) share of real income, or real growth. If the
"losers"” are concentrated in the productive sector of the private
economy, while the income gainers are mainly nonproducers, this attempt
at "recapturing rightful shares” will manifest itself in wage and price

escalations.

]1The Tist of theoretical studies and empirical research on dis-
incentive effects on “income gainers" from unemployment insurance and
welfare payments is too extensive for review here. Lately, additional
evidence on this subject has become available from analyses of various
"negative income-tax experiments.”
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With these analytical considerations in mind, I have reviewed
trends in total federal budget outlays as well as national defense ex-

12 The results are summarized

senditures and transfers o individuals.
in Chart 1 and Table 1. Unemployment compensation has been excluded

from transfers to individuals as shown there {but not from my own de-
tailed analyses) because its large cyclical fluctuations tend to mask

the trends that concern us here.

FOUR PHASES OF NATIONAL DEFENSE SPENDING

National defense expenditures of the 1960s and 1970s may be
divided into four distinct phases: (1) the "cold war" phase preceding
Vietnam; (2} the escalation phase of the Vietnam War (fiscal 1966
through 1968); (3) the de-escalation phase until the completion of the
troop withdrawal in February, 1973; and {4) the recent post-VYietnam
phase. Only during the escalation phase did defense spending grow much
faster than GNP; during the pre-VYietnam phase of the early 1960s, it
barely advanced, and during the deescalation phase it declined rapidiy
{see Chart 1 and Table 1}, More recently, the growth rate of defense
spending has accelerated, but it has remained below the growth rate of
GNP. I this latest uptrend continues {as is suggested by the current

poiitical climate and initial congressional debates of the SALT II

]ZFor the analysis of transfers to individuals, unpublished tab-
ulations from the 0ffice of Management and Budget on direct and in-
direct "payments for individuals" were used, rather than federal
transfer payments to individuals as tabulated for the national-income-
accounts {NIA)} budget. The former data are more appropriate for the
analysis at hand, since they include, for example, both Medicare and
Medicaid, while the NIA data treat Medicaid as a purchase of health
services by state and local governments.

~165-



Chart 1.

FEDERAL BUDGET CUTLAYS BY MAJOR COMPONENTS, FISCAL 1961-1979
Outlays as a Percent of GNP
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Tablet

Seiected Data for Analysis of Federal Budget Policy, Fiscal 1961-1978

Total Budget Qutiays
Paymentis for Individuais™
National Defense

Productivity
Real GNP
Inflation {Impiicit GNP Detiator)

Total Bugget Qutiays
Payments for Ingividugis™
Nationaf Detense

Budget Deficit

Fisgal Thrust
Expendiure Camponent
Revenue Component

1861-65
Average

191
43
8.5
0.3

1.4
1.0
0.4

1965-79
Average

188

186765
Average

3.2
8.6
1.1
3.2
4.2
1.5

Parcant of GNP

1966-69
Average

Annuai Growth Rates

1.8
16.1
141

2.4
4.8
3.8

G
PO o X M

i5
22
0.7

1876-73
Average

76
158
1.6

2.8
3.2
4.9

205
8.7
7.1
13

18

1.7
0.2

1974.73

Average

21.7
83
5.4
2.3

2.5
23
8.1

“inciudes alt direct and indirect transter payments, except unemployment compensaion, which was excluded here a8 the major cyctical com-

ponent.

Sources: Office of Management and Budget The Conterance Board.
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agreement), a point may soon be reached when the share of GNP devotead
to national defense will be rising again.

But with the exception of the early Vietnam War escalation -- its
contribution to the inflation of the second half of the 19605 was dis-
cussed earlier -- defense spending as a percent of GNP has been declin-
ing. The decline in the share of GNP devoted to national defense could
have been expected te moderate (rather than stimulate} inflationary

pressures during the 1970s,

TRANSFER PAYMENTS: THE BEND IN THE TRERD

Transfers to individuals present a drastically different picture.
Fiscal 1965 marks a clear dividing line betweer the mederate growth of
these transfers during the first half of the decade and the much higher
growth rates that began with fiscal 1966 and lasted at least through
fiscal 1977 (see Chart 1}. During fiscal years 1978 and 1979, the
growth of transfers to individuals slowed significantiy. The share of
GNP redistributed thrcough federal transfer programs rose rapidly and
persistently from 4.2 percent in fiscal 1965 t¢ $.1 percent in fiscal
1976 and 1977 it declined siightly during fiscal years 1978 and 1979.
Clearly, it is much too early to tell whether fiscal 1977 marked the
end of the rapid-growth phase of these transfers and the beginning of a
new phase of relative containment, or whether it represents simply a
brief “pause.” Whether pause or change, this is the first noticeable

downward deflection in a trend that started in fiscal ]966.13

]3Note that payments for individuals grew at an average annual

rate of 15.3 percent during fiscal 1966-1979, compare with 6.1 percent
during fiscal 1961-1965. As a percent of GNP, these paymenis averagqed
4.3 percent in fiscal 1961-1965, & percent in fiscal 1966-1969, &.7
percent in fiscal 1970-1972, and 8.8 percent in 1974-197¢ {see Table 1}

- 168~



Clearly, fiscal 1965 marked a watershed for transfer programs: it was
the end of the "New Economics” and the beginning of a new "Social
Activism."”

The relatively moderate growth of transfers to individuals during
the first half of the 1960s reflected the basic policy approach to the
Kennedy Administration's "New Economics.” The acceleration of real
growth and the reduction in the unemployment rate were to be achieved
through stimulation of the private sector, rather than through public
programs and an expansion of the government sector. The major policy
tools were the liberalized depreciation of 1962, the investment tax
credit of 1963, and the corporation and personal income tax cuts of
1964 and 1965, The New Fconomics proved remarkably successful. During
fiscal 1361-1965, the unemployment rate declined gradually toward the
4 percent full-employment target (as defined in the 1960s), real GNP
grew at an average annual rate of 4.2 percent and annual productivity
gains averaged 3.2 percent. All these were far better performances
than those obtained during the 1970s, yet price stability was preserved
right up to the onset of the Vietnam War.

The assassination of President Kennedy in 1963 and, in its wake,
the assumption of power by Lyndon B. Johnson, the passage of the Civil
Rights Act in 1964, and the burning of the inner cities during the
long, hot summer of 1965, ushered in a new era of "Social Activism.™
President Johnson -- one of the great parliamentarians of this century
and a great admirer of President Roosevelt's New Deal -- secured the
passage of far-reaching new social and economic legistatien; this in-
cluded the Economic Opportunity Act of 1964, the Permanent Food Stamp

Act of 1964, the Social Security Amendment of 1965 which created
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“Medicare" and "Medicaid," and the Demonstration Cities and Metropolitan :
Development Act of 1966 which established the new "Model Cities"
program.

Many of the new federal programs ook the form of transfers to
individuals and expanded at a very rapid pace even during the 1966-1968
expansion phase of the Vietnam War. In fiscal 1965, federal expendi-
tures for Food Stamps, Medicare and Medicaid were negligible; by fiscal
1968, they amounted to $0.2 billion, $5.3 billion, and $2.0 billion,
respectively; and by fiscal 1978, the latest year for which actual data
{rather than estimates} are available, they had risen to $5.5 biilion,
$25.2 billion, and $10.7 billion -~ for a combined total equal to 2.0
percent of GNP.

This rapid expansion of social programs with heavy reliance on
transfer payments extended from the second half of the 1960s through
the 1970s. After repeated large adjustments in Social Security bene-
fits far in excess of inflation. the entire Social Security program was
put under the umbrella of a cost-of-living escalator clause in 1975,
while real after-tax take-home pay of many workers and real returns en
investment were lacking such protection and declined during a major
part of the 1970s.

Rapidly growing transfers, mainly from the producing to the non-
producing sectors (such as the retired, the disabled, the nonworking
poor), were financed in what would appear to be highly inflationary
ways:

o By frequent large increases in Social Security taxes which

are, in the view of many economists, among the most inflationary taxes.
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o By large budget deficits that contributed to excessive money
growth.34

o By inflation itself which fattened the federal government's
Tncome-tax take, while eroding real after-tax purchasing power of
workers and real after-tax return on investment,

The limited statistics available on the subject tend to confirm
this erosion of real purchasing power of the producing sector. For
example, real after-tax weekly earnings of nonfarm production workers
-- the best measure available from the Bureau of Labor Statistics --

grew at an average annual rate of 2 percent during 1948-1965, as com-

pared with 0.1 percent during 1966-1978 (see Chart 2). Even after

allowing for all the Timitations of these data, the sharp erosion since

]4While there is no simple, positive, short-term relationship
between budget deficits and inflation {(e.q., deficits may be induced or
enlarged by a recession which also tends to curtail inflation), per-

sistent high budget deficits during relatively prosperous periods exert

strong upward pressure on money growth. This Tinkage was illuminated

during the September 5, 1979 testimony of Paul Volcker, Chairman of the

Federal Reserve Board, before the House Budget Committee,

Representative Simon: "There are those who say there
is no relationship between money supply and the money supply
policies of the Fed and our deficits?.... How do you de-
scribe it and what kind of relationship is there between
that increase in the money supply and the deficits?"

Mr. Volcker: "The degree to which the budgetary defi-
cit puts pressure on the Federal Reserve, puis pressure on
the credit markets and through the credit markets pressure
on the Federal Reserve to increase the money supply, depends
a great deal on what else is going on. And the relationship
becomes much more difficult in a boom period than in a re-
cession period. But al? things equal, over a period of
time, the deficit means at the very least that credit mar-
kets will be tighter than they otherwise would have been
with a constant Federal Reserve money-supply target and that
the money-supply target will have to be increased, which in
turn has inflationary repercussions.”
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Chart 2.
ANNUAL PERCENT CHANGES IN REAL AFTER-TAX WEEKLY EARNINGS

Private Nonfarm Production Workers

ar
a

1948-65 Average Annual Grawth Rate

/

1965-78 Average Annuat Growth Rate

~  Workers with no Dependenis

Workers with Three Dependents
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Sources Bureau of Labor Siatistics; The Conterance Hoard.
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1965 is obvious. In its 1979 Apnual Repaort, the Council of Fconomic

Advisers discussed the erosion of investment incentives and stressed
the need for stimulating érwes*trnent.}5 After reviewing four alternate
measures of profitability, the CEA concluded: "Gf the four measures of
profitability, only one, the rate of return on stockhoiders' equity,
has regained the 1955-70G average. The other three are well below the
1955-70 average and still further below the average for 1962-66, when
investment outlays rose very streng]y.”15

Mot only were investment incentives eroded in the 1970s, but a
large and increasing amount of investment had to be devoted to '"non-
productive uses” in order to meet new safety and enviremental regula-
tions. In this setting of poor real after-tax gains for workers and
Tow investment incentives, productivity and real growth could be ex-
pected to suffer. In fact, average productivity gains have been de-
ctining steadily since the first half of the 1960s and real growth of
GNP during the 1970s averaged well below that of the previous decade.
(For details, see Table 1.}

Thus, not only did the federal government redistribute a steadily
rising share of real income -- mainly from the producers to nonpro-
ducers -- but this redistribution appears to have contributed to, and
was in turn affected by, a slowdown in rea? growth. Thus, workers

conditioned during the 1950s and early 1960s to sizabte real-income

]SOp. cit., pp. 124-34. The CEA concluded: "If the investment
needed to reach our economic goals in 1983 is to be realized, policy
actions are required that will strengthen investment incentives and re-
duce investment costs and risks” (p.130). It went on to recommend
"tax reductions designed to strengthen investment incentives.”

161014, p. 129.
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gains were doubly disappointed as they received a smaller part of a
more slowly growing pie. In such an environment, attempts to restore
real gains of workers through higher wage demands, and to shore up
profitability through price increases, could be expected to recur fre-
quentiy, since they were bound %o fail against the power of the federal
government to enforce iis own priorities.

In the struggle to recapture a "fair share" of real income growth
{probably based on the patterns cof an earlier and happier peried},
strongly positioned groups could be expected to do better than those in
relatively weaker bargaining positions. Thus, highly paid skiiled
workers and strong unions would experience less erosion of reat gains
than unskilled or unorganized labor. Some recent evidence presented by
Perry indicates that this is precisely what happened in the 1970s. He
concludes that "for the eight yeavs as a whole (1970-77), union wages
have risen an average of 1 percent a year faster [than average wages].
But while they have outpaced average wages over this period, the 1.7
percent average annual increase in real wages in the unjon sector
during the 1970s just maintained the average rate of real wage increase
of the previous decaae.”§7

During the 1970s, the federal government -- unwilling to ad-
just its own inflationary policies and priorities -~ applied wage and
price freezes and controls intermitiently. These "incomes policies”
were intended to suppress inflationary pressures from the private pro-
ductive sector that had been created, or at least intensified, by the

government's own policies. 1In order to minimize the political

Yioc. cit., pp. 31-32.
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pressures that arise from large and freguent tax increases (and that
ultimately ted to the "taxpayers' revolt" of the late 1970s}, the
federal government relied mainly on increases in Social Security taxes
(which are Tess "visible" and create less popular resistance than
income taxes), on the inflationary feedback that swells income-tax
receipts as it erodes real after-tax buying power, and on deficit
financing. During fiscal 1961-1965, annyal federal budget deficits as
a percent of GNP averaged 0.8 percent; this percentage rose steadily to
1.1 percent during fiscal 1966-1969; 1.5 percent during fiscal 1970-
1973; and 2.3 percent during fiscal 1974-1979 (see Table 1).

FISCAL POLICY: THE EXPANSIONARY "FISCAL THRUST" OF THE 1970s

I have sketched some of the processes through which the diversion
of an increasing share of GNP %o transfers {mainly from the producing
to the nonproducing sector) added inflationary pressures after 1965.
Implicit in this analysis were the following two propositions:

o Direct and indirect transfers to individuals, jointly with
nationat defense spending, dominated the patterns of fiscal growth over
the last decade-and-a-half. (But except for the Vietnam escalation
phase, transfers were by far the most prominent component shaping fis-
cal growth.)

o The budgetary policies and processes described here resulted
in far more expansionary budgets in the 1970s than had been the case in
the previous decade. Moreover, this increased expansionary thrust
originated from rapidly growing spending programs {mainly transfers},

rather than from tax reductiens.
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The extent to which the first proposition is true may be gleaned
from Chart 1. To my knowledge, the second proposition is new and has,
s¢ far, been unproven. Therefore, it cails for empirical investigation
and evidence.

Until recently, I had suspected bui had been unable to document
satisfactorily that, on the average, fiscal policy of the 1970s had
been more expansionary. With the cooperation of the Bureau of Economic
Analysis of the Department of Commerce, I have been able to develop
reasonably consistent (preliminary} quarterly and annual estimates of
"fiscal thrust” back to fiscal 1959 -- just in time for this meeting

(see Table 2).§8

This measure consists of an "expenditure component"
which measures c¢hange in autonomous government expenditures,]g and a
"revenue component” which measures the initial revenue loss {expansicn-

ary {+)) or revenue gain {restrictive {(-)} from structural changes in

tax provisions (rates or base). Fach component, as well as total

“fiscal thrust" (their sum} is best measured as a percent of GNP, in

281 coined the term "fiscal thrust” in 1974 when I published my
first annual estimates in The Federal Budget: Its Impact on the Economy,
The Conference Board, New York, 1974, fiscal 1975 edition, p. 12. My
first quarterly estimates were published in 1976 (op. cit., fiscal 1977
aedition, p. 11). The measure itself is, of course, derived from
Keynesian macroeconomic analysis. Previous uses of similar measures
may be found in Willtam H. Oakland, "Budgetary Measures of Fiscal Per-
formance,” Southern Economic Journal (April 1969}, pp. 348-58; E.
Gerald Corvigan, "The Measure and Importance of Fiscal Policy Change,"
Federal Reserve Bank of New York Monthly Review {June 1970), pp. 135-45;
Paul W. McCracken, "Federal Budget Discipline and National Priorities
of the 1970s," in Michael E. Levy, editor, Major Economic Issues of the
1970s, The Conference Board, New York, 1973, esp. p. 9.

1gNatéona?—incorﬂe—accounts (NIA) budget data were used; induced
expenditures {mainly regular unemployment compensaticn) are excluded;
and iong-lead defense expenditures are adjusted from their “delivery
basis" to a timing that reflects move ciosely actual production.
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Tabie2
Quarterly and Annuali Estimates (Preliminary) of “Fiscal Thrust” and its Major

Components, Fiscal 1959.1980
{NIA budget data; § killion at seasonally adjusied annual rates)

A5 3 % of GNP

Expengiture Tax-change Fiscai Expenditure Tax-change Fisca!
Contrihution Contribution® Thrust Lontribution Ceontribution Theust

8 f2; 13} (1} + 12} 4} 15} ()= (5] + 16}

FY 1859 35 —0.3 28 674 -G.18 0.85
1l 5.3 03 56 147 0.07 1.24
v 1.6 0.2 18 0.34 0.05 0.39
i —23 —14 3.7 ~0.48 —0.2§ w077
H 1 a.g —1.% —0.22 .00 —.22

EY 1360 1.5 ] 3.1 .30 —0.52 -022
i 12 0.0 1.2 0.25 Q.00 .25
Y 8.2 .6 —0.4 2.04 —0.12 —.08
! (.5 —2.0 —2.5 —3.10 —0.38 -3.49
i 0.8 G.0 0.8 .12 0.0¢ 012

FY 1861 10.2 —0.4 98 260 007 .93
iH 1.8 —Q.1 17 0.38 ~0.02 C.34
v 2.0 08 20 0.40 .00 C.40
1 2.7 —0.3 2.4 0.53 -0.06 0.47
t a7 06 37 Q.71 0.00 a4

FY 1962 T4 G.7 7.8 .30 G613 1.43
1] 1.2 a0 1.2 .23 0.00 0.23
v 1.0 0.0 1.0 .18 G.ou a.18
I 5.4 0.3 57 0898 .08 1.03
i —0.5 .4 -1 —4.09 0.08 —R41

FY 1863 4.3 w24 1.9 075 —0.42 6.33
it 2.2 .0 22 0.38 0.00 0.38
iV 1.9 Qz 21 4.33 Q.04 0.37
1 —.2 —2.5 —2.7 —0.03 —0.44 —0.47
i .4 —Q.1 0.3 007 —0.02 0.08

FY 1964 5.3 101 15.4 .86 1.64 259
th —140 2.0 1.0 —0a7 g0 —0.17
3 53 (R} 5.4 287 .01 0.88
t 08 48 5.2 610 .74 0.84
ii 0.4 54 538 0.06 0.56 a8z

FY 1865 21 3.4 535 2.32 9.52 .84
i 0.0 —0.1 w1 0.00 ~0.0% —0.01
v -=0.7 0.0 —0.7 w031 0.00 —Q.11
| 0.2 7 1.8 0.03 0.28 0.29
i 26 1.8 4.4 0.38 0.27 085

FY 1866 13.3 2.1 178 275 —0.28 246
it 5.8 29 8.7 Q.83 0.42 125
v 3.4 0.2 3.6 0.48 Q.02 0.50
I 7.2 —50 22 0.88 —0.68 0.30
It 35 —0.2 3.3 0.47 —0.03 0.44

FY 1367 212 2.3 18.8 275 —0.30 244
il T w35 6.6 084 —007 0.87
v 48 —0.2 4.6 0.82 w002 Q.80
1 88 -1.8 8.6 088 —0.28 0.64
i 2.4 03 27 0.30 004 034

FY 1868 204 -52 5.2 2.46 — {63 1.83
1t 20 0.0 20 0.25 0,60 .28
v 58 0.2 5.8 0.68 0.03 a7
1 3.3 we 3.5 —22 0.28 —0.65 —0.2%
il 9.5 [ 98 1.0 0.01 111

FY 13968 73 148 —7.5 .81 —1.54 ~3.83
i —0.3 8.3 —6.6 -0.03 —Q.72 ~-0.75
v 27 —140 1.7 0.30 A .19
i 1.5 —7.1 —56 a.18 —0.77 -—0.81
I 3.4 )4 3.0 0.37 —0.05 0.32

FY 1870 16.2 58 2249 1.69 0.60 229
Hi 0.1 3.6 3t .01 .38 0.38
v 4.3 —0.4 39 .45 -~ .04 0.41
i 0.8 3.1 4.0 0.09 .32 0.41
" 10.9 —0.5 10.4 112 ~0.05 1.07
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Table 2 {continued)

Quarterly and Annual Estimates {Preliminary) of “Fiscal Thrust” and its Major
Components, Fiscal 1959-1980"

INTA budget data; § billion at seasonally adjusted annual ratas;

Asa Y of GNP

Expenditure Tax-change Fiscal Expenditure Tax-change Figcal
Contribution Conpribyrion? Thius? Contribution Comzibution Thrust
] 2 =it i) ) 55 Jdj= (G4 i6)
FY 1871 14.9 7.9 22.8 148 0.7? 223
i -7 8.7 50 ~0.17 .67 050
v 38 -03 3.3 3.36 —0.03 0.33
I 6.7 18 8.3 485 217 .82
I 8.3 w03 8.0 080 —G.03 a.57
EY 1472 256 5.1 18.5 242 (.48 1.66
1 1.4 2.6 4.0 0.13 .24 837
v 3.7 —23 1.4 034 —021 913
I 117 --8.0 37 1.04 —0.71 0.33
I 8.8 28 2.4 .39 g.22 0.81
FY 1873 18.3 —d B 13.5 1.48 —.38 1.08
i i 3 1.9 —30 —(.d1 0.18 ~0.25
v 214 G4 218 178 0.04 178
i 1.6 w75 —58 012 —0.59 (.47
i 0.2 0.4 8 0.02 003 .08
FY 1874 3.0 —3.5 75 228 —8.26 2.02
i 23 8.2 25 0.17 002 018
v 7.0 0.5 75 0.82 0.02 &.55
1 75 —4.4 kA 0.85 -0.32 &.23
I 14.2 0.2 14.4 1.01 032 103
FY 1875 50.0 -t 58.6 412 =010 442
H 14.0 0.2 14.2 098 0404 .88
v 34 —z8 0.8 0.23 —0.19 004
t 238 ~18 22.1 1.64 -2 182
i 187 3.8 217 1.25 0.20 1.45
FY 1876 6.0 12.9 388 1.0 0.79 2.39 .
bINs 840 33.8 £8.8 Q.58 2.54 1z
v Rk —308 ~17.8 0.81 —1.81 —1.10
H 4.4 (0.8 3.8 az¥ —0.04 0.23
#l (.4 4.3 R4 —g.0z 0.28 323
HINReR 5.8 —0.7 . 0.34 w304 0.30
FY 1977 46.9 7.0 53.9 2.54 .38 222
v 19.1 3.2 5.8 1.09 -3.18 {81
1 1.2 4.0 5.2 Q.07 G.2z2 Q.28
i 9.6 25 12.1 .51 213 0.64
1t 1740 a7 20.7 0.88 0.1% 157
FY 1978 320 -—9.3 2.7 1.58 —0.45 1.0
v 12.8 —4.1 8.8 0.85 ~0.20 0.45
i 4.4 .3 4.1 022 —0.0z .20
It 27 -2 28 0.13 -0.01 012
5] 1240 —4.7 T3 0.58 —.22 0.34
FY 1878 45.5 8.8 55.7 1.98 0.42 2.41
IV 17.8 —24 5.4 0.80 —0.11 .69
1 8.0 15.8 218 0.26 0.69 .95
I 84 —1.7 6.3 0.34 —Q.07 0.27
Hi pret. 141 —18 12.2 a.5¢ {3 08 .51
FY 1980 337 w1 33.8 1.36 G.00 1.36
v oast, 108 —8.8 28 .45 037 .08
I est. 7.t 8.7 16.8 .29 Q.40 .69
b est. 4.8 0.8 4.2 018 -{.02 0.17
i est. 7.0 —0.4 0.6 0.43 —3.02 0.41

TAuthor's preliminary estimatas derived from the best available published and unputiished sournes. Data revisions and refinements have not
yel pean compieted.

fingreasas (-} ar reductions (~} in "adhisted” NIA budgst sxpenditures, Adjustments inclute subtractions of shanges in “regular” unemplov-
mentbenefits and of the NIA “defense timely adjustment.”

Initial increases (—| of reductians (-« in tax revenyes resuiting from struciural changes in tax bases orrates, based on bast published andun-
published estimatas from the Treasury Departmeant and the Bureay of Economic Analysis. Timing of the effect of the increases in the tax base
on the empioyeae's part of contributions to social security has been changed by author 1 Concentrate this ingrease maimndy in the lasttwo calen-
Gar quarters,

T.0.—Transitional quarier
Sources: Bureau of Econemic Analysis: The Conference Boand.
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order to permit historical comparisons and minimize inflation-induced
distortions of these measures,ZD
In short, fiscal thrust and its components are designed to

measure the initial expansionary impact originating from the federal

budget to which the traditional Keynesian multipliers could be applied
{or which could trigger fiscal simulations in econometric models.)

What concerns us for the present analysis are not so much the
gquarterly, or even the annuel, levels or changes in fiscal thrust, but
rather the average degree of stimulation of the budget over the broad
longer time periods distinguished here. The results, summarized in
Table 1, confirm the proposition that, on balance, the budgets of the
18705 were more expansionary than those of the 196Cs, largely as the
result of much faster spending growth.

Fiscal thrust averaged 1.4 percent of GNP during fiscal 1961-
1965, compared with a 2.0 percent average for fiscal 1966-1979. Within
the latter period, average fiscal thrust rose from 1.5 percent of GNP
during fiscal 1966-1969 to 1.8 percent during fiscal 1970-1973 and 2.5
percent during fiscal 1974-1979. The expenditure component was domi-
nant throughout. But tax cuts provided significant stimulation during
the period of the "New Economics"; tax increases provided belated and
Timited restraint during the escalation phase of the Vietnam War {par-
tially off-setiing the “guns and Great Society" spending); and tax

changes were nearly neutral over the course of the 1970s.

2DA "weighted fiscal thrust” could be constructed (analogous to
the "weighted full-employment budget surplus"), but the complications
created by such a refinement are hardly warvanted in the Tight of the
use of any simple overall measures of fiscal impact and the crudeness
0Ff the basic estimates.
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THE NEW "SCCIAL REGULATION"

Changes in the compesition and growth of the federal budget and
its components were not the only inflationary manifestations of what
has been termed here a new "social activism." The same emphasis on
sacial welfare and on the consumer, rather than on real growth and the
producer, gave rise to a new wave of "social reguiation" in the mid-
1960s and the early 19705.2E The impetus came from consumer groups,
environmentalists, Tabor unions, civil rights advocates and diverse
public interest groups., who felt that the traditional regulatory
agencies were not achieving "social goals," such as product safety,
clean air and water, equal employment opportunities, safer and health-
ier working conditions.

In response to these public pressures, twenty new "social regula-
tion" agencies have been created since 1970. Among these, the most
important ones are the Consumer Product Safety Commission, the Environ-
mental Protection Agency, the Equal Employment Opportunity Commission,
and the Occupational Safety and Health Administration. These new
agencies charged with social regulation were among the most prominent
"growth industries® of the 1970s; their full-time staff increased from
17,324 in fiscal 1970 to 69,258 in fiscal 1979 (86 percent of the

federal government's total regulatory staff). The administrative and

2]Fm" further discussion of the evolution of new "social regqula-
tion"” and some cost estimates, see Michael E. Levy, assisted by Delos
R. Smith and Steven Malin, The Federai Budget: Its Impact on the
Economy, fiscal 1980 No. 2, pp. 12-14. For an encompassing critical
review of the impact of government regulation, see Murray L. Weidenbaum,
Business, Government, and the Public, Prentice-Hall, Inc., Englewcod
CTif%s, N.J., 1977; also Murray L. Weidenbaum, The Impacts of Govern-
ment Regulation, Working Paper No. 32, {enter for the Study of American
Business, Washington University, St. Louis, July 1978,
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reporting costs imposed on businesses grew accordingly. More important,
business had to divert large and increasing amounts of cash flow and
capital into investments designed mainly to achieve compliance with new
social regulation. A major part of these investments -- regardless
of whatever their social benefits -- Qas "unproductive" in terms of our
traditional measures of real output and productivity. In fact, accord-
ing to the best available estimates, productivity of the nonresidential
business sector was 1.4 percentage points lower in 1975 than it would
have been under the regulatory conditions of 1967.22

The tendency of the new "social activism" to pursue socially de-
sirable goals without any proper regard for economic implications,
without due consideration of benefit-cost relationships, also has been
felt in the regulatory area. Excessively short deadiines for meeting
regulatory standards, detailed prescriptions of specific technological
solutions, absolute prohibition of the use of certain substances or
processes have often raised marginal compliance costs well in excess of
marginal benefits.23 Consequently, the new social regulation --
regardless of whatever its social merits -- has been highly inflation-

ary. In its 1979 Annual Report, the Councii of Economic Advisers

22Edward Denison, "Effects of Selected Changes in the Institu-
tional and Human Environment upon Qutput per Unit of Input," Survey
of Current Business, January 1978, pp. 21-44.

23F0r a discussion of these problems, see the section on "Regu-
latory Reform" in the 1978 Annual Report of the Council of Economic
Advisers {pp. 206-216); also the section on "Regulatory Policy" in the
1979 Annyal Report of the CEA {pp. 85-91).
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described the dynamics of the inflationary process induced by the new
social regulation in the following way:

Once incurred, the costs of regulaiory actions enter
into the wage- and price-setting mechanisms of the economy.
Most of the costs of regulatory action show up not as
governmental budget expenditures, but as increased ceosts to
industry. Acceptance of higher prices relative to wages and
other money incomes is the way in which society pays for the
benefits of social reguiation. In fact, however, our eco-
nomic institutions and measures of prices do not distinguish
between these sources of price increases and others. Indi-
viduals and groups try fto escape paying the costs of regu-
tation by increasing wages and other forms of income to
match the higher prices. The result is an additional round
of price increases. But the costs of regulation cannot be
avoided, and widespread attempts to do so simply add to
inflation.24

SOME LESSONS FOR THE 1980s
My Journey along the inflation road of the last decade-and-a-half
has ended with a thesis, rather than with solid conclusions. The
search for an explanation of the largely unexplained aspects of our in-

flation (or of the "excessive" money growth, if you will) -- its dura-

tion, persistence and steady escalation -- uncovered basic changes in

social and political orientation and in our public policy. These
changes -- I referred to them as & new social activism -- originated in
the mid-1960s and gained momentum in the 1970s. This social activism
manifested itself in increased reliance on the federal government to
achieve socially desirable goals through new, or entarged, budgetary
and regulatory programs. The consumer and "social benefits" were
stressed, often at the expense of higher costs, slower real growth and

lower productivity gains. Among consumers -- many of whom are, after

240@. cit., p. 87.
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all, producers as well -« these new social benefits were often to be
focused on the nonproducers {who tend to be perceived as "more needy"
and, hence, more deserving of "social benefits").

The "costs" of this new social activism included increased dis-
incentives to work and to invest, slower growth of real GNP, and Tower
productivity gains. A main result was a persistent increase in infla-
tionary pressures of our entire economic system.

If this thesis has any merit, if it contributes in any signifi-
cant way to the explanation of the cngoing U.S. inflation, the impli-
cations are clear: Successful inflation control depends on removal of
the fundamental causes of U.S. inflation. Fiscal and monetary policy
restraint, while necessary, will not be sufficient. Hew policies to
encourage greater productive efforts and faster real growth will be

essential, if price stability is to be restored in the 1980s.
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DISCUSSION OF THE LEVY AND MELTZER PAPERS
William Poole

Michael Levy has assumed the task of explaining the persistence
of inflation. I confess, though, that I got off to a bad start at the
very beginning of his paper. His second sentence vreads: "Monetarist
explanations of this deep-seated inflation provide no insights as to
its economic, social, and political causes" (emphasis added). And a
sentence towards the end of his summary reads: "“Fiscal and monetary
policy restraint will be necessary, but may not be sufficient [to
control inflation}." Fortunately, however, Levy does not really be-
lieve these claims. On page two of his paper he says that, Yon a
purely technical Tevel, the monetarists have, of course, all the an-
swers. In fact, some of my own econometric exercises have tended to
reconfirm their valuable, if somewhat simplistic, generalizations."

If we strip away the loaded words such as "simplistic," then it
is ciear that Levy accepts the basic argument that inflation cannot
occur in the absence of excessive money growth. Accepting this propo-
sition, Levy surely does not believe that successful control of infla-
tion would be possible without slowing money growth., Indeed, I cannot
believe that Levy would claim that slowing money growth would fail to
reduce inflation. He simply does not in fact believe that monetarist

explanations provide no insight intc the economics of inflation.

Dr. Pocle is Professor of Economics at Brown University.

-184-



Levy's paper is not about monetarist propositicns 1inking money
growth to inflation, but about the causes of excessive money growth.
This issue is obviously important. But the reasons monetarists have
not paid much attention to this issue to date are, first that it was
important to gain agreement that inflation is indeed a monetary phenom-
enon -- a proposition not widely accepted thirty years ago -- and, sec-
ond, that the methods of economic analysis may not provide great in-
sight into the causes of excessive money growth. Levy feels that the
important issues concern changes in the economic and social structure
that have produced an inflationary envivonment.

Before commenting further let me introduce a qualification to the
simple monetarist view. C(learly, insofar as changes in the economic
and social structure, in the average tax rate, and in the regulatory
burden affect incentives and productivity, the rate of productivity
growth may slow down. Reduction in the growth of real cutput, given
the rate of money growth, will raise the rate of inflation. As a first
approximation, what matters is the money stock per unit of real GNP.
But the slow-down in productivity growth and therefore in output growth
can directly account for only a very small part of cur inflation. We
might be able to explain one to two percentage points of the inflation
in recent years by the slow-down in output growth. But that is not
what all the shouting is about. If the current rate of inflation were
only one or two percentage points above the rate of the early sixties,
then the subject of this conference would not be inflation but rather
productivity or some other issue.

If 1 understand Levy correctly, he feels that sociological and

non-monetary factors have accelerated the rate of inflation and that
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the monetary authorities have been dragged along -- forced to accommo-
date with money growth the more fundamental factors producing infla-
tion. Even on this view, however, Levy should be much more interested
than he is in what he calls the simplistic monetarist explanation.

If the price level were very closely linked to the money stock,
with a very small margin of error, then it would be absolutely clear
that non-monetary factors could work to increase inflation only insofar
as they operated quite directiy on the Federal Reserve. The greater
the amount of slack or imprecision in the money/price relation, the
more credible Levy's argument becomes. If the relation is imprecise,
especially in the short run, there is much room for non-monetary fac-
toré to produce an acceleration in the rate of inflation dirvectly, and
for the Federal Reserve to be drawh into monetary expansion later by
pressures to sustain the ongoing inflation process. The very word "ac-
commodation® has the flavor of the central bank responding to an infla-
tion that has already occurred in order to prevent longer-run forces
frem reversing the inflation through a process involving unemplioyment.

Levy presents data showing changes in defense spending, govern-
ment transfers, and so forth. But he presents no evidence whatsoever
that even bears on the validity of his claim that factors such as these
are responsible for the inflation. Surely time series evidence on
United States inflation relative to governmeni spending would be rele-
vant. Also, cross section evidence relating the rate of inflation to
the size of the government budget or its rate of growth in different
countries would be relevant. Does Levy dispute the common finding that
inflation follows rather than leads money growth, a finding that seems

inconsistent with the accommodation argument?
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Since Levy has presented no evidence, I'm forced to make a few
comments based on casual empiricism and a priori plausibility. One of
Levy's claims is that the erosion in the growth of real incomes has Jled
workers and firms to seek higher wages and prices in an attempt to re-
coup their lost income growth. If this argument is true, why did wages
and prices fall sharply as people became poorer between 1929 and 19337
Is the short-run Phillips curve -- which shows that wage inflation
slows as people become poorer through unemployment -- consistent with
Levy's proposition? If growth in taxes has been a major factor in re-
ducing growth in disposable income, then why have we not seen more ac-
tivity to reduce government spending and taxes rather than the activity
c]aimed_by Levy to raise nominal wages and prices? I may be wrong, but
Prcpositfon 13 pressures seem awfully weak to me at the faderal level,
and in any event seem to be a lagged result of the inflation process
rather than part of & process that can explain the inflation.

What other evidence beside nominal wage and price increases can
we look at? What about strike activity, or union membership, or con-
centration ratios in industry? A1l of these would seem to have some
possible connection to inflation, or at least as symptoms of the proc-
ess Levy is talking about. My impression is that these factors all cut
in the wrong direction in the United States. Most fundamentally, how
can real factors, other than through productivity effects and effects
on Federal Reserve behavior, have anything to do with nominal magni-
tudes?

Levy seems to recognize the importance of explaining Federal

Reserve behavior; his footnote on page seventeen deals at some length
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with the guestion of the role of budget deficits in explaining Federal

Reserve money creation.

1 believe that a number of factors, some of which are closely

connected to the ones Levy has emphasized, should be examined in terms

of their effect on Federal Reserve behavior. My list of important

items is this:

1.

Since the mid-sixties there have been consistent underestimates of
the natural rate of unemployment by the Federal Reserve and by the
economics profession. These underestimates have led to money
growth that on average has been too high, even accepting the view
that monetary policy should aim for an unemployment rate close to
the natural rate.

There has been a great over-emphasis on nominal interest rates and
& view that short-run money growth doesn't really matter. Although
the Federal Reserve has long recognized the importance of long-run
money growth, it always seems to be gperating in a series of short
runs that never add up o a long run.

The Federal Reserve has from time to time made political miscalcu-
lations based on a combination of overly optimistic forecasts of
the effectiveness of fiscal actions and overly optimistic forecasts
of when fiscal actions would occur. Probably the best exampie of
this point is the Fed's delay in tightening money in 1967 while
waiting for Congress to pass a tax increase.

The Federal Reserve's poiicy horizon has been too short. OQOrdinari-
1y, the Fed looks ahead long enough to see significant impacts of
monetary policy on employment and output but not long enough to see

any important impact on prices.
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5. The Federal Reserve has used a poor control mechanism based on the
faderal! funds rate. This mechanism has produced a procyclical mon-
etary policy because it makes persistent procyciical mistakes so
easy.

6. The Federal Reserve is obviously responsive to political pressures,
especially from the administration. These political considerations
may have reflected concern, from time to time, over reelection of a
President and over reappointment of a Federal Reserve Board Chair-
man. I continue to believe that Federal Reserve behavior is not at
all a simple function of broad societal trends. Accidents of his-
tory such as assassinations dc happen and are important. While I
certainiy would not - rule oui.the importance of research on general
principles of political behavior, I still feel that neglecting the
interplay of personalities and events is a mistake. In an endeavor
of this type, traditional historical analysis can provide very sub-
stantial insights.

In summary, I believe that Levy provides a misieading interpreta-
tion of what monetarism is all about. Monetarism involves the econom-
ics of the relations between money, output, prices, and interest rates,
and the economic processes responsible for these relations. Tt does
not pretend to offer an economic explanation of money growth and should
not, therefore, be criticized for not doing so.

Now that monetarist propositions -- at least in their Tong-run
form -- are so widely accepted, 1t clearly makes sense to move on to
issues concerning why the monetary authorities behave the way they do.
Levy has offered a number of interesting hypotheses on this question,

but has not provided any evidence. To my taste, his approach is less
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productive than it might be because he pays so 1ittle attention to the
morietary authority itselif. Surely the Federal Reserve should be the
focal point of the political and sociological analysis. The Fed has
far more than a caretaker function. If the factors Levy discusses are
important, we need to know how they impinge on the Federal Reserve in
order to have much confidenca in the argument.

MNow Tet me turn to the paper by Allan Meltzer. I will start with
an outiine of his argument as I understand it.

First. Meltzer believes that expectational errors affect output.
The expectaticnal errars that he stresses are those between the normal,
or permarent plus the transitory components. He mentions in passing
that this view is different from that of lLucas. While it is true that
Lucas uses a spatial rather than a temporal model, I think that it
really comes to much the same thing. Additional output can be obtained
in the Lucas model only if labor is willing to substitute hours inter-
temporarily.

In any event, the Meltzer view is that when prices are viewed as
temporarily high the level of autput is expanded, and when prices are
temporarily low the level of output is contracted. Actually, it is
probably better for me to state Meltzer's proposition a bit different-
ly: the permanent leve] of prices depends on the permanent level of the
monay stock and it is deviations of the actual money stock from the
permanent level that are most clearly related to deviations of output
from normal full employment output.

Since deviations of output from potential output are related to
expectational errors, it is important to investigate the formation of

these expectations. To illustrate the basic idea, Meltzer uses a
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simple model from the statistics literature in which a time series has
known properties consisting of permanent and transitory variations.

The inference problem is to use the past data to make the best quess as
to the permanent component in the next period. The solution to the
problem requires knowledge of the permanent and transitory variances.
Given that information, the next-period forecast depends on a distrib-
uted tag of the past observations of the series, with the distributed
lag weights depending on the permanent and transitory variances. This
basic idea can be generalized easily -- although the technical problems
may not be solved easily -- by considering more complicated time series
models including multivariate frameworks. However, the basic idea
comes through quite clearly in the univariate model analyzed by
Meltzer. His tables 1 and 2 provide the flavor of how the means

and permanent and transitory variances might be extracted from the data
for different periods.

Now let me make an important distinction that does not seem very
clear in Meltzer's paper. When we examine a policy of gradualism there
are two analytically distinct considerations. One concerns the time
series of agents' forecasts of permanent values and the magnitudes of
expectational errors under the assumption that agents' estimates of the
permanent and transitory variances remain fixed and given an assumed
money growth path. Here, it is clear that if money growth slows sharp-
1y, then the market will interpret the initial slow-down as being
largeiy transitory; if the slow-down is in fact permanent, then there
will be a large and persistent expectational error. Under these as-

sumptions, the case for gradualism is compelling. Only with a gradual
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decline in money growth would it be possible to aveid large expecta-
tional errors and the accompanying losses in output.

An entirely separate issue -- and one that I think is at the
heart of the problem -- concerns the way in which agents change their
estimates of the permanent and transitory variances over time.
Meltzer's discussion is much less helpful on this issue. If the
Federal Reserve could convince agents that the money growth process had
changed and could convince agents that it would slow money growth
sharply. then forecasts of the permanent money stock would not be de-
termined by the old distributed lag on past observations. Under these
assumptions, the Fed could slow money growth abruptly without producing
expectational errors and there would be no case for gradualism.

Meltzer has not offered any formal analysis of how agents learn
from experience to change their estimates of the permanent and transi-
tory variances. Nor has Meltzer offered an analysis of how agents
might be led to change their estimates of these variances by the Fed
introducing a new policy, a process which would not require any
learning from past money stock observations at all. My comment on this
point is not meant to reflect a criticism of Melizer’s paper; I do not
know of any interesting models of learning and I do net have the fog-
giest idea of how to go about modeiing this process. My point is sim-
ply that it is important to separate the issue of calculating permanent
values given estimates of the variances from the issue of how agents
form new estimates of these variances over time.

The only constructive thought I can offer is that prescriptions
as to the best path for the money stock in the future might be based in

part on an analysis of the effects of reducing transitory variance.
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Money growth has been high in the recent past; if the actual rate of
money growth is brought down onty siowly from this high initial
starting point and if the transitory variance is compressed by making
this slow-down smooth and in accordance with announced intentions,
agents’estimates of the permanent rate of money growth for the next few
periods. This resuit would occur if a significant part of the recent
high money growth had been regarded by agents as transitory and there-
fore had not been built into their estimates of the permanent part of
money growth. The likelihood of the perverse result could be investi-
gated by examining the effect of a reduced transitory variance on money
growth expectations for next year in a time series model applied to
actual money growth over the past few years.

I have two final comments. First, as John Taylor has emphasized,
there is considerable uncertainty about the relative validity of purely
expectational theories of the business cycle and theories that stress
lagged adjustment due to contracts and similar types of institutions.
As Meltzer has noted but not emphasized, the case for gradual reduction
of money growth is considerably strengthened by this uncertainty be-
cause insofar as the contract view has validity, a sharp reduction in
monay growth -- even if fully anticipated -- would produce a sharp de-
c¢line in output.

Secondly, although we have concentrated on economic factors, I
think it is worth mentioning political processes. It is not obvious to
me that maintainance over a long period of time of a gradual reduction
of the money stock is politically feasible. 1t is certainly conceiv-

able that a quick and dirty reduction of money growth, accepting the
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severe output effects that would occur, is the only solution that is
politically viable. 1 am not sure whether or not I believe that a
quick purging of inflation would be better politically, and even if |
did know what I believe I would not have any idea of why I believed it.
Nevertheless, this issue is surely important for a full policy analysis
of winding down inflation. An economic analysis of the minimum cost
method of reducing inflation is obviously important, but unfortunately
it is not at ail clear that the cost-benefit calcultation that governs
the political process is very ciosely connected to the economic costs

and benefits, however firmly we may establish them.
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DISCUSSION OF THE LEVY AND MELTZER PAPERS
Alhert E. Burger

What did the experience of the tast half of the 1960s and the
decade of the 1970s teach us about the effects of monetary policy
actions? It did not teach us anything "new." [t only gave us another
set of empirical observations to support the long-standing proposition
that a maintained excessive growth of money will generate an accelera-
tion in inflation and will raise inflationary expectations. The policy
actions that engineered the move from price stability in the first half
of the 1960s to a 6 percent rate of maintained inflation by 1973 were
an accelerated rate of purchase of government securities by the Federal
Reserve which resulted in a faster growth of monetary base and hank
reserves and, hence, a rise in the trend growth of money from 1-2 per-
cent to 6 percent.

Prior to the mid-1960s there already existed a very large amount
of evidence that this would be the expected result of these types of
policy actions. Indeed, one does not have to use highly sophisticated
methods of analysis to come to this conclusion. Simply a close look at
the data should be enough to convince most people of this strong re-
Tationship between the growth of money and inflation.

The experience since 1973 has reminded us that price theory can

be useful in analyzing macroeconomic developments. Severe supply

Albert E. Burger is Assistant Vice-President and Economist, Federal
Reserve Bank of St. Louis.
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shocks raise the level of prices and, hence, contribute to the measured
rate of inflation. However, as 1975-1976 illustrate, these effects do
not result in sustained inflation.

Both Meltzer and Levy point out that sustained inflation is a
monetary phenomencn. They differ with respect to whether monetary
actions are the "fundamental" cause of inflation. Meltzer puts the
biame for inflation and its acceleration directly at the door of the
Federal Reserve. He rejects the assertion that the Vietnam War, de-
ficits, and government spending of the mid-1960s were the origin of in-
flation or were the motivating force causing the Fed to expand money.

I agree with Meltzer that the Fed must accept the blame for starting
and maintaining inflation. The money stock grew at steadily more rapid
rates because the Fed allowed it to do so by providing the necessary
bank reserves, If the Fed had not supplied more reserves, money growth
would not have accelerated and, hence, inflation would not have accel-
erated. The Fed can make excuses about why it followed such a policy,
but the fact remeins that it did follow such a policy.

tevy raises the interesting question of why policy moved from ane
that underwrote price stability to one that underwrote accelerating in-
flation. His conclusion is that, in the mid-1960s, there were major
political and social changes that led to greater social activism on the
part of the government {such as a shift toward increased "nonproductive’
transfer payments and regqulation} that reduced productivity and
set off the inflationary spiral. 1 would interpret his conciusion as
meaning the Federal Reserve was caught up in this process and essen-
tially pulled along the path it followed by forces over which it had no

control.
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There is a growing body of evidence supporting the idea that the
factors Levy discusses operated to lower potential real output growth.
However, if these factors had not been accompanied by a surge in mone-
tary expansion, there is considerable doubt we would have had the
acceleration in inflation that we experienced.

This still leaves open the guestion of why, despite repeated
statements of policy intent to halt inflation, the Federal Reserve
allowed its policy actions to feed inflation. [f the Fed had actually
pianned an acceleration in inflation, it could not have folliowed a
program that was better grounded in theory and supported by empirical
evidence. I have difficulty accepting the explanation that the Federal
Reserve was simply pulled along by the tide of expansicnary sentiment.
To some extent, that may have been the case. Especially, one can point
to the repeated failure of certain members of Congress to accept the
interest rate consequences of their deficit spending. However, the
basic cause of the high and rising interest rates that have character-
ized the last 15 years has been the inflation generated by Federal
Reserve actions and the resulting rise in inflationary expectations.

I would ascribe the Tailure of monetary policy to achieve its ob-
Jective of stable overall prices to a failure to accept and remain com-
mitted to a few very basic principles. These are: (1) the primary job
of a central bank is tec prevent an acceleration in the basic rate of
inflation and menetary policy cannot fine tune real output; (2) excess-
ive money growth means an acceleration in infiation; (3) money grows at
a sustained, faster rate only when the central bank provides more mone-
tary base; {4) if there is a surge in government demand for credit or

private demands for credit or a surge in measured inflation, short-term
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interest rates will rise and Federal Reserve attempts to prevent this
rise will only ensure that interest rates remain at these higher
levels; {5) the Federal Reserve can control the trend growth of money;
and {6) although in theory, money growth can be controlled by operating
on the federal funds rate, in practice this is a very unsatisfactory
procedure. If the Federal Reserve had remained committed to these six
basic principles, it seems very unlikely that monetary policy would
have followed the path that characterized the last 15 years.

Of the above six principles, the Jast two have been the hardest
for the Federal Reserve to accept: ability to control money and the
flaws in a federal funds target. More than anything else, these two
items have contributed to the failure to achieve policy cbjectives.

Too often the guestion of "can the Fed control money?" has gotten mixed
up with the question of "should the Fed control money?® If the central
bank can control the growth of the monetary base, it can control the
supply of money. This should be a lesson that is learned in an intro-
ductory money and banking course. During the past 15 years the Federal
Reserve has tried to control the federal funds rate, not growth of
monetary base and bank reserves. Hence, the Federal Reserve has not
“controlled" money.

This is why the most important aspect of the policy actions
announced hy the Fed's Open Market Committee on October 6, 1879, was
the part announcing a change in operating procedures. Primary emphasis
was shifted from the federal funds rate to growth of a reserve aggre-
gate. If the Federal Reserve remains committed te this change, mone-

tary actions may start to match the intent of monetary policy.
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It is much easier to analyze how we got into our current predica-
ment than it is to state how to get out of it. Obviously, to Tower the
trend rate of inflation, the growth rates of the monetary base and
money must be reduced. However, the objective of monetary policy is
not just to slow inflation, but to do so with a minimum Joss of real
output. As other papers at this conference have emphasized, there is a
great deal of uncertainty about the effects of alternative "sliowing”
policies on real output and employment as well as their short-term
effects on the financial markets. Traditional macroeconomic models
usually assign a fairly large and prolonged real output effect to anti-
inflationary monetary policy. However, as Taylor points out in his
paper, recent developments in economic theory raise serious questions
about implications of traditional models.

Despite our uncertainty about the exact magnitude of the effects
on real output, it is becoming generally accepted that the less the de-
gree of uncertainty about the path of monetary actions the less effect
these actions will have on real output and the larger and quicker their
effect on inflation. Meltzer discusses this issue under the heading of
the "basic inference problem." He shows that, if transitory changes in
the growth of money are frequent, it is optimal to observe a relatively
long series of observations before concluding that a permanent change
has occurred. The past behavior of the Federal Reserve with respect to
the growth of money has made this a good rule to follow. The Federal
Reserve has announced monetary targets and then repeatedly failed to
hit these targets. The Federal Reserve has announced major policy
actions designed to slow money growth, as it did in November 1978, and

then actually substantially reduced money growth for five months.
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However, this was apparently only a transitory change in money growth,
a5 the last six months have completely reversed the pattern of slow
money growth.

Hopefully, one lesson that the Federal Reserve has learned is
that it must make its policy announcements crediblie to the public.
Credible means taking actions, and maintaining those actions that are
consistent with its stated policy intent. Alsoc, when the Federal
Reserve makes a major change in its method of implementing policy, it
should clearly explain this new procedure. The immediate case in point
is the October 6 announcement of a move toward a reserve targeting
procedure. To minimize disturbances in financial markets and to have a
maximum effect on inflationary expectations, the Federal Reserve should
clearly explain the new rules of the game. How much more short-run
flexibility does the Fed plan to allew in the federal funds rate?
Exactly which reserve aggregate is going to be the new target? What is
the Federal Reserve's growth target for this reserve aggregate? How is
the Federal Reserve going to project the relationship between the
reserve aggregate and money? An improved monetary policy for the 1980s

must include answers to these guestions.
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