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PREFACE
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mandate to provi de nonpartisan analysis of policy options,
the report contains no recommendations. |t was prepared
by Cornelia Motheral, Peter dark, Ronald Teigen, Mrvin
Phaup, Stephen Brooks and ot her nenbers of the Fiscal
Anal ysis staff, under the direction of Frank de Leeuw.
Editorial assistance was provided by Patricia H Johnston.
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A year of recovery has greatly strengthened confidence
in the US. econony. In the spring of 1975, when unenpl oy-
nment was at record high levels and double-digit inflation
was a very recent nenory, doubts about the vigor and sta-
bility of the econony were wi despread. |n the ensuing
year and a quarter, private demands have rebounded. The
unenpl oynent rate has fallen fromnearly 9 percent to 7.5
percent (June 1976). The annual rate of inflation slowed
to the 5 to 7 percent range during 1975 and--apart from
one- or two-nmonth irregularities--has renai ned there since.
Attention is shifting to whether recovery can be sustained
over several years wthout periodic slowdowns and w thout
rekindling inflation.

In spite of recent inprovenent, the problens are still
formdable. The 5.9 percent rise in consuner prices from
June 1975 to June 1976 renains well above the long-term
average inflation rate and even further above the goal nost
Anericans would like to achieve. Wile the rate of recov-
ery so far has matched that of previ ous expansions, the up-
swng started fromthe bottomof a deep fall, and has |eft
output lower in relation to its earlier peak than in pre-
vious recoveries (see Chart 1). The June unenpl oynent rate
of 7.5 percent, a level reached only at the bottomof ear-
lier recessions, reflects this lag in regaining earlier
ground and a slowing of growh in the second quarter of
1976. The coexi stence of high inflation and hi gh unenpl oy-
nment continues to be a dilema challenging policy makers.

Congressional fiscal decisions reflect the change from
a seriously ailing econony to an inproving one. Last year
Congress enacted a sizable tax cut and a nunber of snaller
outlay prograns to stinulate private and public spendi ng
and thus aid recovery. Tax and spendi ng nmeasures and the
recession itself produced a record deficit in the federa
budget for fiscal year 1976, currently estinmated at
slightly below $70 billion. This year Congress' First
Goncurrent Resolution on the 1977 Budget inplies a |ess
stimul ative policy, including sone special outlays to boost
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CHART 1
REAL GNP IN FIVE RECESSION-

RECOVERY PERIODS

(Indexes of GNP in 1972 dollars, previous peak = 100)
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NOTE: The 1973-76 data are based on GQ\P data before the July
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change in revised G\P. Peak and trough dates are the busi-
ness cycle (reference) peaks and troughs desi gnated by the
Nat i onal Bureau of Economc Research. The first quarter of
1975 is a tentative date for the latest trough; it has not
been officially designated by NBER
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enpl oynent but no substantial change in current tax rates..
Qutl ays voted in the resolution anmount to $413.3 billion,

revenues to $362.5 billion, and the deficit to $50.8 bil -

lion. The resolution is not as restrictive as the Adm n-

istration budget, which calls for outlays of $400 billion

and a deficit of $47.5 billion.

~ Based on the first concurrent resolution, CBO's eco-
nom c projections through 1977, explained in detail in
Chapter I, show

e continued growth in output, but at an annual rate
| ower than the 6.7 percent of the first five quar--
ters of recovery;

* an underlying dowward trend in the unenpl oynent
rate, with the rate in the 5.8 to 6.4 percent
range by the end of 1977; and

e inflation at an average annual rate of 5 to 7
percent (as neasured by the GQ\P deflator).

Thus, through 1977 the projections envision continued ex-
pansi on w thout accelerating inflation. This forecast is
summari zed in Table 1.

75-357 O - 76 = 2



TABLE 1

QUTPUT, PRICES, AND UNEMPLOYMENT,
1976 AND 1977

CGeneral Price

QP | ndex (G\P Unemployment
(billions of deflator, Rat e
1972 dol | ars) 1972 = 100) (per cent)
Actual , 1976:II
TprelTmnary) 1260 133 7.4
Proj ect ed Range
1976: 1V 1290 to 1300 136 to 138 6.9 to 7.3
1977:1V 1350 to 1380 143 to 147 5.8 to 6.4

Projected G ow h
(annual rate, percent)
1976:1I1 to 1976:1V 5.0to 6.5
1976:1IV to 1977:1IV 4.5 to 6.5

~No
([@X &)
'
1
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Besi des adherence to the first concurrent resolution,
the forecast assunes rates of nonetary growh near the
high end of the Federal Reserve's announced targets, | ead-
ing to gradually rising short-terminterest rates during
the forecast period; steady growh in exports; noderate
Increases in food prices; and continuing rises in oi
prices. The forecast is quite simlar to the forecast CBO
publ i shed |ast March and to the econom c assunptions under -
l ying the Congressional budget resol ution

Departures from these assunptions woul d change the
projections. Sustained vetoes of $5.6 billion worth of
public enpl oynent neasures, for exanple, are estimated to
reduce the nunber of jobs by 400,000 bel ow the baseline
forecast by the end of 1977 and to rai se the unenpl oynent
rate by 0.3 percentage points. The inpact of such vetoes
Iin reducing the inflation rate would be nearly zero in
1977, but would growto a 0.3 percentage point reduction
in the inflation rate by 1980. Chapter Il explains how
this change and other policy alternatives, such as depar-
tures fromthe nonetary policy assumptions, would affect
t he out!| ook.

Policies outside the realmof traditional fiscal and
nonetary instrunents, such as steps to strengthen conpeti -
tion or tax changes linked to wage and price restraint,
woul d al so change the outlook, but it is nearly inpossible
to predict hownuch. The longer the twn problens of high
unenpl oynment and high inflation persist, however, the nore
likely it is that these alternative approaches wll re-
cei ve serious consideration.

Another topic which is receiving growng attention as
the econony recovers is the fraction of output devoted to
Investment in the private capital stock rather than to con-
sunption or to government purchases. In the short run
maintaining growth in the capital stock is inportant in
order to avoid bottlenecks in key industries as the econ-
ony approaches its potential output. An analysis of output
and capacity trends for a nunber of key materials in Chap-
ter Il suggests that unless output significantly exceeds
projected growth rates, serious bottlenecks wll not de-
vel op over the next two years.

In the long run, investnent in private capital is a
vital ingredient in introducing new technol ogy and naintain--
ing growth in productivity and living standards. In recent
years capital per worker has grown nore slowy than in the



past, and this slowgrowh is one factor contributing to a
reduced rate of productivity gromth. Qher factors 1nclude
rising investnent requirenents for pollution control and
occupational health and safety, shifts in demands from
capital -intensive to labor-intensive industries, and shifts
In the conposition of the labor force toward groups wth
relatively little work experience (wonen and teenagers).

If policies are sought which would [imt or reverse
the reduction in productivity growth, then there are a
range of approaches to consider. Steps to pronote invest-
ment, such as a conbination of easy noney and tight fiscal
policy or various tax changes favoring investnent in plant
and equipment, are one strategy. Policies to encourage
research and devel opment and prograns to pronote education
and training are anong the other possibilities. Mery
little is known at present about which approach woul d be
most effective.

X1



CHAPTER
THE QUTLAXK

| nt roducti on

_ The econon% IS improving, but unenpl oynment and infla-
tion remain much worse than they were in earlier recoveries.
Wiile the growth in output since early 1975 has natched that
of previous recoveries, it followed a recession far deeper
than other recessions during the last 30 years (see Chart

1 on page x ). As aresult, total output is now barely
ahead of its peak two and a half years ago, and the unem
ployment rate is still at a level reached only at the bot -
tomof previous recessions. The rate of inflation is also
worse than in ﬁreV|ous recoveries. Wiile inflation has
receded fromthe peak rates of 1973 and 1974, it renains
much higher than during the 1950s and 1960s.

~ Between now and the end of cal endar year 1977 (the
period covered by this report), the nost |ikely economc
prospect is for continued inprovenment in output and enpl oy-
ment and no substantial change in the rate of inflation.
Real output grew at an annual rate of 4.4 percent during
the second quarter of 1976, distinctly lower than the 7
percent average during the first year of recovery. QGowh
wll probably continue to average bel ow 7 percent during
the renmainder of this year and 1977. Inventory investnent,
whi ch accounted for nore than one-third of the first-year
recovery, wll contribute nuch less to growh during the
next year and a half. The fiscal policy enbodied in the
First Goncurrent Resolution on the Budget for Fiscal Year
1977 is noderate rather than expansionary, and the nonetary
targets announced by the Federal Reserve point to a grad-
ual reduction in nmonetary growth and slowy rising short-
terminterest rates in 1977

M ant and equi prent spending wi |l probably be a source

of growh next year, as the revival in fixed investnent
gat hers nonentum Autos and housi ng have nade inportant

1)
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contributions to the recovery so far and may continue to
do so for awhile to come. It is likely, however, that
they will play their characteristic role of somewhat sl|ower
growth during the later stages of recovery than during the
early stages.

As for inflation, inportant influences at the present
tine are not all pulling in the sane direction. Qurrent
hi gh unenpl oynent rates are likely to reduce inflation,
but the slowdown of productivity growh in recent years
and the outlook for fuel prices are likely to increase it.
The influence of past cost increases on current prices and
wages tends to nake recent rates of inflation persist.
bal ance, these factors suggest that inflation will continue
at arate of 5 to 7 percent per year through 1977
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Trends in Denand

Consunpt i on

By the beginning of 1975, Anmerican consunmers had been
through two battering years. They had experienced the
hi ghest rates of inflation since the outbreak of the Korean
War, with price increases particularly large for food and
energy. Interest rates reached unheard-of |evels and com
non stock prices plunged. Real disposable incones had the
| ongest and | argest decline in nany years, resulting from
the conbined effects of rising inflation, declining pro-
ductivity, the progressive incone tax system declining
hours of work, fewer new hires, and rising layoffs. Al
of these events--compounded by the CPEC oil embargo--con-
vi nced many consuners that they could no |longer take for
granted that their standard of living would inprove. They
responded by saving nore and spending | ess, and consunption
spending declined in real terms.

During 1975, consuner purchasing power was bol stered
by a sharp drop in the rate of inflation from1l2 to "only"
7 percent, plus tax rebates and tax cuts. Consuner spendi ng
responded, and consuner demands, along wth the ending of
inventory liquidation and a pickup in housing investnment,
gave the initial inpetus which brought about rises in pro-
duction, hours of work, and enploynent. Falling interest
rates and rising common stock prices also contributed to a
nore favorabl e atnosphere for consunmer spending, and the
University of Mchigan Survey Research Center's consuner
confidence index rose to a level in early 1976 that was
t he highest since the end of 1972.

In the first four quarters after the recession trough
in the first quarter of 1975, consumer spendi ng expanded
at a fairly steady 12 percent annual rate in current dol -
lars. Because the rate of inflation varied sonewhat, the

~path of real (constant-dollar) spending was nore uneven,
but the increase averaged out to 6.1 percent over the four
quarters.
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In the second quarter of 1976, the growth of consunp-
tion spending slowed to a 4 percent annual rate in real
terms, and the personal saving rate, at 7.0, was little
changed after a significant decline in the first quarter.
Caution was reported in sanple surveys of consuner confi-
dence. Sone special events of the second quarter--an up-
turn in food prices and a leveling off in common stock
prices--probably contributed to this attitude. Uhl ess
setbacks of this nature recur, the projected recovery
should bring sone further increases in confidence and some
further decline in the saving rate. A decline in the
saving rate—dsually associated with increasing confidence,
purchases of autos and other durables, and use of credit--
enabl es consuner spending to increase faster than incong,
thus providing extra stimulus to business activity.

CGonsuner purchases of new autonobil es were at an an-
nual rate of 10.2 mllion units in the second quarter of
1976, about the sane as the first quarter and 29 percent
hi gher than a year earlier. A ong wth the recovery in
car sales has cone a change in the conposition of dermand
for autos. The share of inports and donestic subconpacts
has declined, while the share of larger conpacts and inter-
nedi at e-si ze cars has increased, leading to widely publi -
ci zed specul ation that the Anerican notorist is not inter-
ested in fuel conservation even at high gas prices. In
fact, however, changes in the mx of auto sal es have roughly
paral l el ed changes in the price of gasoline relative to the
price of other consuner goods. Between 1973 and 1974, gas
and notor oil prices rose 20 percent faster than the gen-
eral rate of inflation. Responding to this relative price
I ncrease, the mx of cars changed sharply from 1973 to 1975,
away from standard and |uxury-sized cars and toward imports
and subconpacts. Since 1974 there has been a slight de- - '
cline in the relative price of gasoline (although this de-
cline is expected to be reversed in the projection period),
and buyer interest in larger cars has increased. The
switch anay frominports and subconpacts in 1976 has only
partly offset the changes that occurred between 1973 and
1975, however. Inports are back at about their 1973 market
share, but anong donestic cars, luxury and standard nodel s
have | ost ground to conpact and internedi ate cars.

~The Survey Research Center has reported that consuner
sentinent and spending plans are significantly nore opti -
mstic anong consuners w th above-nedi an incomes. The
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shift toward sonewhat |arger cars nmay reflect, in part,
greater willingness to buy at the present tine on the

part of higher-income consuners than on the part of | ower-
| NnCON® consumers.

Housi ng

Housi ng activity was the first victimof the recession,,
Housing starts began to decline in early 1973 and dropped
steadily for two years, to less than half of the record
1972 rate.

Recovery in this industry was early too--at least for
the single-famly sector, as Chart 2 shows. In addition
to the revival of consuner incones and denand in general,

t here were sone devel opnents specifically favoring housing:
the decline in short-terminterest rates, which encouraged
savings flows into the thrift institutions which finance
housi ng; the tax rebates, which were reflected in partic-
ularly large deposits at thrift institutions in the sec-
ond quarter of 1975; and possibly the tax credit for the
pur chase of new hones, which had to be used during 1975
(although it is difficult to determne the effect of this
device).

In spring 1976, savings flows, nortgage |ending activ-
ity by thrift institutions, and single-famly housing
starts all seemed to be continuing at a high level. De-
spite high prices, the single-famly sector has recovered
to about 85 percent of its record perfornmance in 1972.

Miltifamly housing has had a very different experi-
ence, as Chart 2 shows. A though it has increased from
| ast year's lows, the nunber of units started in structures
with give or more dwelling units during the first half of
1976 was only one-fourth of the 1972 rate. Further gains
in residential construction activity are likely to require
an end to the stagnation in this sector. A nunber of inter--
acting factors appear to be contributing to this stagnation:

e First, there has been excess supply in some areas,
incTuding a lTarge i1nventory of unsold condominiums.
As of late | ast year, the percentage of new apart -
ments still not rented after 12 nonths was contin-
uing to edge upward. Vacancy rates for all rental

75-357 O- 76- 3



CHART 2

NEW PRIVATELY OWNED HOUSING UNITS
STARTED, SINGLE AND MULTIFAMILY
(seasonally adjusted annua rates)
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housing were 6 percent or nore in 1974 and early

1975, higher than in the early seventies but well
bel ow the rates of over 8 percent reported during
the apartnent glut of the early sixties. Late in
1975 the vacancy rate dropped to 5.5 percent.

e Second, financing for nultifamly projects has
dried up as a result of the financial difficulties
of the real estate investnent trusts, reflecting
pessi mstic assessnents of the risks and profita-
bility of rental housing. A new programof the
Federal Hone Loan Mortgage Corporation to commt
to buy nortgages on multifamly projects may hel p
to channel nore funds into this market.

e Third, and nore basically, present and future prof-
itability of rental housing is widely regarded as
unsatisfactory. In part, this nay be because long-
terminterest rates remain relatively high, having
fallen nuch less than short-term rates. However,
homebuyers al so have to pay high long-termrates
(the effective rate on a conventi onal nortgage on
a newy built house was 8.91 percent in June, little
| ess than the high of 9.37 percent in late 1974)
and there has been a nmarked recovery in single-
famly starts nevertheless. The difficulty seens
to be that the high interest rates and other in-
creased costs, such as construction, naintenance,
heat, and utilities, have not been fully passed
on to the consuner in the form of rent increases.
The rent conponent of the Consuner Price |ndex has
risen nuch nore slowy than either the total CPI
or the cost of homeownership in recent years. S0
has the nedian rent on new rental units, even when
a rough adjustnent is nmade for average size of
apartments. This rent |ag has been ascribed to
several causes, notably to high vacancy rates; to
rent controls, the threat of rent controls, and
the fear of provoking rent controls; and to the
substantial advantages of homeownership which re-
sult fromthe tax subsidies to honeowners and the
capital gains arising frominflation. Watever
the cause, it seens unlikely that there will be
much strength in multifamly housing if rents do
not cover costs and provide a conpetitive profit
margi n. Though statistics do not yet showit,

t here have been reports that rent |ncreases have
recently becone |arger.
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* Finally, tax advantages to apartnent builders and
owners were reduced in 1969, and tax advantages to
other forns of investnent, nainly producers' dur-
abl e equi pnent, have been increased since then. As
a result, multifamily housing has |ess tax advan-
tage than it used to, relative to other forns of
investment.

Housi ng activitK is not likely to increases as fast over
the next year and a half as it did in the first stage of the
recovery. But as long as short-termrates do not rise enough
to induce outflows of savings fromthrift institutions, and
expandi ng consurer incones permt |lowering of rental vacancy
rates and increases in rents, housing wll continue to con-
tribute to growth in real gross national product (GNP).

| nvestment in Plant and Equi pnent

As Chart 3 shows, business capital spending declined
nore during the recession and | agged nore after the trough
than in earlier recessions. . In the past tw quarters,
heal thy rates of increase have taken place. Business cap-
ital spending plans, as reported by the U.S. Departnent of
Commerce, appear consistent with further increases at about
the same rate for the rest of 1976

O the industries surveyed by the Commerce Departnent,
about half reported substantial increases in spending for
1976 conpared wth 1975. These included industries which
had favorabl e demand changes in 1975, such as the auto
and rubber industries, and energy and other industries which
had experienced shortages during the 1973 boom such as
petrol eumrefining, utilities, paper, and textiles.

The increased and expanded investnent tax credit, en-
acted in 1975 and now scheduled to expire at the end of
1976, may have influenced the amount of capital spending
this year, if only by encouragi ng busi nesses to nake in-
vestnents earlier than they nornally woul d have. The pro-
visions of the 1975 act were especially favorable to el ec-
tric utilities in that they nay now receive the tax credit

at the sane rate as other industries instead of a |ower
rate.

_ Further, nore wi despread strength in capital spending
is expected to energe next year as output and capacity
utilization continue to increase. The first signs of this



CHART3

NON RESIDENTIAL FIXED INVESTMENT
INFIVERECESSION-RECOVERY PERIODS
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expect ed accel eration are not yet clearly apparent; such
| eadi ng indicators as manufacturers' appropriations and
contracts and orders for plant and equi pnment have not
shown an uptrend in real terns recently, but are expected
to do so over the rest of this year.

State and Local Spendi ng

In real terns, the rate of growth in purchases of
goods and services by state and | ocal governnents sl owed
In 1975, and woul d have slowed nore had it not been for
federal grants for public service enploynent. 1In early
1976, constant-dollar spending by these governnents
| evel ed off.

Only noderate future growth is expected, due to the
caution induced in voters and officials by the recession
and the problens of New York and to the expected decline
In the school popul ation. However, the recovery wl
bring rising revenues to state and | ocal governments, which
will tend to cause sone acceleration in rates of spendi ng
grow h over the course of the forecast period. Enactnent
of the first concurrent resol ution budget would all ow room
for a significant increase in federal grants for state and
| ocal enpl oynment prograns and support a revival in denands
by this sector.

Forei gn Trade

The net export conponent of GNP--exports mnus inports
of goods and services--provided a net addition to U S out-
put in 1974 and 1975. In 1974, U.S. exports continued to
ri se while imports--affected by the oil enbargo and the
recession in U S denmand-were about unchanged in real
terms. |In 1975, US exports declined as the recession
spread overseas, but inports declined even nore.

In 1976 net exports have declined, as inports of pe-
trol eum and ot her goods have been pulled up by the recovery
here, while the slower recovery abroad is causing U.S. ex-
ports to lag. The expected recovery in other industrial
countries should cause exports to resune their upward trend
later in the year. |If this expected upward trend were to
cause an increase in the value of the dollar relative to
ot her currencies, then the exchange rate novenent woul d
reduce the stimulation to GQ\P arising fromnet exports,
while tending to reduce domestic inflation as well.
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I nventory | nvest nent

Added to the recession in final demand was the bi ggest
inventory swng in the postwar period. A peak output at
the end of 1973, inventory investnent reached a record rate
of over $25 billion in 1972 dollars. Mich of this invest-
nment was involuntary, as unbought autonobiles piled up on
dealers' hands in the first reaction to the oil enbargo.

A the trough in output in early 1975, inventories were
being run down at a $21 billion annual rate in 1972 dollars.,
This swng from stock building to |iquidation accounted
for nore than half of the total decline in G\P.

The recovery in inventories has been as rapid as the
decline, and has accounted for nore than a third of the
recovery in G\P. By the end of 1975, the ratio of busi-
ness inventories to business final sales in real terns had
been reduced to about its long-termaverage |evel, partly
because of the reduction in inventories during 1975 and

partly because of the increase in final sales. In the
first quarter of this year, inventory investnent increased
at roughly the rate required to naintain that ratio. |If

the ratio continues to be stable in the next year and a
half, then inventory investnent would increase only in line
with final sales growth and would no longer be a factor
causing G\P to deviate fromits trend growh pat h.

In fact, in the second quarter inventory investment
was a little lower than in the first, while final sales
rose faster than they had in the first quarter. The
decline in the inventory-sales ratio was snmall, and there
was little indication of conditions that would lead to
destabilizing novenents in inventory investnent. Wth
continued steady growth in final sales, it seens possible
that the econony could avoid both the buil dup of inven-
tories (and subsequent slowdown in output) that woul d
result froma slowdown or decline in final sales and the
panic rates of ordering that occur when inventories get
too lowin relation to sales.
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The Qutl ook

Gowh in Qutput

Both the natural dynamcs of economc recovery and the
likely course of economic policy lead to a forecast of |ess
growth in the second half of 1976 and 1977 than took pl ace
in the first year of recovery. Inventory investnment wll
contribute less to growh because the inventory turnaround
of the first year of recovery has succeeded in bringing the
econony fairly close to nornal i1nventory-sales ratios.

G her sectors of demand are unlikely to take up all of the
remai ning slack. The tax reductions of 1975 boosted the
rate of growth during the first year of recovery. However,
as reflected in the First Concurrent Resolution on the
Budget, fiscal policy for 1977 does not provide any addi -
tional boost and, in fact, by sonme neasures noves slightly
in the restrictive direction. The nonetary targets announced
by the Federal Reserve Systemprobably inply a gradual
increase in short-terminterest rates (although |ast year's
targets, which nost observers felt would increase rates,
did not in fact do so).

A forecast reflecting these trends in denmands and
policies, presented in Table 2, shows:

 arate of growh of real G\W of 5 to 6.5 percent
(annual rate) during the remai nder of 1976 and
4.5 to 6.5 percent during 1977;

 an inflation rate (as neasured by the Q\P deflator)
of about 5 to 7 percent during the next six quar-
ters, roughly the same as the 5.5 percent rate dur-
ing the first year of recovery;

 an unenpl oynent rate between 6.9 and 7.3 percent
of the labor force by the end of this year and be-
tween 5.8 and 6.4 percent by the end of 1977.
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TABLE 2

1976 AND 1977

Projected Gowh
Act ual _ (annual rate, percent)
(prelim Pr oj ect ed Range
I nary) 1975:II to 1976:1V to
1976:11| 1976:1V 1977: 1V 1976: 1V 1977:1IV
G\P, Billions of
Qurrent Dollars 1673 1755 to 1785} 1965 to 2005 | 11.5 to 12.5 | 11.0 to 12.5
G\P, Billions of =
1972 Dol l ars 1260 1290 to 1300 ; 1350 to 1380 5.0to 6.5 4.5to 6.5
Ceneral Price
I ndex (G\P de-
flator, 1972 =
100) 133 136 to 138 143 to 147 5.5t0 6.5 5.0 to 7.0
Consuner Price
| ndex (1967 =
100) 169 172 to 175 181 to 186 50 to 6.0 4.7 to 6.7
Unenpl oynent
Rat e (percent) 7.4 6.9 to 7.3 5.81t0 6.4 --




14

As always, the forecast is subject to great uncertainty,.
Sonme of the principal assunptions underlying it--assumptions
which actual events could easily invalidate--are: (1) ad-
herence to the First Goncurrent Resolution on the Fiscal
Year 1977 Budget, wth outlays at $413 billion (unified
budget); (2 nonetary growh near the high end of the
Federal Reserve targets, leading to a gradual rise in the
Treasury bill rate to just over 7 percent by the end of
1977; (3 total exports rising at an annual rate of 5.5
percent (in 1972 dollars) as other countries recover from
the world-wide recession; and (4 farmprices rising at
about 4 percent and whol esal e fuel prices at 8 percent
(annual rates) during the forecast peri od.

Qowh rates of real G\P in the forecast are sonewhat
nore rapid than is characteristic of the same period in
nost (though not all) other recoveries. Nevertheless, be-
cause of the depth of the 1974-75 recession, recovery at
the projected range should not create serious strains on
capacity through 1977. The projections thus do not reﬂ-
resent a rate of recovery which necessarily contains the
seeds of a future slowdown and downturn. If the forecast
is realized, it nmay be possible Lo sustain the expansion
for some time beyond 1977.

The Rate of Inflation

Bet ween the second quarter of 1975 and the second
quarter of 1976, the general price |evel (as measured by
the G\P deflator) increased about 5.5 percent, substan-
tially less than the double-digit rates of 1974 but consid-
erably faster than nost Americans regard as nornmal or
desirable. Over the next 18 nonths, the CBO forecasts inply
a continued inflation rate of 5 to 7 percent. This pro-
jection reflects a balancing of conflicting forces, some
tfeno_lirll ttc_) push prices up and sone to noderate past rates
of inflation.

_ The main anti-inflation factor at present is the ex-
i stence of substantial unused capacity In the econony. Uh-
enpl oynent is still high and output is well bel ow capacity
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in the great najority of industries. Therefore, increases
I n demand as the econony inproves can be expected to | ead
to increases in output, withrelatively little upward pres-
sure on prices.

Bottlenecks in a fewcritical industries were anong
the causes of accelerated inflation in 1973 and some fore-
casters are predicting a return of the bottl eneck probl em
a year or two hence. However, the analysis of likely trends
In output and capacity for a nunber of critical industrial
materials in Chapter Il of this report suggests that gen-
eral shortages of materials capacity are unlikely to de-
vel op before the end of 1977, given overall output growh
at arate of 4.5 to 6.5 percent.

But there are al so forces pushing prices up--especially
the current |egacy of past inflation. An inportant |esson
fromthe recent history of inflation is that it takes a
long tine for an initial price increase to exert its ful
influence. In part, the influence of past inflation per-
si sts because househol ds and busi nesses form expect ati ons
about inflation on the basis of past history and these ex-
pectati ons thenselves affect the actual inflation rate.

The influence of past inflation is especially evident
in the cost of labor which is, in turn, an inportant in-
fluence on prices. As can be seen in Chart 4, conpensation
changes in recent quarters have reflected the existence
of substantial unemployment; they have declined during the
| ast year froman average of nore than 10 percent to under
8 percent. As the chart shows, this decel eration of wage
inflation during the recovery period is by no neans typical.
In previous recoveries, rates of wage inflation after a
year of recovery have been at |east as high as the bottom
of the recession.

Nevertheless, rates of wage inflation renain high by
hi storical standards, as the chart al so shows. Past rates
of inflation, reflected in current inflationary expectations
and in the desire to catch up to past price and cost in-
creases, are keeping the rate of wage inflation close to
8 percent rather than the 3 to 5 percent typical of past
recoveries in the 1950s and 1960s. It wll probably take
a long tine for these expectations and catch-up factors to
recede; that is the main reason for an inflation forecast
of 5 to 7 percent for the next six quarters rather than a
rate closer to past history.
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CHART 4
WAGE | NCREASES I N FI VE RECOVERI ES

Per cent Change
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Increases in output per hour tend to offset the effect
of rising wages on prices. Unfortunately, there is sone
evidence that, apart fromthe influence of the recession
and recovery, the underlying rate of productivity growh
has slowed in recent years. Chapter [Il of this report
di scusses productivity trends, which nmay be another cause
of persisting inflation.

~ Al inflation forecasts are subject to great uncer-
tainty, especially in the short run. As recent history
t eaches, unexpected changes in world markets for food and
raw materials can exert strong pressure on donesticC prices.

Devel opments in such special markets coul d influence
the current outlook substantially. After declining this
w nter, farmprices have begun rising again, but nost
forecasters expect the increase to be at a nuch lower rate
than the run-up of 1972-73. Farmprices, however, depend
on the size of this year's crops in many parts of the
world, and there is still w despread uncertainty about the
crop outlook. As for oil, the Energy Policy and Con-
servation Act of 1975 was responsible for reductions in
domestic oil prices early this year and will be responsible
for increases at nore than the overall inflation rate for
several years in the future. Donestic oil prices will thus
al nost certainly be a factor adding sonewhat to inflation.
The future of world oil prices is, as always, an enigna.

In sumary, it is mainly the influence of the past
that is keeping the inflation rate well above historica
averages. Qher factors--the current hi gh unenpl oynent
rate, the slowdown in productivity growh, the absence of
wi despread bottlenecks, the food and fuel outlook--have
m xed influences, but on balance will probably not in-
crease the inflation rate. Unfortunately, present policy
tools allow only gradual inroads to be nade against the
inflation inherited from earlier years.

Unempl o yment

The national unenploynent rate in June stood at 7.5
percent (seasonally adjusted) of the civilian labor force,
an inprovenent over the 8.9 percent Eeak in the spring of
1975 but still far above levels at the same stage of other
recovery periods. As Chart 5 shows, the second quarter
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CHART 5
UNEMPLOYMENT RATES IN FIVE
RECESSION-RECOVERY PERIODS

Percent of Civilian Labor Force
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average rate of 7.4 percent was higher than the worst quar-
ter of nost other postwar recessions. Wile the unenpl oy-
ment rate is projected to inprove during the next 18 months,
it is still estinated to lie in the relatively high range

of 5.8 to 6.4 percent by the end of 1977.

Measuri ng Unenpl oynent

Unenpl oyrment statistics have been criticized both for
not including enough workers and for including too nany.
The unenpl oynent rate does not take any account of part-
tinme workers seeking full-tine work, nor does it include
"di scouraged” workers who are not currently seeking a job
but would do so in a tighter labor market. On the other
hand, unenpl oyment neasures do include nore than sinply
persons laid off their jobs. Wrkers who quit their jobs
and persons seeking work for the first tine are also
counted anong the unenpl oyed.

These questions of what categories to include in the
concept of unenpl oyrment probably have very little effect
on conparisons fromnmonth to nonth or from one busi ness
cycle to another. The Departnent of Labor has cal cul ated
unenpl oyrment rates corresponding to both broader and nore
restrictive definitions of unemployment. Wile their
levels differ, of course, fromthe published national rate,
they all show a strong tendency to nove together, and all
of them show that recent rates are unusually high

Month-to-nonth statistics on unenpl oynent are conpli -
cated by the need to adjust for norrmal seasonal forces.
Before any seasonal adjustment, the national unenpl oynent
rate rose from 6.7 percent in May to 8.0 percent in June.
But unenpl oynent nearly always rises fromMay to June be-
cause of the influx of persons |ooking for summer work.

It is of no great interest that unenpl oyment al so rose
fromMay to June this year. Wat is of interest is whether
the rate was rising or falling after correction for these
normal seasonal influences. That is what the w dely
quot ed seasonal ly adjusted rate is intended to measure.

Estimating the appropriate seasonal adjustnent is
particul arly troubl esone when the econony is changing
rapidly. Problens in the adjustnent nay well have contri b-
uted both to the apparent rapid inprovenent in the un-
enpl oynent rate in the early nonths of the year and to the
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rise from7.3 to 7.5 percent fromMy to June. The routine
updati ng of seasonal factors to include 1975 data resulted
in an unusually large revision of the size of estimated
seasonal novenents in unemployment. Unenpl oynent rose very
rapidly in the first part of 1975 and fell during the
second hal f, and the procedures for seasonal adjustnment nay
have m staken some of this cyclical novenent for a change
in the seasonal pattern. |[If this happened, the result woul d
be an exaggerated decline in the seasonally adjusted rate
in the early nonths of this year, perhaps accounting for
0.2 points in the rate—and the rate in comng nonths mnay
be about 0.2 points higher by the sane token. The June
rate itself nay be free of this seasonal bias.

Interpreting the Unenpl oynment Rate

Does the current 7.5 percent unenpl oynent rate repre-
sent approximately the same degree of |abor narket tight-
ness that the same rate represented a decade or two ago?
(he of the problens about conparisons with earlier periods
is that the conposition of the labor force has changed
significantly during the last 20 years. |In the first half
of 1976, adult wonen accounted for 36 percent of the | abor
force, while 20 years earlier, they conprised only 29 per-
cent of the labor force. For teenagers the shift has been
equally dramatic; they accounted for 9.5 percent of the
| abor force in the first half of 1976 conpared to 6.5 per-
cent 20 years earlier. Adult males, in contrast, have
been a declining fraction of the |abor force, from 64 per-
cent 20 years ago to 54 percent in the first half of this
year. These are all significant changes which affect the
Interpretati on of unemployment, because adult nal es typi-
cally have somewhat |ower than average unenpl oyment rates
whi |l e teenage unenploynment rates typically are quite high.
Sonme econom sts contend that the higher unenpl oynment rates
of wonmen and teenagers largely reflect their relative |ack
of work experience which results in a need for | onger
periods of job search. Furthernore, wormen and teenagers
may be willing to search longer for the "right" job be-
cause they are frequently secondary earners in the house-
hold. If this interpretation is accepted, a given over-
all unenploynent rate today is equivalent to a rate nearly
one percentage point |ower 20 years ago.

~Yet at the present tinme, unenploynment is by no neans
confined to secondary workers. As Chart 6 demonstrates,
unenpl oynment anong househol d heads increased sharply

dPTingtthe recession and has generally paralleled the over-
all rate.
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CHART 6
UNEMPLOYMENT RATES
(Seasonally adjusted, monthly)
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Qut put, Employment, and Unenpl oynent

Qver the first four quarters of recovery, output rose
by 7 percent, but enploynent rose 2.5 percent and the un-
enpl oyment rate cane down only 0.5 percentage points. Such
di verse changes in output, enploynent, and unenpl oynent are
not unusual; in broad outline they are typical of cyclica
recovery. Because of growth in productivity and in the
| abor force, unenploynent has renained relatively high even
in the face of recovery, and the same forces will limt un-
enpl oynent gains in comng quarters.

Qut put increases faster than enpl oynent when out put
per worker rises, and unenployrment can fall by less than
the rise in enploynent when the |abor force is grow ng.
Bot h out put per worker and novenents in the labor force are
sensitive to the current state of the econony and to | onger-
term economc forces.

Qut put per worker tends to decline in recessions,
partly because the average workweek declines and partly be-
cause enployers prefer to maintain enploynment during what
-are expected to be tenporary declines in denand rather than
incur the costs of laying off, hiring, and eventually train-
ing new enpl oyees. In recovery, all these processes are
reversed and output can be expanded w thout proportiona
rises in enployment.

As of the first quarter of this year, productivity
had increased at a relatively high rate, partly explai ned
by the sharp recovery in output. Yet this increase served
only to regain ground lost in the exceptionally |ong and
deep recession. Qutput per worker is still belowits pre-
vious high in early 1973. Cyclical gains in productivity
and in the workweek will dimnish as the recovery proceeds
and the trend of productivity will be nore important. As
Chapter IIl1 of this report documents, the trend of produc-
tivity in recent years has been towards smaller rates of
growth than in the past, a devel opment whi ch shoul d bring
future gains in enploynent closer to the growth of output.

Qowth in the labor force, like growth in productivity,
is sensitive to the state of the econony and al so works in
the direction of limting reductions in unenployment during
recovery periods. The reason is that the |abor force par-
ticipation rate--that is, the proportion of working-age
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popul ati on which actually works or is actively seeking work--
responds positively to general enploynent opportunities,
rising when job prospects are good and falling when job
prospects are bad. During recoveries, the gain in enploy-
ment is partly offset by a rise in the |labor force so that

t he nunber of unenployed falls relatively slowy.

Participation rates are also affected by |onger-run
trend forces. Over the entire postwar period there has
been a downward trend in the participation rate of nal es
over 20, due partly to early retirenent and partly to |onger
schooling. This has been nore than offset by an upward
trend in the participation rate for fenales over 20, also
extendi ng over the whole period; this was supplenmented in
the md-1960s by an upward trend in participation by
teenagers.

Some economsts find that the unenpl oynent insurance
systemtends to rai se unemployment, nainly by inducing the
unenpl oyed to remain in the labor force rather than drop-
pi ng out and pursui ng '"monmarket' activities when enpl oy-
nment opportunities are poor. Yet general enploynent op-
portunities and the long-termtrends just discussed explain
nost of the changes in labor force participation rates
during the last 26 years, leaving relatively little varia-
tion to be explained by the substantial extensions and
| i beralizations of unenploynent insurance which have taken
place in the 1970s. However, there was a narked "bul ge"
In the participation rate | ast summer--an increase at the
begi nning of the summer, offset by a decrease at the end--
whi ch seens to have reflected the new Special Unem
pl oynent Assistance (SJ) program for workers not eligible
for other forms of unenpl oynent insurance. SUA nay have
kept school teachers and ot her workers, who woul d have
nornmal |y dropped out of the labor force in the sunmer,
counted anong the unenpl oyed. This sane factor nay be
raising participation rates this sumer. The 1975 summer
"bul ge" can account for, at the nost, 0.2 percentage
points on the average unenpl oynent rate for the entire year.

Despite its shortcomings, the unenploynent rate all ows
relative judgnents to be nmade about the degree of nonutili-
zation of avail able hunan resources in the U.S. econony.
Taking the latest reading of 7.5 percent and reducing it
by about 1 percent to account for the change in |abor force
conposition since 1956, and 0.2 percent to account for the
effect of SUA, produces a '"1956-comparable' unenpl oynent



24

rate of 6.3 percent, still higher than at this point in any
previous postwar recovery, and two full percentage points
hi gher than at the conparable point in the 1954-56 recovery.,

It is also possible to conpare the 1977 unenpl oynent
forecast w th unenpl oynent in 1973 (the year preceding the
recession). Changes in |abor force conposition over that
four-year period have been relatively small and can be
ignored. Both the total unenployment rate and the rate
for heads of househol ds are projected about a percentage
poi nt higher than they were in 1973. Now and during the
forecast period, there is and will be an above-average
amount of unused hunman resources, and an above-aver age
proportion of famlies with lower and nore uncertain in-
cone. The unenpl oynent burden on blacks wll be greater
than inplied by their proportion in the |abor force, and
the difficulties of teenagers in obtaining job experience
will be magnified, in conparison with a high-enpl oynment
period as recent as 1973.
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ECONOM C PALIA ES

Fi scal and nonetary policies are the traditional tools
with which the federal governnent attenpts to influence
aggregate out put, enploynent, and prices. This chapter
describes current policy and considers the effects of some
policy alternatives.

Econom c Policy, Inflation, and Unenpl oynent

Most economc analysis indicates that fiscal and none-
tary policies have a fairly pronpt effect on output and
unenpl oynent and a del ayed effect on the rate of inflation.
Aggregate policies which in the short run add to out put
and | ower unenpl oyrment have an eventual cost in the form
of increased inflation. Pol i ci es which eventual ly reduce
the rate of inflation do so at the cost of at least a tem
porary increase in unemployment.

This conventional view of the ways in which nonetary
and fiscal policies operate has been under attack recently
from advocates of both expansionary and restrictive policies,.
Sone critics dispute the conventional view that expansionary
policies drive up prices, and argue that nonetary and fi scal
policies should be set with |ow unenpl oynent as the only
objective. Qher critics dispute the view that expansionary
fiscal policies affect enploynent, and conclude that noving
toward a stable price level should be the overriding objec-
ti ve of nacroeconomc policies. Bot h groups support their
contention that there is no stable inflation-unenpl oyment
rel ati onship by citing devel opnents during the |ast year,
when the recovery of denmand caused unenpl oynent to decline
significantly fromits recession peak while the rate of
inflation, instead of accelerating, also declined.

Devel opnents during the |ast year, however, hardly

warrant rejecting the conventional view that there is at
| east a short-run tradeoff between unenpl oynment and

(3
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inflation. The noderation of inflation during the |ast year
Is, inpart, aresponse to the recession which reached its
trough in March 1975 rather than to the recovery which has
taken place since. Moreover, declines in farmand fuel
prices during the early part of 1976 were major contributors
to the lower rate of inflation during the first quarter

In short, although special factors may nmask the rel a-
tionship for a tine, nonetary and fiscal policy nmakers stil
face an unemployment-inflation dilemma. At a tine when
bot h unenpl oyment and inflation are high in relation to
historical averages, the dilemma is leading to interest in
other alternatives outside the realmof traditional fisca
and nonetary policies. The United States has had inter-
mttent experience with one alternative, nanely, price and
wage guidelines and controls.

A nunber of other new policy departures have been pro-
posed. Policies to strengthen conpetition in both product
and | abor nmarkets mght bring down sel ected prices and
costs. Deregulation of transportation prices.,_reform of
heal th pricing, repeal of the Davis-Bacon Act,l and nodifi-
cation of the mninumwage are anong the proposals in this
area. Prograns to train workers and dissemnate job infor-
mati on m ght reduce the anmount of unenpl oynent associ ated
with any given rate of inflation. New forns of fiscal pol-
I cy which reduce costs at the sane tine as they provide
pur chasi ng power are another possibility. A subsidy to
state and | ocal governnents in return for a reduction of
sales taxes is one such proposal. Tax rates related to
wage and price increases, or tax credits related to price
and wage restraint, have also been proposed.

It is nearly inpossible to know in advance how nuch
these new departures would reduce inflation and what their
ot her consequences woul d be. This report does not attenpt
to analyze them The longer the United States continues to
suffer fromthe twn problens of high unenpl oynrent and hi gh
inflation, however, the nore likely it is that one or nore
of these alternatives wll receive serious consideration.

1. The provisions of this act, in effect, result in wage
| evel s at or near union scale being paid on construction
projects supported wholly or in part by federal government
funds.



27

Fiscal Policy

The targets voted in the First Concurrent Resol ution
on the 1977 Budget may be characterized as calling for a
noderate budget. If inplenmented, it will provide nore
fiscal stimulus to the econony than the Adm nistration
budget, but less than a "current policy"” budget of sinply
conti nuing the governnent prograns approved in |ast year's
final resolution (including adjustments for inflation and
popul ati on growth). On the revenue side, the resol ution
provides for continuation of the 1975 tax reductions and
total revenues of $362.5 billion. 1 the outlay side, the
resol ution specifies a total of $413.3 billion and al so
subtotals for 17 functional categories. The functiona
br eakdown represents slowdowns in growh for sone categories
and accel eration in others.

Spendi ng Trends

Trends in broad categories of federal spending, neas-
ured in dollars of constant purchasing power, are depicted
in Chart 7. Wen neasured in constant dollars, purchases
of defense goods and services, have been declining for a
nunber of years. The Congressional budget continues this
decline into fiscal year 1977, but at a slower rate than
in recent years. Furthernore, authorizations for future
spending in the first concurrent resolution point to an
increase in real defense spending in the future. Purchases
of nondefense goods and services--a category which includes
such diverse itens as public works, veterans' hospitals,
and scientific and nedical research, to name only a few--
are scheduled to increase slightly inreal dollars in
fiscal year 1977, a continuation of the trend during fisca
years 1972-76.

Qver half of federal outlays consist of transfers of
funds to individuals or to state and | ocal governnents
rat her than purchases of goods and services. Transfers to
individuals (social security is by far the largest itemin
this category, followed by unenpl oyment benefits) have
risen at a very rapid rate during the past few years. Part
of this increase is attributable to the 1974-75 recession;
unenpl oynent benefits necessarily rise when the nunber of
i nsured unenpl oyed increases. Even apart fromi ncreases
due to the recession, however, transfer payments have risen
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rapidly and will continue to rise in fiscal year 1977, al-

t hough not so rapidly as in previous years. Qants to state
and | ocal governments--a category which includes welfare

and medi cai d paynents, public enploynment grants, and other
programs--have al so grown rapidly, and are projected to ac-
celerate further in the next year. Expansion of public

enpl oynent prograns is a najor elenent in this increase and
a major source of difference between the first concurrent
resolution and the Admni stration budget, which proposes a
sharp reduction in public enpl oynent spending.

H gh- Enpl oynent Budget

The concepts of "high-enploynent” receipts and outl ays
nmay al so be used to characterize the first concurrent re-
sol ution budget. H gh-enploynent recei pts equal actua
receipts plus the additional tax revenues that woul d be
generated if the econony were operating at hi gh enpl oynent.
H gh-enpl oynent outlays equal actual outlays |ess sone of
the paynents due to excessive unemployment. The difference
bet ween hi gh-enpl oynent recei pts and outl ays, the high-
enpl oynent surplus or deficit, serves as a broad indication
of the posture of discretionary budgetary policy. The
actual budget surplus or deficit, in contrast, reflects
not only discretionary fiscal policy but also the autonmatic
response of the budget to recession and expansi on

There are many conceptual problens in neasuring the
hi gh- enpl oynent budget, 1ncluding defining "high enploynent"
and identifying outlays "caused' by the recession. The
figures cited bel ow are based on 4 percent unenployment as a
high-employment baseline, a basis which yields a |arger
high-employment surplus than would a 5 percent rate. At
the sane time the figures subtracted fromoutlays include
only a portion of unenpl oynent insurance paynents and no
recession-induced outlays for food stanps, welfare, and a
nunber of other prograns, an om ssion which reduces the
hi gh- enpl oynent  sur pl us.

In terns of the high-employment budget, the first con-
current resolution represents a noderate shift toward
restrictiveness. As of the first half of cal endar year
1976, the hi gh-enpl oynent budget was in deficit by approxi-
mately $10 billion, a position considerably nore expansi onary
than the high-employment surplus imrediately preceding the
1974-75 recession. The first concurrent resolution
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woul d nove the high-employment deficit close to zero during
fiscal year 1977. The change fromthe current position to
fiscal year 1977 is thus a nove in a restrictive direction
by this nmeasure; but it is a nuch snaller nove in that
direction than the Administration's proposed budget for
fiscal year 1977.

Budget Alternatives

The range of budget alternatives under consideration
for fiscal year 1977 is fairly narrow A budget nore re-
strictive than the first concurrent resolution would result
If much of the public enploynment legislation in the first
concurrent resolution were vetoed (and the vetoes sustained).
Specifically, elimnation of $5.6 billion in outlays on
public enploynment is the assunption underlying the "low
public enploynent” alternative listed in Table 3. This pol -
Icy is estimated to result in 400,000 fewer enployed per-
sons than the baseline forecast by the end of cal endar year
1977, a reduction which translates into an unenpl oynent
rate 0.3 percentage points higher than the baseline. This
nmore restrictive policy is unlikely to affect inflati'on in
1977, but woul d probably reduce the rate of inflation by
about 0.3 percentage points by 1980.

These enpl oyment effect estimates assune a significant
amount of "fiscal substitution" by the state and |oca
governnents whi ch receive enploynent grants. Specifically,
only half of the grants are assuned to be earnarked effec-
tively for special enploynent programs. State and |oca
governnents are assuned to find ways to use the other half
of the grants as if they were sinply general additions to
revenue. The economc inpact of a change in public enploy-
ment prograns is thus assuned to be half of what woul d take
place if there were no fiscal substitution, plus half of
what woul d take place if the grants were sinply genera
revenue sharing. Al though the assunption of fiscal substi-
tution reduces considerably the estimated inpact of enpl oy-
nent grants, the assunption seens consistent with recent
experience.

Policy alternatives nore expansionary than the first
concurrent resolution are not under active debate at present.
The alternative |abeled "expansionary alternative" in Table
3 is not a concrete |legislative package, but sinply illus-
trates the probabl e outcone of exceeding the first concurrent
resol ution spending targets due to such factors as upward re-
visions of "uncontrollable" spending on personal transfers,



TABLE 3

ALTERNATI VE H SCAL AND MONETARY PCLI A ES

Departures from Basel i ne
Forecast, 1977:1IV

Inflation Rate,
1980 (additions

to or subtrac-
a\P, ($ Real QWP | Unenpl oy- tion fromrate
billions, | (1972 nment Rate of change of
annual dollars, (per cent - CPI, percentage
rate) billions) | age points) { points)
FI SCAL PQLI CY
Restrictive Alternative:
vetoes of $5.6 billion
publ i c enpl oynent
bills -7 -5 +0.3 -0.3
Expansi onary Alternati ve:
$10 billion nore
out | ays +12 +8 -0.2 +0.2
MONETARY PCLI CY
Expansi onary Al ternative:
1 percent faster growth
in M +10 +6 -0.2 +0.2
Restrictive Alternative:
1 percent slower growh
in M -10 -6 +0.2 -0.2

18
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emergency situations with respect to state and |ocal fin-
ances, or new spendi ng requests to neet special, defense

or international needs. Specifically, adding $10 billion
in outlays to the first concurrent resolution is estinated
to reduce the unenploynent rate by 0.2 percentage points
by the end of 1977, and increase the rate of inflation by
0.2 percentage points by 1980.

Monetary Policy

Monetary policy in the current recovery cannot be un-
anbi guousl y characterized as expansive, restrictive, or ac-
commodative. D fficulties arise because some of the con-
venient indicators of nonetary policy inpact are giving con--
flicting signals. In a typical upswing, a slower rate of
nmoney supply growth than of the noney value of G\P woul d be
viewed as restrictive, because it would | ead, at |east tem
porarily, to higher interest rates. In t he present recov-
ery, the narrowy defined noney stock, M: , has grown |ess
than half as fast (about 6 percent) as G\WP (12 percent),
while a nore broadly defined noney stock, My , has grown
alnost as fast (10 percent) as Q\P. | nt er eSt rates, which
nornal ly rise during the first year of a recovery, are ac-
tually slightly less than | evels recorded at the trough of
the recession. Mnetary policy, accordingly, could be des-
cribed as restrictive judging by M; behavi or, accomuodative
by My standards, and expansive i1n terns of interest rates.

Since it no longer appears possible to sumup the
posture of nonetary policy in a single noney stock growh
rate or interest rate level, the effects of policy on the
economi ¢ out| ook nust be assessed in light of the likely be-
havi or of several such policy indicators. The announced
policy targets of the Federal Reserve are also rele-
vant to the outl ook.

Ml’ \Q , and Interest Rates

The nore rapid growth in national incone than in M.
during the current recovery nmeans that the rate at which
the noney supply is being spent has accel erated. The
nunber of tines M. is spent per tine period, or the

2. Qurrency and bank checki ng account bal ances held by
t he public.

3. M1 plus bank tinme and savings deposits except for
| arge denom nation certificates of deposit.
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velocity of M; (denoted as Vi), typically increases during
econom c recoveries, but the increase is rarely as |arge

or as rapid as in the current recovery (see Chart 8) .
Furthernore, a rising V, is usually acconpanied by rising
short-terminterest rates, which induce people to hold

smal | er noney bal ances and, in effect, to spend the existing
noney stock faster. The usual pattern, therefore, contrasts
sharply with the present acceleration in V, which has oc-
curred without an upward trend in interest rates.

Sone of the reasons given to explain the decline in
noney bal ances hel d by busi nesses and househol ds i ncl ude
rising confidence in an inproved economc outlook and
recent financial structure changes, including new regul a-
tions permtting business passbook savings accounts and
t el ephone transfers of funds between checking and savi ngs
accounts. Watever the true causes of recent V, behavior,
there is much uncertainty about its future behatior. |If
V. continues to increase, a nodest rate of growth in M,
will not inhibit a fairly vigorous growh in national in-
cone. |If, however, the rate of growh in velocity should
begin to slow, nore rapid rates of growth in M. nay be
necessary for continued recovery. The Federal Reserve's
present target range for growh in M. is 4.5 to 7.0 percent
per year. *

G her Mnet ary Aggr egat es

M,, or noney defined to include time and savings de-
posits~at commercial banks (except for |arge denom nation
certificates of deposit) as well as currency and checking
account bal ances, has grown at an annual rate of 9.9 per-
cent since the first quarter of 1975. This rate is fairly
close to the 9.6 percent annual growth rate of this aggre-
gate over the past five years. The velocity of M., or the
nunber of tinmes M, is spent per year, 5 has ‘stayed within
Its historical range during the current recovery (see Chart
8) . Smlar stability has been observed for the velocity

4. The noney stock (Mj3) multiplied by the nunber of timnes
Mj is spent per tine period (Vy) equals total noney spending
per tine period (GNP). Therefore, Vy equals GNP/Mj.

5. 'V, equal s GNP/MZ.
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CHARTS8
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of Mo, a still broader nonetary aggregate that includes
deposits in nonbank thrift institutions. M, has al so
grown at nearly as fast a rate as G\ during the current
recovery. Qurrently, Federal Reserve target ranges for
annual growth rates of M, and M3 are 7.5 to 10 percent and
9.0 to 12.0 percent, respectively.

| nterest Rates

(nh bal ance, short-terminterest rates have changed
little since the bottomof the recession. The three-nonth
Treasury bill rate, for exanple, averaged 5.75 percent in
the first quarter of 1975, and since then has ranged from
a nonthly high of 6.44 percent (in August 1975) to a |ow
of 4.86 percent (in April 1976). As of June, the bill
rate was 5.41 percent.

Short-term rates, however, are expected to rise in
late 1976 and 1977. CBO projects a three-nonth Treasury
bill rate reaching 7 percent at the end of 1977, on the
assunption that the Federal Reserve wll allow noney narket
conditions to tighten sonewhat as the recovery proceeds.
Sone evidence of this wllingness was provided by the in-
crease in the federal funds rate" from4.8 percent in
April to 5.3 percent currently and the lowering on May 3
of the upper limt of the growh targets for the nonetary
aggregates.

Al though the baseline forecast projects rising interest
rates, it is not until well into 1977 that these higher '
rates begin to affect the growmh of demands. In the course
of 1977, projected rates reach |levels which attract savings
flows away from financial intermediaries and hel p bring
t he expansion of housing construction to an end.

6. Federal funds are excess reserves whi ch conmerci al
banks |end each other on a very short-termbasis through

an organi zed narket. The federal funds rate is the interest
rate on such loans.
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A ternative Mnetary Policies

To some extent, fiscal and monetary policy are substi -
~tutes. HEther one can be used to accelerate or retard
economc growth and inflation. The detailed effects of
the two on individual industries are not the same, but as
far as broad aggregates are concerned, an expansi onary
fiscal nove can be offset by a restrictive nonetary nove
and vi ce versa.

- The two nonetary policy alternatives considered in
this report can therefore be thought of in conbination
with fiscal alternatives as well as in isolation. |f the
easi er nmoney alternative were adopted, a nore restrictive
budget and a snaller deficit than the first concurrent
resol ution mght be sufficient to achieve the overall
economc path projected earlier in this report. If the
tighter noney alternative were adopted, then a nore expan-
sionary budget mght be required to keep to the projected
econom ¢ pat h.

The two alternative nmonetary paths are shown in the
table below The first is a nore expansi onar?; policy than
t he baseline and consists of 10 J;)ercent growth in M
through the fourth quarter of 1976, followed by four _
quarters of 11 ﬁercent growth. The second is a nmore restric--
tive policy with a 9 percent growh rate in M, for 1977.

_ More Re-
_ Easier strictive
Baseline Mney Policy

Gowt h of M2: _
1975:IV through 1976:1V 10% 107. 10%
1976:1V through 1977:1V 1070 11% 970
Three- Month Treasury
Bill Rate: ‘
1976 5.3 5.3 5.3
1977 6. 6 5.8 7.3
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CBO econonetric simulations suggest that the easier
noney al ternative would keep the bill rate down to an
average of 5.8 percent during 1977, well bel owthe |evel
at which savings flows tend to be diverted fromthrift
institutions.

The econom c consequences of this (and the nore re-
strictive policy) are summarized in Table 3 on page 31
Real QG\P woul d be increased by an estinmated $6 billion by
the end of 1977 and the unenpl oynent rate woul d be reduced
by 0.2 percentage points conpared to the baseline sol ution.
The consequences for inflation would be negligible during
1977, but by 1980 would add an estinated 0.2 percentage
points to the annual rate of inflation. In terns of unem
pl oyment and inflation, this easier noney alternative has
estinmated effects in the opposite direction fromthose of
the restrictive fiscal alternative (public enpl oynment
vet oed and sustai ned) al so shown in Table 3. However, the
nmonetary effects would be only about half as |arge as the
restrictive fiscal effects. Therefore, both these policy
alternatives were followed, the net effect would be to
I ncrease unenpl oynent and reduce inflation conpared to the
basel i ne solution, but only by about half as nmuch as the
restrictive fiscal alternative alone.

The tighter noney alternative would reduce the rate
of growh of M, fromthe baseline of 10 percent to 9 per-
cent in 1977, %uth the Treasury bill rate assuned to rise
to 7.3 percent for 1977. This policy is estinmated to | ower
real output by $6 billion at the end of 1977 and add 0.2
per centage points to the unenpl oynent rate by the | ast
quarter of the year. Effect on the inflation rate, once
again negligible during 1977, would amount to an esti mated
0.2 percentage poi nt reduction by 1980, as conpared to the
basel i ne forecast.






GHAPTER |1
| NVESTMENT, CAPAA TY LIMITS, AND PRADUCTIMTY

| nt roducti on

Expenditure for new plant and equi prrent has | agged
nore than usual in the current recovery. The upturn did not
really begin until early 1976, and in the second quarter,
nonresidential fixed investnent (in constant 1972 dol |l ars)
was little higher than the cycle trough, conpared to an
average rate of growth of 8.6 percent in four previous re-
coveries (see Chart 3 on page 9).

Investnent in plant and equi pnent is inportant to the
strength of the recovery and the durability of prosperity
for two reasons. First, expenditure for tools, nachines
and factories is an inportant conponent of aggregate denand.
Second, new plant and equi pnrent adds to the stock of capi -
tal and hence to the productive potential of the econony.

It is the second of these reasons that is the focus of

this chapter. Fears have been expressed that the current
weakness in investnment nmay forebode a revival of capacity
bottl enecks and naterials shortages in the near term and

a decline in productivity and living standards over a | onger
period. This chapter assesses the likelihood that these
fears will naterialize.

A very snall probability is assigned to the recurrence,
wi thin the next eighteen months, of shortages and capacity
constraints equal in severity to those of 1973. A though
capacity in pulp and paper and textiles could be tested by
the end of 1977, wi despread shortages are unlikely, prin-
cipally because the 1974-75 recession reduced output so
far bel ow capacity that the present pace of recovery could
be maintained well beyond the six-quarter horizon w thout
approaching the high industrial utilization rates of 1973
In fact, continuous real output growh in excess of 7
percent per year would be required to produce generalized
shortages within eighteen months. @ ven baseline

3
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forecast growh rates of real output in the 4.5 to 6.5
percent range, a repeat of the 1973 scranbl e does not
seemto be in the offing.

A verdict on the inplications of the decline in plant
and equi pnent expenditures for long-termgrowh in pro-
ductivity and living standards cannot be reached with the
sanme confidence as the outlook for shortages. Certainly,
growh in the capital stock of the econony plays an
Inportant role in increasing |abor productivity, and per
capita living standards are unlikely to rise wthout In-
creasing productivity or output per worker. Thus, the
recent weakness in investnment and in productivity (see
Chart 9) is a natter of sone concern. Moreover, an in-
creasing fraction of investnent in the 1970s has gone to
repl ace equi prent rendered obsol ete by the dramatic change
In energy prices, to neet environnmental protection standards,
and to enhance the safety of the work force. |nvestnent
for these purposes is of value, but it does not increase
the potential output of the econony beyond what it was
before the increase in energy prices, before clean air
and wat er becane costly to obtain, or before the
I mposi tion of occupational health and safety standards.

Nonetheless, it is not certain that the outl ook for
I nvestnent and productivity requires an imedi ate policy
response. First, weakness in capital spending and the
decline in productivity growth nay be tenporary phenonena.
(ne najor source of the productivity slowdown has been
rapid growth in the working-age popul ation arising from
the postwar baby boom S ower rates of growh of the
| abor force are likely in the late 1970s, and with them
sone pickup in the growh of capital per worker.

A second reason for resisting a gloony productivity
forecast is that nmeasurenent of capital and productivity
Is inconplete, as well as subject to considerable error.
For exanple, plant and equipnent is not the only form of
capital. Human capital--investment in acquiring know
| edge and skills--is another very productive one. (ean
air and water resulting frominvestnent in pollution
reducti on equi pnent are not neasured as output in the
nati onal incone accounts; neasured output is lower than
it would have been if these investnments had been nade in
ot her types of capital equipnent.



CHART 9

OUTPUT PER WORKER, 1957-1976
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If it is determned that public policy should be
directed toward increasing the rate of growh of pro-
ductivity, a nunber of alternative policies are avail -
able. These include tax incentives to stinmulate private
investnent, a fiscal-monetary policy m x designed to
produce low interest rates, and the expansion of subsi -
dies to education or to research and devel opnent activities.
Little is known at present about which approaches woul d
be nost effective.

Bot t | enecks

In judging whether it is appropriate to stinulate or
to restrain the econony, it is inportant to know how
close the econony is to physical limtations on its capa-
city to produce. The nost w dely used capacity neasures
are the unenploynent rate and the G\P gap.l The gap,
because of the nmethod by which it is currently cal cul at ed,
is highly correlated with the unenpl oynent rate. The
associ ation of |ow unenploynent rates and |ow or negative
G\P gaps with accelerating inflation reflects the asso-
ciation of high utilization of |abor resources with in-
creasing price pressures.

Yet labor resources are not the only constraint on
potential output. Full utilization of capital would put
pressure on prices even if unenpl oynent of |abor and the
Q\P gap were large. Some industries may be so strategic
to the econony that, even when capacity is anple on
average, full utilization of capital in those industries
wll limt the expansion of output in the econony as a
whole. Selective capacity constraints were a serious
problemin 1973. As the discussion bel ow expl ai ns,
they seemless likely to be a problemin 1977.

The problem of strategic output constraints is .
generally referred to as the "bottleneck” problem It is

1. The G\P gap is the difference between potential and
actual real GNP. Potential G\ is calculated by the
Bureau of Econom c Analysis of the Conmerce Departnent on
t he assunption that the econony was operating at 100 per -
cent of potential in md-1955. Potential G\ is then ex-
trapol ated forward fromm d-1955 using actual and esti -
mated growth rates of potential |abor force, annual hours
of work, and trend output per hour worked.
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not necessarily a capital problem a shortage of skilled
| abor can be a bottl eneck, but recent bottl eneck pro-

bl ens have been in capital-intensive industries such as
steel, alumnum basic chemcals, and paper. Typically,
these industries operate on a 24-hour basis, so that the
possibilities are limted for using capital nore inten-
sively in the short run by adding shifts. Because
capital takes a long tinme to produce and install, next
year's capacity in such an industry has already been
determned by past investnent decisions. Thus, the

only way to avoid a bottleneck is to |ower the denand
for the product.

The Federal Reserve Board cal cul ates neasures of
capacity utilization (output as a percent of capacity)
for materials industries, based in part on physical
gquantity data. Chart 10 shows summary neasures of capa-
city utilization for durable and nondurabl e goods
materials during several recovery periods, and al so shows
peak utilization rates reached in 1969 and 1973. Dur -
abl e goods materials include basic metals, building
materials, and (from 1969 forward) other durable nmaterials
conponents of industrial production. Nondurable goods
materi al s include textiles, paper, chemcals, and (from
1969 forward) other nondurable materials conponents of
i ndustrial production.

Wilization rates were at an extrenely high |eve
in md-1973. Al though unenpl oynent rates indicated |ess
pressure on the economy's capacity in 1973 than in 1969,
major materials utilization rates, as Chart 10 shows,
indi cated nore capacity pressure in 1973. The scranble
for materials associated with the 1973 utilization rates
played a role in the inflation of 1973-74--antedating
the oil enbargo and perhaps naking the econony nore
vul nerable to it--and overordering of materials in the
shortage period contributed to the huge destabilizing
inventory swngs of 1974-75.

As the chart also shows, utilization at the bottom of
the 1975 recession was a record low for nondurable goods
materials and near previous lows for durable goods materials.
S nce that tine, however, utilization has recovered quite
sharply in the nondurable naterials industries, where the
average utilization rate is about where it was at the sane
point in the previous recoveries. This increase in produc-
tion of nondurable naterials appears to have been caused by
recent strength in consunption expenditures and by a



CHART 10
MATERIALS CAPACITY UTILIZATION IN FIVE RECOVERIES
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spectacular swing froma record rate of inventory |iquida-
tion in the second quarter of 1975 to a record rate of buil d--
up of nondurable goods inventories in the first quarter of
1975. Durable materials utilization has increased sonewhat
|l ess. The recovery in materials utilization contrasts with
a rather nodest inproverment in the unenpl oynment rate.

Wiile recent utilization rates remain bel ow | evel s
indicating tight supply--well below, in the case of
durabl e goods materials--there would certainly be reason
for concern if capacity utilization increased as fast
over the comng year as it has over the past year. In
order to evaluate this possibility, CBOestinated future
utilization rates inplied by the CBO forecast for
individual nmaterials industries: netals, basic chemicals,
paper, textiles, and petroleumrefining. Qutput was
esti mat ed based on statistical relationships of output
of the specific material to G\P final dermand conponents,
whil e future capacity changes were based on esti nated
additions to capacity reported by MGawH Il and ot her
sources.

At the end of 1977, according to this forecast,
only the paper and pulp industry will have reached the
utilization rate of 1973. Textile utilization wll
approach its 1969 |evel, but renain bel ow the 1973
level. This outlook is consistent with sone shortages
of particular materials but does not inply generali zed,
w despread shortages as in 1973-74.

A tight situation confined to the textile and paper
industries is not likely to put a ceiling on general
expansion. Wile the textile ﬁr oj ection indicates
operation close to capacity, shortages could be allevi-
ated by substitution for the scarcest naterials or by
permtting increased imports. Paper output volune can
be increased, at the cost of sone relatively mnor
I nconveni ences to paper users, by producing fewer varie-
ties of products. It can be expected that prices and
profits will be above average for industries where
output is pressing on capacity, and this would provide
funds and incentives for further expansion of capacity
in the longer run. Price increases of this nature--
sel ective rather than general--perform the traditional
task of guiding economc activity toward optimal resource
allocation, and help stretch out the expansion rather
than threatening to end it. dven the narrow range
of materials industries where a tight capacity situation
is forecast, it does not appear likely that these price
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i ncreases would set off a general inflation of materials
prices (over and above the usual cyclical recovery of
such prices). These price increases are consistent wth
CBO's overall price forecast.

A 7 percent rate of growth over the next year and
a half, if produced by a nore expansive fiscal and
nonetary policy than in CBO's baseline forecast, would
i ncrease the likelihood of netal s shortages, since a
principal estimated inpact of the easier nonetary policy
woul d be to stinmulate construction and other fixed
investment. Increases in utilization rates would be
relatively mnor for the nondurable materials industries.
If the sane growth rate of 7 percent were conposed of
nore inventory investnent and |ess fixed investnent,
there mght be a little less pressure on netals than in
the high fixed investnent path, but textiles would be
pushed up to 1973 capacity utilization rates. In any
case, to produce the generalized shortages of 1973 by
the end of 1977 evidently would probably require growh in
excess of 7 percent.

Potential bottlenecks are not confined to the major
materials nanufacturing sector. Informati on for nost
other areas is |less precise, but serious constraints
are not expected el sewhere during the forecast period.
Hectric utility capacity is expected to be adequate
for recently reduced rates of growth in denand.
Mning capacity should expand as a result of high rates
of investnent. However, industry spokesnen raise the
possibility of shortages of iron ore if environmental
restrictions result in closing of any nmajor mning
operations. According to Federal Reserve production
i ndexes, oil and gas well drilling activity in the Unhited
States and offshore has declined in recent nonths, possibly
because of price controls or the reduction in depletion
allowances. The United States has becone increasingly de-
pendent on inported crude oil as the econony has recovered,
raising the possibility of increased vulnerability to a
new enbargo or CPEC price increase.

Two aspects of the bottleneck problemthat were
inportant in 1973 are expected to be absent in 1976
and 1977. Wereas the najor industrial countries were
in a simultaneous boomin 1973, their recoveries are
| aggi ng behind the U.S. recovery now This neans that
sone shortages of donestic capacity could be nmet by
| nports. Iron and steel capacity in Europe and Japan is
expected to increase even nore than in the United States,
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providing a source of supply for any excess domestic
demand which mght build up. A umnuminports from
other Wstern countries nay be necessary to tide the
United States over the next few years, when donestic
alumnummay be in short supply.

Secondly, sone observers believe that the inventory
scranbl e of 1973, which nagnified materials demand out of
proportion to actual production requirements, was nainly
aresult of the expected end of price controls. Wth
this factor absent, future inventory demand can be ex-
pected to be nore moderate.

The Capital Stock and Labor Productivity

R sing productivity, or output per worker, is the
mai n source of increases in living standards. Conse-
quently, it is a cause for sone concern that in recent-
years productivity has been growing less rapidly than in the
past. The evidence is difficult to interpret, and sone
part of the slower growh nay be a statistical artifact
rather than an actual change in trend. Enough of the
slower growth is actual, however, to nake it inportant
to summari ze what is known about causes and possi bl e
policy responses.  special interest is the possible
relation of investnent spending, which determnes
additions to the stock of physical capital, to future
productivity gains.

Causes of Lower Productivity G owh

The best statistical neasures available indicate a
mar ked slowdown in the growh of output per worker in
the 1970s, as conpared to the two previous decades. As
Tabl e 4 shows, average annual rates of productivit
growth during the 1950s and 1960s clustered near the
2.5 to 3 percent range (after adjusting for the short-
run influences of recessions and recoveries). For the
first half of the 1970s, the estimated rate of growh
is only 1 percent. (ontinued growth at a rate as |ow as
1 percent would nean |ess inprovenent in |iving standards
than the United States has enjoyed during nost of the
period since Wrld Var 11.
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Sonme, but not all of the recent change in trend nay
be due to Purely statistical problems. For one thing,
the benefits of pollution control, to which this cou_ntrY
has directed a growing fraction of its labor and capita
resources in recent years, are not counted in total
output. For another, output in the increasingly
i nportant service sector is measured |ess accuratel YI "

e

than output of goods, and its rate of growh may we
understated.

Apart fromstatistical problens, it is difficult
even to identify, let alone _quantlfy, the maj or causes
of the slowdown in productivity gromh. The nost that
can be done is to |list sonme of the contributing
factors together with broad judgnents as to their probable
importance.

TABLE 4

PRIDUCTIM TY GRONMH IN THE PRI VATE EcCONOMY?
(In Percentage Points)

Qowth in Qutput Per

Average Annual Vrker Due To:

. Y Growth in Qutput Mre Capital Q her
Tine Period Per \Mr ker Per \\r ker Factors
1950- 55 3.2 1.2 2.0
1955- 60 2.7 0.7 2.0
1960- 65 2.7 0.7 2.0
1965- 70 2.4 0.9 1.5
1970-75,, 1.0 0.4 0.6
1975-77 -- 0.2 --

a. Al figures in the table exclude estimated variations
in productivity due to short-run output fluctuations.

b. Fourth quarter to fourth quarter.

- C. For ecast ,
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Capi tal per \Wrker

ne inportant elenent in the change of productivity
trend is less growth in physical capital per worker, but
the figures in Table 4 suggest that this factor is only
a partral explanation. QGher factors taken together--
such as the shifti_n(r:; conposi tion of denmands, changes in
the quality of skill's of the labor force, and newin-
ventions --account for nore of the change than trends in
capital per worker.

Nevertheless, capital per worker is an inportant
enough factor to warrant close attention. (Once again,
a warning about statistical Probl ens is necessary.
Probl ens of neasurenent conplicate discussions of the
stock of capital at |east as much as they do discussions
of output per worker. But as best as can be inferred
fromavail abl e statistics, the slowdown since 1970 in
the growth of capital per worker is not due to a slow
down in investnent or in the growth of the capital
stock itself, but rather to an acceleration of the growh
i n the nunber of workers. As Table 5 docunents, the
rate of private capital growth in the 1970-75 period was
simlar to the rate of capital accumulation in earlier
periods. Wiile below the wartinme years of 1950-55 and
1965-70, private capital growh was about the sanme in
1970-75 as in 1955-65.

It is |labor force growth--a consequence of the baby
boom following Wrld War II--which is the major source of
|ow growth in capital per worker. The civilian |abor
force grew by 24 percent from 1965 to 1975, a substanti al
i ncrease over the 15 percent growth from 1955 to 1965.

Rel atively rapid labor force increases and consequent
relatively slow growth in capital per worker are expected
to continue through 1977. Toward the end of the 1970s,
however, |abor force growth is likely to return to a | ower
trend, as the declining birth rates of past years begin to
have an influence.
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TABLE 5

GROMH OF THE PR VATE CAPI TAL STOX, 1950- 77
(In Percentage Points)

Annual Rate of Gowth

Nonresidential

Fi xed Investment Private Capi t al
a as a Percent Ef fective Per

Time Period of QOT Capital StockP \Vor ker
1950- 1955 9.1 4.5 3.6
1955- 1960 9.1 3.1 2.1
1960- 1965 9.2 3.2 2.2
1965- 1970 10.4 4.3 2.6
1970-1975c 10.1 3.3 1.6
1975-1977 9.5 2,5 1.0

SOURCES: Bureau of Economc Analysis; Data Resources, Inc.;
and CBO forecasts.

a. Fourth quarter to fourth quarter.
b. Effective private capital stock includes nonresidenti al
pl ant and equi pnent and excludes pol |l ution abatenent invest-

ment.

c. Forecast.
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Trends in the capital -l1abor ratio vary greatly anong
industries. |In manufacturing, recent growth in the ratio
has matched its earlier trend. The growh rate decli ned
in agriculture as outmigration fromrural areas slowed
The main contributors to the overall change in trend were
t he service sectors, which have absorbed nost of the
recent increase in enploynent.

Investiment in Pollution Abatement, Health, and Safety

The grow ng share of our resources devoted to invest-
ment in pollution control equipnent and in nmeeting health
and safety requirenents has reduced the share devoted to
other investnent. The capital estimates in Tables 4 and
5 do not include investnent devoted to pollution abate-
ment. As nentioned earlier, however, the net effect of
pol lution requirenents on productivity cannot be deduced
fromavail abl e statistics, since pollution abatenent is
not included in total neasured output. To sone extent,
the same uncertainty is true of the effect of health
and safety requirements.

Capi tal Repl acenent Requirements

Anot her inportant contributor to the sl ow projected
growth of the capital stock is the rising proportion of
I nvest nent necessary to replace worn-out or obsol escent
plant and equipnment. This increase is itself largely a
ﬁroduct of the past growh of capital per worker, which
as nmade depreciation a larger percentage of G\P currently
than it was in the past. It is also influenced by the
quadrupling of oil prices in 1973-75, which probably
speeded the obsol escence of nmany energy-intensive pro-
duction processes.

Low Profits

Also contributing to lowgrowh in the capital-
labor ratio is the falling share of profits in G\P. Low
profits reduce funds available for investrment and |ow
profitability reduces business incentives to invest. From
1950 to 1970, corporate profits after taxes, adjusted by
val ui ng depreciation at replacenent cost and excl udi ng
inventory profits, were about 5.2 percent of GNP. In
1971-75, the average of this ratio fell to 3.9 percent.
In part, the profit ratio declined because of inflation,
whi ch causes al | onabl e depreci ation for tax purposes to
fall bel owrepl acenent - cost depreciation and hence tends
toraise profit taxes. Part of the decline was due to
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the recession, and this portion will be renedi ed by
sust ai ned expansion.

Al'l of the preceding discussion relates to slow
growh in capital per worker, which is only one of the
causes of the failure of productivity to grow as fast
recently as in earlier decades. Wile other factors are
nore difficult to pinpoint, they deserve enphasis in any
bal anced view of the productivity problem

Shifts in Qutput

A significant additional factor is the shift in out-
put between high-productivity and |ow productivity in-
dustries. Until 1970, a shift in the conposition of out-
put away fromthe agricultural sector was a source of
neasured productivity growh because productivity in
agriculture was well bel ow average (even though the
growth rate for this productivity was above average).
Since 1970, the shift out of agriculture has slowed,
reducing this influence for higher productivity growh
To a lesser extent, a shift in demand toward the |ow
productivity service sectors has also held back overall
productivity growth.

These shifts in output are typical of expandi ng,
weal thy nations. Changes in productivity resulting from
themare, in a sense, denmanded as a byproduct of rising
living standards in contrast to nmany of the other causes
listed in this section.

Shifts in the Labor Force

Since 1966 the conposition of the workforce has
shifted toward groups with relatively little work ex-
perience. Teenagers (ages 16-19) were 8.6 percent of
the workforce in 1966 and 9.5 percent in 1975 Vvnen
(aged 20 and over) conprised 32.2 percent of the workforce
In 1966 and 35.6 percent in 1975. |If wages for these
workers are a reasonabl e neasure of their productivity,
then an increase in their relative inportance in the | abor
force wll lower the growth rate in output per worker
since wonmen and teenagers earn about half as much as
adult nales. However, adjusting |abor inputs for wage
differences leads to little change in the overall slow
down of productivity growth. Calculations incorporating
wage differences suggest that |ess than one-fifth of the
decrease in the factor productivity growth rate is due to
changes in conposition of the workforce.
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Spendi hg on Research

Although it is difficult to nake a quantitative esti-
mate of the inpact of research and devel opnent expenditures
on productivity growh, it seenms likely that it has been a
mnor factor in the productivity slowdow. Research and
devel opnment expenditures did fall as a percent of GNP, from
3 percent in 1966 to 2.3 percent in the prerecession year
of 1973. Even the 1973 ratio, however, was as high as the
}1957 ratio and higher than averages based on the last few

ecades.

Educational Attai nnment

A final factor in the productivity slowdow is |ower
growh in educational attainment. Median years of schooling
of the workforce (hadj usted for age and sex conposition
have been rising throughout the l'ast several decades; but
whi | e educational attal nnment (Tzlrew at 0.85 percent per year
in the 1950-1966 period, it slowed to a growh rate of 0.71
- percent per year between 1966 and 1975. ile this re-
duction probably contributed to the productivity slowdown,
it is not a big enough change to have been a major cause.

Policies Affecting Productivity

| npr ovi ng Ior oductivity is not at present a mnajor
goal of national policy. There is, furthernore, no
general agreenent that it should becone a najor goal. To
some extent recent trends in productivity are the result of
shifting preferences of consumers and of errors in neasure-
ment. Fewwoul d argue that special steps are warranted

to offset these inrluences.

There are, however, other influences on recent
productivity trends whose effects mght be offset in
policies to inprove productivity. These influences in-
clude the increasing share of investrment required to re-
pl ace worn-out and obsol escent capital stock, the in-
creasing resources required to neet environnental and
safety standards, the fall in the share of G\P going to
after-tax profits, and the slowng of growh in educational
attainment.

I f productivity inprovement does becone a goal of
nat i onal POl icies, then there is a w de range of approaches
whi ch coul d be adopted. Sone of themwoul d pronote nore
busi ness investrment in plant and equi prent. Qhers woul d



4

encourage nore spending on research and devel opnent. Still
others would stress inproved education and training.

Busi ness | nvest nent

Busi ness investnent may revive during the present
expansi on wi thout additional federal stimulation; in fact,
projections in this report suggest that it will do so.

But even rates of investnent that nake the ratio of
business investnment to G\P very high by historica
standards will not bring increases in the capital-|abor
ratio up to levels attained before 1965 when | abor force
growth was nuch slower. According to the set of estinates
given in Table 6, even a high ratio of nonresidenti al
fixed investnent to G\P would lead to a growh of output
per worker due to increased capital of only about 0.6
percent per year through 1977, less than the 0.87 percent
I ncrease in output per worker due to growth of capital in
t he 1950-1970 peri od.

TABLE 6

ESTI MATES CF CONTRI BUTIONS TO QUTPUT PER
WRKER GROMH FROM TWD DI FFERENT | NVESTMENT PATHS
(Hrst Quarter 1975 to Fourth Quarter 1977)

Contribution to
Per-Worker Pro-
ductivity from

Rati o of Nonresi - Capi t al - Labor
dential Fixed In- Ratio Gowth
vestnent to QWP (percent per
__ (21972 dol |l ars) year)
Forecast Path . 095 0.2
H gh Investnent Path .1082 0.6
a. This is the historical high for this ratio, attained

In 1966.
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Wil e steps to encourage business investnent cannot
be expected to restore earlier growh rates in capital
per worker, they can probably bring some inprovenent
over recent trends. ne aggregate policy for increasing
busi ness investnent is a change in the "mx" of fisca
and nonetary policy. Mre nonetary expansi on increases
output and, through its imedi ate effect in |owering
Interest rates, at least tenporarily increases the share
of output devoted to investnent. Tighter fiscal policy
reduces output and, to the extent that it is acconplished
through reductions in federal purchases, reduces the
share of output absorbed by governmnent. A conbi nati on
of easier noney and a tighter budget can be devi sed so
as to keep output on the sane expansion path but shift
the conposition of output in favor of investnent and away
from governnent spending and consunption.

However, evidence fromecononetric nodels of the
econony indicates that noves toward tighter fisca
and easier nonetary policy are relatively wak in
affecting nonresidential fixed investnent. Total invest-
nment will benefit, but nmuch of the overall investnent
stimul us produced by these changes goes to housing rather
than plant and equipment.

Tax 1 ncentives designed to reduce the cost of
capital to businesses can be targeted nore narrowy
toward busi ness investnent than aggregate fiscal or
nDnetarY policies. Two tax incentives that are
currently in place are the investnent tax credit (ITC)
and asset depreciation range (ADR), both designed to
decrease the tax liability of businesses that engage
innmore investrment. In fiscal year 1977, tax expendi -
tures on (i.e., revenue |ost because of) the ITC as it
is currently enacted are estinmated to be $7.6 billion,
while tax expenditures on the ADR are estinated at $1.6
billion. Athough it is clear that increased tax expendi -
tures for the ITC and ADR woul d increase rather than de-
crease investment, it is hard to know how nuch additi ona
I nvest mrent woul d be obtained per dollar of revenue |ost.

Research and Devel opnent

Research and devel opnent spending is probably not a
maj or cause of the recent productivity slowdown. Nevert he-
| ess, steps to encourage nore research, such as the granting
of broader patent rights or changes in the tax treatnent
of research, could offset some of the other factors at work
and lead to inprovenent in productivity.
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Educati on and Trai ni ng

Smlarly, even if slower growth in educational attain--
ment is not a nmajor cause of |ow productivity growth, steps
to encourage the devel opnent of specific, scarce skills
could hel p to offset other forces which have been retarding
productivity growth. Prograns to reverse the dowward
trend in reading and calcul ation attai nnent |evels of high
school graduates mght al so nmake the workforce nore
product i ve. '

These alternative approaches, of course, are not
mutual | y exclusive. A joint approach to increase both
hunman and physical capital mght be an effective strategy
for increasing productivity. Investnents in physical
capital, human capital, and technol ogi cal inprovenents nust
all be considered when determning the nmost efficient way
to increase further output.
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