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GARDNER ACKILEY

My purposes in this paper are essentially cxpository, rather than to
present the results of any research. However, it is my personal
conviction that therc s sufficient confusion aboui some aspects of
housing policy to make an expository paper appropriate, especially
by way of introduction to the program of this Conference.

I was asked to talk about how fiscal policy can help us to achieve
our housing goals, but I can obviously not deal with that subject in
isolation. T shall thercfore discuss the following topics, in this order:

1. The nature of our national housing goals, and the importance of
policies other than general fiscal, monetary, and financial
policies in achieving them,

2. The contributions of general fiscal and monetary policies, and
the relationships between them.

3. The relationship of fiscal and monetary policies to the problem
of housing finance.

4. Some crude quantification of the magnitude of the fiscal policy
requirement for meeting the housing goals.

Our Housing Goals

I am sure that all ol you recall the nature and magnitude ol our
national housing goals, so I will review them only very brielly. Those
goals, Wy fact, are two: between fiscal years 1968 and 1978, the
production of six million subsidized new or rchabilitated units,

Mr. Ackley is Henry Carter Adams Professor of Political Economy, University of
Michigan, Ann Arbor, Michigan.



10 HOUSING and MONETARY POLICY

which will provide better housing for low income families than they
could otherwise afford; and, over the same period, the production of
a total of 26 million units, including the six million subsidized units.
Let me say at once that 1 will not address myself to the question
whether we should have national housing goals as specific as these, or
whether these particilar goals are appropriate oncs. Rather, [ am
asked to discuss what would be nccessary to achieve them.

The first part of the housing goal is obviously ol a quite different
character from the second, and so are the policics necessary 1o
achieve it. Thesc policies arve largely independent of gencral fiscal,
monetary, and (inancial policies. Needed, rather, are effective legal
and administrative mechanisms for supplementing the resources of
low income families, and budgetary appropriations adequate Lo carry
them out. It is my impression that this part of the goal by itsell
presents little problem. According to Charles Schultze,! the levels of
subsidized construction provided (or in the fiscal 1971 budget are
alrcady at or close 10 those needed to achieve by 1978 the six million
units required. Provisions in previous budgets have alrcady started a
great many of thesc subsidized units through the exceedingly long
administrative pipeline. Now that the Administration has reduced
from two million to one million the goal for subsidized
rehabilitabions~which 1 gather offer the greater administrative and
other difficulties--and substituted another million of subsidized new
units, it is apparently primarily a wmatier of maintaining an adequate
level ol subsidy appropriations. This is not ta say that the particnlay
means of subsidization that we are using are necessarily the best.
Indeed, T seriously question whether they are. But we can produce
six million subsidized units.?

The more difficult questions relate to the overall goal of 26
million wnits during the decade. To be sure, this goal seems
somewhut less ambitious, now that it has been scaled back by the
present Administration’s reinterpretation of it to include mobile
homes, of which four million are expected to be shipped during the
decade. However, one of our most able and perceptive housing

]Serlfug National Prioritics: The 1971 Budget, The Brookings Institution, 1970, pp.
86-91.

We could, of course, provide subsidies to six million families without building six

million—or even 600-ncw units for them to live in. But for a number of reasons, we feel that
we must provide new or rehabilitated units specifically for the purpose of housing sub-
sidized [amilics, That is, the subsidy is tied to a dwelling unit, not to a family.
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analysts--Anthony Downs--two years ago flatly predicted that the
original goul would not be met, and this was before the depression of
housing starts of 1969-70.3 The arithmetic alone is rather staggering.
Two of the 10 liscal years ure now completed. During those iwo
years we have produced abont 2,900,000 conventional units, and
800,000 mobile homes. That leaves about 19,000,000 conventional
wiits for the remaining eight years, or about 2,400,000 a year, and
3,200,000 mobile units. So far as conventional houscs are concerned,
this is 70 percent higher than our average rate of homebuilding
during the 1960’s.

Downs presents a formidable list of obstacles to the construction
of this many homes. They relate to the industriat organization of the
construction industry, to the supply of trained construction workenrs,
to the design of Federal subsidy and financing programs, to the
procedures for compensation and relocation of persons displaced
when urban Land is cleared for new housing, 10 the policies to open
up the suburbs {where land must be found for most of the new
housing), to building codes. to technical and economic
rescarch--among a great many other things. Downs does not say that
the housing goal cannot be met, merely that it would require giving
the  housing  problem a  highcr priovity--among other urgent
problems--than the American people are likely to give it once they
sce what is involved, and a higher priority than Downs thinks they
probably should give to housing.

For our purpose, we do not need to examine Downs’ list of
obstacles nor the policies which he or we might suggest 1o avercome
them. Rather, T refer to it merely to remind us all that the
availability of genevalized resources on the scale which we might
calculate was needed to build 26 million houses, and {inancial
mechanisms [or assuring that adequate savings ave available in the
form needed to finance housing, do not themselves get houses buill.
[t would be folly to free the generalized resources that we calculate
arc necded until we arc sure that the incentives and the indispensable
specinlized resowrces of raw materials, labor, lund, technology, public
achministration, and private cntrepreneuyship ave available in the
magnitudes necessary to build that many houses.

3“M(wing Toward Realistic Housing Goals,"” in Agenda for the Nution, K. Gordon, cd.,
The Brookings Insticution, 19G8.
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Fiscal and Monetary Policy and Housing

[ come now to the contribution of fiscal policy to meeling our
housing goals.

In recent years, quite a bit has been said and written on the impact
of fiscal policy on residential construction, some of it relevant and
correci, and much of it--in my view--less so. TFor example, it is
sometimes held that an (inappropriately) expansionary fiscal policy
during 1966-68 somehow inevitably and automatically squeezed
housing construction. 1 prefer to say not thal it was an overly
expansionary fiscal policy which squeczed housing; rather, that it
was a highly restrictive general monetary policy (in(mpinging :)n some
pathicular institutional aspects of our finaneial system} that affected
housing so advg‘scly. You may consider my reservations on this score
purcly semantic. Given the fiscal policy, you may say, monelar
policy had no choice but to be highly restrictive. , ’

[. happen, on balunce, to be glad that our monetary managers cid
decide to do something to make up for the clear deficiencics of our
fiscal policy. But they didn’t have to. )i wasn’t inevitable. They
could have done something clse, which might have let inflation run
its course. In that case, it is not clear to me that housing would
nc'ccss:.nnly have been adversely affected--certainly not to the extent
that it was. Or the Fed could have pursued a higbly selective
monetary  policy designed primarily to affect other forms of
Cl.'L‘(l_It-flné.lnCCd expenditure.* Or the Congress might have adopted
dircet price and wage controls, with or without some form of
zLUoczxtlon§ or rationing, applied either 10 the use of credit or of other
resources in various industries or to the purchase of various kinds of
output. Unpalatable as some or even all of these alternatives may
scem, the word policy has no meaning if it doesn’t imply choicz-
among altematives. The Fed did choose (with or without the consent
or the urging of the Administration) a highly restrictive gencral
monetary policy, and I say that this is what “clobbered” housing.

Let us take the reverse casc. Suppose that fiscal policy at some
stage becomes “inappropriately” restrictive-judged by your or m
_stan@ard of what is “appropriate”. Would you hold that this makeys'
inevitable an extremely easy general monetary policy, which

L SN :
'l.'lus might have required some legal authority which the Fed does not have, But the Fact
that it has not sought such authority is itself a policy decision,
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(especially given our institutions) would aso tend to be highly
stimulative of private housing? And should we say, therefore, that, if
this happened, it was the vestrictive fiscal policy that stimulated
housing? I am tempted to believe that, at least in this case, you
would respect my preference to distinguish among the separate
impacts of separate policies.

What 15 a Neulrol Monetary Policy?

The real source, [ rathey think, of much of our semantic conlusion
in these matters is that we have nevey agreed (so [av as 1 know) on
what is a “no policy” or a “neutral policy™ at least so far as
monetary policy is concermed. This, 1 think, is unfortunate. If fiscal
policy is shifted toward tightness or toward ease,®this fact bhas
impacts on the variables which monetary managers must consider. If
we could agree to define (however arbitrarily) what would be a “no
response” to these new circumstances, we could then define what is a
policy response. Withowt a definition of ncutrality, we cannot deline
non-neutrality--i.c., a policy.

Now one familiar line of thought would, [ believe, define a neutral
monetary policy as one which would promote a steady change in the
moncy supply (or in rescrve assets) at a rate of X percent per
annum.® [f the Central Bank were to maintain neatrality on this
definition--by achieving a steady, unchanged advance of M or
Mg--then, when fiscal policy became more or less restrictive, fiscal
policy wowld indced have predictable impacts on the general level of
mierest rates, and, given the particular mstitutional structure,
predictable impacts on mortgage rates, the availability ol mortgage
funds, and the volume of yesidential construction.

We could then, in principle at least, figure out what fiscal policy
would be necessary in order to achieve any given rate nf residential
constructon, assuming monetary policy were neutral. Unlortunately,

5This expression implics that we have a standard of neutrality in so (ar as fiscal policy is
concerned. Many of us would express it as no change in the full-employment surplus.

GSamc of ose who support this definition of neutrality wonld also advocate the
adoption of the neutral “no-policy” as a permanent monctary policy —carricd oui, if
possible, by the programmed yesponses of a computer.
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if aur gos ere a high r i i
g'rO\vihg?‘;levr:Ftfninlg%l)‘ mt‘e .nf residential construction, and if X (the
B fiseat monicy nccg u{m@ a mo‘dcrately low munber, } suspecr that
at all--would tgcn besiawlg :ﬁ)?g?lfglelll'}g;)ul"il. e e
o : 1 required heavy uncm foyment and
moiet;;)ylpglficc,)velau‘ product!‘on.7 It would be mrilclz casier il
ponerary | Y were t‘o contrlll)utc actively to the result, We have
r quite a while that il we have two goals--in this case,

housing and fuil }
policy tools employment--we really need to have at least two

However y .

conceiva\;jlc’dac{ftq?'dy glfowth of the money supply is not the only
mition of a neufral monetary poli F1s l

o ol a2’ vy policy, nor 1s it even the
one 1 think | \tN(?uld pf)efc'l. Anot]Ter possible definition of neutrality
would 1 O]_elrm§ of no change in some particular interest yate.8 Ir
mone! styul?ﬁlcy remained neutral on this definition, fiscal polic
prould fc:r ;\ necE the overall economy--and have to take most of Lhz
plan w(-,u;dr[; ation or unemployment. But because mosl interest
e cts on [hee 3u;te stabt!c], fiscal policy could have relatively minor
. olume of housing. Unless the “ "1
mp c €o . ¢ “neutral” mierest ratc
were  quite - 1t M
immssc%l;ltc !ol_\]u, -aclnevn}g an ambitious housing goal would be

I e without an actively stimulating monetary policy

 Howevsr, dofning monctary ity nd i 3 "voliey
] ' ) o quite erent things. I am very much in
avor .
]En(?w (\):hz:: ﬁcf:vﬁ dlfc.‘?tlona-ry monetary policy. But i-‘? order to
solicy, or both ":’“Ld'-‘“}' policy ll):}l. is at work and when it is fiscal
. ! Wit'hout) [i-fl oj need definitions of neutrality for each of
o et that, : do not sec. how we can intelligently
e with cach otber. For instance, we find ourselves

7
We could, of course, (ar
, (and some do) definc a stead
s  ( ; ady growth of M as a neu Y
:Dnc:l and adcivf?catc sa.?ung the dials once and for all at the neutyal positi:?\]sr?o"cb[m
Ad\,isetg;:”“al;c;j pol{lc;,‘. 'I'lhgrs; view, traces of which appear in the Council of Fc(:)rnoz:ih
eport forx 0, rejects nearly everythi i d L
ok 5 . ; erything economists have )
‘ r;vun;ys acrn?;rc and partl‘c‘ulaﬂy in the past 35 years—about the sources of i::l;';ﬁg'for'a
P f.;, HD\%‘; a\::: ll;«;:l;lhtil of prices, wages, and interest rates to counter these fDl’l]:L}S c))’;
. lity. . s only tangential t je
ey et Aol B o the subject of my paper, so I shall leave its

8. 5
mbm;’: ‘&‘):’;“’u‘m’:‘;[ﬁ:w pohcz} that could be programmed into a computer. It would
> icld on some Governm 5 1 ! : "
reely at fixed prices. ent security—-by buying and selling that seourity
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assuming--ov denying--that fiscal policy
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determines interest rales.
h definitions, we cannot wnambiguously assign
blame or credil to the makers of fiscal and monetary policy. All this
might be unnecessary if onc agency were vesponsible both lor
monetary and fiscal policy decistons. But when, as is presently the
casc, the responsibility is divided. the absence of such definitions can
lead not only to confusion, but perhaps also to significant policy
failuyes. tf, as now, both authoritics operate wndey a single mandate
(presumably that of the Employment Act, as presently
reinterpreted), is it neither thal is responsible when that mandate is

not fulfilled? Or is it both?

Further, without suc

Can Fiscal Policy Contribute To Housing Gouls?

t conlribute to meeting owr
it can contribute very litde. I
one form of statement
{iciently restrictive--can

How, thcn, can fiscal policy bes
housing goals? By itself, it scems to me,
would thus disagree rather profoundly with
which claims that fiscal policy--by being sufl
do a great deal for housing. [ runs this way:

to the achicvement ol our housing goals by
providing & sizeable full-employment surplus. This surplus is needed pot to
because it generales Saving. The funds accruing front a
d back into the capital markets, where they can be
dual claimant in the capital markets, housing
Rut if enough savings are poured in, there will

Fiscal policy can contribute

prevent inflation, but
Federal surplus will be poure
used 1o finance housing. As resi
stands at the far cnd of the trough-
be cnough left over for housing.9

One thing we know, however, is that savings docs not create
investment. You don’t get houses built simply by dcpressing
aggregale demand. 1f some other force docs nol stimwate housing,

be built, the economy will slump, and the

the houscs won’t
hypothetical full-employment budget surplus will tum into 4

low-employment actual budget deficit.

On thc other hand, if the ambitious housing goal is mect, then,
without a sizeable full-_cmpioymcm swrplus, aggregate (lgm:md might
well be excessive, and inflation would resuit. 1t is precisely to avoid

I could find almost precisely these words in slalements

91 am suye that, given 4 little Gyne,
embers of the financial commulity.

of some policy makers and some lcading m
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f:zscecf;l:e demand--assuming the houses are built and
= Srugg;egate demand are at “normal” levels--that
fiscal policy fs ot rplus woul@ be needed. The contribution of

ot fo get houses built but to reduce sufficiently other

de’lDdS on ou h
« Y I"CSOU] CCS w, €n Z)Il(l h X r
- . . (o]

inflation from
that other sour
the full-employ

Sometimes [ tel] myself that ey

50 excited wi .
understands. ;3‘31“1 PCEPIIG Engage m a bit of shorthand that everyone
1t other umes [ am not 50 sure. On last February 9,
the Hopee Commj“cunal of Eco_nomlc Advisers appeared before
“economic aspects of tie l(m Banking and  Currency 1o discuss
sentence of thei: 1€ housing sitvation,” | quotc the concluding
principal themar “'IE])reParE:(_i stgtement, which is also one of its
make to hous} L c most bamc contribution that Governmeni can
using is a substantial budget surplus, on an on-going basis

Ilal wi ’BSL a(l l” Icasonable thlCSt l‘atCS fol Ehc

What Policies Are Needed?

discuss many of the other polici

S es that
with it is that it contributes to e noeded.) A second troublc

confusion about th i

monetary ; - A Jen 4 e relative voles of

delermi;}::s“;gt ﬁ‘scatJ policies, by_ Implying that it is fiscal policy that

death. Bt he_tcs_ rates, a pomt which 1 have already beaten to
. a third trouble with it is that it can lead to what [ think is

bad policy advice it
under condition -
quote further from thig Statement. * of less-than-Aull employment. I

-+ The Administration's goal [for 1970
Rcllmxl, 15 16 "permil residential constructio
i T e
.{:,:d),.:;i::o“SCDU»II‘:mg required by our growing number of families necding homes
and apartments,” A critical part of a combination of polici .
P : : : policics to achieve i

mo‘dcmtn.' budget strplus projected for fiscal 1970 and 1971, 1t il sl
of anything that would so certainly block the reviv ,
budget deficits, forcing the Federal G
a4 net borrower, Indeed, the outlook
much brighter today if a larger surplus

as stated in the President’s Economic
N (0 revive and begin a rise toward the

is hard to conceive
al of housing as the return of
overnment into the capital markets again as
for hf:uusing in 1970 and 1971 would be
were in prospect. The tax reductions going
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into  cffect  this year, which substantially exceed the Administration’s
recommendations, have now made that impossible, Indeed, only with Herculean
cfforts 1o hold down expenditures was it possible to project the small surplus for
fiscal 1971.

We believe that the budget surplus, combined with the moderation of monctary
yestraint which should become possible, and a continued high rate of support for
the mortgage market by FNMA arnd FHLBB projected in the budget, should
provide the financial conditions for a revival of housing starts during fiscal 1971,

Now a Lwger prospective budget surplus in 1970 and 197} may
possibly have secmed desirable to the Council in order to depress
economic activity [larther below potential, thereby (probably)
reducing wmore rupidly the rate of inflation. But did it really want a
diffeyent level of agarcgate activity, or a different mix ol housing and
other outputs? Was a larger surplus really needed in order to provide
saving to finance housing? If there had been to Tax Reform Act and
it had been possible to program a larger surplus, would the prospects
for housing really have been brighter? Did the Counal really want a
larger surplus, or a larger suwrplus coupled with an appropriately casier
monctary policy? When, m [act, the progranuned sorplus turned into
a deficit because the economy was much weaker than expected, did
this depress housing starts? If so, was it by reducing the pool of
available savings, or {or some other reason? Would housing have been
helped if, when demand slumped, tax rates had been incrcased or
Federal expenditures reduced in an effort to restore the surplus?

I ask these questions that seem Lo me to be raised by this
Statement of the Council not because J am critical of the degree of
sophistication of its public pronouncements--which on the average
contain probably no more and passibly Jess pablum than is found in
those of earlier Councils--but rather to help us here to clarity owr
own thoughts and ecxpression. Let me state how I think the
relationship of fiscal policy to housing should be put.

Relationship of Fiseal Policy to Housmg

One deteyminant of housing demand and thus of housing
production is aggregate disposable income. Ceteris paribus, housing
will be larger, the higher the level of disposable income. Disposable
income is a determinant which fiscal policy can clearly affect. Other,
doubtless more imporiant, determinants arc the level of mortgage
interest rates and the supply of wmortgage credit. These are
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determina hi : '

(e m:::tzt;:;ch {no.netary policy can primarily affect. | realize

monctary fan fiscli;l) s i\.rc ;melguous_' until one defines a neucral

monctary (an : po.lcy. But, ambiguous as they arve, I think that
you would understand and perhaps even accept them

cmlIt: c[))ur goal were to maximize housing construction and we had
Y these two tools--general monetary and fiscal policy--I would
p:cs?nbc their use as follows. Fiysi: determine szhat) lcvv;louof
g:g:%itcbc(zlecut Iurlc]l employment seers to provide the desired
Secanes Detw I:m:(l:gt'l‘empk_nymcnt and price stability objectives.
Dotontiay e m znyJ policy as easy as possible (I have in mind
P s otl1er55 rclirl?‘drte ?.tmg to international capital flows, and
pocaps jn\/esu.ne tn - ligure out how much housing (and other
monetary i :t )t[:::ndi)seh.zzl(p]ectcld tfo be forthcoming with that
et y a cvel of output. Fourth: set fiscal
En(lllcoyui;ustuch‘vt;:h:fc:n ]is to produge tl:le desired level of employment
Srenath Of, g:‘“ N € housing Projection and the expected inherent
coveh o demgnéer(;f,]:[r::j'ms cvff private and state and local
' ( Ing, of course, the impact
projected monetary policy on other forms of investment})).‘ 0 of the

The i t i
Surplussc IcfaJSc(;x]att}llc;ns may t;nplyha sizeable full-employment budget
. 1s. , reason for this surplus is to avoi i
S _ void undesirable
nefzzsr;g;\'i not because a higher level of aggregate demand would
lly reduce housing. If we should want to avoid the “fine

0,
I am grateful to Warren Smith for pointi
Pl : ] ng out that, to the extent tha as
= mur’g/ PllvuuxscLys s‘::;’ulglczl ufhcrx forms of mv‘es!mcnt as well as housing, this mcm:5 ?ﬁ.s:::/
il 20 Sl Polyi'c 50 g‘Ltting more investment in, say, plant and equipment, To
L e ioyrl'gl:ht then rcducF consumer spending by enough te make room
cquipment. But we may not \mfmrdn:{;:* gﬁ:?:l:faznd f'm e oot e
i Sy : ple 1 equipment spending, The combinadi,
. }: : cmploym(c:::r‘;ﬁ:::ufis:cafl;\?orks to permit achievement of two goals (more hoz:ir?:
primarily--though not cxclusi:f:]y;iionn)c];:;‘::;; o l:‘f U"I‘ Sy g OP‘-‘"“C‘S
. i n . on ratner than housin i -
!;:avcg; 3:1:‘1‘1;1 qua::z ur;n hor.lt)smf_; ﬂl]d. sccondarily (if ar all) on consumf;ti:::.ﬂ;l:?t\’:: ::srz
SR stmﬂ. ; ui]cs =business invest Tncm—which our monetary policy will probabl
il cgfy an our fiscal policy will restrain, To achieve a desired ba]::.n V
sl £ ; outplf(. we ncc.d at least one more policy tool. Or perhaps we sh d
general monetary and fiscal policies are simply instruments too Ii)luntamo::::

to d(:!('.m).in‘.‘ both the si 0 Wi 5 € P at we s
Compo ilion as v ell as the fer ol of output, g [§
- « and th; t we .]lOU_]d flnd
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tuning” of cither fiscal or monctary policy, these calculations should
be made on the basis of expected averages over a three to five year
penod. Or, fiscal policy could be set on that basis and monetary
palicy varicd for stabilization pwrposes. But the principles are still
essentially the same.

The Role of Finance

As I have described the role of fiscal policy, it is essentialty that of
freeing sufficient generalized resowrces of labor, materials, and
enterprise to build the houscs that other policies--including monetary
policy--can stimulate and facilitate. This way of putting it says
nothing about “finance.” Has the pool of savings argument no

relevance?

In my view, essentially none. We all know that gross saving and
investment aye always and inevitably jdentically equal, and that,
morcover, in “equilibrivin”-- whatever that precisely means--the total
of the “desived” or “willing” or “planned” saving of the nation must
equal the total of its *‘desived” or “planned” investments. The
problem of housing finance is not basically one of providing an
adequate volume of total saving. Rather, it is onc of the allocation of
that saving. Although our financial intermediaries do an excellent job
of shifting saving flows among various uses through relatively minor
changes in relative interest vates, our institutions are such
that--particularly when money is tight--housing faces cither a sharp
rise in the relative as well as absolute intercst rate it pays, or the
rationing of credit supplies. Some of these institutional obstacles
operate fess scverely when general monetary policy is easier, Still, the
sharp incrcase in the volume of residential mortgages which seems to
be impliecd by the housing goals could cause problems. New or
altered financial institutions can permit the necessary shift of funds
to housing with a minimum refative deterioration ol the terms on
which housing is financed. This means that other policies--including,
particularly, the easing of gencral monetary policy--will not have to
be pushed so far as otherwise in order to encowurage the desived
volume of housing production. The task of fiscal policy, however, is
best thought of as that of lreeing resowrces from other uscs, not that

ol providing saving.
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The Magnitude of the Fiscal Requirement

ofl\}/llglwﬁ;;ar;sl:a?]sf m tlhls Paper is to provide some rough estimates
vestrain infation i em}: oyment surplus would be neeced in order to
honcine ] in the years ahead--on the assumption that our
U“SClil;g goals are lully achieved, through whatever combination of
?u“-.- S ]lS ncccssaf*y to accomplish this. Would it require a

cmployment surplus well outside our range of past experience?

v I I:‘z;\;c hmlAlecl my calculations to fiscal years 1975 through 1978.
Cn:plo «:)(er:t lS’”t[})Zl.t It seems .to me highly unlikely that full
perccn}t, annu:]n ¢ restored prior to then. Even asswming that a 4
e o, vl rate of real GNP expausion can be achieved during

y gst half of calendar 1971 (which seems to me highly optimistic),
gkr}era _tper'ccnt_ n the second half, a rate of real GNP expansion
Subse}(;‘llulegntJu;lt/2 ;):::'s (tio ;:ercint a ycar would be needed over the
calendar 1974, cach potential output by the second half of

c]i11111];‘3]:2:,63:(ljm;uglcouldldcmonsuate that, during this period of rapid
oty oy rd ful eg;p oyment, both the targets levels of housing
s o achicv‘c t]r:a Y permussive fiscal policy would be needed in
oo e du,—ine r;lcgcssa,ry real growth of aggregate demand. Put
fhod invesm;ent : g dys period, the probable weakness of busincss
sending ik lczlvcpfen ]qrj)lg’ and the continuing decline in real de fense
ovets g il lc: r?e all the resources needed to produce the target
o comausi E m;}ouc requiring any diversion of resources away
pown ¢ purcmsegs)el; ‘ng, state and .locz}l purchases, and non-defensc
cocer) pun ‘f . In mx case, projections for this period are more

plex than for the period after full employment is regained, when

VO][ have fmedAto prepare mutn'ally consisient estimates of the
volumes o 'all ttems of gross saving and of all categories of gros
mvestment--including residential construction at target levelslg?os-S
ﬂY)H-.cmployment cconomy in 1975-78 (all as defined in (he lrJ‘S'1
National Income and Product Accounts). The Federal surp]
icno\/{::SMCd a; the residual needed to equate gross savin};uzsmlj
n then;:g:);mg(f following tabulation summarizes the basis for cach
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Potential real GNP--estimated by extrapolating the projcctions
now available through calendar 1975 at an annual rate of growth of

4.3 percent.

GNP deflator and GNP in current prices--the rate of increasc in
deflator assumed to slow gradually to 2.3 percent by second half of

1973 and to remain at that rate.

Residential construction expenditure in current prices--construc-
tion cost estimates (less land costs and mobile homes) taken from
President’s Second Annual Report on Housing Goals, revised to a
detlator in linc with (but increasing more rapidly than) my assumed
gencral deflator, and adjusted to consistency with GNP residential
consiruction account for fiscal 1969.

Business fixed muestment--two altemalive estimates (and, corre-
spondingly, two estimates of the necessary Federal full-employment
surplus): the lirst takes real business fixcd mvestment at 11.3 percent
of real GNP--the bhighest annual pereentage tor any year since 1948;
the second uscs 10.0 pevcent--the lowest in any bigh-employment
year since 1953; estimates inflated to cwrent prices by a deflator
related to und vising slightly less vapidly than the assumed GNP

deflator.

Change in ventories--taken at 0.75 percent of current dollar
GNP, ubout average for the period 1953-69.

Net foreign imvestment--assumed at 0.6 percent of GNP, close to
its record high.

Capital consumption allowance--projected as a percentage of
current-price net dollar stock of private structures plus producers’
durables, extended through 1978 on perpetual inventory basis; de-
preciation percentage extrapolates the steady upward wend (since
the 1962 depreciation reforms) of the percentage which CCA is of
the current-price stock.

Undistributed profits and IVA--corporate profits before taxes
taken as 10.5 percent of current-price GNP, corparate profits taxes
at present rate, and dividends at 45 percent of after-tax profits.
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Slate (uul_!ocal government surplus--taken as zero, above its
average value i recent non-recession years.

Personal saving--taken as 8.3 percent of personal dispasable in-
come, less projected consumer interest (consumer spending has
averaged 91.7 percent of disposable income since 1947; a bit less
than ll'f;u dwring the 1960’s); disposable income projected [rom cur-
rent-price fu]l-_emp]oymcnt GNP, projected capital consumption al-
l?wances, projected corporate undistributed profits, and projected
Federal and state and local government surpluses and purchases
(wh.ich between them imply aggregate taxes, social insurance contri-
buu(l)ns), transfers, government interest, and subsidies less current
surplus).

Statistical discrepancy--projected at 1970 level.

Federal government surplus--two residuals, consistent with the two
levels of bL{Slness fixed investment; estimated simultaneously with
personal saving which depends (inter alia) on the size of the surplus.

My projections and assumptions are summarized in Tables 1, 2,
and 3. So far as I can see, they show no need for any great diversions
of resources to be accomplished through a restrictive fiscal policy.
Given the high projections of business fixed investment, a Federa
full-employment surplus averaging $8.2 billion is needed in fiscal
years 1975 through 1978; given the low projections of business fixed
investment, a Federal full-employment deficit averaging §12.9 billion
is appropriatc. The best estimate presumably lics somewhere within
this range. The two figures are respectively 0.6 percent and -0.8
percent of GNP. According to Okun and Teeters,!! we have had
fu]l-employment surpluses of 0.5 percent or more of potential GNP
in 11 of the past 14 years. Thus the finding is hardly very startling.

The really significant fact is that--as tremendous an effort as seems
to be implied by housing starts averaging 2.4 million over the next
cight years, it is not a significantly large effort in a rapidly growing
cconomy. To be sure, housing starts have been shrinking relative to
the size of the economy for two decades. But even at the target

1.
. .Thc Full Employment Surplus Revisited,” in Brookings Papers on Econowmic
Activity: 1, The Brookings Institution, 1970,
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levels, residential construction would average only 4.1 percent ol
GNP in 1075-8. It was a higher percentage in cvery post-war year
until about 1964.

I have no great confidence in my particular projections of the
needed Federal full-employment surplus. But [ have sufficient confi-
dence in their general orders of magnitude to conclude that there has
probably been a certain amount of wasted vhetoric dispensed on the
subject of how much fiscal discipline is going to be neccssary if we
are cver Lo meet our housing goals.

My impression is that somc of the other contributions Lo meeting
our housing goals are going Lo prove far wore vital and far more
difficult than the contribution that fiscal policy may be called upon

to make.



TABLE 1

GROSS NATIONAL PRODUCT, GROSS SAVING, AND GROSS INVESTMENT
1966-69, AND PROJECTIONS FOR 1975-78
(ALL DOLLAR FIGURES IN BILLIONS AT CURRENT PRICES)

CALENDAR YEARS PROJECTIONS—FISCAL YEARS
1966 1967 1968 1969 1975 1976 [ 1977 1978
H L H L H L H L

GNP in Current Prices 749.9 793.8 865.0 931.4 1413.3 1510.9 1615.3 1726.8
Business Fixed Investment 81.6 83.3 88.7 99.3 181.7 134.2 162.2 143.6 173.4 153.4 185.3 164.1
Residential Construction 25.0 25.1 30.3 32.0 61.2 863.5 65.4 66.4
Net Foreign Investment 2.4 2.2 -3 -9 8.5 9.1 9.7 10.4
Change in Inventories 14.8 8.2 7.6 8.5 10.6 113 12.1 13.0
Total Gross Investmant 122.8 118.2 126.2 138.2 232.0 214.5 246.1 227.5 260.6 240.6 275:1 253.9
Capital Consumpt. Allow. 63.9 68.9 74.0 78.9 117.7 128.1 139.0 151.0
Undistributed Profits + IVA 27.4 24.1 21.6 18.5 45.7 49.0 52.5 56.1
State & Local Gov't Surplus 1.3 -1.6 -1.1 -6 o] o 0 (o]
fPaersonal Saving 32.5 40.4 40.4 37.6 57.9 59.5 62.3 63.2 67.5 69.3 72.8 74.7
Federal Gov't Surplus -2 -12.4 -6.2 9.3 15.3 -3.8 11.4 -8.9 6.3 -15.5 -0.2 -23.3
Statistical discrepancy -1.0 -7 -2.4 -4.7 4.6 -4.6 -4.6 4.6
Tozal Gross Saving &

Statistical Discrepancy 123.8 118.8 126.2 138.9 231.9 2145 246.1 227.5 260.6 240.6 278.1 253.9

NOTE: Columns headed“H" are based on a high projection of business fixed investment; those headed "L* on a lower projection (see text).

TABLE 2

GROSS SAVING AND GROSS INVESTMENT

1966-69 AND PROJECTIONS FOR 1975-78

AS PERCENTAGES OF GROSS NATIONAL PRODUCT

CALENDAR YEARS PROJECTIONS—FISCAL YEARS
1977 1978 Average
1966 | 1967 1968 | 1969 ?ggrs—az; 1975 1976 okl
H L H L H L H - H =
10.7 9.5 (10.7 8.5
Business Fixed Investment 10.8 10.5 10.3 10.7 10.6 10.6 9.5 10.':‘4 29.5 10.74 09.5 = e
Residential Construction 3.3 3.2 3.5 3.4 3.4 4_?0 .60 :50 L 2
Net Foreign Investment .32 .28 -.03 -;(: 1.;2 .75 .7‘ = = o
Change in Inventories 1.97 1.03 .88 : a 3 VL
TotalgGross Investment 16.5 15.0 14.6 14.9 15.3 16.4 15.2 | 16.3 15.1 | 16.1 14.9 15:9
5 8.6 8.7 8.5
Capital Consumpt. Allow. 8.5 8.7 8.6 8.5 8.6 gi 2 2 5 2 &
Undistributed Profits + VA 3.7 3.0 2.5 2.06 2.25 .0 .0 5 2 =
4 rplus s -.20 -~13 -0 - i z :
i‘::i"—s"x;:“ s 4.3 5.1 4.7 4.0 4.5 4.1 4.2 4.1 4.2 4.2 4.3 4.1; :i 4.26 42
} - - 4 -1.0 . -1. 5 =i
Federal Gov’t Surplus -0 -1.6 -7 1.0 -4 1.1 3 8 6
Stat s 14.7 | 16.2 15.0
e ::trit-s:l ?Dais::rzmncv 16.5 15.0 14.6 14.9 15.3 16.4 15.2 | 16.3 15.1 | 16.1 14.9 15.9

NOTE: Based on data from Table 1.



TABLE 3

DEFLATORS, PROFITS, DIVIDENDS,

SUPPLEMENTARY SERIES

GOVERNMENT PURCHASES, CONSUMER INTEREST
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DISCUSSION

JAMLES §. DUESENBERRY

As Gardner said, I was his student, and I have found that I’ve been
able to leam things from Gardner all along, and stil] am able 1o lcarn
something this morning. In flact, I am m a little bit of a dilficulty
because I've always found that the ideal paper to discuss is one that
is wrong in some interesting way, but unfortunately, as far as I can
see, Gurdner’s paper is basically right, and that docsn’t leave mc a lot
to say. All I can do is to rcinforce a couple of points that Gardner
made, add a couple of quibbles, and then raise with you one problem
which has come to my mind after having read this paper.

[ think there is no question about the basic logic that Gardner has
put before you. Our problem in trying to achieve a housing goal
makes sense as a problem only when we say that we are nrying to
achieve a housing goal, while at the same Lime Lrying to achieve some
goal in terms of the levels of aggregate owput and employment,
Preswmably the latter goal is to be chosen with a view to finding an
appropriate balance between unemployment and inflation. So that
what we arve discussing here is the problem of the kind of fiscal
policy required to achieve some limited total GNP in any particular
yecar, and at the same time to reserve some piece out of that total for
a particular type of product. To do that you need at least two policy
mstruments, and those instruments are not used separately. You
don’t have onc instrument which you use to control the total GNP,
and another instrument that you usc to control a volume of housing;
that is obviously impossible since the housing expenditures are a part
of the total GNP, That means, as Gardner said, that what we must do
is select a total GNP target at any point in time and then try o find a
combination of fiscal and monetary policy which will reach that
total while also making it possible to have the required amount of
housing.

Another way of putting this, I suppose, is that the negative ol that
approach consists of two kinds of wrong approaches. One is the
assumption that if you do something which will in itself tend to
increase the sum of public and private saving---e.g., raise taxes, lower

Mr. Duesenberry is Professor of Economics, Harvard Umiversity, Cambridge, Massachu-

sctts.
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government expenditures---a compensating amount ol some other
kind of expenditurc automatically occurs. That is equivalent to
saying that potential saving antomatically flows into investment. It
obviously doesn’t. We had full employment swpluses, some of them
very large, in 8 out of the last 14 years. We could not or did not find
a monetary policy which made all that full employment potential
saving become actual saving and actval investment. So that one
fallacy is to assume that all you have to do is to provide the potential
saving at full cmployment and that will take carc of the problem. 1t
won’t. One has to have a monetary and financial mgchanism to bring
those potential savings into reality in the form of somc particular
type of investment.

The opposite approach, which is also a mistake and is one Gardner
didn’t mention, is to asswume that if you invent some new financial
devices which will stimulate a particular kind of investiment, housing
in this case, that thereby you are solving the housing problem. Now,
if you have a given fiscal policy, it appears to many people that easier
money or more {inancial gadgets which help to chunnel money into
housing, will solve the housing problem. I think our experience
suggests that what comes out of that may be more nflation than you
want; or higher interest rates than you want; or that it will turn out
that your financial program doesn’t succeed in directing the
resources into housing. 1 think it is important to deal simudtancously
with the fiscal policy and with monetary policy.

If we want to selcer our GNP total with a view to considerations
ol inflation and uncmployment, and then use monetary policy as one
instrument to direct resources into a particular area as a part of that
GNP tortal, we must at the same time select owr fiscal policy in such a
way as to leave room for the amount of housing which the monetary
policy can stimulate. We have great expositional difficulty here, 1
think, trying to make simple statements about these matters, and
almost anything anybody can say can be faulted unless he says
something at great length oy writes it out in a tabular form. So much
for general principles.

The second part of Gardner’s paper, which he dealt with very
brielly, was his calculation of the amount of surplus that might be
needed in order to mect the specified housing goals. I can’t quibble
with that calculation. I've been through that same exercise, and what
one finds is that one always comes out in the same hallpark. Pushing
the assumption so as to favor one side may lead you to the
conclusion that what’s required is a full employment surplus of a one
to onc-and-a-half percent order of magnitude. If you push the
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assumptions all in the other divection, a little more perhaps than
Gardner did in his calculations, I think you could reach the
conclusion that you need a full employment deficit of a percent or
so. The fact of the matter 1s that none of our calculations about
expenditure  functions, consumption functions, business fixed
investment functions, inventory fuwictions, state and local
governmenti behavior, has the degrece of precision which can produce
an answer right down to the last tenth of a percent. I think it’s
remarkable, probably suspicious, that we all managed to agree about
the answers o wilhin a percent or twa, because the fundamental
accuracy of our knowledge is perhaps somewhat lower than that.
None the less, [ think that everyone who has played this game anrives
at somewhat the same conclusion.

I think the important conclusion is not that the answer under
certain assumptions is that a surplus of 1.2 percent is required, and
that under some other assumptions a deficit of .2 percent is required.
What is important is that the range that we are talking about here is
surpluses or deficits of the order of magnitude of 1 percent or so of
the GNP, and also that theve is 4 good deal of uncertainty about
which side of the zero point we will come out on. This does mean
that therc is no busis for saying that on account of the housing
program we ought to go gung-ho for big, long-term full employment
surpluses. I do have one qualification (o that, and it’s one whose
significance [ can’t really judge. T mentioned earliey that there are
people who (ry to solve problems by {inancial gimmicks. The fact is,
of course, that in these days when any congressman has a group of
people who want a little service from him, he finds that the cheapest
and casiest (hing he can do for them is to invent a new loan program,

We have been talking about the problems of housing {inance, and
subsidized housing programs. There has been a great proliferation of
new types of loan programs which show up someplace in the
accounts, and the proliferation of loan programs may turn out to
place a greater burden on our resources than we allowed for in these
calculations. We don’t have too much experience with them so that it
is a little bit hard to judge their impact. My only qualification to
Gardner’s calculations is that our programs for rail transportation,
local transportation, water and scwer finance, and other forms of
pollution removal, and for neighborhood health centers, and other
things of that sort financed through loan programs may really turn
out to be very large. Then indeed a larger federal swrplus may be
required at full employment than these calculations aliowed for. As 1
say, I can’t give you any kind of numenical judgment on that point.
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Now lct me follow up then finally with what [ regard as the
painful implication of our inability to reach a precise conclusion on
this point about whether and how much of a suwrplus would be
required at {ull employment in order to achieve these housing goals,
assiming that the financial mechanisms and monctary policy are
there to make good on the surplus if we have it. f we don’t know
with any precision how much of a surplus will be required, then we
can’t plan in advance a long term fiscal policy. And [ think that we
have to admit that we don’t know. What’s more, Gardner has a little
trouble defining a ncutral monetary policy--thai doesn’t sworry me so
much, [ can’t defline any monctary policy. [ think Gardner did not
address himself at all to the question of what specific monetary
actions would be requived to get the interest rates, and the
availability of funds for all those houses. I don’t intend to turn the
discussion in that direction, except to note that I don’t think we
know the answer to that question. That means that m fact we are
going to bave to make a sequence of decisions as events unfold to try
to see a little ahead and (hen move owr policies to achieve our
objectives as best we can.

Now, il we look at the past history in the case of housing I think
what we find is that the only time that we got favorable conditions
for housing is when we goofed up everything else, and managed to
get into a situation where we were in a recession, Then we had plenty
of room within the GNP constraint and turned on an easy monctary
policy. Later we said that housing made a great contribution to the
recovery and sort of used it like a fivst-stage vocket. It helped us to
get off the ground and then we threw it away. Our problem now
seems to be a similar one. Gardner suggested that he wasn’t even
going to bother doing this arithmetic about full-employment
surpluses for the next couple of years because full employment is not
what we are going (o have. He suggested, if I vead him rightly, and I
agree that there ought to be plenty of room in the economy for all
the housing that is likely to be cffectively demanded in the next
couple of years. Well, that’s back where we were some years ago, and
one hopes that we will get a substancial buildup in the volume of
housing in the next couple of years. That will be good in itself, and
also help in the recovery process.

Owr problem then is what happens next. What Gardner said is thal
he can’t tell us what kind of a fiscal policy to have as of 1975;
probubly nobody can. What we would likc to have is some fanly
flexible mechanism by which we could make that choice when we
move a litte bit closer to it, but since we can see ahead only a short
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distance we have to be able to act fairly fast when we find out how
much of a surplus is required, in order to take action to bring it
about. We need a much more flexible kind of fiscal policy than we
now have. So I do have some concern that we will be unable to
predict a long-term policy in a solid way, and on the other hand
uable to (ind the flexibility that is required in order 1o move the
policy a little bit at a time as events unfold. So I leave you then with
emphasis not on the conclusion that Gardner rcached as to the
magnitude of the surplus, but on the fact that there is a considerable
slippage in anybody’s conclusion and wc bave no effective
mcchanism as of now, I think, for making decisions which allow us
to adapt to what we learn about what kind of surplus is required.



DISCUSSION

DAVID |. OTT

As I finished Professor Ackley's paper, I tried to imagine how the
argument might have been laid out il he had been discussing it with
his students. Reconstructing this outline of his hypothetical lecture is
fruitful in commenting on his paper. .

1. We have Jeamcd that equilibrivm GNP is determined by the
intersection of the 1S and LM curves.

2. Wec know one goal of public policy is to stabilize GNP ar a
level most consistent with our full-employment and price stability
objectives. This can obviously be thcorctically done with an infinite
number of combinations of the IS curve (reflecting [iscal policy) and
the LM cwrve (which reflects monetary policy), or, to pul it another
way, the target GNP is consistent with any level of interest rates, if
the proper mix of monctary and fiscal policy is used.

3. We also know (hat interest rates are the dominant factor
determining the volume of residential construction.

4. Now the Boston Fed wan(s me to discuss how fiscal policy can
contribute to meeting the 1968 housing goats.

5. Since the number of housing starts nuplied by these goals for
fiscal years 1970-78 is substantially higher than starts in recent years,
this means, essentiatly, that we must have lower interest rates than in
the near past.

6. Thus the IS and LM curves are constrained Lo intersect
opposite the “housing goals interest rate,” and the larvget level of
GNP,

7. Unless the LM curve is vertical, which means fiscal policy only
affects interest rates, both monctary and fiscal policy actions arc

Mr, Ott is Professor of Economics, Clark University, Worcester, Massachuselts.
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required (and we all know ithat the LM curve is not vertical!). T'he
contribution of fiscal policy, then, is to be more restrictive by
enough 1o free vesources to tet the monctary authovities case up so
that we achieve our two goals--the specilied number of housing starts
and the target GNP--with the two instruments of monetary and [iscal
policy. Mast important, we should not lose sight of the fact thet we
have two Iinstruments--fiscal policy and monetary policy and the
fiscal policy contribution to the achievement of the housing goals
can only be met in combination with the appropriate monctary
policy.

To put it another way, Ackley quite properly warns us that the
problems posed should be treated as but another variant ol the
Mundell internal-external stability policy problem, a variant which in
fact produces more clear-cut conclusions as to the appropriate
changes i the direction of policy than are possible in the Mandell
case. Barring the case where the demand for money is completely
mterest-inelastic, the couwrse of monctary policy is cvery bit as
important as the course of fiscal policy in meeting the housing goals,
and the clear prescription would be for a tighter budgel policy
coupled with an easier monetary policy. Yet when Ackley is done
with his calculations, it is not at all clear that a more restrictive fiscal
policy is neccessary to meet full employment surplus a bit. What
happencd in between the theory and his empirical results?

It is possible to indicate where some of Ackley’s assumptions
might have led him astray. His equation [or the required [ull
employment surplus may be written as follows (in terms of requive-
ment for Net Taxes):

T), = [CCA + UCP| + [BFI + RES + (EX—IM) + INV + G —aGNP]

1l —a

where
T,, = Required Net Federal taxes (N1A)

CCA = Capital Consumption allowances

UCP = Undistributed Corporate Profits

BT = Business Fixed Investment

RES = Residential Construction required to meet 1968 goals
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il

(EX—IM)
INV
G = Government purchases, Federal and state-local
GNP = Current dollar potential GNP
a = Personal savings ratc

Net Exports

U

Inventory Investment

Now clemly the Sy estimates will be very sensitive to the
assumption about the personal savings rale. For example, using
Ackley’s “high’ estimates for BET, RES, (EX-IM), INV, G, and GNP,
a change mn the assumed savings rate from Ackley’s 7.5 percent to the
CEA assumption of 6.5 pevcent (1970 Annual Report, p. 81)
iereases the required (ull eiployment surplus (Net Taxes) by about
$11 billion in FY 1975, Judging from the recent past, Ackley has
picked a relatively high savings rate; from 1960-G9 the savings rate
ran from 4.9 1o 7.4 percent of disposable personal mcome and only
reached 7.5 percent in 1970 1 and 1970 T11.

More fundamentally, T suspect that the crux ol the apparent
discrepancy between Ackley's theory and empirical vesults lies in his
failure (o attempt to quantify the effect of the low interest rate
policy required for RES (o mcet the housing goals on BFI and
perhaps INVLIf we have learned anything fvom recent years, it is that
monetary policy is potent, and he makes no effort to quantily the
cffect of the required monetary policy on private spending other
than RES. 1 RES must be raised by 70 percent over the average of
the 60’s, then interest rates might have to fall by some 40 percent
from cheir present levels, if as some works suggest, the clasticity of
RES with respect o intevest rates is in the neighborhood of -1.5.

Furthermore it seems to mic that the really meaningful question to
ask, which Ackley did not ask, would be: Given Federal purchases
during FY 1975.78, how much will net taxes have to be to produce
the requircd full cmployment surplus? The CEA projections of
Federal purchases for calendar 1975 translate (using Ackley’s
deflator) into roughly $137 billion in cuvent dollars, some §/7
billion more than Ackley’s fiscal 1976 cstimate. | am led Lo believe
he has sadly underestimated the built-in growth likely to occur in
government spending, especially since the CEA estimate of Federal G
was a consarvative one to begin with, Furthermore given present (ax
[aw and projections of wansfers, will taxes have to be raised or
lowered to obtuin the desired full employment surplus (or will G
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have to be cut or increased)? Lven if the “correct” answer is §$13
billion dollz full employment surplus, while this may be in line with
past cexperience, the critical question revolves around whether it is
obtainable with given budget and tax projections or whether tough
decisions have to be made about prioritics in spending or tax law
changces because of the housing goals.

Finally, 1t accurs to e too that we might really pause and ask
whether achieving the housing goals is made more dillicult by
present tax laws. In some work my wife and [ ave currently doing, we
estimale that, in 1970, we gave over $10 billion amually in subsidy
to owner-occupicd homes, which typically have a higher cost per unit
than multifamity units. Eliminating this tax preference might make
possible achieving the goals of 2.4 million housing units per year with
less of a resource dvain and lewer complications for stabilization
policy.

In summary, the logic of Ackley’s cxposition supports that we
need a tighter fiscal policy and casier monetary policy to simulta-
neously mcet owr housing and slabilization goals. Yet this is not
borne out by his calculations because, 1 have argued, he takes no
accoumt of the impact of monetary policy on other types of
spending, assumes an unrcalistically low savings rate, and under-
estimates Federal spending. Finally what we most need to know is
not how “reasonable” the implied [ull employment surplus require-
ment is, but how this compares with projected outlays and taxes.
This, I think, is the critical question for the President’s advisers, and
as for now, we do not have an answer,
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ARNOLD C. HARBERGER

As I read through Professor Ackley’s paper and listencd to his
presentation, 1 wondered whetheyr you had picked the right Chicago
economist. There is very litde, in fact practically nothing, that T can
put my finger on with which I seriously disagree. And yet, it also is
true that as I independently focus on the problem, the picture that
emerges is somewhat diffevent. What one sces varies with the point of
vicw from which one looks and though Gardner Ackley and I are
observing essentially the same phenomena, we sce them differently. 1
begin fron a rather fundamentalist point of view, which 1 imaginc is
characteristic of Chicago people. Let me start out with a proposition:
I dont believe that fiscal palicy is designed for the fine tuning of the
cconomy. I think that our experience with the temporary surcharge
shows that if pcople know that an extra tax is temporary and that it
is soon going off, it doecsn’t much affect their behavior. Nor docs a
temporary reduction in taxes much affect their behavior.

The permanent income hypothesis and a number of other
explanations of consumption behavior all Jean in the direction of
saying that the reaction of people 10 unexpected or short-run
changes in their income position is much weaker than their reaction
to Jonger-run changes in fiscal policy. Reactions to price changes, on
the other hand, are quite different. The reaction of a housewife to a
permanent reduction in the price of white shects will be smaller than
the reaction of the same housewife to the January white sale. Since
sheets are cheaper only so long as you buy cthem in January, the
response 1o a short-term price reduction will be larger (han that
stemming from a permanent reduction of Lhe same magnitude in the
price ol sheets.,

Monctary policy is like thal. When interest rates go down in a
fashion which is not regarded to be permancnt, you get people to
enter the market as borrowers in order to take advantage of the
bargain price ol credit. When interest rates go up in a way chat is not
regarded to be permanent, people hold off the market in a way that
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they would not do if those higher mterest rates were to prevail
forever. So, you get a lot of bang out of [ine tuning the cconomy by
wiy of monctary policy--an amount of bang that I do not think can
be duplicated rcadily by temporary movements in fiscal policy. As a
consequentice I think that the proper way of operating the
economy--not just proper, but even almost necessary--is to set fiscal
policy with regard Lo relatively longer term considerations, and to
leave to the monetary authority the job of helping us attain our
particular policy goals in the shorter vun. This is my first major
point.

If one accepts that position, there is a consequence that almost
mevitably follows. That s that historically the construction industry
has been what I call the handmaiden of monctary policy. When
monectary policy 1s tight, the construction industry is squeczed. The
purpose of tight monetary policy i1s to free vesources some--to reduce
the total demand for resources, if you like--and that squeeze takes
place largely by pushing resources out of the construction industry.
And, when monetary policy is casy, somchow the resources crawl
out of the woodwork to allow housing starts to go up by three or
four hundred thousand, as between a tight and an easy period.

Now, because the housing industry bas acted as a sponge,
absorbing resources when money is casy and releasing them when it
is tight, [ have always been very skeptical of the idea, very worned
about the idea, that our government should have a set of housing
gouls which would try to get a g@iven number ol housing starts per
year and keep housing on a certain preset track. That is, in my view,
the easiest conceivable way of emasculating monetary policy .

Now, I don’t want to say that having a set of housing goals of 26
million over a decade requires that one must try to keep housing on a
particular track through time, but I am disturbed that so much of the
discussion that I’'ve heard over the last couple of ycars on this
question reflects a preoccupation that our tight monetary policy has
hurt housing. I'm not worricd by this. Quite to the contrary, I think
that 'd be worried if housing were not being squeczed, because then
the tight monetary policy would not be having its clesired effect. 1
think thacin the other areus in which monetary policy can affect real
spending it is much less powerful that it is in housing, and we have
got to continue to allow tight monctary policy 1o squeeze housing,
and easy mounetary policy to stimulate housing, if we arc going to
have an clfective fine-tuning or short-run stabilizing policy tool in
our kit.



34 HOUSING and MONETARY POLICY

In this sort of framework I think thal you can see that ceteris
paribus, if monetary policy is going to attempt to veach full
employment, the tighter is fiscal policy, the casier will monetary
policy have to be. Likewise the casier is fiscal policy, the tighter will
monetary policy have (o be in order to prevent unwanted inflation.
And broadly speaking, here I am sort of restating the quotation that
Gardner Ackley cited and proceeded to disagree with. Well, ['m
putting the same idea in a {ramework where I think it is not so easy
to disagrce. Professor Ackley’s sumimary position was that one
should make monetary policy as easy as one can, and then find out
what fiscal policy meshes in with that to produce full employment,
etc. I have no theoretical quarrel with that; I have a practical guarvel
in the sense that I cannolt sce fiscal policy in the residual vole--i.c. the
fine tuning role. In my opinion it’s a question ol priorities or
possibilities rather than any question of fundamental theoretical
disagreemenl--and [ sce fiscal policy as the primary sct of tools for
long-teym policy, and monetary policy as the vesidual regulator of
the economy against short-term (Juctuations.

Now let me turn to the current problem. 1 think that Professor
Ackley made an interesting point in saying that really between here
and the next couple of years, full employment isn’t in the cards
anyway, and therefore there should be ample resources available to
mect our housing goals and others as well. Again, while in a sense
agreeing with the statcment I look at the problem from a dilferent
viewpoint. The way I sec it is as follows. Our {ederal policy aims at a
targeted reduction in the rare of inflation. The policy is to gradually
squecze out the expectations of continued flation that have been
built into the economy. But in order to reduce the rate of inflation
you can’t give people what they expect. You have to give them less
inflation than they cxpect, or clse they will keep on expecting
inflation as before. In order to give people less inflation than they
expect the economy must operatc with some abnormal slack. You
can’t push down the rate of inflation and keep full-tilt full
employment.

So, as I interpret our policy. as [ read the report of the Council, as
[ listen to policymakers talk, I think that the aim is to have a
targeted rate of unemployment which is slightly above the normal
level--perhaps on the order of 5 pereent or so imstead of a “normal”
4. But a targeted rate of unemployment which is somewhat above 4
percent for a time (until the inflationary expectations get wrung out)
implies a largeted path of GNP that is lower than che
full-employment path. f things were all rosy, the targeted path of
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GNP would be the full employment path. But when we are trying to
defuse inflationary expectations, the targeted path of GNP has to be
somewhat below, e¢ven though perhaps not much below, the
full-employment path. Once this is granted, it once again becomes
true that if an easier fiscal policy must be accompanied by a tighter
monetary policy in order to stay on that targeted path, and a tight
fiscal policy must be accompanicd by an casier monetary policy to
keep the economy on that path. So, taking Professor Ackley’s
quotation as my point of departure, I come back to something like
the traditional trade-off betwcen monetary und fiscal policics.

Finally, the question arises as to what our aims should be. Here let
me put on my public finance hat and say that I am extremely
distwrbed and distressed by the 26-million-unit housing goal. To me
the tax treatment of housing is one of the greatest scandals of our
fcderal revenue system, By failing to tax impuied rent on
owner-occupicd housing, we provide implicitly a 70 percent subsidy
to Governor Rockefeller’s several dwellings. We provide a 20 percent
rent subsidy to the average assistant professor, and we provide zcro
rent subsidy to all of the people who arc living at poverty levels, and
are subject to zeve marginal rates of income tax. There may be some
people who don’t think that this is scandalous, but I do. Morcover, it
is well known that, us far as its mcidence across income brackets is
concerned, housing is a luxury good, in the sense that over a
substantial range at least the [raction of income spent on housing,
and particularly on owncr-occupied housing, rises with income level.

So, 1 am much in favor of housing policies aimed at trying either
to cqualize the incentive to housing, or perhaps to give special
housing incentives to thosc at the poorest end of the scale--but i
certainly see no veason o provide any special incentive to
owner-occupied housing for people who have adequatc levels of
Jiving, let alone an incentive that gives proportionately more benefit
to the rich than to the poor. So, I'suspect that if we were to adopt a
housing policy which was at all rational in economic terms, which
tried to get away from the mess that we are currently in as far as tax
laws are concerned, we would end up with far less than 26 million
housing starts over the next decade. And 1 think that such a policy
would also be consistent with substantial growth in our housing
stock, cven though not as much as is now projected. Certainly
subsidized housing can be provided for the very poor. I certainly
suspect that if 1 were to start writing the laws or advising on the
matter, this is a direction in which 1 would go.

Perhaps this is in the idealistic tradition of Chicago. Henry Simons
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usgd to writc and make speeches about all the ways in which our
society was messing itself up, and how it could all be improved, and
m his case the things that he talked about were fairly obvious and
straightforward, and his conclusions were equally--what shall wc
say--visionary and utopian as mine, 1 don’t want any of you Lo think
that I really believe that it is politically likely that we are going to
twrn about 180 degrees in our tax treatment of housing, but I do feel
that an honest and clear economic appraisal of the system that we
have would reveal tremendous deficiencies, which have the effect of
having far too much housing--particularly in the middle and higher
income brackets. In my own view there is no sound cconomic or
other justilication for this kind of treatment.

Regulation Q:
The Money Markets
and Housing—I

ALLAN H. MELTZER

The critic of controls who is persuaded that one control begets
another certainly finds supporting evidence in the history of regula-
tion of deposit rates. Although many years passcd before increased
market rates and the prohibition of interest payment on demand
deposits induced a sufficiently large substitution of time for demand
deposits to makc the original Regulation Q rates into a binding
constraint, not many additional years later we find a new and very
complex sct of controls on both the assets and liabilities of banks
and non-bank financial institutions. Supplementing the direct control
of commercial bank demand and time deposit intercst rates, there is
now a regulated spectrum of rates for liabilities classificd by age,
maturity, and type of institution and a companion set of reserve
requirement ratios and borrowing arrangements that would take
more than my allotted time to describe fully. That the present
regulations are not regarded as satisfactory to those who believe
regulations are useful quickly becomes clear to any reader of the
financial press. Proposals for selective controls on assets compete {or
space with expressions of concem about the unregulated Euro-dollar
markct and explanations of new or substitutc regulations.

There is not much that needs to be said about the subject of this
session, Regulation Q ceilings on interest rates paid to small savers. It
is casy to point out that the regulations cannot be defended on
grounds of equity, bat doing so comes close to tilting with a
windmill, since I don’t know anyone who argues the contrary case.
The usual argument for ceilings is that because small savers are less
responsive to changes in interest rates, the government can “protect”
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