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Geιιerol Busiιιess Coιιditioιιs 

Responding to an urgent Administration re­
quest, Congreβ8last month moved swiftly toward 
restorationoftheinvestmenttaxcreditjustfive 
monthJi sfιer it had becn suspcnded through 
January1,1968.TheAdministmtionh.asalsore­
lcased $1.4 billion of funds for highway build­
ings, mortgage purcha.ses and other purposes 
which had becnheld backsince lastDecember. 
For iι.s part, the Federal Reserve has reduced 
reserverequircmentsonaavingsdepositsand 
movedgenerallytowardaneasiermoney policy, 
incontrasttotherathcrcautiousstepsinthe 
first two months of the year. 

The marked shift toward stimulal.ive policies 
wastaken inmanyquartersasevidencethatthe 
economy was slowing down more rapidly tha.n 
the Administration and monetary authoήties 
ha.dearlieranticipated. SecretaryFowlerdenied 
this in testifying before the House \Vays and 
Means Committee. He insi.sted the decision to 
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urgerestorationofthet.axcrcdit\\'θ.S basedon 
thebeliefthatthesuspcnsion hadaccomplished 
its n.arrowobjectiνc, namely asloν.•down incap­
italinνestment.The6pcrcenιsurt.axwouldstill 
beneeded,hesa.id,bynextJu\yl 

\Villiam McChesney Martin, Chainηan of the 
Federa!Reserve Board, tookasίmilarνίcw with 
respccttothesurtax. Mr. Marιinacknowledged, 
howeνer,thatthecconomyisslowingdown. 

Prσιlucliorι OD Shurply 

There i.s no doubt ιhat the recent fiscal and 
monetary moνes from \Vashington will, in tίme, 
help t.o spur the economy's growth rate. Βuι ίn 

tbe meantime signs of a further slowdown con­
tinued to proliferate last month. Hard on ιhe 
heels of the policy moνes came the announce­
mentt.hatιheindustήalproductionindexha.d 
droppedtwofullpoίntsin Februa.ry, reflect.ingin 
part unusually severe weather conditions, but 
more importantly elforts by manufacturers to 
bήngproductionintolinewithaales.Aιthesame 
~ime, manufacturers' shipmcntsof durablegoods 
ιnFebrnarydeclinedlessthanincomingorders, 
whichhadedgeddown fromthepreviousmonth. 
Asaresult,ιhebacklogoforderseasedfurther 

Sofar,thedropίnproductionleνelshaιιhad 
a nominal impact on employment. The unem­
ploymentraιecontinuedtoholdat3.7pcrcent 
inFebrnary,νirtuallyunchangcdsincelatelast 
summer. But .the aνerage workweek hιιs declined 
3 pcr cent since September. Manufacturers 

~ ~~;t:ιgu~~~u:~;~w~:u~~n:a~=::o~ 
the sharp cutback in the aνerage workweek, 
theFebrnarygain in pcrsonalincomeslowedto 
aratelC!iSthan halfthatofJanuary. 
Theratherpronouncedslowdownineconoιnic 



growth, which many economistιι. had nοι antici­
pated aa recently aa threε! months ago, has 
caused some to rcvise downward their earlier, 
mtheroptimistic, forccast& Few, however,have 

~hnee ~d~[nf::ιi~~gg::wan~d ~: ~~ξe 
currenteasing wil! be relatiνely mild and busi­
nesa actiνity will accelcrate in the second half 
of the year. The reasoning behind this out­
lookisthatcapitalinνe&tmentwillbebuoyedby 
restoration of the tax credit, while an easier 
monetary policy wi\1 encourage a ήse in con­
sumer spending as welt as a strong incrcase 
inhomeconstruction. Furthennore,goνemment 
expenditurcs will continue to rise sharply 

Therc is no doubt that restomtion of the 7 
per cent tax aedit wil l help to support plant 
and equipmentoutlaya. However, other recent 
developmentιι. may be working in the opposite 
dircction. 'Γhe disappointing peήonnance of 
corporate profita that ιιeems to haνe occurred 
ίη thefirstquaneriι likely todampen the ex­
pansiνe mood of some busincss managements.. 
Ofgreaterimportanceisthenewcapacitycom­
ingonstreamst.eadilyinthefaceofdeclining 
sales. This has lowered thecapaciιy utilization 
rateinmanufacturingtoabout87percentfrom 
90percentinthefourthquart.eroflastyear, 
making plant expansion in some industrieιιlesιι 
urgcntthan itwasa fewmonthsago 

Deιιpi te production cutbacks in January, 
manufacturers' inνentories grew a little faater 
thantheyhadthemonthbeforc.Mιιnufacturing 
outputwas cuteνcn more sharply in February 
(not shown in chart ιιt right), and the rate of 
inνentorygrowthwasmorethanhalνed.Inauto­
mobiles, however, thesharp contracti~nsi? pro­
ductionhaνeontysucceededinholdιngιnνen­
torieaatabout 1.5millioncarsthroughthefirst 
threemonthsofthisyear. AttheendofMarch, 
dealer stocks amounted to roughly 65 daya' 
supply, well aboνe the nonnalsupply of about 
45daya. 

Reιοίι•ιι/ in Cσιι •""'"Γ Spenιlin1P 

The cautious attitude of the consumer, re­
tlectedinauto!!81es,continueatohamperefl"ortιι. 
to adjust ~ta i l inνentoriea genemlly. Heaνy 

:~:~to~te~n c~~e s~~~e~~~o d~h:"fmt~~i::ι7; 
strong apparel !!8lea. Ho\\·ever, weather condi­
tions\\·ereonlyapartialexplanationforthe 

:~j~~~:e~.pe~:ιr;::ce!\8~~ rc::i~esa~n s:~~~~~ 
smce late lastsummer, aJJ haνe thoeeof appli· 
anceι, fumiture, carpeting, and othcr home 
fumishinga. 

For nearly a year now, people haνe tended 
todefernewandrcplacementpurchaseιιofdur­
able and semi-durab\e goods and to make do a 
little longer with their present automobilee, 
refrigerators, and apparel. This has partly 
reflected theslowdown in thegrowιhofdi&poιι· 
able income and the reduced rat:ea at which 
households were accumulating liquid assetιι 
through most of 1966. Households haνe also 
beenincreasinglycautiousabouttakingonad­
ditional instalment debt or expanding thcir 
chargeaccountobligations 

The rapid c:φansion of the money supply in 
rccentmonthshas been reflected inan upswing 
in oonsumcr liquidity. Experience suggestιι. thc 
initialeffeςtsofsuchanupswinginliquiditysre 
genemllyreflectedfirsιinthcmarketιι.forfinsn· 
cia\ assets, but in timespread outward to dur-

1~Ύ~ς:·-J ο I 
. IQ 

:~ 
1965 1966 1967 

Ann~alllaιη of Chanιe in Manufactu~r•' 
NewQrdrnandln•·fntorit-ι 

~J. s:::r' ... ~,.:."'}.~~Λ:.:·.:.nι:::ιΙ=:;ιι br ·~--
Aprill967 



ablegoodaιectora,particularlyreeidential con­
ιιtruction, and, wίth a aomewhat longer Jag, 
automobileeandappliances. 

A.yet,howeνer,therearefewιιignιιof aιub­
stantial pickup ίn these sectors. Automobile 
salee haνe been particularly sklw, haνing de­
clined in Febrnary to a roughly 7'h million 
annualrate(seasonallyadjusted,excludingim­
portι) fromanβmillion-pluspaceearlie r inthe 
model year and 8.5 million of the '66 models. 
Dealera haνebeen seeing more shoppera as the 
epήngιιellingseasonhasgottenunderway.'fhe 
question, howeνer,isnotwhetherretailιιalesin­
cludίngautoιaleιJwillimproνeoνerthenexttwo 
to three monthe, but whether they wiU match 
theueualseasonal peήonnance. 

Mon~Ιαry DιιtJ~lopm~nΙ• 

Ί'hetumaboutίnmonetarypolicydatesfrom 
la.stNovemberbutthepaceofFederal Reιιerve 
actionineaaingmonetaryconditionιιquίckened 
significantly Jast month. Cuts in reserve re­
quirement.B on eaνings deposits eupplied the 
equiνalentofabout$850million infunds00 
expanddepositsandcredit. 
'fhedirectίonofchangeinthemoneyeupply 

~=~:1:'d~e:::~ ~e=::ι~ or:~ 
per cent between la.st April and November to 
anincreaseofabout5.3percent(annualrate) 
ιιinceNovember. Therewasanunueually eharp 
increasein themoneysupply inMan:halone. 
The riee in time deposit8 hae been especially 
rapid: eince Noνember, total money etock has 
grown almost $12 billion, with time deposit 
growthcontributingnearly75percent. 

The increase in money supply hαs been 
paralleled,ofoourse,byarapide:ι:pansionof 
totalbankcredit.Mostofthi.sgrowthincredit 
hasbeenchaιmeledintoαdditionstothebanking 
system'B holdinga of inνeatm.ent&---ma.inly Fed-
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months, and declined in February. Man:blend­
ing was enlarged by loana to meet corporate 
incometaxpaymentι. 

Thefinancingofcorporateta.:ι:paymentaand 
continued high leνeis of inventoήes haνe re­
centlytendedtosuιtainbusinesιιloanvolurne. 
Howeνer, certain other types of bank loaιu, 
notably coαιιumer instalment credit, loans 00 
sales finance companieι, and real estate loanι 
haνe declined. Furthennore, loan extensions to 
borrowers in food and mcta\ manufactuήng 
industήesandinconstmctionhaνeeased. 

With 80ftenίng in economic actiνity being 

7=~~ b~~i=u: :;0ο::Ά~ ::ίο~~ 
Man:h. Ratesonta:ι:-exemptandshort,medium, 
and long-term U.S. Goνemment securities ι1Ι 
declined substantially.Yieldsoncorporatebondιι 
held steady, owing to a record νolume of new 
issues. Latein March,most commercial bankι 
lowered the minimum buιiiιesιι lending rate 00 
5~ percentfrom5% percent. 

Withinterestratechangcstakingplaceona 
broadfrontasApήlopened,acutinthediscount 
ratewaswidely expectedin themarket. In any 
eνent, the Federal Reserνehasalready gίνen a 
clearsignalthatpresenteconomicconditίonscall 
forastimulatiνemonetary policy. 

Re" lew οΙ Corporate Profit• iιι J86G 

1'he more oomprebensive corporate reporta 
booomingava.ilableoνerthepastmonthindicate 
thatwhiletotaleamingsclimbedtoanewrecord 

. =/~a~ h~~ improνement in profit margina 

With additional reJXΙrts bringing the total 
number of companies to 3,850, this Bank's 
tabulatίon shows aggregate alter-ta:ι: profitι of 
$38.2 billion, an increase of 10 per cent from 
1965. Among manufactureη alone, profit.B rοιιe 
9percent,toatotalof$24.lbillion. 

Ί'heincreaιein eamingswubroadly ιhared 
witb nearly four out of eνery fiνe companies 
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reJXΙrtingimproνed reeult.s. ΑΙ! butthreeoutof 
:~~of65induatrygroupsrecordedhigher 

Ί'he oνerall improνement primarily reflected 
a helty growtb in sales νolwne as climbing de­
fense spending, coming on αιp of a capital 
spendingboom,booιιtedOOtaldemandAfter the 
fiηt quarter, howeνer, ιpreading weaknesιι in 
bomebuilding, autos, and household durableιι 
began an eroeion of profitι in the oornιumer 
goodssect.orathatiιιtillcontinuίng. 

Partly ίnfluenced by theshiftίngcomposίtion 
ofdemandduήngtheyear,productίνitygrowth 
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wa.ιι below ιιverage in 1966. Thi8, combined with rER CENT 
ήsing wιιges EΙnd higher costs of mateήals and 20 c-π,...,.--,-.,...,-....-τ-τ;τ-rττ---, 
supplieιι,putincn'Eisingpre51iureonprofitsas 
the yea.r progressed. Seνeral import.ant strikes, 
notablyin theairline,clectricalequipmcnt,and 
chemicEΙI industήes, also ιιffected prufi ts ad-
verse[y,particularlyinthelaιιerhalfoft966 tS 
Moreoνer,higherSociaiSecurityt.ιιxes,together 
withincreaseddepreciEΙtionchargesEΙrising frum 

the tremendous gruwth of capital inveιιtment, 
wereEΙdditionalfιιctorsraisingooeΙA 

On theotherhand, thehighlevelofindustrial 
activ:itypermittedιιfirmprice structure,afac­
tor particularly important for CEΙpital-intenaive 
industriessuchaspetruleum,copper,aluminum, 

:;~:l:~:~:e::~u~;:g ~~':~:~: ~:~~~"J S 
bypriceweaknesses. 

Intennsofthekeyeamingι.ιιratioa, I966was 
oneofthebetteryearssince the Korean War. 
Nevertheless, the aνerage prufit margin, calcu­
JatedforEΙllnonfinancia.lcorpomtionsreporting 
salee figures, declined from 6.5 cents per sales 
dollarin1965to6.4centslastyear.lncrcased 
investment,asrepresentedbynctassetsof$340 
billionEΙtthebegίnningof1966,hasbeenlargely 
inst.rumentalinmaintainingeamings.. FiguredEΙJΙ 
apercentageofthisinvestment,theretumon 
networthrwcslightlytoll.2pcrcentfromll.l 
percentin\965. 

As shown in the aα:ompanying chart, these 
eamings ratios hΕΙνe remained at a relatively 
good leveL This year, howeνer, ΕΙ number of 
unioruarecitingincreaaedprofitsasasignof 
"ability to pay'' and demanding extm-Jarge 

;:::: ~nncd~s:a~la:ι~t ~ro:ets r:i~e:;o~nso:~~nJ 
Theyarcnonnallyhighly νolatile, risingsharply 
in good timeιι, ιιηd falling steeply when the 
businesstrcndweEΙkens. With theeconomynow 
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in tbemidstof a marked slowdown, it is clcar 
thatprofitmarginaarebeingadverselyaffected. 

Moreovcr,profitsproνideboththeincentiveιι 

and means for inveιιtment and growth, which 
are the pήmeeoureeof increased product.ivity 
andhigherwages inthelongriι.n.Theprolonged 
economicexparuionofrccentyearsisobνiously 

related to the more stable trend of protitι over 
this period. Α healthy enνironment for profita 
is essential to a rcnewEΙI of vigorous expEΙnsion 
in the economy 

Chιιngiιιg Vieιcs on f.:rοιιοιιιir Potιry 

'rbesuddenrestorationoftheinvestmenttaΣ 
credit and the moνes toward easier money 
would ιιeem to indicate ΕΙ recognition by the 
the Administmtion and the monetary authori­
tiesthatthebusineassituationcalledfora 
switchineconomicpolicies. But,inurgingresto­
ration of the tax credit, Administration officials 
lastmonthinsistedthattheneι:d forιhisEΙction 

wasnotrelated toany .... ·ea.keningin theoνemll 
economyιιndthιιttheproposed6percentsurta:ι: 

would still beneeded by ne:ι:tJuly 1. 
Α contrary νiew, however, was presented on 

Marchl7bytheCongreιιsiona1JointEconomic 
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Committeein i tιreporton thePresident'sEco­
nomic Report. In an unusual "statement ο( 

:::ι~~ ~~h ~~m~~ή~~Ά~~ t~~o~~~ 
Administration'ι "opιimistic midyear foreca.st 

=~~~~~ :v:~;~~~.;"~i~: c::~it~ ~~~a: 
tocall forareductioninnondefensee:ι:pendi­
tures, which would reduce "the case fora tιιΣ 
increase eνen if the economy's e:ι:pansion is 
restoredduήngthesecondhalfoftheyear."The 
Democmtic majority specified a cut of at lea.st 
~::ι 1b~:::ι~n in nondefense eιpenditures for 
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Defeeιlonj .. onι Ιhe "New E:conoΙΙιic•" 

'fhe policy rift between tbe Administration 
and the Joint Economic Committee (JEC) re­
llects something more than a di!Ierence of 
opinionaboutthebusincssoutlook. 'ΓheAdmin­
istration'scurrentpoliciesarebasedonabelief 
in "fine tuning'' the economy, pήmaήly by 
changesinFederaleι:pendituresandtaxrateιι. 
The "line tuning'' idea, in tum, ίs the lateιιt 
manifestation of the "new economics" philoeo­
phy, with it.sstress ση fiscal policy changes as 
the prime method for managing the economy. 
TheJEC,oπtheotheriuιtΙd,adoptedit.ιιlatest 

policystandafterlengthyexposuretoιιharply 
diflering views οη stabiliution policies from a 
group of economic expert8 testifying on the 
PτesidentΊEcorιomicReport in Febrnary. \Vhat 
the Committee discoνered is that a growing 
numberof economisl:8haνeoometo downgrade 
theimportanceoffiscalpolicyaιιadetenninant 
of economic actiνity. Jnstead, economista are 
increasingly impressed with the infiuence of 
monetary factora in shaping the course of the 
economy. The JEC's latest policy stance on 
fiscal and monetary policies, therefore, sub­
stantially reflects the shifting weight of eco­
nomicopιnιon. 

Ί'hu.s,whiletheCouncilofEconomicAdνiιιera 
hasoontinuedtoemphasizefiscalpo\icy,theJEC 
ιhisyearhasstressedasteadyincreaseinthe 
moneysupplyaιιbeingvital for"restorationof 
economicgrowthandaνoidanceofa recession." 
The JECΊ majoήty report stated 

Theoommitu..υιyeιιιhatthemonetary•υthoήtieιι 
8doptlhepoΙ>ι:yoΙ.mode .. ιe•nιι...ι.uνeιy~dy 
irw:r-inthemoney ιupply,8νoidinιthediιnιp­

tiνeetrectιolwideswinιιintherateolincreιυeor 

In a minoήty report, Republican members 
called forincreasingthemoneysupplyata rate 
of2to4 percent ayear,comparedwitha3 to 
5 percenιrnnge recommended by the majoήty 
report. The accompanying chart shows the 
~~ti~o':tι::iorofthe money supply oνer re-

TheJEC'scurrentpolicystancerepresentsa 

C:!;:~~~~~o;ui~~~aA~ ~c~;;ιι:~ 
ataxincreaseonastandbybasis (tobe 
triggered by a joint resolution) and prompt 
suspension of the inνestment tax credit. lt 
thenstronglysupportedtheideaofanactiνe 
fiscalpolicy,withparticularemphasisonraising 
and 1oweήng taxes. Jn νiew of this history as 
well as its special responsibility for adνising 
CongresaoneconomicpoliciesundertheEmploy-

:::ιt ι~:\0:w ~~~~o~~~.~~:n~~~u:·: :~e:e~~~ 
more than passingimport.ance. 

Cσnιrιulinι Jo'ieιc• ι•ιι "fϊιιι! Τιιninι" 

Thedifferencesbetween the"neweconomics" 
doctήneand opposing νiews ν.·ereeffectiνely re­
νealed by expert testimony αt the Committee 
heaήnμ Α leadingexponentof"fine tuning" 

:: iι,~~=r ~~a!~:w\V~~~~[cs~'r e~i~~~:i 
:nc~~~:'~t~~~nαdνiιιer in the Kennedy-John· 

Quickιandfinetuninιrnfecon<>rnicpolicyrn> .. tbe 
t.heo~rώtheyearinwhichweeκιιectllnιtan 
l!bb•ndthenaflowintheti<leιιoleconomic•dνancoe, 
allt.hewhile<>ρenιlinιneιιrfullemployrnent.with 

""ntinυedooιrt-pushinllation.lnthiιoontext.lhe 
cueforamidyearetrl!diνedate forthepropoeed6 

per"''niU.rnporaryιυrtaxiιclear. 

lnlinewithhis"fineιuning"st.and,Mr.Hellcr 
mαint.ained that thesurtax should be increαscd 
ordecreasedinsizeandpoιιtponedordropped 
completely depending on economic conditions. 
Hewentontocallfor"push-buttontaxincreas­
es or decreases actiναt.ed by the President and 
subjccttooongressionalνeto." 

Butmanyeconomistshανeωmetorejectthe 
economic thinking behind "fine tuning,'' which 
assumes that the pήνate economy is highly 
unstab1e and subjcct to manic-depressiνe be­
havior un1ess constantly oorrected by Govem­
ment action. While recognizing thαt the "new 
economics"hαsrepresentedαnαdνanceinfiscal­
policythinkinginsofαrasitisbαsedonthecon· 
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cept of a "high-employment suφlus." tbese 
obeervershavebecomehighlycritίcalofiιaba.sic 
a88umptίonsabouttheeconomy. 

lnthefirstplace,theyrejecttheνiewthatthe 
economy is so unstable aιι to require const.ant 
"finctuning"throughfiscalandmonetarypolicy. 
Among the critica of thiι νiew before the JEC 

7o~e~~~~::~~i:r~rat~e~;rnh::g:~~ 
ιninistration,whopointedoutthat"afarlarger 
partofour problem ofeconomic iιuι:tability haa 
oome from eπatic and inappropriate fisca l and 
monetary policy than we may like to admit." 

While the newsmedia haνe widelyacclaimed 
the"neweconomica" forit.s roleinmaint.aining 
economicexpansion,Mr. McCmckenandother 
witnesses submitted considerable eνidence indi­
catingthatfiscalpolicyactionshadbeenpoorly 
timedinrecentyeara.Moreoνer,farfromexert­
inganexquisiteandunfailingcontroloνereoo­
nomic actiνity, fiscal policy was shown to be 
lesιι effectiνe than monetary policy. Thc "new 
econoιnica"school,ontheotherhand,haνe 
wιually regarded monetary policy aιι no more 
than a handmaiden tofiscalpolicy. 
ProfeιιaorJohnCulbcrtιιonof\Visconsindown­

gradedtheroleoffiacalpolicyintherecentex­
pansion peήod in the following words: 

de.~~=-ι.c?:::~~~~~=al~ 

~~!~~!~~~ 
He pointedoutthat fiscal policy hecame un­

wιuallyexpansiνeonlyafterιnid-1965whenfull 
employment had becn subst.antially achieνed, 
and thcn became eνen more expansiνe in late 
1966andearly 1967.Deapitethemostexpanaiνe 
fuιcal policy of modcm experience, he wcnton, 
theeconomyoνerthepastyear"hasbeentrans­

=o~~mext.remeexpansiontothebrinkof 

Adνocatesofanactiνefiscalpolicyarguethat 
itaelfcctiνenesιιhaabecnhampered byιlownesιι 

.ίη congressional deciaion-making. They maintain 
that policies could be improνed by adopting 
"puah-button" ta.xeιlegislatedinadνanOOand 
actiνated by thePresidcntasneeded. Thechief 
difficulty, howeνer, is that an appropήate fiscal 
policyrequiresahighdegreeofaccuracyin 

~~a~o~~:::~. and an early recognition 

ln late 1965andearly 1966, the Admίnistm­
tionfailedtorecognizethcintensityoftheboom 
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then underwayandundereιιtimatedtheamount 
ofrestmintneeded. Andwhenitfinallyactedto 
auspendtheίnνestmentι.axcreditlastSeptem­
bcr, the capiιal spending boom had already 
crested,asthecurrentandsub&equentsurνeya 
oonfinned. lthasnowactedtorestorethecredit 
at a time whcn the businesιι Hlowdown may 
weaken capital ιpending to the poίnt where the 
creditmay beinsufficientto bήnga real reνiνaL 

f.,'rιιpluιllι Qn "'orutary F<κlor• 

Manyeconomistahaνeal&obeencήticalabout 
the ti~ingof mon_etary policy changes. At the 
aametιme, belίef ιn thekeyinfiuenceofmone­
tary policy has becn growing. Among the wit­
nesses upholding this νiew was Beryl Spήnkel, 
Vice Presidentof the Harria 'Γnιst and Saνings 
Bank, who pruented the following appraisal: 

Many economists also attήbute the recent 
busine88 alowdown to the abrupt change in 
moneysupplybehaνiorfromanexceιιιiνerateof 
expansiontoanactualoontrnctionintheapring 
of 1966. Aa Mr. Culbeιtιιon pointedout: 

Money ιrowιh from the aρrinι of Ι96ιi ιhrouιh 
theιι.ρrinιofJ966wqbyfιι.rthem.,.tπιpiddurinι 
anyperi<Niofpro8perityinreoenttime8. •.. Finally, 
with c/ul rQcteriaticιι.brupιne.. ιhe rMteofιrowιh of 
themoneyeupplychιι.ngedιι.ιι;ιι.inintheapringof 
Ι966,nowbecominιahιι.rply..,.ιrktivebyinvoi.Yinι 

~l~~~~~~~~~~~ 
The rccent expeήence, therefore, proνiάes 

addedeνidenceofthecrucialrolep\ayedby 
money eupply behaνior. Economiat& in recent 
yearshaνeaccumulatedagreatdealofeνidence 
oonfinnίng the ίmportance of monetary factors 
intheeconomy. Tbereνivalofinterestinmone­
tazybchaνior,asevίdencedbytheJEChearinga, 
islargelyattributabletotheresearchesofPro-



Ftdιral Def~nιe and Noηdfffnoιe• E:ιιpenditυr .. 
WithSιιrplυ-andDel\dιa, 

Cυ~ ΗιιdμΙ Raat. 

feιιιιοr Milton Friedman of Chicago, wbose monu­
mental atudy (wiιh Anna Schwartz), λ Mone­
t4ry Hύtory of tlu! U11ίted Sιateι, 1867-1960, 
has had a wide-ranging impact on econom.ic 
thiniUng. 

/'(_, Rolfl/or l<'t.ι:ol Polίry 

The accumulating evidence on the key role 
of monetary factorιι in the economy obνiously 
hasimportantimplicationa forfiιιcalpolicy. For 
ifmonetarypolicylargclydcteπnincstheoourse 
ofeoonomic actiνity, thia roduceιι the need for 
anactivefiscalpolicy,particularlyonethat 
wouldrequireCongresstohαndoνer muchofits 
powerovertaxαtion totheExecutiνebranch. 

The JECΊ call for a $5-6 billioncutin fiacal 
I968upenditureιιanditsrejectionofanyearly 
actiononthetaxaurchargeconfonnιιwithtbe 
newγjewsthatareemergingamongeconomista. 

Αι Mr. McCracken pointed out, "a fai rly wide 
rangeofbudgetpoιιitiona"maybeconaistent 
with a giνen leνel of GNP. But t.he budget 
remainιι important because the aiw of the 
budgetdeficit(includingaa.lcsoffinancialaa­
setιJ) "has a powerful effecton capital markets 
andtheleνelofinterestrateι."Mr.McCracken, 
therefore, ιιuggcsted a new diνision of labor 
betweenmonetaryandfi&ealpolicy· 

\Venow..,.,iΙυlhetυko/.morιelaryPOiicyto 
ιeι.ύιeιι;rowlhρathfι>rlhe<lorrιalk:eeonoιny.and 
iιι.ιheιυko/.fi«alμoli<-)'toachiewιhe........ey 
and<:ιOpiΙalιnarMιrondili<>naιhaιwillνal idatct ιhi8 

Manypeoplewhofaνora t.uincreasetonar· 
row the prospectiνe 1968 budgct deficit appar­
ently are unaware of the accelerated ,ιιrowth of 
nondefense outlaya, which has been partly 
hiddenbyoffsettingaa.leaofFederalfinancial 
asseta. But aιι the accompanying chart ahows, 
nondefense spending is climbing much faater 
thandefenseoutlaya. 

Thepresumed succesaoftho"neweoonomice," 
particularlyasexemplifiedbythe 1964 taxcuUI, 
isoftenregardedaιιιιettingaprecedenιfora 
flexiblefiιιcalpolicy,wherebyFedcralspending 
andta:ιιrateιιwouldbecontinuouslyadjustedto 
economic coιιditiona. But Congreθθ'a intenι in 
lowenιιg tax rateιJat t.hattimewas tostimulate 
theeoonomybyimproνίngincentivesandequίty. 
Indeed,thepreambleoftheReνenueActofl964 
specificaUy called for "all reasonable meana to 
resιrainGoνemmentapending." 

Beca.use the Joint Economic Commiιωe tιa.. 
aspecialresponιιibilityfor economicιtabilίution, 
ίtscurrentpolicyatandagain&t"push-button" 
taxes and exce&ιιiνe ta:ιι changcs ίs a welcome 
deveJopmenLAsimilarpoιιturehadalreadybeen 
taken by Chainnan \Vilbur Milla of the House 
Waya and Meanιι Committee, which haa juris­
dictionoνerinitiatingtax)ogίslatiOZLinaspeeclι 
deliνeredlιuιtFebruaιy,Mr.Millsaa.id· 

Weιnuιlnαllelouroιelν.,.beputintothei)08ition 
ofraι.inιιorluWcrinιcΙhehernlinMolla••tionfrom 
-..onto"""""nme..,Ιytoιnake ιheme,hιιndiN 

Itisincreaιιinglyobνiouιt.hatt.he6percent 
surtax propoιιal is not only iU-timed and in­
appropήateunderpreιιentconditioill!,butitrep­
resentaapsychological barriertobusineeacon· 
fidence. Inιιtead,ιιoundfi&ealpolicyrequiresa 
slowingintheexpiOI!ίνegrowthofFederal 
spending. Pruning $5·6 billion from propoaed 
expenditures, aιι auggested by the Joίnt Eoo­
nomic Committee, would put tbe economy in 
better shape to reιιume healtby growth. 

Meanwhile,easiermoneyshouldbeourmain 
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Tlιe Ειιrοpeιιιι Cιιιιιιιιοιι Market ιlfter Τeιι Ye ar.s 

The European Common Market iι marking the 
tenthanniνersaryoftheTn:atyofRomewhich, 
on March 25,1957, laid itιι foundationι. The 
treaty's baaic goal will be fulfilled in July 1968 
when the Common Market will become a CUB­
toms union-with tariffιι on intemally traded 
indWΙtrialιuιwellιuιagriculturalgoodιιabolished 
Atthesametime, however,obstacleιt-manyof 
themsenaitiνe,obstinateandchargedwithpoliti­
caloνerton-lieinthewayofalrnoιιtany 
approιιch toward a more fully integrated eoo­
nomic union among theιiι: membernationι of 
the European Economίc Community 

Furthcrmore,greatandνitaliSΙΙuesoνerhang­
ingthelutureofEuropeand itιιeconomicand 
financial re\ationshίpιJ with other paιts οΙ the 
world will have to be resolνed in the coming 
months. Μοιιt important among these issues are 
the membershipof the United Κingdom in the 
CommonMarketandtheroundoftaήffbargain-

~~:~~~;~~ ~~ a fi~:~ιr~~l ~ιf:π~~~=~ ::r ~t~~: ~:r::~ reciprocal reductions in tariffs 

ClinrhίngιlιP.CurιυιιtJ Un;.,,. 

coJe~ Ει~: 0tνξ; ~t~~o:i;~ή~~ni~~ts~ι:i:: 
ence---a criais which began in July 1965 when 
France,thelargestagήculturalproduceramong 
theSiι:, inιisted thatnocommon marketwould 
bepossibleifitdidnotincludeagricultural goods.. 
This objectiνe waιι specified in the Treaty of 
Rome butwas leftopen for futurenegotiations. 

Following protracted negotiations, the Com­
munity agreed laιιt yearon a oommon agricul­
turalpolicytobeinfu\loperationbymid-1968.. 
Itsprincipalfeaturθllarethattradeinagricul­
tural productιι among membcr nations ίιι to be 
freed from restrictions and that, to enoourage 
greater domestic output and rιelf-sufficiency, 
priceι>are to be maintained-at leve16 subιt.an­
tially higher than world prices--by leνies or 
tariffson impoΓtsandbyaupportpun:hases.. 
Ί'becommonpolicyrequiresfinancingtosup­

portdomesticpήces, modcmizeagricultureand 
subsidizefanneι:poΓtsfortheworldmarket.The 
ooetoffin.ancing-aιιnowagreedfortheperiod 

uptotheendof 1969--iιtobemetpartlyfrom 
the proceeds of import Jeνies and partly from 
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oontήbutions of member govemments. 
Thecήsisoverthecommonagriculturalpolicy 

tookil4tollbydelaying fora yearthedeadline 
foresl.ablishίngafullCUBtomsunion;butonJuly 
1,1968,theremainingl5per centofl.ariffson 
intemally tradedindustrialgoodsandthela.ιιt 
35-40 per cent of ta.rilfι on intemally traded 
agricultural goods will be aboliahed-eighteen 
month3aheadofthescheduleproνidedforinthe 
Treaty of Rome. Anothernotable achievement 
of the Common Market ίι the establishment of 

~':r~~:ιι:ndoo~~il~~a~=om of moνement ο( 

Α somber touch to thiι bright picture is tbe 
slow progre&ΙΙ being made toward ironing out 
iasues that hampcr the Common Market from 
adνancingbeyond thestageofamerecustorns 
union. Thua,therehaabeenverylittleprogre!lll 
towardhannonizingcustomsproceduresandde­
visingacommonpatentlaw,antidumpingregu­
lationa, a ''European company'' law, a common 
energy policy and a oommon tranιport policy. 
The establishmcnt of a oommon capital market 

~i/e:~~n:w:~i~c:~h110na~~~~ιι:n.tr~:~ ;;: 
anothert.aιιkiιtheeaιιingoftheremainingeι:­
changecontrola, includingthesuppressionofa\1 
types of di.scrimination between nationalι and 
:~::lainιιuchmattenιιιιiasuingιtocka 

Απ enoouraging deνelopment ί.ιι the first step 
toward the removal of fiιιcal frontienι. t.aken in 
Febnιary 1967, whenagreementwas reached on 
thehannonizationoftumoνertaι:ea.Byl970,a 
singletaι:ontheνalueιddedateachstageof 
manufacture and distribution will replιce the 
"casca.des"oftaxes used in Belgium, Gennany, 
Italy, LuJ:embourg and the Netherlands; the 
present "νalue added tu" in France ίι to be 
alignedwiththeCommunity'ssystem 

Ahnoιιt simultaneoualy with staking out the 
ahapc of "fiscal Europe," t.he Common Mιrket 
has adopted il4 first medium-tenn economic 
policy program for 1966-1970. This isaaignifi­
cantdeνelopment since, for the first time, the 
Siι:haνeagreedtocomparetheirrespectiνeeoo­
nomic planaand policies, toreview themand to 
trytocoordinatethemonιιpeπnanentbasis. 



Foreign Ί'nιde ot the European E~onomi~ Community• 

Membership in the Community tends to 
strengthen the healthy compulsion to punιue 

policieιιofmonetarystability. For,ue.ι:perience 
hasoonfirmed,inaneconomicoommunity there 
isarspidandwidespread transmi88ionofinfla· 
tionary pre811ures and balance-of-payments dis­
turbancetιfromoneoountrytoitspartners. 

Yet, tiscal and monetary policies cannot be 
easily hannonized. Το llhow the length of the 
road theCommon Marketwillhaνetocoνer,it 

~:~~:' J:;~hl9~8 r:~b~~~e&n:t~~:: 
customs unionamongBelgium, theNetherlands 
andLuxembourg---iltillhaνeseparatefi!ΙCaland 

monetarypoliciee. 

Lοιιkίηιι Ιnιεαrιlf)rΟιιΙιwrιl? 

'rheCommon Marketisestablishing a oom· 
mon taήlf wall against the rest of the world, 
eflectiνeJuly 1,1968, and, ultimately, s unilied 
oommercial policy. Thus far, it ha8 eliminated 
60percentof thed.iflerencetιbetween national 
taήffs Wward nonmember countήeιι. Remoνing 
taήffs within a closed area helps insiders but 
putsoutsidersatadisadνantage. Outsidersare 
naturally concemed with the growth of new 
taήff discήmination that may hurt thei r mar­
ket8 ίn the Community for agήcultural prod­
ucts, industήa\ mateή.als and manufactureι. 

Ί'hereianoιimplewa,yofdetennίningwheth­
er the Market ia inward- or outward-\ooking, 

protectionist or liberaL One way iιι to oonιι.ider 
the Community's exte:mal taήfl u it iιι taking 
shape-to lie, broadly φeaking, between the 
highertaήffιofFranceandltalyandthe1ower 
taήlfsofGennanyand Benelwι:. SinceGermany 
andBenelwι: areparticularlylargeimporters 

from outs.ide the Common Market, the new 
common taήflclearlyimplieιιadisadνantageto 
outsiders. At the same time, the Common Mar­
ket taήlf, by its νery nature, is rather homo­
geneous, showing fewer peaks and νalleyιι, and, 
especially,fewerdutiesofoνer25per cent,than 

:~~~~tia~~~~~:~~ :::ο ~:~:w8~ι::u~C:S: 
taήlfd.ispaήtiesareamongtheticklishprob\emιι 

now beingdealtwith in world tradetalkιι. 
Α better way may well be to look at actual 

t.rade,aainthechart.TradewiιJιintheCommon 
~ίarkethasgrowneι:traordinaήly. Ί'hu.s,in 1966, 
intra-Communi ty imports reached $23 billion, 
morethanthreetimesashighasin 1958 

Ί'he Common Markeι,. the world's largest im· 
porter,haaalιιosub8tantiallyeι:pandeditapur­
chases from outsidenι. Lastyear, suchimporta 
Wtaled$3Ibillion-almosttwicethet958figure. 

AstotheUnited Statee,somewhatlessthιι.n 
one fifthofourexportsgototheCommonMar­
ket-$5.3 billion in 1966, twice aa much aa in 
1958. Inνiewof theimportanceofagήcultural 
products,itmaybenoted Uuιt U.S. agήcultural 
eι:portstotheCommonMarket,ourlargeιιtmar­
ketaccountίngfornearlyonefourthofsuch 
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U.S.exporta,increaιιedto$1.6bi\lionin 1966or S IIHION S 
90 per centabovil l958; the major part of the 20·r----------, 
increasewιuιinfeedgrainι.TheUnitedSt.ates ~ 

~~:~:~~=~;tasi~h:~o~~~~~M~rk~ tj~::~•o:ι::~:~ 
The Common Market buyι more from the 

United St.ates than it sellι! bere. ln 1966, the 
U.S. export surplus amounted to $1.2 biUion. 
Ί'his ha& helped to reduce our Jarge payments 

~:fe~~ ~~htlatι; ~d':;~i~k:ι=ng from 10 

During the fonnative yean of the Common 
Market, the United States openly and consis-

~~~ ·~~~ ~~ιo::~n~~~ntea::~:: 5 
partlyintheexpectationthattheraρidlyex­
panding market of 110me 185 million people, 
near!yaemany 111:1 in the United States, wou\d 

~eι:rtopai~":fS:ed::1~d:~~r ~~~~J~~c~f; O~-'-'-',;-!--'-'--'c;;!--'-'--':;-;'--L.J..J 
e:ι:pand world trιιdeallaround. Livingby trade, ' 64 
the Commorι Market nations are export-minded U.S. Prlνate Dire<t tn νtι~tm~n t• ln Europe• 

and ::.: .. :::ts:~kd~: ~: 
8

ΙJ::ο:::~,ι
8

~Ι:Γ:αΓ ~F~~gf.~~~Ξ~~~ 
The strength and the promise of the Common 

Market, together with the desire to est.ablish 
planta within ita boundaries. have provided a 
powerful impetus to U.S. priνate direct invrst· 
ment. During the seven·year period 1959·1965 
(nost.atisticsareasyetaνailableforl966),U.S. 
priνat.edirectinvestmentsin theCommon Mar· 
ketrosefrom $1.9 billion to$6.3 billion. 

Thiιι procesιιisnotnew,sincemιιnyU.S.enter. 
pήses haνe been in what is now the Common 
~arketforalongtimeandarefullyintegrated 
wιth the respectiνe national economies. The 
share of U.S. finns in tot.al new inveιιtment in 
plant and equipment remιιins small; for the 
Common Market ιιιι a whole, the pn>(.XIrtion 
workιι outatabout5percenta year. 
ThegrowthofU.S.directinνestmenta in the 

Conunon Market has been fed mostly by new 
capit.al from the Unit.ed St.ates. Of late, thcse 
flows have slowed, as noted in these pages last 
month. τhedeclineis,ίnpart.theresultofbusi­
ness compliance with the U.S. Goνemment bιιl· 

~:~~~n~8p~:ora:~~"J ~ι;: ~:-ι;~s~r,: 
becauseof ]o,.·erprofits. The rat.eof retum on 
European manufactuήng inνeιιtmentιι of U.S. 
firms,whichpήortol962exceededthedomestic 
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profitrat.e, hasover the past two years tumed 
downwardand isnowbelow theU.S. rate. 

The Common Mιιrket's med.ium-tenn economic 
program, mentionedearlier,anticipateea"real" 
rateof growthfor theCommunityoftheorder 
of 4.3 per oont ayear-a ,rate distinctly ιιlower 
thanthe4.9percentannualgrowthrateduring 
1960-1965. Thi&istheoonsequenceofthepres· 
enthighdegreeofutiliι:.ationofaνailableeco­
nomicreιιourceaand,particularlyinGermany,of 

thesmιιll increases in working ι.xιpulation. The 
program a88umesanannual rise in productiνity 
perworkerof3.8 percentaothatproductiνity 
wouldbedoublcdin IC88thantwenty years; this 
~"uctt~: i=i

1
:senat. oontinued expansion of pro-

Ί'he Common Market will, therefore, need 
morecapit.ιιl,especiallyifrisingwagecostιιareto 
be oflset by greater productivity and economie 
efficiency.Atthesametime,ιιofaraheadascan 
be~~een, marketιιmaywellbeleιιιιbuoyant,com· 
petition more severe, and profitιι harder to 
ιιchieve. These changing proιιpectιι, while in no 
waydetractingfromthefundamentalattractiνe­

neιιsof the Common Market, may lead foreign 
investorstoa88e811eachnewprojectonitιιown 
meήtseνenmoreexactinglythaninrecentyears. 
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