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Trendline - Drafso
Profegcor ymen P, Minsly
A concensus had developed anong annlysts that the cconouy has "bottomed
out" and the evidence confirms chat the sharp decline that ruled betwveen
September of 197 and larch of 1975 has been halted. As the Lhreats of
scrious financial diclocations have abated, as the prosnccis 0rc thot the
recovery will be relatively sluppish, and as the desdlonk between C ongress

and the Administration precludes any meaningful policy initietives in the

near future, the lilelihood is that we are in for a neriod of reletiv%
b

tranquilily on the economic front, This makes this mid-yeav trendline an

appropriate vehicle for a longer run vicw of the cconomy; to inguirc into
the cnuses of dccwest recession of the poct-war cra, the clTeebiveness of

ceonomic policy actiong, ond what the likely course of thc neonoryy will

be over the next scveral years.

As recently as a month ago the fragllity of the financinl struciure, which
will continue to act as a damper on the cconowy for sone time, scemed such that
further financial disruntions, leading to a resumption of the preciniious decline,

that ruled Trom Sepb. "7t to March '75, scemed quite likely. “he recnlution,
. /,,/) ‘
though incomnlete and verhaps transitory, ol New York City's most pressing

fincnciel &JFJJbu ties has removed one immediate threat of Tinancizl Adislocation.
The troublod R.E.I.T. situation 1s now woving towards an orderly liquidation,
Lhus resoving enolher Lhreat of rinmeinl market=disruptions.  Tnon rolalively
Lranqud 1 Tinoneial sitenlion, such as now rulen, the Tailurs of anc or nmore

ol tho“{zrcn comoraLions whase troubles have been uell ndvervlined con bo
absorbed without causing any subchbonbial Aifficultics,  Thun n@/gr;;;ﬁ—ﬁrﬁﬁ?ﬁ?““w

behavior in Cinanciol mevkels sccms to be in prospect. Hal only should there
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nol be any repetition of large scale problcms in Tinancial ~arkels, éut intercst
T P 7

rate movements chould be slow and orderly for the rest of 1775 and into 1970

unless strong policy aclions, which scem mlikely, upsets the cxpecied tron-

quility.

It is worth noting, in passing, bhow the troubled R,1,TI.7. sithation is
beinpg handled, The large multi-billion dollar banks - the banks which are
mainly involved in this touchy situation - are refinencing the R,E,I.T.'s 2t
runing interest rntes7cwhich arc substontially below thc current navket rotes,
with a contingent debt, by the R,B,I.T.'s, which represenks fbho diffcrence
belween a subsbontial mark up on the prime rate and the lov running interest
rate, (A typical example is a 2% ruming interest rate and a continrent interest
rate 20% above prime. Il prime is atb 7% this implies on incresse of G din
the debt of the R.E.I.T, to the banks ecach vear), TFor thz R.E,T.T.'s to ful-
£111 their coutingent liabillty it is necessary Jor the assehs of the R.EJILT.'s

in the above cimmnle
b
to apprceiate nh ot lcast 6,44 per year, If this occurs the lending bonks will

&}

come out healthy. I7 this docs nat occur - which scenc quitles likely - the
lending bonks vill take their losscs, on the original debis and the acerued
interest, as thc asschs of the R.B.I.T.'s are liquidated. Thus inshend‘of
A onc time substontial loss, the involved giont banks will be able Lo nhase
their 1osse§/oub of profits and loan loss reserves over o number of ycars,
TMare vill ba o domurnrd prescsure on cornings al=the henlie heavlly involved
in “he T.R.T.7. Miaseo_over the next coveral yeors,
'Q/Ui// '\\'\JJ\}/L L (A V\\ }vd/bm\"] \ 7 [ Wiiay R
.)( AL o v :

lwven though the threcot of a Tinancial crisis scoms tr br o abated, a quick

et
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; ;(/r e A N

(MW@C/

reswantion of innovative, czpansionary finance by the clant bank;/such as ruled
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cince 1940 sccms unlikely, Donking, and finance in genernl, undcrvenl many
quite radical changes in bhe years gince 1950, These innovations in finance
Purnished the Tinancisl resources for the housing, investuaent, consuner duravle
(including automobiles), ond inventory booms of ihe 1970 and carly 1970's.
These financial innovations 1led to a vashb exzpansion o7 Tinaneial coumitments
relative to incomes by households and corporations. As a rozult of the dis-
ruptive effects upon cash flovs and properly values of the high intcrest rates
and inTlation many wnits got through the 19?h/75 finoneionl trauwaa vy the skin
of +their proverbial tcath, Fear, based uvon the narrowness of Lhe c¢scape,
toether with the concern of the regulatory authorivies about the capital odc-
quacy of banks, mcens that one neccssary ingredient for o shrong expancion -
Lhe availability of bLank finance for 'speculative' nurposes ot rcasonable
terms - will be lacking in the ncitt sceveral quarters. Nather than being o
neriod of finoncial experimentation ond innovation, the rouaindcr of 1975 and
the first part of 1970 slhionld be characterized by an wrrinding of sowe of the
more complex and unstable financial institutions and relations.

Thus the indicabions are that Tinances will neither push the cconomy

into an oven decner rnecssion nor propel the cconom into a rapid ond acceleratin
e )

expansion in the next ycar or 5o.

The financial position of various scctlors thus indicales that Lhe outlook
s for several years of high uncaployment, slupeish investient, and a general,
hut slow, improvemaent .in the rconomy.. Thnis financinl effact Lo reinfloreed
Ly the depth of the recession in housing and aubonobile nroduction and the

extent of excess copacity in industry. Twven though automobiles production

and housing starts have shown gome improvement lately, the Cipures chow that
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housing starts in lay werc I8 of the cyclical peak of Moy '73 ond automobile
production lay was Lol of the cyclical peal of July '73. Thur n cubstantial

recovery will still leave these outputs well below prior levels,

The extent of cxcess capacity in industry can be visunlizned by comparing
the behavior of industrinl production and investment in plent and cquipment
during the reccesion to date. The Tederal Rescerve Index of industrial production
fell precipitously from 125.0 (19G7=1007%) in September of 197h to 109.8 in
March of 1975; over these 6 months the rate of deecline was at on onnual rate
ofl 23.6% In Aoril and May ol 1975 this index continucd lo Tall, but at a ﬁuch
rcduced rate; in lfay the index stood at 109.2. This dcecline in the rote of
rall of the index is one of the major bits of cvidence Cor Gthe concensus view

that the recession is bottoning out.

Fven as industrial production fell precipitously, fixed investment by
corporations in plant and equipment continued at a high vpace, The pcak In
plant and equlpment expenditures was in the third quarter of 197, vhen it
stood at $113.1 billion (annual rate); in the first quarter of 1975, plant
and equipment investment had only fallen %o $110.1 billions (annual rate).

Thus during the rcccssion to date the coming on stream of capacity has been

at an all time high rate, This combination of n Tull 'pinc-line' spewing forth
-,

plrmt and equipaenl and a sharp deeline n induslrlal prodocebion duaplles o

larpge prowth in eciccsn cnpacily,

Tncidently the bchavior of investment through the rirst quarber of 75
indicates that a decline in investment, cspecially in the non-cnergy producing
scctors of the economx)may occur. Such a dceline in investment will act as

a damper upon the recovery.
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IHctorically slugrish expansions such ns the one that sceas o lic ahead,
have been accompanied by (lov intercst rates, rising corporatc profits and a
(iustained upward trend in the stoclk market. * During such periods well conceived
and conservalbively Tinanced new ventures have often taken slrong roots. Para-
doxically a tranquil sluggich environment may be Qgttcr for zerious cntrepronsurs
than a boom. In a slugrish enviromment well conceived ventures arc finaneced,
whereas in the cuphoria of a boom almost enything scems to be aceeptable and

well conceived innovative investments can be crowded out by the popular specu-

lations.

Although a period of modest success scems to be before us, we must recog-

nize that the continued hipgh unemployment will be a Testering sore that mak

D
&

the overall economic situntion unsatisfactory. The political precssures to

do gomething - and +he willingness of an fdministration and a C ongress 1o

do something - aboul uncmploywment and the economy's slﬁggish perlformance

may well become dominant as November '76 approaches. Although well concelved
policies can lead to a more satislactory performance than scems indicated 1ill
conceived actions, such as those of the 19712 period, will likely lcad to

a repeat of the dismal performance of 1973-75 quite soon, Once again tranguility

can be expected unlesc policy 1s inept.

9he Anakomy of Lhe Reeasoion:

-

.

The main roobs of Lhe rccession of 1973-7) 1ic in finmmelnl developmenhs
over Lhe past-decode, The recenl finoncinl difricullles, that vesvlicd in
the fallure of threc banks with over a billion dollarc in aosets and the virtual

bankruptey of an entire financial industry - t e R.E.L.T.'s, was the third ncar

Financial crisis in a decade: the Tirst was the credil cerunch of 1966 and the
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aecond was the Penn-Central Commercial paper crisis of 1970, All three finan-
cial crises were resolved by appropriate Tederal Reserve actions; however the
first two were accompanied by relatively mild rccessions whcreas the third
was accompanicd by a much more serious - and still continuing - departure

from high level activity.

Although much can be made of the war, the vagarics of monctary policy,
and the cccentric conrse of cconomic policy during the Hixon ycars the dominant
therme running through the 1965-75 decade was the ever more comnlicated, ever
rore sophisticated Tinsncial practices of both purely financial institutions
and corporations, In norticular two items - which really are two sides of a
coin - can be said 4o characterize this cra., There are the growth of liability
management banliing - which enabled the giant banks to growv much more rapidly
than their equity bese - and the incrcased dependencc of cornorations upon

cxternal finance.

During the exnlosive inflation of 1973~7h corporations speculated heavily
by borrowing larpely butb not exclusively from banks to finance inventories
and investment in cxcess of their internal cash flows, After the Penn-Central
commercial paper crisis corporations borrowed at well nipgh unprecedcented rates

NN

to fund bank debt; the same pattern is being repeated now., Alter such refunding
the pressures Trom short term debt arc abated but the debl payment commitments .
on long Germ debl are mueh pgreater than In prio@periods,  'Tmg ench romnd
of increasing shorl Leym debbs that is follswed by a funding of chori Lerm

debl inlo long tema debl Ileaves the corporabe cealor wealnr ond diminiches the

quallty of credit that banks acquire in the cubsequent expansion,



By 1975 the financial position of meny corporations was fragile: their

comnitments to pay cash was a larger part of their cash Tlows &
ofAT3/T
ns Tar as avoilable records show., The high interest rates/made the carrying

han ever before
-
cosbs of bank debt very large. fThe current decline in short termt market rates
is quickly decreasing these carrying costs - which by iteclf strengthens
the Tinancial position of corporations. Ibweyer the only way to recally strengthen
the financial position of corporations is for their lonpg term invcstment to
beeome less than the internal funds plus new equlty capital they gencrate.
The dala 5n Table I indicates the magnituée of the problem and shows that no
substantial progrcss has as yet been made in this dircction,

Until the Tinencial excesscs of the early 1970's are liquidated - and
the memory of the neor miss of a financial crisis is attenuated - we cannot
expcet a resumption of an cxpansion that leads to the type o{ [inancial in-
stability based reccession we are nov experiencing., What we can cipcet 1s a

sluggish and incomplcte recovery.

The slackening off of the dowmward movement is mainly due to the larpe
size of the government and only secondarily to the anti-reccssion actlons by
the Federal Rescrve ond the Government, In this large govermment, the most
significant growth over the post war era has been in govermnent transfer paymentd.
Some time ago much nolitical capital was made of the welflarc mess, Vellare
payments are but a small (10% or less) proportion of transfcr payments; we
hatS

renlly have an enoraong LransTer payments ness,  Tnoorder Lo nehicve n cub-

nnond relfoma tnd rationnlization

stontinlly betber perforasnee of Lhe cconday we renll

<

of the entire sct.of government transfer payments schomes.
‘/-_--_-_-'—'_F

-
-

P



Table T
Corvorate Tixed Investment, Gross Internal Tunds and Ifew Tiquity
1973 III - 1975 T

Annual Rates / Seasonally Adjusted / Billions of Dollars

eoyporaise [voss new equity invesiment
fixed internal new nlus internal = internal
investment funds equity Tunds funds & equity
period
1973 III 110.9 .6 Del 29,9 1.23
IV 112.0 86.3 8.9 952 128
197h I e 85.3 6.2 91.5 1743
IT 115.0 30.5 5.0 05.0 1..39
III  116.3 75.3 - 75.0 1.50
v 113.6 o8 5.2 90.0 1.26
1975 T 111.5 2.7 2.5 Q3.2 1.20

Gource: Toard of Governors of the Iederal. Reserve Mow of I'mds data,
kelease of May 9, 1975



TransTer Payments; Inflation and Bottoming Cut

In Table IL dalta Tor selected years since 1929 is prescented on personal
disposable incoimc = the income from all sources that houscholds have to
spend, after allowing fTor pcrsonal income taxes and social gecurity taxes, -
and government transTer payments, Transfer payments are inzoac in cagh or
1ind that are 'delivered' to houscholds by various govermicnt progriag: social
sccurity, hosnital ocnd medical insurance (povernment ), unemployment insurange.
government emnloyce and military pensiong, veterans beneflilz, food siamps and
dircct reliefl, such as aid to families with dependent children are transfler
payments. (Incidently aid to familics with dependent children is only 7% and
direct reliel 35 only 10% of the total transfer payments., That which is
called welfore in ‘the ponular discussion is only a modest pronoriion of
total transfer payacnis).

As the atcoched table shows, povernuent transfcer payacuits were pracilcally
non-cxistent in the 1920's, Iven as we encered orld Vor IIL, at ke cnd of
Roosevelt's Welfare State, they were but 2.0% of disposable incorc (at the
denth of the Greal Denression when relicef was a pressing matier they were 3.3%
of the greatly shrwilten disposable income), In 19061, the Tirst year of the
Kennecdy Jolmson cra these payments were 8.3% of disposable income, in 1959,
the first yecar of the Nixon-Ford cra they were 2.7% of disposable incone, and
in 1975 I, the latcst quarter for which such data is svailoble, thcy stood

nt 15.65% of dicposnablae income.

-

fin incrense in bLedinsler payments nosl cshow up in Lhe reclc no ove cooun
of produection of conouwacr roods; a visce in the proporbion ol Leons™ew noynento
. W !

to disposoble incomc leads to a rise in consumer prices, fhis is one ol +he

fundamental inllationary pressurces in our cconomy; this 1z much morc fundamentel



Tabl: IT

Prancier Payments and Dicposnble Personal Ineome (Billions of Dolloxrs)
Beleebed Years 1.099-197h

and Ouarcerly 197MI - 19751 . = =
T Digpasable Governacn Governuenl. 'fransfer
Personal Trancicr Paynients Payments - Disposable
Incone {o Individuals Persomn 1l Income 7

Ycor

1929 23.3 .0 p I
1933 h5.5 1.5 3.3
1001 a7 2.6 2.0
1950 205.9 1.3 5.9
1.970 330.0 26.6 T.0
1951 30h 30.0 D3
1973 hoh. 6 33.0 f.2
1969 a3l 6L.6 .7.
1970 E91.T T5.k 10.9
1271 hih 9.0 1.9
1972 00,9 93.5 17.3
1973 on3.7 11.2.0 2.5
107 9T2.T 13,6 33.T
ThI 950.0 173.1 1R.9
ThiT 056.5 130.5 12.5
THTIIT 993.1 133.7 1.0
THhIV 1008.5 1h5,9 1%,5
TS5t 10170 153.7 1545



thﬁn money cupyply chanres or governnent anficits, both of which reflcet how
these ond other government cxpenditures arc financcd, Thus the inflationary
pressures of thc years 1959-7h can be largely imputed to the Tact that during
these years of presumably conservative povernment disposablc incone rose by
5h, Wb while transfer vwayments rose by 11.5.0%, 1In the rccession yeer 197h T
to 1975 I dispossble income rosc by T.O% whercas lransfcr payacnte rase by
23,97

The innorsant economic charactcristic of cransTer poyuents is that they

constitute Aisnosable income which is novw rcecived in exehange for o contri-
bution, either in the form of labor or the scrvices of owmcd caplenl, U0
current production, ‘ihus transfer payuents constitutc a dewand for current
output which is nov offset by any dircey or indirect contribution wo the
production of outpul, The demand rgenerated Ly transfer paymenss will be

reflected in nrices of consumer goods; a transfer payment dollar is as good

as & wage, solary or dividend, dollar at the cuner market,

The rcaction of “he Governncns o the recession has becn largely to in-
crecase transier nagmacnbs,  As unenployment inercascs one trangfer noywment,

imemnloyment insurance auhonatically inererses, Turthcrmore, neople who,

thoush eligible for social securivy, vere worizing tend to retire., Iovever
nol only do these aunhomatie effcets occur bub there has been & posivive
resnonse dnring this reecegsion by inerenczing sosinl smcowrliy as well as the
benefTihs and Auratiom »f imemnloyuent insuranee, A nerannend sovermrend
ewploymenh nrosricl - sucit 05 The WP h, GG, nnd TEY. N A0 he denression

years—is much Lo be preferred to the transfer paynents route we have taken

since World Var II, and such a prosranm may be the only woy we can rct out of



the transier noyacnt MIss.

Qur anproach to social and economnic nroblems over the past 5 ycars has

consisted of a rather wholesole throwd ng of money at the nroblen ceused Ly

malfuiction of “he cconony - and this "solution" makcs nommal functioning

worse,

The responce we have taken to the reccassion, the cxupmsion of tronsfer

nayuents , secws to guarantee that any serioug recovery will be ncecompanied

by a ranid risc in she robe of inflation, Ye cannot as on ccondny res conc-
N L% 2

. ~ . ) . o - - 21 S -~
thing for nothing - and the dominant policy approach over the past o years

has ignored thnt hasic truulh,

Thus the size and the inercase of trensfer payments resulus in 2

{loor to the cconowy's income. Althoush they induce inelf{fisicney and wastc,

s

ractor of chronic inflation in good c~nd nob co [ood

and arc a major causal

virtually

1

o and scope of transfer payments make a dcep denression

Y

times, the si

£l

impossible., Thus the btransfer payment schenes do some £ood, but at a liigh
1 2 b

price,

Tn our Jagt trendline we mentioned that our larpge and increzsing dependcence

on Toreign oil meant that any cubstential cxponsion will lend to o hure Torelgn

trade deficit, znd thiz potential deficit, which is deenly immleontued in our

production proccsses and so called "ife siyle", acts as a barricr o the
-~

-

achicvenent of a sirniticanl cxpomaion, s our relianer on Lransfor pay-

ments leads 4o n i Tloor ko notional incoac and our Acoesdonsn o Toraion

0il leads ‘o a low ceiling to national income, Uhic forcign oll-cnerpy de-
hirh level of transfer vayments lcaves

both
constrained on the upside ond on the dovmside.

pendent, econony combined with our

us with an cconomy shich is
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ilconomic Policy and the Nuestionable Caplinl Shortage

A major theme that is emerging in the current policy discuszsion is whether
there is a shortoge of canital, so that Tull cmployment o copital suill leaves
us with substantial wnemployment, and vhether there will be adecquatc sevings
over the next ten years to provide us with the necded resourccs and Tunds for
invesinens., CF course the transfer payuaents schemes tend Lo
decreasc labor warkel participation, and incrcase menmployment mong labor
market particinants, llowever the issue of transfler nayments hing not been
conTronted direcltly in this discussion ol capital shortares; whot hos been
advanced as solutions are varions schewmes bto increcce cornorate revoined carniugs
by giving tax breaks to investing corporations, and corporavions in general,
and by providing some govermiaent guarantces to the Financing ol souc preferrcd
type of invesuuenis.

There ore many questions that can be raiscd aboul the rcality o a capital

shortage ond about owr nced to finance an accelerated pacc of investment. A
hugh portion of investment funds are giphoned off by cnerry production, and

the trends in tcehnolory, both in the production of fossil fucls, and in the

O

nuclear cnerny mess, are towards ever increasing doscs £ capital per unit

-

of uscable output. It is quite clear that af ter ycars ol backing ond hauling
with respect to cncrgy we are now without a policy. The lasest fovernmenty

reports have throwm rreal questions in the way of thn Lechnical Tensibllily
-

of nucleation (Independent of Lhe sofely Taciors involved), TL cceas eleor
thal the €OSES A anapsy in terms of the other dimensions of 1ife that will

have Lo be sacrificed Lo meet currcent cnerpy demand forecosls, precluwle, within

present knowlcdpe, the attainaent of enerpy goals unless the country is willing



to be energy rich and poor in the other dincnsions of life. Once npain

there is no Trece lunch; the question is how arc we going o pay for lunch.

The Administration nnd Congresc have voth bacled off Trom asling the
deep quecstlons about the implications ol energy conservation, The fdministration
in its proposals for the front cnd of the nuelear cuergy cycle (the preparation
of enrichecd wraniwi) intends to wrivatize this production by piving broad
Trom tecchnological, regulatory, or Tinoncial. factors
government guaraniecs apgainst lossesAto the so called privete invesuvors.

That ig the Ford Administration is proposing to inducc private investment by

ruarantecing the selected investors against loszec Trom alwost every conceivable

cause, and the T ord /fdministration is doing this because it will presumably
save the taxpayer money and be anbti-inflationary. Both reacons advanced by
the administration ore false. The government guarantee is fully cquivalent
to a government deficit both in 1G5 costs o the taxpayers and in its effect\

upon inflation.

It is impossible to concelve ol a more inflationary governmentl programn
(unless it is somc aspects of the Transfer Payments Schemes) than blaniet
pgovernment guarantces opainst losscs to investing units, and it is dilficult
to conceive of a nrogsram that 1s nore conducive Lo inefficiency in the choice
of production techniqucs thon one which puarantees so called private investors

against losses.

Thug even an thn recession is botioming oul and ceven an thn coonmay io
constralned apainst a strong expansion by financial, cxccsg capnclty and
Balance of Payments considerations, programs are being pronoscd by the ad-
ministration which virtually guarantee strong inflationary pressurcs when a

vigorous recovery occurs, as well as a likely sclection of inefficlent tech-
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nique,

Tnstecad of using the serious recession as & reason Tor critically
examination of cconomic policy the Administration, the Congress, and the
public seem committed to additional emphasls upon the very policies that put
us in our predicament - that is to transfer payments, energy inefficient

{technologies and life siyles, and an emphasis upon inducing investment,
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