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I. I n t r o d u c t i o n 

How f a s t should money grow? The Fed r e c e n t l y has been seek ing 

to encourage, or accommodate, a growth r a t e f o r the money supply that 

would average between 5 and 7 1/2 percent over the subsequent f o u r -

quarter p e r i o d . In t h i s d i s c u s s i o n , we s h a l l attempt to e x p l a i n the 

case f o r that " t a r g e t " range. Our case w i l l be b u i l t on a d i s c u s s i o n of 

three r e l a t e d q u e s t i o n s : F i r s t , how f a s t should money be a l lowed or 

encouraged to grow over the longer run? Second, what are the key economic 

r e l a t i o n s h i p s that must hold i f money growth i s to do the d e s i r e d job? 

T h i r d , what f a c t o r s j u s t i f y a departure from the l o n g e r - r u n path of 

money growth at the moment? 

I t ' s c l e a r enough that i n the f i n a l a n a l y s i s our answer to 

those quest ions w i l l depend on how we b e l i e v e the economy works and, 

p a r t i c u l a r l y , how we b e l i e v e i t i s i n f l u e n c e d by money. In the l i g h t of 

recent r e s e a r c h , both t h e o r e t i c a l and a p p l i e d , we have l o s t some of our 

e a r l i e r conf idence i n our a b i l i t y to p i n p o i n t a " b e s t " target through 

r e f i n e d econometric a n a l y s i s . Rather than attempt ing to r e s o l v e c o n ­

f l i c t i n g t h e o r i e s about the r o l e of money i n our economy, we w i l l d i s c u s s 
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our quest ions w i t h i n a framework that i s l a r g e l y independent of b e l i e f s 

about how the economy " r e a l l y " works. Th i s framework, which we d i s c u s s 

i n S e c t i o n I, focuses on a few s e l e c t e d r e l a t i o n s h i p s which are t rue by 

d e f i n i t i o n because of the p a r t i c u l a r bookkeeping system used to r e c o r d 

our economic l i f e . 

In S e c t i o n I I , t h i s framework w i l l be u s e d , together w i t h 

observat ions about the recent and h i s t o r i c a l performance of c e r t a i n key 

economic v a r i a b l e s (such as p r o d u c t i v i t y and money v e l o c i t y ) and a 

consensus v iew of l i k e l y economic performance i n 1976, to show why i t ' s 

reasonable under current c i rcumstances to target growth of the money 

supply i n the range of 5 to 7 1/2 p e r c e n t . We s h a l l argue that a key 

requirement necessary to v a l i d a t e t h i s p o l i c y p r e s c r i p t i o n i s that wage 

sett lements i n the aggregate not exceed 9 p e r c e n t . Average wage increases 

i n excess of 8 to 9 percent would l i k e l y cause p r i c e s to r i s e more than 

a l lowed f o r i n t h i s p o l i c y s t a n c e , and thus f r u s t r a t e or r e t a r d the 

momentum of economic r e c o v e r y . 

This d i s c u s s i o n i s intended only to i l l u s t r a t e a n a l y t i c a l l y 

one way of l o o k i n g at the r e l a t i o n s h i p s between money and the performance 

of the economy. I t i s not intended to represent p r e d i c t i o n s of what 

w i l l a c t u a l l y happen. Nonethe less , i t serves to i l l u s t r a t e that the 

choice of a money growth t a r g e t not on ly i m p l i e s some view of the 

p o s s i b l e ba lance between r a t e s of growth i n r e a l output and p r i c e s , but 

a l s o depends i m p o r t a n t l y on p r i v a t e s e c t o r d e c i s i o n s f o r the p a r t i c u l a r 

outcome a t t a i n e d . 

I I . H i s t o r i c a l Exper ience and the A n a l y t i c a l Framework 

The economy's long-term r a t e of growth can be mechan ica l l y 

represented as the sum of two elements: the r a t e at which r e a l , p h y s i c a l 
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output grows and the r a t e at which the g e n e r a l p r i c e l e v e l r i s e s . S ince 

World War I I , f o r example, r e a l output of goods and s e r v i c e s measured i n 

the Gross N a t i o n a l Product (GNP) has increased at an average r a t e of 3.7 

percent per year , w h i l e the p r i c e l e v e l i m p l i c i t i n GNP has increased at 

an average r a t e of 3.1 percent per y e a r . * That means that d o l l a r GNP, 

which i s the product of p r i c e and r e a l output , has grown at the sum of 

those two r a t e s ; namely, 6.8 percent per year on average. 

A c l a s s i c a l v iew i n economics i s that money ought to increase 

roughly i n l i n e w i t h the amount of a c t i v i t y that needs to be f inanced i n 

the economy. Th i s v iew r e s t s on the reasonable p r o p o s i t i o n that r e a l 

growth p o s s i b i l i t i e s f o r the economy ought to be f u l l y accommodated. 

Assuming the 3.7 percent postwar annual growth r a t e f o r r e a l GNP i s a 

measure of our economy's long-term p o t e n t i a l , then we should want to 

see, on average, 3.7 percent annual money growth merely to support the 

p h y s i c a l t r a n s a c t i o n s needs of the economy. 

But i t ' s a l s o t r u e that we need to have some a d d i t i o n a l money 

growth to accommodate a normal upward d r i f t i n the measured p r i c e l e v e l 

of 1 to 2 percent per y e a r . Th i s upward d r i f t i s q u i t e c o n s i s t e n t w i t h 

the n o t i o n of " s t a b l e p r i c e s " s i n c e g e n e r a l p r i c e indexes do not sor t 

out a l l of the q u a l i t y improvements and i n n o v a t i o n s o c c u r r i n g i n a 

dynamic economy w i t h i t s changing mix of o u t p u t . Thus, a measured creep 

of 1 to 2 percent a year i n the genera l p r i c e index i s probably e q u i v a ­

l e n t to zero i n f l a t i o n i n a wor ld where technology i s s t a t i c . Assuming, 

on those grounds, that we should be prepared to accommodate, say, a 

*The long-term growth r a t e s used i n t h i s s e c t i o n are c a l c u l a t e d 
from data f o r the years 1947 and 1974 presented i n the 1975 Economic 
Report of the P r e s i d e n t . 
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1 1 / 2 percent per year p r i c e l e v e l growth, we would a r r i v e at a f i g u r e 

of about 5.2 percent a year (3.7 percent r e a l p lus 1.5 percent p r i c e ) as 

the annual growth i n the amount of "work" money has to do i n the economy. 

I f a d o l l a r of money d i d n ' t v a r y i n i t s a b i l i t y to f i n a n c e 

economic t r a n s a c t i o n s from year to y e a r , then our answer to the f i r s t 

q u e s t i o n would be s i m p l e : We should want to see the money supply 

expand at a long-term average r a t e of about 5 percent a year i n order to 

accommodate normal r e a l growth and p r i c e d r i f t . Much more than 5 percent 

would by t h i s reasoning s imply r e s u l t i n undue i n f l a t i o n , w h i l e much 

l e s s money growth would cause undue d e f l a t i o n . 

Having s a i d t h a t , we hasten to acknowledge that money i t s e l f 

does indeed i n c r e a s e i n e f f i c i e n c y over t i m e , and such changes r e p r e s e n t 

a t h i r d element that we need take i n t o account i n d e c i d i n g on a l o n g -

term d e s i r e d r a t e of money supply growth. The e f f i c i e n c y of money (or 

the " v e l o c i t y " of money), def ined as the amount of GNP a g iven d o l l a r of 

money stock w i l l support , has increased at an average r a t e of about 3 

percent per year over the postwar p e r i o d . I f we could count on such a 

c o n t i n u i n g trend i n e f f i c i e n c y of money, then our long-term " t a r g e t " 

r a t e f o r money growth should be reduced by about 3 percentage p o i n t s , 

s i n c e each d o l l a r would do about 3 percent more work each y e a r . 

In s h o r t , the forego ing argument leads us to the c o n c l u s i o n 

that over the longer term, we should aim toward money growth at an 

average r a t e of about 2 1/2 percent per y e a r . We can summarize these 

r e s u l t s f o r the long term as f o l l o w s : 
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money 
supply 
growth 
r a t e 

P r e f e r r e d P r o s p e c t i v e \ 
r a t e of \ 
increase i n 
the e f f i c i e n c y ! 
( v e l o c i t y ) / 

pt money / 

2.5% 3.7% 1.5% 2.7% 

where we have used f o r our v e l o c i t y p r o j e c t i o n the s l i g h t l y reduced 2.7 

percent trend i t appears to have been f o l l o w i n g s i n c e 1960. 

r a t e we've d e s c r i b e d as a h y p o t h e t i c a l l y p r e f e r r e d t a r g e t . The a c t u a l 

average money growth r a t e s i n c e World War I I has been a somewhat l a r g e r 

3 1/2 percent r a t e . But i t ' s a l s o not s u r p r i s i n g that a c t u a l h i s t o r i c a l 

exper ience shows money growth somewhat l a r g e r than that of c l a s s i c a l 

p r e s c r i p t i o n — t h e d i f f e r e n c e r e f l e c t i n g some net i n f l a t i o n a r y b i a s over 

the postwar p e r i o d . E i t h e r f i g u r e , though, t e l l s us that however a p p r o ­

p r i a t e may be the Fed's recent target of 5 to 7 1/2 percent money growth, 

sooner o r l a t e r we s h a l l need to get back to a r a t e c o n s i d e r a b l y lower . 

v a r i a b l e s that l i e behind those we've j u s t t a l k e d about. Consider f i r s t 

what c o n t r i b u t e s to growth i n r e a l o u t p u t . One approach i s to i d e n t i f y 

three f a c t o r s : the number of workers , average hours per worker , and 

average r e a l output per hour of work. As any of these three items gets 

l a r g e r , r e a l output grows. On t h i s r e a s o n i n g , we can s p l i t the r a t e of 

growth of r e a l output i n t o three elements as f o l l o w s : 

There 's o b v i o u s l y nothing very p r e c i s e about the 2 1/2 percent 

There e x i s t other w e l l - d e f i n e d r e l a t i o n s h i p s among economic 

3.7% 1.5% -0.5% 2.7% 
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The f i r s t element, growth i n number of people employed, i s 

p r e t t y much determined (from a p o l i c y po int of v iew) by demographic 

trends i n p o p u l a t i o n and labor f o r c e . That i s , i n order that unemploy­

ment not p e r s i s t at r a t e s over i t s f r i c t i o n a l minimum, the r a t e of 

employment growth has got to n e a r l y match the long-term growth i n labor 

f o r c e . For the postwar p e r i o d the l a t t e r f i g u r e averaged a f a i r l y 

steady 1.5 percent per y e a r . Hours per worker has trended very s l i g h t l y 

downward, and t h i s f a c t o r by i t s e l f a c t s as an o f f s e t to growth i n r e a l 

o u t p u t . While changes i n hours per worker have on ly a r e l a t i v e l y s m a l l 

impact on growth of output over the long r u n , c y c l i c a l swings i n hours 

worked can make a s u b s t a n t i a l d i f f e r e n c e i n output , p lus and minus, i n 

the s h o r t e r r u n . 

But as the above f i g u r e s i n d i c a t e , the mainspr ing of r e a l 

output growth i s the change i n output per hour or p r o d u c t i v i t y growth. 

The i n d i c a t e d 2.7 percent per year postwar average annual g a i n i n 

p r o d u c t i v i t y may p o s s i b l y be c l o s e to the economy's b a s i c p o t e n t i a l to 

expand i t s e f f i c i e n c y . 

Whatever the a c t u a l p o t e n t i a l , i t ' s important to understand 

the sources of p r o d u c t i v i t y growth and what we must do to keep produc­

t i v i t y advancing. O b v i o u s l y , t h a t ' s a major t o p i c i n i t s e l f . For our 

present purposes, w e ' l l merely observe that the ga ins are i n a r e a l 

sense caused by not o n l y s o c i a l and p r i v a t e investment i n educat ion and 

t r a i n i n g of i n d i v i d u a l s , but a l s o by the development and a p p l i c a t i o n of 

new technology. The heavy involvement of the p r i v a t e s e c t o r i n these 

" p r o g r e s s - g e n e r a t i n g a c t i v i t i e s , " as they 've been c a l l e d , means that 

p r o f i t prospects must cont inue to appear a t t r a c t i v e , or the necessary 

f l o w of new investment w i l l e v e n t u a l l y d r y up. Th i s i m p l i e s that there 
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a r e some d e f i n i t e and r e a l l i m i t a t i o n s on wage set t lements i f the economy 

i s to operate wi thout excess ive i n f l a t i o n . 

We can i l l u s t r a t e t h i s p o i n t w i t h one a d d i t i o n a l r e l a t i o n s h i p 

that i d e n t i f i e s the connect ion between u n i t labor c o s t s , wage r a t e s , and 

p r o d u c t i v i t y . S ince p r i c e s and u n i t l a b o r costs ( i . e . , l abor cost per 

u n i t of output) tend to r i s e at the same r a t e , i f the l o n g - r u n p o l i c y 

o b j e c t i v e i s to keep i n f l a t i o n at or below 2 p e r c e n t , and i f long-term 

p r o d u c t i v i t y growth averages 2.7 percent per y e a r , the average i n c r e a s e 

i n wage r a t e s over time cannot exceed the sum of those two: 

Rate of \ 
increase 
i n wage 
r a t e s / 

4.7% 

Wage c la ims greater than t h i s over the long run w i l l s imply r e s u l t i n 

more r a p i d i n f l a t i o n , and/or reduced p r o f i t margins and p r o f i t ' s share 

of GNP. 

I f growth i n d o l l a r wage r a t e s averages 4.7 percent per y e a r , 

g iven the assumption of 2 percent i n f l a t i o n and a d e c l i n e i n average 

hours per worker of 0.5 p e r c e n t , growth i n r e a l wage income (purchasing 

power) per worker w i l l average about 2.2 percent per y e a r . Even though 

2.2 percent per year may not sound l i k e much, i t represents more than a 

doubl ing of l i v i n g standards dur ing a normal working l i f e t i m e . 

Thus, what ought to be done by way of supp ly ing money to the 

economy i s h e a v i l y i n f l u e n c e d by the c a p a c i t y of the economy to produce 

added r e a l output . In t u r n , any set of o b j e c t i v e s f o r growth i n r e a l 

output and p r i c e s i s v e r y much at the mercy of a c o n s i s t e n t r e l a t i o n s h i p 

between p r i c i n g and wage barga in d e c i s i o n s . 

(Rate o f \ /Rate of 

i n c r e a s e ! + / increase 
i n u n i t J I in p r o -
labor / \ d u c t i v i t y / 
cost / 

2.0% 2.7% 
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We've ta lked i n t h i s s e c t i o n i n terms of long h i s t o r i c a l 

averages. But i n t r y i n g to use long-term averages, we s u f f e r from the 

same disadvantage as the t r a v e l l e r who knows that a stream he would l i k e 

to c ross i s , on average, three f e e t deep: we are hard pressed to know 

how to use such i n f o r m a t i o n when faced w i t h a s p e c i f i c c r o s s i n g . On 

that n o t e , l e t ' s see how we may apply the r e l a t i o n s h i p s d i scussed above 

to the s i t u a t i o n the economy c u r r e n t l y f a c e s . 

I I I . Prospects f o r 1976 

At t h i s w r i t i n g the prospect f o r the economy over the next 

year appears to be one of c o n t i n u i n g recovery from r e c e s s i o n . L e t ' s 

attempt to organize our t h i n k i n g about these prospects us ing the r e l a ­

t i o n s h i p s d i scussed e a r l i e r i n which we i d e n t i f i e d three p o t e n t i a l 

growth components i n the c a l c u l a t i o n of a money supply growth t a r g e t : 

/ P r e f e r r e d 
| money 
I supply 
\ r a t e , 

6.0% 

As the numbers above i n d i c a t e , r e a l growth f o r 1976 i s l i k e l y 

to be about 6 p e r c e n t , accord ing to a consensus of major f o r e c a s t s 

pub l i shed at t h i s t ime. R e f l e c t e d i n the est imate i s a turnaround i n 

the economy from l a s t y e a r ' s 2 percent d e c l i n e . The f o r e c a s t s a l s o 

i n d i c a t e that the r a t e of i n f l a t i o n should d i m i n i s h from l a s t y e a r ' s 8.7 

percent to around 6 p e r c e n t . 

On the b a s i s of those f i g u r e s , the d o l l a r v a l u e of t r a n s a c t i o n s 

the money supply would be r e q u i r e d to accommodate i n 1976 w i l l r i s e by 

' P r o s p e c t i v e \ /Rate of \ /Prospect ive 
r a t e of growth) + / p r i c e l e v e l l _ / r a t e of 

»,of r e a l output/ I i n c r e a s e to] I i n c r e a s e of 
\ be accom- / \ e f f i c i e n c y 
\modated / \ o f money 

6.0% 6.0% 6.0% 

file:///rate
file:///modated
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12 p e r c e n t . Our p r e f e r r e d monetary growth r a t e would then be i n the 

neighborhood of 12 p e r c e n t , l e s s the i n c r e a s e we expect i n the e f f i c i e n c y 

of money use ( v e l o c i t y ) . We've a l ready i n d i c a t e d that v e l o c i t y has 

r i s e n on average by about 3 percent per year over the postwar p e r i o d . 

However, money e f f i c i e n c y or v e l o c i t y increases more r a p i d l y dur ing 

b u s i n e s s - c y c l e r e c o v e r i e s ( jus t as does l a b o r p r o d u c t i v i t y ) , and growth 

of around 6 percent over a f o u r - q u a r t e r span i s q u i t e c h a r a c t e r i s t i c . 

I f a n y t h i n g , the p ickup i n v e l o c i t y dur ing the c u r r e n t recovery phase 

(beginning in s p r i n g of 1975) has been more r a p i d than u s u a l . 

I f we take the 6 percent f i g u r e as a reasonable e x p e c t a t i o n 

f o r growth i n money e f f i c i e n c y i n 1976, we may s u b t r a c t that amount from 

our p r o j e c t e d 12 percent increase i n work to be done by money and d e r i v e 

a f i g u r e of 6 percent as the needed growth i n the s i z e of the money 

stock f o r the y e a r . Thus, the argument we've sketched ends up w i t h a 

number that f a l l s w i t h i n the 5 to 7 1/2 percent range announced by the 

F e d e r a l Reserve System. 

The e x e r c i s e o u t l i n e d above i s i n s t r u c t i v e and, perhaps, a b i t 

r e a s s u r i n g i n that i t i n d i c a t e s how the announced p o l i c y t a r g e t s are 

c o n s i s t e n t w i t h the current o u t l o o k . But the consensus f o r e c a s t s of the 

v a r i o u s components are o b v i o u s l y open to q u e s t i o n and u n c e r t a i n t y . For 

example: 

(1) Can we depend on the 6 percent i n c r e a s e i n money e f f i c i e n c y 

we are f o r e c a s t i n g ? One t h i n g we know i s that money 

e f f i c i e n c y i s i n p a r t dependent upon the l e v e l of i n t e r e s t 

r a t e s : the h igher are i n t e r e s t r a t e s , the g r e a t e r the 

i n c e n t i v e to reduce i d l e cash ba lances , and the g r e a t e r 

the e f f i c i e n c y w i t h which the money stock i s used . 
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(2) Can we be sure that the i n f l a t i o n r a t e we've used i n our 

computation i s the minimum c o n s i s t e n t w i t h acceptab le 

growth in r e a l output? 

Causes f o r u n c e r t a i n t y in choosing a money growth r a t e , of 

c o u r s e , do not end t h e r e . There ' s p l e n t y of room f o r d i f f e r e n c e s of 

v iew about the r a t e of growth i n r e a l o u t p u t . As we noted e a r l i e r , 

three f a c t o r s u n d e r l i e growth i n r e a l output p r o j e c t e d f o r 1976 at a 6 

percent r a t e : (a) employment i s expected to i n c r e a s e at about a 2 

percent r a t e i n t h i s recovery (versus a l o n g - r u n average of 1.5 percent) -

modest ly f a s t e r than the a n t i c i p a t e d l a b o r f o r c e growth, so that unem­

ployment should d e c l i n e g r a d u a l l y ; (b) hours worked per employee may 

grow by about 0.5 percent (versus a l o n g - r u n d e c l i n e of 0.5 percent) as 

recess ion-shortened workweeks are f u r t h e r r e s t o r e d ; and (c) p r o d u c t i v i t y 

may grow by at l e a s t 3 1/2 percent (versus a l o n g - r u n average of 2.7 

percent) as the u s u a l recovery-phase r i s e i n p r o d u c t i v i t y takes p l a c e . 

I t ' s the 3 1/2 percent f i g u r e f o r e c a s t f o r p r o d u c t i v i t y growth 

that i s key i n determin ing what k ind of wage sett lement p a t t e r n i s 

c o n s i s t e n t w i t h s t a t e d monetary p o l i c y o b j e c t i v e s and ga ins i n r e a l 

income per worker. P r o d u c t i v i t y ga ins act as a d i r e c t o f f s e t to wage 

increases i n terms of the impact on u n i t l a b o r c o s t s . 

Given our prev ious f o r e c a s t f i g u r e s , we can e x p l o r e the 

i m p l i c a t i o n s of any assumed r a t e of advance i n average wage r a t e s f o r 

1976. L e t ' s s t a r t w i t h the p r o p o s i t i o n that wages per hour w i l l go up 9 

p e r c e n t , which i s not out of l i n e w i t h assumptions i n many publ i shed 

f o r e c a s t s . That means u n i t l a b o r c o s t s would i n c r e a s e 5.5 percent as 

i n d i c a t e d by our e a r l i e r f o r m u l a : 
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( c o s t s 

Rate o f ^ 
i n c r e a s e 
i n u n i t 
labor ( 

Rate o f \ 
i n c r e a s e 
i n wage 
r a t e s / 

Rate of 

i n p r o ­
d u c t i v i t y . 

i n c r e a s e / 
5.5% 9.0% 3.5% 

We argued e a r l i e r that a p a r t i c u l a r l y c r u c i a l matter i s the 

e f f e c t p r i c i n g and wage barga in d e c i s i o n s might have on p r o f i t margins . 

Looking both ahead and to h i s t o r y , i t appears to be not merely a ques­

t i o n of p r o f i t s h o l d i n g t h e i r own as a share of n a t i o n a l income, but of 

r e s t o r i n g p r o f i t ' s share from the reduced l e v e l s of recent y e a r s . 

Without some recovery of p r o f i t shares over the next few y e a r s , the 

p r i v a t e s e c t o r w i l l not l i k e l y be w i l l i n g to make the needed investment 

to support f u t u r e p r o d u c t i v i t y g a i n s . 

P r o f i t s tended to average around 10 percent of GNP f o r at 

l e a s t a decade before 1969, h i t t i n g 11 percent i n a couple of y e a r s . 

But s ince 1970, p r o f i t ' s share of GNP has he ld at l e v e l s of 7 percent to 

8 p e r c e n t . For the f i r s t three quar ters of 1975, p r o f i t ' s share of GNP 

was c l o s e to 7.5 p e r c e n t . 

increase i n wage r a t e s , b e f o r e - t a x p r o f i t s r i s e by about 16 p e r c e n t , but 

p r o f i t ' s share of GNP increases on ly s l i g h t l y from 7.5 percent i n 1975 

In 1976, our c a l c u l a t i o n s i n d i c a t e that w i t h a 9 percent 
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to 7.8 percent i n 1976.* With the same assumptions, r e a l wage income 

per worker r i s e s by 3.5 p e r c e n t , or c o n s i d e r a b l y more than the 2.2 

percent long-term s u s t a i n a b l e average d e s c r i b e d i n S e c t i o n I. 

Some observers see pressures f o r even h igher wage s e t t l e m e n t s , 

which might push the average to 10 or 11 p e r c e n t . I f we t r y an 11 

percent wage increase i n our c a l c u l a t i o n s , other assumptions the same, 

p r o f i t ' s share of GNP would f a l l below 7 p e r c e n t . The f u r t h e r e r o s i o n 

of p r o f i t margins i m p l i e d by t h i s outcome would almost c e r t a i n l y generate 

e f f o r t s on the p a r t of bus iness to r a i s e p r i c e s f a s t e r than the 6 

percent i n c r e a s e assumed. For example, i f the p r i c e l e v e l c o u l d be 

r a i s e d enough to r e t a i n a p r o f i t margin of 7.8 p e r c e n t , the i n f l a t i o n 

r a t e i m p l i e d would then be 7.8 percent f o r 1976. Given a p o l i c y of 

money growth d i r e c t e d at accommodating no more than a 6 percent r a t e of 

p r i c e i n c r e a s e , any h igher r a t e s of i n f l a t i o n would r e s u l t e i t h e r i n 

increased v e l o c i t y (and h igher i n t e r e s t r a t e s ) or slower growth i n r e a l 

output and employment, or some combinat ion of the two. 

* P r i c e can be thought of as the sum of three components: 
labor cost per u n i t , nonlabor cost per u n i t , and p r o f i t per u n i t (which 
i s what 's l e f t o v e r ) . T h e r e f o r e , the r a t e of change i n p r i c e can be 
w r i t t e n as a weighted sum of the r a t e s of change i n these three f a c t o r s 
where the weights are the f r a c t i o n of the p r i c e a t t r i b u t a b l e to each 
f a c t o r . In our aggregate c a l c u l a t i o n s , the weights can a l s o be i n t e r ­
preted as the f a c t o r ' s share of t o t a l GNP. Thus, the b a s i s f o r our 
c a l c u l a t i o n s i n t h i s s e c t i o n i s the f o r m u l a : 

(
Rate o f \ /Rate o f\ /Rate of \ 

i n c r e a s e i / i n c r e a s e l I i n c r e a s e \ 
i n u n i t J + .315 I i n non- J + .075 I i n p r o f i t ! 
l abor / \ labor / \ p e r u n i t / 
cost / \ c o s t / 

where the numer ica l weights are the GNP shares of each f a c t o r d u r i n g the 
f i r s t n ine months of 1975. Note that these shares w i l l change from year 
t o year depending on the growth r a t e s of each f a c t o r r e l a t i v e to the 
t o t a l i n f l a t i o n r a t e . We assume that nonlabor costs w i l l r i s e at the 
same r a t e as the genera l p r i c e l e v e l . 

file:///cost
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IV. Conc lus ions 

The essence of the argument that we have t r i e d to make i n the 

preceding pages i s that 1976 holds the p o t e n t i a l f o r an economic recovery 

that could lay the ground f o r s u s t a i n a b l e long-term growth of our economy. 

As i n d i c a t e d , the d e c l i n e i n the h i s t o r i c a l share of p r o f i t s i n t o t a l 

income has impaired the prospects f o r adequate growth i n our " p r o g r e s s -

generat ing a c t i v i t i e s . " Nineteen hundred and seventy s i x holds a 

reasonable prospect f o r a s m a l l , but s i g n i f i c a n t , turnaround i n the 

p r o f i t p i c t u r e . F o r t u n a t e l y , i t appears that a growing economy can 

engineer t h i s turnaround w i t h a growth i n r e a l earnings per person that 

i s above i t s long-term s u s t a i n a b l e t r e n d . 

The key element i n t h i s o p t i m i s t i c s c e n a r i o i s the prudence of 

bus iness and l a b o r i n t h e i r p r i c e and wage d e c i s i o n s . I f bus iness 

attempts to recoup i t s p r o f i t share too q u i c k l y w i t h unreasonable p r i c e 

i n c r e a s e s , the h igher i n f l a t i o n r a t e could abort the recovery at a 

premature s t a g e . S i m i l a r l y , i f l a b o r demands at the b a r g a i n i n g t a b l e 

are i n c o n s i s t e n t w i t h the i n f l a t i o n and unemployment r a t e s which are 

f a c t s of l i f e today, then the balance i n our economic recovery could be 

s e r i o u s l y f r a c t u r e d . 

F i n a l l y , the case f o r a 5 to 7 1/2 percent target range f o r 

the r a t e of growth i n the money supply depends i m p o r t a n t l y upon the 

s t r o n g c y c l i c a l increases i n e f f i c i e n c y expected i n 1976. Both produc­

t i o n e f f i c i e n c y , as r e f l e c t e d in p r o d u c t i v i t y , and money e f f i c i e n c y , as 

r e f l e c t e d i n v e l o c i t y , are expected to i n c r e a s e t h i s year at r a t e s 

s i g n i f i c a n t l y above t h e i r trend r a t e s of growth. I t i s on ly the s t r o n g 

growth i n these f a c t o r s d u r i n g a c y c l i c a l upswing that permits a wage 
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i n c r e a s e as l a rge as 9 percent to be accommodated w i t h i n even a 6 percent 

i n f l a t i o n r a t e . 

S ince the improvement i n e f f i c i e n c y that t y p i c a l l y accompanies 

economic r e c o v e r i e s cannot be expected to p e r s i s t over the longer r u n , 

wage increases i n the years beyond 1976 w i l l have to more c l o s e l y a p p r o x i ­

mate gains i n r e a l p r o d u c t i v i t y i f we are to avoid c o n t i n u i n g i n f l a t i o n . 

S i m i l a r l y , w i t h the economy moving back toward i t s long-term growth 

p o t e n t i a l and the r a t e of i n f l a t i o n apparent ly moderat ing, i t may w e l l 

be p o s s i b l e — i n d e e d e s s e n t i a l — t o reduce the targeted r a t e of growth of 

the money supply i n the quarters ahead without i n any way s t r a n g l i n g 

r a t e s of growth i n output and r e a l wages. 


