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On an administrative budget basis, the deficit rose from $4.6 billion in
calendar 1965 to an estimated $8.9 billion in 1966. (See table on p. 548.)
This budget is the basic planning document- of the Government
but has serious shortcomings as a measure of impact on the econ-
omy (as noted below in the discussion of other budgets). Expendi-
tures are estimated at $119 billion in 1966, up 17 percent from
$101 billion in 1965. Spending for national defense, reflecting the
acceleration of war in Vietnam, rose from about $53 billion in
1965 to an estimated $65 billion in 1966. Other outlays increased
from $49 billion to roughly $54 billion, reflecting pay increases to
Government employees and other price increases and new welfare
programs. Net budget receipts increased from $97 billion in 1965
to an estimated $110 billion in 1966, or 14 percent, as incomes and
profits rose, excise tax rates were increased, and tax collections were
accelerated in a move toward a pay-as-you-go system.

The consolidated cash budget also indicated a greater net Government
deficit in 1966 than in 1965, rising from $4.5 billion to an estimated
$7.5 billion. The cash budget, which includes the activities-of Gov-
ernment trust funds, provides a broader measure than the adminis-
trative budget of the cash flow between the Government and other
sectors of the economy. Cash receipts of the Government rose from
$123 billion in 1965 to an estimated $145 billion in 1966, 17 percent.
Higher social security tax rates were a factor causing the greater
rise in receipts on a cash basis than on an administrative basis. Cash
payments to the public went up 19 percent, from $128 billion in 1965
to an estimated $152 billion in 1966. Medicare payments and more
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liberal social security benefits as well as the greater outlays included
in the administrative budget were chief causes of the increase.

The national income accounts budget is a broad measure relating the
Federal Government sector to the consumer, business, state and%ocal
government, and international sectors of the national income and prod-
uct accounts. It reflects the impact of current changes in tax rates
and provisions for expenditure by the Government as well as the
built-in_stabilizing effects of existing laws as applied to changing
economic developments.?

On the national income accounts basis, the budget has shown a
surplus at an average annual rate of about $0.4 billion during the past
18 months. This was less stimulative than in the period 1961-64,
when the deficit averaged a rate of $2.5 billion. This measure of
Government action, which indicates about the same stance in 1966
as In 1965, is generally thought to be a better indication of the relation-
ship of the Government to total spending than either the administra-
tive or'cash budget. The national income accounts budget is designed
to include only factors which have a direct impact on the flow of
current income. This is accomplished by such devices as excluding
transactions in existing assets and accruing tax receipts. The some-
what greater restriction indicated by this budget for 1965 and 1966
than for the preceding 4-year period resulted in large part from the
impact on Government tax receipts of the rise in economic activity
and incomes—the chief automatic stabilizer. In view of the high
level of economic activity and the excessive rate of increase in total
spending, the budget appropriately should have registered a large
surplus in the last 18 months if it were the act as a restraining force
on total spending.

The high-employment budget indicates the influence of changes in
tax rates and in provisions for Government expenditures upon the
national income accounts budget and abstracts from the major built-in
stzibilizer effects. It is thus a better measure of changes in fiscal

olicy.

P Onya high-employment budget basis the Government operated at
a surplus of about $0.5 billion annual rate in the 18 months from mid-
1965 to the end of 1966. This was the smallest surplus, and therefore
the most stimulative, in over a decade. Figures presented in this
budget are hypothetical, but relative levels are believed to provide
the best single measure of the relative impact on the economy of
current Government fiscal actions. The high-employment budget
differs from the national income accounts budget primarily by elimi-
nating the effect of changes in economic activity on Government
receipts. It measures the impact of changes in tax laws and legal
provision for expenditure, at an assumed rate of use of resources,
rather than actual tax receipts and expenditures.

Government tax and expenditure policies as measured by the high-
employment budget were a substantial drag on total spending in
1960, were moderately and on the whole increasingly stimulative

2 Differences of opinion exist as to whether it is better to include or exclude the effect of automatic stabi-
lizers in analyzing fiscal policy.. There is an extensive literature on the value of the automatic stabilizers.
However, since the impact of these stabilizers is chiefly determined by developments in the private sectors,
others believe that these movements may be misleading. The differences of opinion are similar to those
of deciding whether to use interest rates and free reserves (which are influenced by both the monetary
authorities and demands for.credit in the rest of the econoiny) or to use aggregate reserves and money (which
are controlled by the monetary authorities) in measuring monetary actions. )
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from early 1961 to early 1965, and became very stimulative in late
1965. The marked shift in the posture of the Government since 1906
resulted from the investment tax credit and liberalized depreciation
guidelines in 1962, tax cuts in 1964 and 1965, increasing expenditures
for the Vietnam conflict, and greater outlays on welfare programs.

Fiscal Measures
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Government actions were probably even more stimulative in late
1965 and early 1966 than indicated by the high-employment budget.
Government outlays are recorded in this budget when goods are de-
livered; yet the economic impact begins soon after orders are placed.
The defense buildup was accelerating rapidly because of the war in
Vietnam. Contracts were let in great volume, production increased
markedly, and employment rose, but deliveries of goods were relatively
small in the early months of the buildup.?

Government debt-management operations were also expansionary
during 1966. Because of the legal maximum interest rate of 4%
percent on new issues with maturities of over five years, the Treasury
was forced to finance with relatively short-term issues, adding to the
liquid assets of the public. Average maturity of the publicly held
Federal debt declined from 63 months in 1965 to less than 59 months
in the January-October 1966 period. . :

3 A detailed analysis of this effect was presented by Murray Wiedenbaum in a paper entitled ‘““The Federal

Budget and the Outlook for Defense Spending” at the University of Michigan Economic Outlook Confer-
ence on Nov. 18, 1966, . ) ) . v .
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Economic analysis during the past two or three decades has generally
indicated that fiscal policy is the major public policy influence on total
demand. Judged by this view, public policy has been extremely
stimulative during the past 18 months. Recent economic analysis
has put increasing emphasis on monetary policy as a major determinant
of total demand.

MONETARY DEVELOPMENTS

Monetary expansion was rapid from mid-1964 to the spring of 1966
and then came to an end. Both member bank reserves and the money
stock, which had been rising sharply, showed net declines from April
to November. Typically, changes in these monetary variables have
had their greatest impact on economic activity after a brief timelag.

Monetary developments are measured variously by changes in the
stock of money, interest rates, bank credit, and other measures. For
the sake of simplicity and because it is a widely used policy indicator,
particular attention is given here to changes in the stock of money.

The money stock (demand deposits and currency) has decreased
at an annual rate of 1.5 percent since last spring after increasing 6
percent in the preceding year and at a 4-percent rate from mid-1964
to April 1965. From mi1d-1960 to mid-1964 money rcse at a 3-percent
rate, and in the 1950’s, at a 2-percent rate.
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“A NOTE ON INTERPRETING MONETARY VARIABLES’

" As the Nation’s central bank, the Federal Reserve System has responsibility
for managing the monetary system in a way that helps achieve the broad- goals
of economic policy. While the general nature of the role of the Federal Reserve
in monetary management is not difficult to explain, it is difficult to explain the
specifics of how that role should be performed: for example, how monetary policy
should be designed, how the variables to be influenced should be selected, and how
the results should be measured. One fundamental and practical problem involved
is the presentation, use, and measurement of basic statistical information.

The sharp expansion in the money stock from mid-1964 to early
1966 was probably a significant factor in the rapid rise of spending
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during 1965 and early 1966. To the extent that actual cash balances
exceed desired cash balances, upward pressures are placed on spend-
ing. Evidence indicates that changes in the rate of spending have
usually followed marked and sustained changes in the rate of growth
of the money stock after a few months’ lag.* The decline in money
since April has probably exerted a restraining influence on aggregate
demand in late 1966. :
The demand deposit component of money has declined at a 3-
percent annual rate since spring following a 5-percent rate rise from
mid-1964 to spring 1966. %y contrast, the currency component has
increased at a 4-percent rate since spring compared with a 6-percent
rate in the preceding period. The amount of currency held is prob-
ably related to the volume of transactions which typically utilize
currency. Changes in the rate of growth of currency have tended
to coincide with movements in total spending or to lag slightly
behind them. Rates of growth of demand deposits have been related
to changes in member bank reserves available for private demand
deposits. Marked and sustained changes in the growth rates of
demand deposits have usually preceded changes in economic activity.®
Changes in the money stock have reflected in large measure changes
in member bank reserves. Member bank reserves (adjusted for
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4 See “Money Supply and Time Deposits, 1914-1964,” in the September 1064 issue of this Review.
8 See “Currency and Demand Deposits,” in this Review, March 1965.
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changes in reserve requirements) declined at about a 2-percent annual
rate from April to November this year. Reserves, which are com-
posed of deposits with Reserve banks and cash in bank vaults, are
the major determinant of the level of demand deposits. From April
1965 to April 1966 bank reserves rose about 5 percent. By com-
parison, reserves increased at a 4-percent rate from 1960 to 1965 and
at an average rate of about 2 percent per year in the 1950’s.

The rapid expansion of reserves from mid-1964 to the spring of 1966
resulted from Federal Reserve System net purchases of Government
securities totaling $6 billion and an increase of $400 million in member
bank borrowing from Reserve banks. Partially offsetting factors were
a movement of currency into circulation and net sales of gold by the
U.S. Treasury. The decline in effective reserves since last spring has
reflected both a rise in reserve requirements on time deposits and a
slower rate of net purchase of Government securities by the System.

Reserves available to support private demand deposits (total
reserves less reserves required for deposits not counted as part of the
money supply) have decreased at a 3-percent rate since spring after
increasing 5 percent in the preceding year. These reserves rose at a
1.5-percent rate from 1960 to 1965, about the same as in the 1950’s.
Movements in private demand deposits and the money stock are
usually more closely associated with these reserves than with total
reserves.

Time deposits in commercial banks rose at a 10-percent annual rate
from November 1965 to August this year and since have shown little
net change. By comparison, these deposits increased at a 15-prcent
rate from 1960 to 1965 and a 7-percent rate from 1951 to 1960.

Growth of each of the three major components of commercial bank
time deposits has followed a different course in 1966. Recent trends
are most exactly known for the large banks which report weekly. These
banks hold about $88 billion of total time deposits of $157 billion.
Divergence of trends of different kinds of time deposits has probably
been greater at these large banks than at other banks.

At these large banks passbook savings deposits, which now amount
to about $47 billion, have declined at an 8 percent annual rate since
last December after rising 11 percent during 1965. The chief cause of
the changed trend was that with higher interest rates on competing
instruments banks found more difficulty in attracting and holding
passbook accounts at the Federal Reserve’s Regulation Q rate ceiling
of 4 percent.

Large CD’s (certificates of deposit), which rose 12 percent in the
year ended in August and had increased about a third each year for
several earlier years, have since declined at a sharp 50-percent rate to
about $15 billion in early December. The Regulation Q maximum of
5Y% percent on these funds has made it increasingly difficult for banks to
hold them.

Smaller, consumer-type CD’s at the large banks have risen 51 per-
cent since a year ago compared with a 20-percent rate earlier in 1965.
Recently these deposits have amounted to about $26 billion. The
recent rapid growth rate of these deposits reflected increased bank
agressiveness in seeking these funds for which regulations permitted
payment of effectively competitive interest rates. Since September
of this year, when the maximum rate on these CD’s was lowered from
.’85;%1 to 5 percent, the amount outstanding has changed little on

alance.
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Money stock plus time deposits at all comimercial banks declined
somewhat from geptember to November after growing at a 4-percent
rate from June to September, at a 9-percent rate from March 1965 to
June 1966, and at an 8-percent rate from 1961 to 1965. In the 1950’s
this broader measure of money went up at an average 3.4-percent rate.

A particular net stimulative or restrictive effect on the economy
may be obtained with various mixes of monetary and fiscal policies.
During most of 1966 the particular combination of policies prevailing
was one of relatively expansive fiscal developments and relatively
restrictive monetary actions. This mix required larger borrowing by
the Federal Government and a lesser growth in money than a mix with"
more restrictive fiscal action and less restrictive monetary action and
tended to place upward pressure on interest rates. The higher rates
were of some benefit in keeping the country’s balance of payments
from deteriorating since they reduced the incentive to seek higher rates
abroad. On the other hand, higher interest rates adversely affect
some sectors of the economy, such as housing. :

FEDERAL ReseErRvVE SysTtEM ActioNs DuUrING 1966
Federal Reserve credit 1

Annual rates of change

December April 1966~
1965- November
April 1966 ‘1966

Percent Percent
Federal Reserve credit 2. ... ..o +9.3 +3.2

Federal Reserve holdings of U.S. Government securities. . +8.0 +3.1
Total reserves of member banks_.__..________._._.______ S +6.9 -2.3
Reserves available for private demand deposits. ... ... .. ... +4.1 =3.1
1 Adjusted for reserve requirement changes.
2 Federal reserve credit excluding float and a few minor items.
Discount rate
Percent
Ineffect Jan. 1, 1966, _ . . 414
In effect Deec. 20, 1966 - - - . o T 415
Reserve requirements
Percent of deposits
Demand deposits Time deposits, all member banks
Other time deposits
Reserve | Allother
city membher Savings
banks banks deposits In excess of

Up to
$5, 000, 000 | $5, 000, 000

In effect Jan. 1, 1966
July 14,1 21,2 1966 _
Sept. 8,! 15,21906. _
In effect Doe. 20, 1966

DD O

1634| 12 4 4

1 Effective date for reserve city hanks.
2 Effective date for all other member banks.
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Margin requirements on stocks

. Percent
Ineffect Jan. 1, 1966 _ e emcdmem e 70
In effect Dec. 20, 1966 - o mmmmmmcmcemmeeeeo 70
Mazimum interest rates payable on time and savings deposits
Other time deposits, 30
Savings days or more maturity
deposits

Under $109, 060

$100, 000 or more

Percent Percent Percent
In effect Jan. 1, 1966. R 4 514 5%
SODE. 26, 1966 - oo oo mmmmmemmm mmc e e mom e mcme e mmen 4 5 5%
In effect Dec. 20, 1066 - 4 5 5%

Loan Pouicy

On September 1, 1966, the presidents of the Federal Reserve banks sent a
letter to all member banks regarding growth in overall bank credit, the increase
in business loans, and administration of Federal Reserve credit assistance to
member banks through the System’s discount facilities. Excerpts from the
letter are as follows:

“x % * credit financed business spending has tended towards unsustainable
levels and has added appreciably to current inflationary pressures * * * [This]
expansion is being financed in part by liquidation of other banking assets and
by curtailment of other lending in ways that could contribute to disorderly
conditions in other credit markets * * * Member banks will be expected to
cooperate in the System’s efforts to hold down the rate of business loan expan-
sion * * * and to use the discount facilities of the Reserve Banks in a manner
consistent with these efforts. * * *’

Demanp, PropUCTION, AND PRICES
DEMAND

The demand for goods and services was very strong in 1966, al-
though it declined moderately from the exceptionally high 1965 rate.
Total dollar spending, which had risen at a very rapid 9-percent annual
rate from late 1964 to early 1966, grew at a somewhat more moderate
7-percent rate from the first to the third quarter of 1966. These
rates of increase in spending were substantially above the estimated
4-percent rate of growth of productive potential. The stimulative
fiscal actions during 1965 and 1966 and the rapid monetary expansion
from the summer of 1964 to the spring of 1966 contributed to the
large demand for goods and services of the past 2 years.

The growth pattern of spending changed markedly during 1966.
Private investment, which had risen at a 15 percent annual rate from
the third quarter of 1964 to the second quarter of 1966, declined in
the third quarter of 1966. Outlays on housing declined from $27.8
billion in 1965 to an annual rate of $24.8 billion in the third quarter
of 1966. Since housing is consumed over a relatively long period,
current spending on new construction can be curtailed without greatly
reducing the amount of housing services available. Since interest
cost is usually a major portion of the total expense of owning a home,
higher interest rates increase the effective price of house services
more than the price of consumer goods in general. Consequently,
the amount of housing demanded declines greatly.
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Demand and Production
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Inventory buying continued large in the first half of 1966 but added
little to increased total demand. Net purchases of business inven-
tories during the first half of 1966 ($10.6 billion rate) remained close
to the fourth quarter 1965 rate ($10.4 billion). Inventory purchases
rose rapidly in 1965 from $4.7 billion in 1964, reflecting both the greater
flow of goods in the private economy and the buildup of war goods for
Vietnam. In the third quarter of 1966 inventory buying declined
slightly, to a $9.9 billion rate. Factors in the slowdown may have
been the higher costs of credit, unavailability of some items, and the
greater delivery of war goods to the Defense Department relative to
production of these items.

Business sp’inding on plant and equipment, in contrast to inventory
investment, continued to rise during 1966. These outlays increased
at an estimated 15-percent rate in the first three quarters of 1966
compared with an average 9-percent rate in the grevious 5 years.
Profit anticipations were optimistic, and demands for defense goods
were great. Interest costs, although up nominally, did not impose
much restraint on demand since growing inflationary pressures led
to expectations that repayments would be made in cheaper dollars.

Government expenditures jumped at an average 14 percent annual
rate during the first three quarters of 1966 compared with growth at
about & 9-percent rate from late 1964 to late 1965 and a 5-percent
rate from 1962 to 1964. Defense outlays accounted for most of the

78-516-—67—vol. 2——14
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gain, but welfare programs of the Federal Government and spending
by State and locaﬁ) governments continued to rise. :
Consumer outlays, which rose at about a 9-percent rate from late
1964 to early 1966, increased at a 6.4-percent rate in the second and
third quarters of 1966. The slower rate was caused primarily by a
decline in durable goods purchased during the second quarter as auto-
mobile sales decreased, reflecting higher excise taxes, greater with-
holdings for personal income taxes, and discussions of automobile
safety. Nevertheless, personal income, a measure of purchasing
power, has continued to rise at about an 8-percent rate in 1966.

PRODUCTION AND EMPLOYMENT

Growth in real output of the economy slowed in 1966, trending
downward from a 7-percent growth during 1965 to a 6-percent rate
in the first quarter of 1966 and a 3-percent rate in the second and third
quarters. By comparison, output rose at an average rate of 5 percent
from late 1960 to late 1964. Productive potential is estimated to
increase about 4 percent a year.

The reduced rate of growth in production during 1966 resulted in
large part from resource limitations and from problems of readjustment
as the economy ran into bottlenecks and shifted to greater military
effort. Total demands for goods and services were strong, and
spending rose about twice as fast as production, causing prices to rise.
Many plants were at virtual capacity, and shortages of skilled workers
were widespread. When a high rate of resource use is achieved in the
economy, the rate of increase of total real product necessarily falls
back to about the rate of growth of productive potential. -

Employment
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Total employment, after growing at about a 4-percent annual rate
in the last half of 1965, rose at about a 2-percent rate in the first 11
months of 1966. This shift is accounted for by the exhaustion of the
supply of employable labor and the flow of manpower into the armed
forces. From 1961 to 1965 the 2-percent rate of increase of employ-
ment was much greater than the 1.3-percent rate of growth of popu-
lation of working-force age (18 to 64 years). In 1966 the gain in
employment approximated the 1.6-percent growth of this population
group. Since the number of men in the labor force has recently
mcreased little, growth of employment has been dependent in large
measure on entrance of women into the labor force. ’

Unemployment was at a relatively low level during the year. Over
98 percent of the married men looking for work had jobs in the first
11 months of 1966 compared with 97.6 percent in 1965 and 95.4 percent
in 1961. A large portion of married men out of work in 1966 could
be accounted for by seasonal unemployment, those changing jobs, and
those without skills or aptitudes marketable at prevailing wage rates.

Total unemployment was about 4 percent of the labor force in the
first 11 months of 1966 compared with 4.6 percent in 1965 and 6.7
percent in 1961. The paradox of about one in 25 of those wanting a
job being idle at a time of strong labor demand may be partially
explained by minimum wage laws. Unemployment was greatest
among those without skills or experience and with little education,
particularly those in the 14 to 18 age group. The value of the product
of many of these workers is less than the legal minimum wage, and
incentives are great for firms to avoid engaging in activities for which
these workers are fitted or to replace such workers through automation.

PRICES

Inflationary pressures erupted during 1966. More than half of the
rise in total spending was translated into higher prices and less than
half was matched by increases in goods and services. By comparison,
in the previous year about 20 percent of the rise in spending resulted
in higher prices, and 80 percent was matched by additional output.

Higher prices reflected primarily demands for goods and services
exceeding the economy’s ability to produce with the given supply of
land, labor, capital, and technology. Price rises tended to be sharpest
in areas where goods and services were in shortest supply relative to
demand. The transfer of resources from private production to build
war supplies in late 1965 and in 1966 was accomplished primarily by
bidding up wages and other prices.

Prices of consumer goods moved up sharply. From late 1965 to
October 1966 average consumer prices rose at a 3.7-percent annual
rate after going up at a 1.3-percent rate from 1958 to the fall of 1965.
The acceleration of price increases may have been even greater than
implied by these figures. In the earlier period, quality improvements
may not have been taken adequately into account, and the fixed
market-basket approach did not allow for gains to consumers from
substitute commodities. More recently, with strong demands for
goods and with shortages developing, discounts have been eliminated,
and there have been deteriorations in quality which may not have
been recognized in computing the index.
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Prices of most consumer items rose. Food prices went up at a sharp
5.4-percent rate in the first 10 months of 1966. Fees and charges for
consumer services (excluding rent) also increased at a 5.4-percent rate.
Rent and prices of nondurable goods other than food increased less
rapidly. Prices of durable goods crept up slightly.

Wholesale quotations rose 3 percent from the fall of 1965 to the fall
of 1966. By comparison, these prices increased at a 2.3-percent an-
nual rate from mid-1964 to the fall of 1965 after being stable from
1958 to mid-1964. Wholesale prices of farm products and processed
foods rose about 5 percent from the fall of 1965 to the fall of 1966,
reflecting limitations of production, exhaustion of stocks, large de-
mands for shipment abroad, and high personal incomes. Industrial
prices rose 2.3 percent.
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‘CREDIT AND INTEREST RATES

Accompanying the strong demand for goods and services, a sub-
stantial volume of credit was extended in 1966. With incomes high
and rising during 1965 and 1966, the amount of private savings was
large, and monetary expansion was very rapid during much of this
period. The demand for funds was even stronger in response to
optimistic business expectations and requirements of governments.
The demand for credit apparently decreased somewhat after early
September, and the flow of funds contracted.

Commercial bank credit rose at a 10-percent annual rate from
November 1964 to August 1966 compared with an 8-percent rate in
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the economic upswing from late 1960 to late 1964 and a 4-percent
average rate in the late 1950’s. From August to November this
year such credit declined at a 2-percent rate.

Strength centered particularly in business loans, which increased
18 percent from August 1965 to August 1966. From August to
November these loans increased at only a 7-percent annual rate.
Banks purchased municipal securities at a 12-percent rate from
September 1965 to June 1966; from June to November these holdings
were reduced at a l-percent rate. Bank real estate loans increased
at a 13-percent rate from January 1965 to March 1966 and then at a
reduced 8-percent rate from March to November. The rate of
increase of bank loans to consumers declined from 14 percent in the
year ending in April 1966 to 8 percent in the April-September period
and then to 4 percent from September to November.

The rate of increase of consumer instalment credit outstanding
both at commercial banks and elsewhere has declined significantly
since a year ago. After increasing at a rate of 12 or 13 percent a year
in 1964 and 1965, this credit grew at an 11-percent rate from December
1965 to March 1966, at a 10-percent rate from March to August, and
at a 7-percent rate from August to October.

The decline in the rate of increase of total installment credit reflected
primarily a considerably more marked decline in the rate of increase of
automobile credit. After growing about 12 percent in 1964 and 15
percent in 1965, this credit expanded at a 10-percent annual rate
from December 1965 to March 1966, at a 7-percent rate from March
to September, and at a 5-percent rate from September to October.
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Interest rates rose markedly during the last half of 1965 and the
first 4 months of 1966. After April the rate of increase accelerated,
and by early fall most rates reached their highest levels since the
1920’s. The rise reflected a sharper increase in the demand for credit
than in the available supplies from saving and bank credit creation.
The sharp upward movement in interest rates from April to September
accompanied the initial period of monetary contraction.

From September 1966 to early December interest rates declined
moderately. The decline in rates after September may reflect a
decline in the fundamental demand schedule for loan funds. Alterna-
tively, some of the rapid increase of the summer may have been pri-
marily speculative because of inordinate expectations of still higher
rates, and the October declines may have been of a technical nature.
Responding to the high level of rates in the fall compared with the
first half of the year, the declines of credit extentions may have
reflected a decline in the amount of funds demanded rather than in the
-demand schedule.

Yields on highest grade corporate bonds, which had averaged 4.35
percent in the 1961-64 period and had risen to 4.50 percent by mid-
1965, rose to 4.96 percent in April this year and then to 5.49 percent
in September. Rates on Government bonds and on high-grade
municipal bonds moved in a roughly parallel fashion.
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In the short-term market, yields on 3-month Treasury bills worked
up from 2.35 percent in 1961 to 3.80 percent in June 1965, to 4.61 in
April 1966, and to 5.36 percent in September. Quotations on prime
4- to 6-month commercial paper followed a similar course.

The higher interest rates were reflected in price declines for many
capital assets. A rise in rates means lower prices on existing bonds
and preferred stocks. A rise in rates also tends to push down the
pres](;:t value of a given expected return from real estate and common
stocks.

Interest rates on market instruments rose more rapidly in 1965 and
1966 than did rates paid by financial intermediaries. Market yields
quickly reflect changed demand and supply conditions, while rates
paid by commercial banks on time deposits and dividends paid on
savings and loan shares are much more rigid. Frequent moves in the
latter rates are practically impossible. Since reduction of institu-
tional rates offends customers, there is a reluctance to raise rates until
it becomes clear that the higher level might be maintained for a period.
Financial intermediaries have a further reluctance to increase their
interest costs because new rates apply to previously obtained funds as
well as to new funds and resources of an intermediary are invested in
previously purchased lower yielding assets. :
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Supervisory authorities have used their influence to resist higher
rates on funds supplied to intermediaries, fearing deterioration of
lending and investing standards or responding to a public opinion
that increases in such rates encourage higher general market interest
rates. Maximum rates which commercial banks have been permitted
to pay under Regulation Q have exercised a restraint on aggressive
banks. In early September Regulation Q- controls were tightened,
limitations on rates paid by savings and loan associations were formal-
ized while liberalized, and more formal restraints were placed on
mutual savings banks.

An exceptionally small share of the total flow of funds went through
financial intermediaries in 1966. In 1964 and 1965, 44 percent of the
net sources of credit in the economy flowed through time and savings
accounts of deposit-type financial institutions. In the first quarter
of 1066 these institutions received 30 percent of available funds, and
in the second and third quarters they received 26 percent. With
market rates higher than interest rates paid by banks, savings and loan
associations, and other intermediaries, there was an incentive for
suppliers of funds to place them in stocks, bonds, commercial paper,
and direct loans. This diversion tended to favor the larger suppliers
of funds and the large borrowers, notably the U.S. Government, }fa-rge
State and municipal borrowers, and major businesses, which obtain
funds in & national market. Smaller savers generally received lower
rates than large suppliers, while less well-known borrowers, who must
usually rely on local financial institutions, had fewer funds for which
to compete.
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EcoxoMmic TrenDs LATE 1¥ THE YEAR
DEMAND

Available evidence indicates that the demand for goods and serv-
ices may have moderated during the summer and fall. Total spending
rose from the first to the third quarter at a 6.6-percent annual rate,
down from the 9.5-percent rate of the preceding five quarters. (See
chart, p. 8.) Whether, in view of resource bottlenecks and problems
of shifting to more military production, there has been adequate
reduction in the excessive demand of late 1965 and early 1966 remains
to be seen.

Growth of several elements of total demand for goods and services
has slackened considerably. The rate of growth of retail sales has
declined from 13 percent in the last half of 1965 to 5 percent during
the first half of 1966 and has since shown little net change. The
increase in net business outlays for inventories, which was at a $12
billion annual rate from the first to the second quarter, slowed to a
$10 billion rate from the second to the third quarter. Expenditures
on new homes, which were about unchanged from the first to the
second quarter, fell at an annual rate of $5 billion from the second
quarter to October. Large offsets to these declines have been pro-
vided by increasing Government outlays and by more business spend-
ing on equipment. Personal income, a measure of purchasing power,
has been rising at about an 8-percent rate in recent months.

REAL OUGTPUT

The rate of growth in real output has also declined. Total output,
measured in constant dollars, increased 7 percent in 1965, at a 6-
percent annual rate in the first quarter of 1966, and at a 3-percent
rate from the first to the third quarter. Industrial production, which
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had risen at an 11-percent rate from September 1965 to June 1966
and at a 7-percent rate from June to August, increased very slowly
in the autumn. Achievement of essentially full employment, de-
velopment of bottlenecks, and problems of substantial shifts from
civilian to military production have necessitated some reduction in
the rate of real growth. A softening of demand also may have de-
veloped. Steel was produced at a slightly slower pace in the July-
October period than in the previous 4 months. Construction put in
place, after reaching a peak during the first 4 months of the year,
has since fallen significantly.
PRICES

The slowing in the pace of spending also may have been reflected
in price developments, though inflationary pressures remain. Since
August wholesale prices have declined, after rising at about a 4-percent
rate earlier in the year. The industrial price component has risen only
slightly since July, after rising at a 3.4-percent rate during the previous
seven months. Prices of farm products and processed foods fell from
August to November but remained about 3 percent higher than a year
earlier. Consumer prices have continued to rise at the disturbing
4-percent pace Whiclg has prevailed since the fall of 1965.

OTHER DEVELOPMENTS

The amounts of credit demanded and possibly the fundamental
demands have lessened since early fall. Extensions of loans and net
purchases of securities by financial intermediaries have slowed. In
part this has reflected the lack of success of deposit-type institutions
in attracting savings and the inability of banks to expand credit,
caused by the decline in reserves. Since early fall there are indica-~
tions that direct financing also has been less.

Some interest rates, after rising to peak levels in early September,
declined moderately during the fall despite a lack of monetary expan-
sion in the period. Yields on highest grade corporate bonds declined
from 5.49 percent in September to 5.37 percent in early December.
Three-month Treasury bill rates decreased from 5.36 to 5.10 percent
during the same period.

CAUSAL FACTORS

The pronounced shift in monetary trends beginning last spring may
have exercised some restraint on the excessive demands for goods and
services. Both bank reserves and money, which had been rising be-
fore April at the fastest rate in over a decade, have since been con-
tracting. Usually such a marked and sustained change in the course
of bank reserves and money has been followed after a brief lag by a
significant slowing in spending. ' o

Federal fiscal influence, on the other hand, has evidently continued
to be expansive in late 1966. Total Government outlays have been
expanding significantly, and both the national income accounts
measure of total fiscal impact and the high-employment measure of
current Government actions have continued to indicate stimulation.
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There were some evidences, however, supplementing the formal budget
measures, that the Government may have been a little less stimu-
lative in late 1966 than in the previous year. New orders for war
materials were probably not rising so rapidly relative to deliveries as
in the earlier period. Late in the year the 7-percent investment tax
credit and accelerated depreciation benefits were withdrawn, meking
private investment somewhat less attractive. In November the
Treasury replaced maturing securities with 5-year obligations, re-
ducing somewhat the liquidity of the public. At the beginning of
1967 another increase in social security tax rates is scheduled.

The nature of our productive process may have contributed to a
slowing of aggregate demands for goods late in the year. During
1965 and early 1966, as demands for goods cf the producers of final
products expanded, derived demands on the suppliers of these con-
cerns rose even more sharply. The suppliers not only had to produce
materials for the products which were ultimately sold but also to
provide the final producers with inventories and other investment
goods to expand. When many final producers reached capacity oper-
ations in 1966, they had to slow their rate of expansion even though
final demand continued in excess of capacity. The slower growth in
real output of final producers meant an actual reduction in both dollar
and effective demands for materials from some suppliers.

Changes in Money Stock
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OUTLOOK

At the beginning of 1966 economic stabilization required containing
excessive demands for goods and services, thereby moderating infla-
tionary pressures. In the early months of the year, the problem was
ageravated by rising contracts and expenditures for the Vietnam con-
flict and a reluctance either to reduce social programs or to increase
tax rates. Monetary actions also were stimulative, partly because
the huge demands for funds caused rapid expansion of commercial
bank demand deposits even at rising levels of interest rates.

In the fourth quarter of the year the major task may have shifted
from one directed primarily to restraining exuberance to one of main-
taining an optimum growth in total demand. By late 1966 total
demand had lost some of its strength, and concern was being expressed
over whether adequate expansion of total demand and of real product
would be continued in 1967.

The problem of achieving appropriate total demand in 1967 is
complicated by cost-push inflationary pressures which are strong at
the end of 1966 and which could be easily reinforced by excessively
expansive fiscal add monetary actions. Even if total demand is one
which in the long run might be considered optimal, many prices are
likely to increase seriously in 1967 because of the excessive total de-
mand and price increases for the past year. Prices do not always rise
immediately in response to demand-pull forces; some have been held
back because or guideposts, and others have been Testrained because
of contracts (including wage contracts). Many wage rates and other
prices are expected to be marked up in 1967 because of the excesses or
1966 (these increases will place cost-push pressures on other prices,
and it is unlikely that there will be enough offsetting price declines to
prevent undesirable general price increases.

At year-end it appears that the combination of monetary and fiscal
developments may not have to be so restrictive in the coming year as it
has been since the spring of 1966. Total demands for goods and serv-
ices have probably slowed, and a further reduction might cause an
unwarranted contraction of employment and real product.

The mix of policy actions must also be selected. If lower interest
rates are judged desirable in order to stimulate areas such as housing
and other private investment and to foster real growth in the private
economy, emphasis might be placed on a combination of restrictive
fiscal policies with expansive monetary actions. If large declines in
interest rates are belleved undesirable because of a likelihood of in-
creased outflows of funds from the country, reliance might be placed on
a policy mix with relatively stimulative fiscal actions and quite limited
monetary expansion.



STRAINS AND RESTRAINT IN A SURGING ECONOMY*

The major theme of recent economic developments is the continua-
tion of progress. But there is also a secondary theme of problems
and inbalances, many of which can be traced back to mid-1965, when
the sudden increase in defense requirements for Vietnam led to a
marketed acceleration in economic activity. By the time measures of
fiscal and monetary restraint took hold and slowed down the economy,
significant problems had developed—an interruption of price stability,
a deterioration in international trade performance, acute pressures in
financial markets, and sharply divergent movements among the
various sectors of the economy.

Tae Econvomy 1IN Mip-1965

As of mid-1965, the economy was advancing steadily and healthily
toward full employment. GNP had risen by $11 billion a quarter,
on the average, for the preceding 2 years; the annual rate of real
growth over that period had been 5} percent. Unemployment was
down to 4} percent of the civilian laborforce,and theaverage operating
fate of manufacturing capacity was up to 89 percent. The price
record showed few blemishes: average consumer prices in July 1965
were only 6 percent higher than they had been in early 1961, and
prices of nonfood commodities had risen by only 3 percent. Prices
of manufactured finished products at wholesale had advanced by 1
percent in 5 years. '

Expansionary fiscal policy had contributed actively to the record of
52 months of advance. The reform of depreciation rules and the
investment tax credit, both initiated in 1962, encouraged business to
expand and modernize plant and equipment. Furthermore, as a
result of these measures and the much larger tex reductions granted
by the Revenue Act of 1964, both corporate and individual income
recipients were enjoying an average reduction of one-fifth in their tax
liabilities. Monetary policy continued to meet the credit needs of a
brisk expansion and thereby contributed to the relative stability of
long-term interest rates that was unusual for a period of rapid economic
advance. Meanwhile, Federal spending on goods and services was
essentially level after mid-1962. As a share of the growing GNP,
defense purchases fell steadily from 9.2 percent in 1962 to a post-
Korean low of 7.3 percent by mid-1965. Defense spending was clearly
not the fuel that was propelling the economy toward full employ-
ment. But neither was the decline in the defense share permitted to
retard the growth of total demand; some economic stimulus was
provided by spending on new Federal civilian programs, and major
reductions In taxes encouraged private spending.

New stimulative policies were being prepared in the spring of 1965 to
complete the advance to full employment. Congress enacted a major
phased reduction of excise taxes, in line with the President’s proposals,.

*Excerpted from Annual Report of the Council of Economic Advisers, January 1967, pp. 45-52.
580
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and its first stage took effect in June 1965, cutting taxes by $1%
billion (annual rate). A liberalization of social insurance benefits,
designed to help the aged, was enacted to take effect retroactively.
The larger benefits were to be financed by a payroll tax increase
at the beginning of 1966. Meanwhile the liberalization of benefits
was expected to give the economy a significant stimulus in the fall
of 1965 when an anticipated liquidation of steel inventories might
otherwise have threatened a slowdown. The retroactive portion,
which was disbursed in September, amounted to $900 million. ~There-
after annual benefits were raised by about $2 billion.

SpurT IN EcovoMmic AcTiviTy

The economic environment was significantly changed by the ex-
pansion of defense requirements. On July 28, 1965, the President
requested additional funds for defense and indicated that further
increases would be required in January. Military outlays, at an
annual rate, rose by nearly $2 billion a quarter in late 1965 and early
1966 (table 3). Defense orders expanded very rapidly, spurring
demands for labor and inventories by contractors.

Yet the defense buildup itself was not enough to account directly
for the acceleration in the oversll economic advance. Rather, it
reinforced the previously planned fiscal stimuli and the forward
momentum of & strong economy close to full employment. Further-
more, the expansion of defense spending contributed to a significant
change in the climate of opinion. The Vietnam buildup virtually
assured American businessmen that no economic reverse would occur
in the near future. The impact on business attitudes was intensified
by unwarranted fears that the Vietnam conflict might have conse-
quences like those of the Korean conflict: direct controls, excess.
profits taxes, and a huge jump in prices of raw materials.

TABLE 3.—Changes in gross national product during 2 periods since mid-1966

[Billions of dollars, seasonally adjusted annual rates]

Change
Expenditure category
1965 I1 to | 1966 I to 1966-
1966 I Iv1
Gross national product 48.3 37.
Personal consumption expenditures. 28.8 18.
Durable goods. 5.9 -
Nondurable goods. 12.5 6.
Services. .. 10.4 12
Gross private domestic investment 10.8 3.
Fixed investment . .. 9.6 -2,
Busi fixed inv ent 2 9.1 4,
Residential structurcs .5 —6.
Change in business inventories. 1.3 5.
Net exports of goods and services. -2.2 -1,
Government purchases of goods and services. 10.7 16.
Federal. 6.3 10.
National defense. . 5. g 10.
er. . . -
State and local. 4.4 6.

?0#&003!0&0!\1*100‘&00!\7@‘9

1 Preliminary.
2 Nonresidential structures and producers’ durable equipment.

NotE.—Detail will not necessarily add to total because of rounding.
Bources: Department of Commerce and Council of Economic Advisers.
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The increase in defense spending swelled an already strongly rising
tide of business investment expenditures. From the second quarter
of 1965 to the first quarter of 1966, business spending for new structures
and equipment rose by $9 billion. Defense, investment, and social
security liberalization, in combination, speeded the growth of dis-
posable income. Consumer spending responded strongly, growing by
$29 billion over this three-quarter interval. Allin all, GNP advanced
at an average of $16 billion a quarter. Real output grew at a phe-
nomenal annual rate of 7.2 percent, and industrial production rose
at an annual rate of 9.7 percent.

Unemployment fell from 4.7 to 3.8 percent of the civilian labor
force during this period. New orders for durable manufactured goods
rose marked by (12 percent), with orders for electrical machinery (20
perggilt) and “defense products (19 percent) increasing especially
rapidly.

%‘he surge in demand for goods and labor created pressures on
prices in many areas. From October 1965 to July 1966, the annual
rate of advance for industrial wholesale prices stepped-up to 3 percent.
Prices of industrial crude materials moved sharply upward—at an
annual rate of 8 percent from October to April. At the consumer
level, demand pressures raised prices of services and nonfood com-
modities and combined with special supply factors in agriculture to
push up food prices. These price movements and their consequences
are discussed in detail in chapter 2. All in all, the economy exceeded
reasonable speed limits in the period from mid-1965 through the first
quarter of 1966.

MODERATION IN THE PACE OF ADVANCE

After years of providing stimulus to the economy, policy changed
directon at the turn of the year. Monetary policy accounted for a
major share of the restraint during most of 1966. As described in
detail below, the Federal Reserve restrained the growth of credit
supply in the face of extremely strong demands for borrowing by
business. With intense competition for funds, interest rates rose
sharply. Institutions which supply mortgage funds to the home-
building industry lost deposits both to the commercial banks and
to the market for new corporate securities. As a result, residential
construction was starved for funds, and the sharp decline in this
sector was one of the principal moderating influences during the
second half of 1966. '

Fiscal policy also responded effectively. Although the special
defense costs necessarily swelled Federal outlays and were highly
stimulative, restrictive actions were taken in other areas. Increases
in nondefense purchases were held to $300 million from 1965 to 1966.
Several restrictive tax measures were proposed in January 1966, and
were enacted in mid-March. These included a reinstatement of some
of the earlier excise tax reduction, restoring about $1 billion to the
annual rate of Federal revenues; and a system of graduated with-
holding for individual income taxes that drew off $1% billion (annual
rate) from disposable income beginning in May. These new measures
followed the $6 billion increase in payroll taxes that took effect at the
start of 1966. In addition, revenues were increased in the spring by
unusually large payments on 1965 income tax liabilities.
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The national income accounts budget for the Federal sector shifted
- from a deficit at an annual rate of $1% billion in the second half of
1965 to a surplus at an annual rate of $3 billion in the first half of 1966.
(As explained in the appendix to this chapter, Federal fiscal policy is
discussed throughout this Report in terms of the national income
accounts budget.) = s ' .

These monetary and fiscal actions helped to bring the rate of overall
economic expansion in line with the growth of capacity. After the
first quarter of 1966, gains in GNP slowed to an average of $12% billion’
a quarter, no longer outstripping the growth of potential GNP. The
unemployment rate leveled off, as employment gains essentially
matched the growth of the labor force. Manufacturing output
actually rose less than the growth of manufacturing capacity, and
average operating rates at year-end were below the 91 percent that had’
been reached in the first quarter. . T B

The change of pace was first clearly noticeable in the spring. = Fiscal
restraint appreciably slowed the growth of disposable income. in the
second quarter and contributed to a marked slowdown in consumer
spending. During the summer, consumer demand perked up again.
But homebuilding, which had declined  moderately in the second
quarter, was hit hard by the shortage of mortgage financing and took
a sharp plunge, holding down the increase in economic activity.

Business demand for capital goods, on the other hand, continued to
expand rapidly during the spring ‘and summer. Although tight
money, rising costs of machinery and construction, declining prices of
common stock, and appeals for voluntary restraint had moderating
effects in particular firms and industries, total business investment
forged ahead. In August, both the Commerce-SEC anticipations
survey and the National Industrial Conference Board appropriations
survey confirmed the vigor of the capital boom. Commercial con-'
struction was the only type of business investment that showed:
weakness; it was restraiiied?lk))y the shortage of mortgage funds.

The capital boom, in fact, was proving too vigorous. ' In view of ‘the
growing backlogs of orders, shortages of certain types of skilled labor,
rising prices in capital goods industries; and acute pressures of business
credit demands on financial markets, there was a clear need to moder--
ate investment demand. On September 8, the President asked
Congress to suspend, until January 1, 1968, the 7-percent tax credit’
on investment in machinery and equipment and accelerated deprecia-
tion provisions on new buildings.” At the same time, he initiated a’
program to reduce nondefense spending. =~

The Commerce-SEC survey in November showed that only mod-
erate further increases in plant and equipment spending were planned
through the second quarter of 1967. It also revealed that the actual
increase:in .capital outlays in the third quarter was somewhat smaller.
than the planned advance reported in August; this was the first down-
ward revision of plans in 3 years. The results of the survey no doubt
reflected several factors, including the moderation of economic expan-
sion, the financial pressures on business, and the suspension of the.
investment tax incentives. Iven -though orders for machinery and
equipment continued to outrun shipments through December, there
were favorable prospects that the pressures of excess demand on”
capital goods industries would be lessened in the months ahead.

78-516—67—vol. 2——15
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v REerrOSPECT .- : :

Despite the moderation after the first quarter, expansion for 1966
was more rapid than virtually anyone expected at the outset. At the
time it was presented last January, the Council’s forecast that GNP
in 1966 would rise strongly by $46% billion was somewhat above the
typical forcast of private economists. Yet it turned out to be $12
billion too low. In part, the underestimate reflected the difference
between the predicted real growth of nearly 5 percent and the actual
rate of 5% percent. In addition, the overall price deflator rose by 3

percent—about 1 percentage point more than projected. =~ .
The primary sources of the underestimate were in Federal defense
purchases and business fixed investment. While both had been
expected to be key sources of strength they were even stronger than
anticipated. As the prospective duration of Vietnam hostilities and the
intensity of our mifita.ry commitment exceeded those assumed in
the budget, Federal spending for defense in the calendar year ran
above last January’s estimate by $4 billion. Spurred in part by
defense outlays, expenditures on plant and equipment topped the
Council’s expectations by $2 billion to $3 billion. State and local
purchases and inventory investment also were above the projections,
while homebuilding and net exports fell below the estimates. ’
As it became clear that public and private demand was exceeding
expectations, the desirability of further increases in taxes came under
public discussion. Continuing and careful consideration of this issue
within the administration, sharpened by the increasing strain on financial
markets, led to the fiscal program of September 8. In retrospect it is
clear that, after March, monetary and fiscal policy in combination
rovided adequate total restraint. It may be debated whether a
'xk))etter balance of demands and policies would have been achieved if a
program of additional fiscal restraint had been undertaken earlier in
order to relieve the pressure on monetary policy. It may also be
argued that the capital boom could have been cooled off sooner if the
investment tax credit had been suspended earlier in the year. The
question of whether a different timing or different magnitude of fiscal
actions might have produced a more favorable balance in 1966 will
long interest and challenge analysts of economic policy. But the
main lesson is clear from the record: economic policy was used effec-
tively to restrain the economy during 1966, much as it had been
used during the preceding 5 years to stimulate demand. :

Tae Parrern or OurpUT

In contrast to the reassuring balance of the expansion from 1961 to
1965, the advance in 1966 was uncomfortably uneven among sectors.
The nature of these imbalances is illustrated by chart 2, which shows
the shares of GNP absorbed by various types of expenditures since
1954. ' v

It is striking that the portion of GNP devoted to Federal purchases
in 1966 was much the same as in earlier years. Indeed, despite the.
sharp growth of defense outlays, Federal expenditures represented a
smaller share of national product than in any other post-Korean year
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except 1964 and 1965. The share of defense purchases was 8.1 per-

cent, also lower than in any year from 1954 to 1963.

State and local

government purchases continued their secular rise as a share of GN P.
* The share of private domestic and foreign investmerit in 1966, 16
percent of GNP, was quite typical for a full-employment year.
Private investment exceeded private saving at full employment,

income accounts basis).

Chart 2

leaving room for moderate surpluses in government budgets (national
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UNEVEN SHARES IN INVESTMENT

Although the share of investment in GNP was normal, the pattern
of the major investment components was unusual when compared
with other post-Korean years. Business fixed investment was at &
record high of 10.7 percent of GNP, surpassing its previous peak of
10.5 percent in 1957 and considerably above its post-Korean average
of 9.8 percent. Because of the scarcity of mortgage funds, housing
starts fell steadily from an average of 1.5 million units in the first
quarter of the year to 1 million in the fourth; at 3.5 percent, the share
of residential construction was at a post-Korean low. Inventory
investment, at 1.5 percent, matched its previous post-Korean high
of 1955. Excess demand at home generated a spurt in demand for
goods from abroad, pulling down the shere of net exports to the lowest
Ievel since 1959. :

The record share of business fixed investmeént in 1966 occurred
despite the need for a much greater volume of external financing at
unusually high borrowing costs. Incentives to invest were provided
by a continuation of the forces that had spurred business to expand
‘and modernize facilities in 1964 and 1965: growing sales, orders, and

rofits, and high operating rates. These were further strengthened
gy the rise in defense spending.

INVENTORY INVESTMENT

" A high rate of inventory investment in relation to GNP during
11966 reflected many of the same factors that stimulated business fixed
investment. Inventory-sales ratios generally crept up after years of
‘stability or decline.- Nonfarm stocks expanded by 8 percent over the
year, considerably above the rate of growth of real output or sales.
Inventories rose especially rapidly in durable goods manufacturing;
these stocks grew by nearly $7 billion during the first 11 months of
1966. Within durables, goods-in-process inventories rose by about
$4 billion over the period, reflecting, in part, the buildup of defense
and business equipment in the pipeline. R
~ The long production times that are essential for many durable goods
‘were largely responsible for the growth of stocks of goods-in-process.
“From the fime a company begins to build an airplane or a machine,
it may take 6 months or a year to produce a finished good and com-
plete a shipment. While the piece of equipment is being fabricated,
the value of the completed portion shows up in inventories of goods
in process. - Thus,.if orders rise sharply for items with long produc-
tion times, inventories grow; the ration of inventories to shipments
also tends to increase until shipments can"catch up. R

In late 1965 and in 1966, orders for business equipment and defense
hard-goods rose sharply, and shipments did not keep pace.: The
economic impact of this stepup in orders was not fully reflected in
Government purchases or in business fixed investment; some of it
showed up as inventory investment. The imipact of defense ‘orders
on inventories cannot be quantified precisely. - But it can be estimated
by two approaches: one uses data on progress payments made by
the Department of Defense, and the other rests mainly on the sta-
tistics of defense-oriented industries. Both approaches suggest that,
from the beginning of the fourth quarter of 1965 through the third
quarter of 1966, defense contractors and their suppliers added about
$2 billion to their stocks as a result of defense orders.



THE FEDERAL BUDGET AND ECONOMIC STABILIZATION

The President’s Council of Economic Advisers forecasts 1967 gross
national product at $787 billion in current prices, an increase of
‘about 6.5 percent over 1966. This increase consists of an advance
of nearly 4 percent in real output and an increase of slightly more
than 2.5 percent in prices.!

..The Council’s forecast, or plan, is constructed in large measure on
a Federal budget program that produces in calendar 1967 about a
$4 billion deficit on a national income accounts basis.? A 14.3-percent
increase in Federal spending and an 11.3-percent.rise in revenues
underlie this projected deficit. The expected increase in revenues
will result from several factors, including continued advance in total
income and a proposed 6-percent surcharge on personal and corporate
income taxes effective July 1. oS _

The Federal budget program and the Annual Report of the Council
of Econoinic Advisers (CEA) together can be viewed as a national
economic plan in the spirit of the Employment Act of 1946. The
presentation of the CEA is based, in considerable measure, on the
popular theory that Federal budget policy to a major degree can
control total demand and thereby exert a primary influence on changes
in'real output and prices. Budget policy is presumbaly designed to
achieve an' optimum level of demand compatible with the goals of
high employment, real growth, relative price stability, and equilibrium
in the nation’s balance of payments. ~~ -

In contrast with the fiscal policy theory of economic stabilization
there is an alternative school of thought which places primary em-
phasis on control of monetary variables as a vehicle for influencing:
total spending. It is the belief of this school that monetary factors
play a dominant role in the determination of total demand.?

The theory implicit in the following presentation is that the com-
bination of stabilization policies, rather than fiscal or monetary policy
alone, in large part determines total demand. Consequently, this
discussion of the Federal budget alludes frequently to the role of
monetary policy in national economic developments.. The purpose
of this article is to summarize the proposed Federal budget program
for calendar 1967 and to examine its implications as a part of total
stabilization policy. o ‘ :

Although the Federal budget receives considerable attention at this
particular time of year, it seems that in the interest of a dynamic and
effective stabilization policy, or even of a neutral policy, the budget

rogram should be reviewed continuously throughout, the year.

valuations are made privately on a continuous basis, but an official

I Annual Report of the Council of Economic Advisers (Tanuary 1967), pp. 62-63.

2 The national income accounts budge: summarizes the receipts and expenditures of the Federal Govern-
ment sector as an integrated part of the recorded activities of all sectors of the economy. For expanded
discussion of this and other fiscal measures, see the appendix, “Budget Concepts and Definitions,” p. 597;

. 3 The 1967 report pays considerable homage to the role that monetary policy played in restraining total
demand in 1966. The appearance of such an acknowledgment distinguishes the 1967 report from previous
ones, in which monetary policy was seemingly considercd supportive (for fiscal policy) rather than
active in affecting total demand. ) . 587
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midyear budget review (with revised projections) was not released to
the public in 1966. To assure a free and fully informed discussion
and interchange of ideas both inside and outside of Government, it
would be desirable to have official revised projections frequently,
possibly on a quarterly basis.* A midyear review in July or August
after Congress has made most of its decisions would seem more re-
liable for the ensuing year than the 12-month forecast made in Janu-
ary. The CEA report focuses primarily on the immediate 12 months,
while the budget concentrates on the 12-month period beginning
next July 1.2 , : ’
" To form a basis for a discussion of budget policy in future months,
this article summarizes and evaluates economic developments, budget
conditions, and monetary developments in calendar 1966. The budget
program through June 1968 is then summarized and analyzed within
a framework emphasizing total stabilization policy. An appendix is
provided that discusses alternative budget measures.

BupceT Poricy anp Economic aND MoNETARY CoNDITIONS IN 1966

Real economic activity advanced rapidly in 1966, but advances
were constrained by the size of the labor force and limitations on plant
capacity. Employment, production, and income all increased, though
less rapidly than in 1965 when some economic slack remained.® Asa
result of total demand pressing on available resources, prices rose
significantly, particularly early in the year. In an attempt to limit
excessive tota{) demand and price increases, monetary expansion was
restricted beginning in the spring. - Intense demands for credit pro-
duced rising 1nterest rates earﬁ)y in the year, while limitations on credit
expansion accelerated the rise during the summer. .

The Federal budget, on balance, was a strong force underlying the.
buoyant economic situation in 1966. Government expenditures grew
rapidly as spending for defense and health, education, and welfare
programs rose sharply. Federal revenues also increased rapidly,
partly in response to rising money incomes but also in some measure
because of increases in tax rates.

RESOURCE TRANSFERS IN 1966

" Total income and output showed advances substantial enough to
keep the economy at high employment during 1966. Real output
(GNP in constant dollars) rose 4.1 percent in the year ended in the
fourth quarter of 1966, with the advance most rapid in the first quarter.

The year 1966 was marked by the necessity to allocate resources to
military use more rapidly than total available resources were growing.
Such & transfer of resources is facilitated if there is a considerable
quantity of unused resources in the economy, as was the case at the
outbreak of the Korean conflict. The Vietnam war was escalated at
a time when there was very little slack in the economy.

4 A similar recommendation has recently heen made by the Joint Economic Committee of “ongress.
Although revised hudget projections are not made available, data on realized expenditures and revenue,
arereadily available. See, e.g., the Surcey of Current Business. _For a brief quarterly analysis of these datas
see “Federal Budget Trends,” a release of the Federal Reserve Bank of St. Louis. .

5 Since there is some evidence to support the view that the budget affects economic activity with some
lag, see, e.g., Albert Ando and E. Cary Brown, “Lags in Fiscal Policy,” Stabilization Policies, research
studies prepared for the Commission on Money and Credit (Englewood Cliffs, N.J.: Prentice-Hall, Inc,,
1963), it would seem that the budget for fiscal 1968 (year ending June 30, 1968) must afford a basis for an
economic plan for a year bezinning in, say, October 1967 or January 1968. If the primary concern of the
Economic Report is the state of the economy in calendar 1967, it would seem that the budget for the year
ending June 30, 1967, is more relevant than the budget for the year ending June 30, 1968. . |

¢ For an extended discussion of economic developments in 1966, see the December 1966 issue of this Review.
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At times of high employment and near-capacity levels of output, a
resource transfer from-civilian use to military use is normally effected
by, either tax increases or a system of Government controls. . Neither
route was followed with respect to the Vietnam build-up in late 1965
and 1966. . Instead, the price. mechanism was utilized to.effect the
resource transfer, i.e., the Federal Government bid away goods and
services from civilian use for the war effort. -

Selected expenditures as a percent of GNP
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Overall price increases thus operated as a silent tax in the absence
of more restrictive fiscal or monetary actions. The growth of real
after-tax personal income slowed as prices rose faster relative to money
incomes than previously. Associated with the slowdown in the growth
of real spendable income was -a decline in real demand for civilian
goods, in particular for automobiles and housing. -

In response to excessive dollar demand for goods and services, and
thereby for loan funds, and to some extent to restriction on monetary
expansion beginning in the spring of 1966, interest rates rose. This
increase in the price of credit helped to effect the transfer of resources
by discouraging demand for those goods where capital and interest
are important elements of total cost, e.g., housing and commercial
and industrial buildings. R :
__ The resultant rise In interest rates affected housing more than if
the resource transfer had been effected by taxes. Housing probably
would have been affected if incomes had been reduced by tax increases,
but the extent would probably have been less. Interest rates would
not have risen so rapidly, and the cost of new housing services would
not have increased as much if a more restrictive course of fiscal action
had been followed. :

Any transfer of resources in a high-employment economy involves
a cost, and some groups gain-at the expense of others. However,
transfer by tax increases permits the effects to be planned and regu-
lated while maintaining the advantages of free markets. The price
inflation mechanism causes inequities that are often unpredictable
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Personal Income

Quarterly Totals at Annual Rates
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‘and creates distortions that may be in conflict with national goals of
efficient resource sallocation and equilibrium in the balance of
payments. o TR e
o ~STABILIZATION POLICY IN 1966

The fiscal actions that were supposed to restrain demand in 1966—
social security tax increases, speedup in the collection of individual
and corporate income taxes, and rescission of scheduled excise tax
cuts—came too late to thwart the inflationary pressures of the first
quarter.” In fact, there is some question whether the 1966 first
quarter experience could have been avoided (or offset) by budget
actions as late as January and February of that year. Because of
lags in the effect of stabilization policies, the stage may have been
set for an inflationary period by a very stimulative fiscal situation in
late 1965 supplemented by rapid monetary expansion in late 1965 and
early 1966. The Vietnam buildup in the last half of 1965 was accom-
panied by excise tax reductions and a large retroactive increase in

7 Normally a change in collection procedures is not viewed a restrictive action because individuals and
firms supposedly react to changes in lisbilities rather than collections. The s eedup is mentioned here,
howg_%? because the 1966 CEA Report listed this action as restrictive in its effect on total demand. See
PP. 3
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social security benefits. : The money stock expanded at a 6-percent
annual ;rate from - April 1965 to April 1966. Other key monetary
variables, such as commercial bank credit and member bank reserves,
also increased very rapidly during the year ending in April 1966.
This combination of monetary and fiscal forces may have been
sufficient to cause the first quarter 1966 excesses and the carryover
with respect to prices in the second quarter (even though the advance
of GNP slowed substantially in that quarter). ' '

The restrictive budget measures that were effected—increased
social security taxes, accelerated tax collections, and rescinded excise
taxes—may have helped to slow the economy after the unsustainable
advance in the last half of 1965 and the first quarter of 1966. These
fiscal actions represented restraining factors in addition to the April
turnaround in monetary growth and the implicit tax increase through
inflation. Although Government éxpenditures rose substantially in
the first half of 1966, these-increases were.more than offset by the
increase in tax revenues, and the national income accounts (NIA)
budget showed a surplus of $3.1 billion compared with a $1.4 billion
deficit in the last half of 1965. :

During the second half of 1966 Federal expenditure increases out-

aced the growth in receipts, resulting in a $2.7 billion deficit in the

TA budget. Expenditures for the Vietnam was continuéd to rise,
and some domestic nondefense expenditures also:rose, particularly
those related to the medicare program. No direct tax increases
became effective in the second half, although in October the invest-
ment tax credit-was rescinded and depreciation -allowances for tax
purposes were tightened. These measures probably had little effect
on tax revenues in 1966, although they may have affected total
demand via investment decisions. .

‘Money Stock
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For the year 1966 the NIA budget ran a small $0.2 billion surplus,
and since the economy was at full employment the high-employment.
budget showed the same result:®* On this high-employment basis,
this small budget surplus in 1966 indicated the most stimulative
budget in more than a decade. The high-employment budget ran
about an $8 billion average surplus from 1961 to 1965. S

The stimulative budget situation in 1966 was accompanied by
very restrictive monetary actions after April. - The money stock
showed little change from then to late fall.- With loan' demand
fueled by rapid growth in total-demand for goods and services,
interest rates rose rapidly until September. O »

High-Employment Budgét
~ (+)}Surplus;[-)Deficit . o

. : QuarterlyTotals ot Annval Rates E . C
Billions of Dollars Seasonolly Adjusted - Billions of Dollars
20 ~ = 20

10 | ﬁ”\‘ | /4 | | .
TN \ﬁ \/\A

o - i \ .31 0

‘ S\
-10 —— -10
-20 -20

1956 1958 1960 1962 1964 1966

Sources: U.S. Departmentof Commerce, Council afEconomic Advisers, and the Federal
Reserve Bank of St.Lovis
Latestdata plotted: 1967 estimoted forholf years by Federal Reserve Bank of St. Louis
feom Fiscal 1968 Budget .

8 For further discussion of the high-employment budget, see the appendix.
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BupGET PROGRAM For FiscaL 1967-68

The economic outlook for 1967 depends in large measure on the
course of recent, present, and future monetary and fiscal develop-
ments. Such developments in turn are influenced by the unfolding
of economic events. A forecast of economic_conditions and policy
must take into account this simultaneity. Presumably the Council’s
forecast is based on this simultaneous interaction. This section dis-
cusses in some detail the budget program for the 18-month period
ending June 20, 1968, and examines budget policy in light of expected
economic and monetary conditions. - '

' THE ;BUDGET PROGRAM: A FACTUAL SUMMARY

Budget .plans for the next 18 months indicate a larger average
deficit than in calendar 1966. This conclusion obtains for the national
income accounts budget, considered to be the most complete and
reliable measure of the Federal Government’s activities: and their
economic impact.

The following summary of the fiscal program for the remainder of
fiscal 1967 and fiscal 1968 is presented as general background and
centers on the NIA budget. Fiscal year figures are given because the
budget document is presented on that basis.

New obligational authority. Obligational  authority on a -cash
budget basis, i.e., authority provided by Congress to obligate the
Federal Government to pay out money, increases to an estimated
$194.2 billion in fiscal 1968 from $190.4 billion in fiscal 1967. This
fiscal measure is considered by some to be a key variable in any
analysis of the Federal budget.® The reason for this is that expendi-
gures must be preceded by granting of obligational authority by

ongress. v e

The $3.8 billion increase in obligational authority planned for fiscal
1968 compares with an increase of $27.3 billion in the previous fiscal
year. Last year’s January budget plan (i.e., for fiscal 1967) called for
a $3.5 billion increase in new obligational authority. These plans
went awry, partly because of supplemental appropriations requested
in January 1967 for Vietnam, but also because of larger-than-expected
appropriations for housing, community development, health, educa-
tion, and welfare. ,

Expenditures. Federal NIA expenditures in fiscal 1968 are esti-
mated to increase 10.2 percent over fiscal 1967, which in turn is
expected to be 16.1 percent above fiscal 1966. Fiscal 1967 expendi-
tures are estimated at $153.6 billion, 7.6 percent above the figure
projected a year ago for the fiscal 1967 period.

9 See the writings of Murray L. Weidenbaum, e.g., ““The Timing of the Economic Impact of Government
Spendmg,” National Tezx Journal (March 1959), pp. 79-85.
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Changes in obligational authority, cash budget

" | Fiscal 1966 to fiscal 1967 | Fiscal 1967 to fiscal 1968
Billions Percent Billions Percent
of dollars - | of dollars .
Defense_______ sl s 128 2.9 2.8
International and space. . . =11 —10.1 0.3 3.1
Domestic : . teeedl 108 23.7 13 1.3
" Health, labor, and welfare_ ... .iio...l.i. 10.8 . 27.9 3.7 7.5
Education, housing and community development, ; =~ -
national resources, commerce, and transportation. 6.6 36.1 -3.0 -12.1
Interest on public debt. - 1.4 11.6 0.7 5.2
Other? e —memcmemmcmmrmemman L1 7.7 —0.2 -1.3
Total.. e ccecececmmmeeeemeeceem———— 27.3 16.7 3.8 2.0

1 Agriculture, veterans’ benefits and services, ‘ge.ué_ral government, civilian and military pay increases.
Source: The Budget of the United States Govermnent for the Fiscal Year Ending June 30, 1968, p. #4. **

Changes in Federal sz)ending,' national incbrrie accounts bﬂdget

Fiscal 1966 to fiscal 1967 | Fiscal 1967 to fiscal 1068

| Billions of | Percent .|Billions of | Percent
dollars ’ - | dollars

Defl : tedieiiaad o 1L 209 °  “58 8.5
International and space. - SN (R —0.2 -2.3
9.5 - 14.2 10.0

Domestic: :

Health. labor, and welfare 6.2 18.8 7.2 18.4
‘" Education, housing and community development, :

natural resources, commerce, and transportation. 2.0 16.7 0.9 6.4
TInterest on public debt.-. ' 0.9 9.2 0.2 1.9
. Other ! 0.4 3.3 1.8 14.3
21.3 16.1 15.6 10.2

Total__.

1 Agriculture, veterans’ benefits and services, general government, civilian and military pay increases.
Source: The Budget of the United States Government for the Fiseal Vear Ending June 30, 1968, p. 43. ©

’Changes in Fedeial receipts, N‘ationg'l' Income Accounts Budget

Fiscal 1966 o fiscal 1967 | Fiscal 1067 to fiscal 1068
Billions of | Percent of | Billions of | Percent of
dollars 1966 dollars 1967

Teceipts ’ receipts
Changes due to ¢hanges in tax 18W.o. .o oooooooC__ i 7.0 ©7 5.8 5.8 3.9
Personal income . N ‘1.2 0.9 3.4 2.2
Corporate income. . S S s L9 1.3
Excise and other_ oo cm e ccemme | mm ezl —.5.] -3
Social security.....--- . : 5.8 4.4 1.0 0.7
Changes due to growth in economy - coeeeooeen- 10.2 7.7 1.5 7.7
Total 17.2 13.0 17.3 11.6

Source: Estimated by Federal Reserve Bank of St. Louis from The Budget of the TUnited States Govern-
ment for the Fiscal Year Ending June 30, 1968.

Tiscal 1968 expenditures include increases over presently estimated
1967 expenditures of $5.8 billion or 8.5 percent for defense and $9.8
billion or 11.5 percent for nondefense spending including expanded
social security benefits. The increases in fiscal 1967 over fiscal 1966
are 20.9 percent for defense and 12.5 percent for nondefense programs.
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National Income Accounts Budget
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Receipts. Federal NIA receipts are expected to rise less rapidly
than expenditures from fiscal 1967 to fiscal 1968, thereby increasing
the deficit. Increases in receipts were large in fiscal 1966 and even
larger in fiscal 1967. Such increases have resulted primarily because
this was a period of rapidly expanding money incomes and inflation.
Receipts were also accelerated however, by faster collections and
increases in social security tax rates during this period. ‘

NIA receipts are anticipated to increase by $17.3 billion or 11.6
percent in fiscal 1968 over the previous fiscal year. Growth in
receipts will result mainly from continued economic expansion but
will also reflect the proposed 6-percent surcharge on personal and
corporate income effective July 1, 1967, and a scheduled increase in
social security tax rates on January 1, 1968. .

BUDGET POLICY IN ITS ECONOMIC SETTING

Budget plans for calendar 1967 are predicated on a forecast of
sluggish growth in private demand in the first half of the year with a
resumption of more rapid growth in the second half. The purpose of
this section is to examine Federal budget plans within the economic
setting expected in calendar 1967. o v i
. An evaluation of the Federal budget plan at this particular time is
replete with problems. The Council of Economic Advisers probably
has access to more information than anyone else at the time of the
budget’s preparation. Consequently, this examination of the budget
centers more on assumptions than on the internal consistency of the
proposed total economic plan. - L -

The economic plan, as presented in the fiscal 1968 budget and the.
CEA report, is to keep the economy on a full-employment growth path
with relative price stability. The budget is presumably designed to
provide just the right amount of fiscal stimulus or restraint at the
appropriate time. The success of the proposed budget program de-
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pends on the vagaries of private demand and the response of private
demand to monetary and fiscal actions. Fundamental to success is
whether budget policy is sufficiently flexible to move in accordance
with changing economic and monetary conditions.” '

The budget program for the first half of calendar 1967 is essentially
determined. TForces governing the course of expenditures and receipts
are already in motion. The CEA indicates that the sizable stimulus
of a $5 billion NIA deficit will be appropriate in its timing and mag-
nitude of impact on an-economy characterized by weakening private
demand. R

Included in the budget program for the second half of 1967 is a pro-
posed surtax which is supposed to provide restraint on strengthening
private demand at that time. Such plans provide flexibility in that
the surtax proposal could be dropped if economic conditions do not
warrant fiscal restraint. Furthermore, if inflationary pressures in-
tensiéy, the surtax rate could be increased above that which is pro-
posed.

The 1966 experience suggests that budget policy was not sufficiently
flexible to counter movements in private demand. During the first
quarter of 1966, when it was quite obvious that further monetary or
fiscal restraint was required, budget policy fell short as an instrument
of stabilization. Fiscal restraint was not forthcoming because of the
slow and cumbersome nature of the budget machinery. It was not
possible to implement a tax increase because of the slowness of the
Congressional process. Furthermore, most Government spending
programs are of the type than cannot be slowed or speeded in accord-
ance with the desire of the policymaker. Because of the relative
inflexibility of fiscal policy, it was necessary for monetary policy to
carry the burden of stabilization in 1966.

Taking these considerations into account, it appears that monetary
policy may again be assigned a critical role in the total of stabilization
policy in 1967. Monetary policy is flexible in its implementation,
though there is & question about flexibility in its impact. Incomplete
knowledge of the magnitude and timing of monetary actions on eco-
nomic activity indicates that it should be used carefully as a tool of
stabilization policy.!° . o ’ :

Uncertainty about the length and variability of time lags in the
implementation and effect of monetary and fiscal policy suggests that
stimulus or restraint be applied in moderate doses when the economy
is at high employment. Large adjustments in policy variables may
caug,g_ instability, which is precisely what policymakers are trying to
avoid. : : -

“ The economic situation in early 1967 is believed to dictate a need
for more stimulative economic policy. An indication that the fourth
quarter 1966 increase in GNP contained some involuntary accumula-
tion of inventory portends further slowing of production and attempts
to reduce. inventory. Since fiscal and monetary policies tend to
affect total. 'demand with lags, excessive stimulation in the next
months might be too late to avert a‘slowdown in the-first half of
1967 but might create serious inflationary problems in’ the second
half. On the other hand, insufficient stimulation might cause the
slowdown to continue well into the second half. :
o o - Kerre M. CARLSON.
-10 Some evidencé has recently been presented to support the view that nionetary actions may affect total

demand quite quickly via portfolio behavior of holders of liquid assets. See Donald P. Tucker, ‘“Dynamic
Income Adjustment to Money Supply Changes,”” American Economic Review (June 1966); pp. 433-449.



" APPENDIX: .
Bupeer Concerrs anp DEFINITIONS

The fiscal activities of the Federal Government can be summarized
in several ways. . Some alternative budget concepts and the relation-
ships between them are discussed in this appendix. A table recon-
ciling these budget concepts is given, with data for fiscal 196668
used for illustration. - , .

: : ADMINISTRATIVE BUDGET

The administrative budget is the basic planning document of the
Federal Government, covering receipts and expenditures of funds that
it owns. Its main purpose Is to serve as a guide to executive and
legislative program planning, review, and enactment. The admin-
istrative budget is in fact the only Federal “budget” in the sense of a
financial plan. All other ‘“budgets” discussed here are summary
statements of receipts and expenditures classified in various ways for
purposes other than administrative planning. o

- Those agencies for which Congress makes regular appropriations
are included in the administrative budget. Public enterprises ! are
included while trust funds? and Government-sponsored agencies ?
are not. ~

Eapenditures and receipts are generally recorded on a cash basis,
i.e., on the date of actual receipt or payment. Interest expense is on
~an accrual basis. ‘ : ~

' CASH BUDGET

- “The consolidated ‘cash budget is a summary statement of cash flow
Dbetween the Federal Government and other sectors of the economy.
“Included are activities.of the regular Government agencies found.in
the administrative budget plus the activities of trust funds and
‘Government-sponsored agencies. Because activities of some agencies
(e.g., the post office) are recorded on a net basis, the full magnitude
of -cash flows between the Federal Government and other sectors of
the economy is not measured by the cash budget.

The cash surplus or deficit serves as a measure of the direct impact
of Federal Government spending and taxation on the financial assets
of the private sector of the economy (including state and local govern-
ments). Surpluses or deficits in this budget indicate changes in the
public debt and/or changes in the Treasury’s cash balance.

NATIONAL INCOME ACCOUNTS BUDGET

The national income accounts budget summarizes the receipts and
.expenditures of the Federal Government sector as an integrated part
of the recorded activities (i.e., the national income accounts) of all

1 Commodity Credit Corporation, Federal National Mortgage Association, Export-Import Bank, etcs
2 Federal old-age and survivors insurance, unemployment trust fund, highway trust fund, ete.

3 Federal home loan banks, Federal land banks, Federal intermediate credit banks, and banks for
-cooperatives. 7
59
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sectors of the economy. Primary differences between the cash budget
and the national income accounts budget are (1) on the expenditure
side, spending is recorded when delivery is made to the Government,
and purchases and sales of existing real and financial assets are
excluded, and (2) on the receipts side, taxes are in large measure
recorded when the tax liability is incurred.

HIGH-EMPLOYMENT BUDGET

The high-employment budget is an estimate of expenditures and
revenues in the Federal sector of the national income accounts for a
level of high employment.* Itis an attempt to correct the distortion
introduced by the impact of the economy itself (through the effect of
changing levels of economic activity on Government expenditures and
tax receipts) on the realized surplus or deficit. The smaller the
surplus or greater the deficit in this budget, the more stimulative is
the impact of Federal fiscal activities and the less is the dependence
on private demand to maintain high employment.

NEW OBLIGATIONAL AUTHORITY

Another measure of particular importance in evaluating the impact
of the Federal Government on the economy is ‘“new obligational
authority.” This is legislation by Congress permitting a Govern-
ment agency or department to commit or obligate the Government
to certain expenditures. Congress does not vote on expenditures; it
determines new obligational authority. Before funds. can be spent,
an agency must submit and have approved by the Bureau of the
Budget an apportionment request. This determines the rate at
which obligational authority can be used. An agency usually incurs
obligations, i.e., commits itself to pay out money, after apportion-
ment by the Bureau of the Budget.

4 The President’s Council of Economic' Advisers defines a high-employment level of economie activity
as that level associated with a 4-percent unemployment rate.  The high-employment budget could be
- computed for other budget concepts, but, for an analysis of the economic impact of the budget, the national
income accounts basis seems most appropriate. For a description of techniques and procedures for caleu-

lating high-employment budget estimstes, see Nancy H. Teeters, * Estimates of the Full-Employment
Surplus, 1055-1964"", The Review of Economics and Statistics, XLVIL (August 1965), pp. 308-321
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Incurring obligations does not necessarily mean immediate cash
expenditures. When the Government buys goods and services pro-
duced by the private sector, the lag of expenditures behind obligations
may be substantial. In the case of items not usually kept in inventory,
like military hardware, it usually takes time for private producers to
draw plans, negotiate subcontracts, produce, and deliver the product.

Reconciliation of various measures of Federal receipts and expenditures

[Billions of dollars]
Fiscal year
1966 actual | 1967 estimate | 1968 estimate
RECEIPTS

Administrative budget receipts. . 104.7 117.0 126.9
Plus trust fund receipts — 34.9 4.9 48.1
Less intragoverninental transactions . 4.5 6.2 6.5
Receipts from exercise of monetary authority . _..._.______ .6 11 .5
Equals Federal receipts from the publie. - ____.________ 134.5 154 168.1

Less Cash transactions excluded from Federal receipts account
(District of Columbia, financial transactions, ete.) . ...._____ 1.3 1.8 2.0

Plus Items added to Federal sector account but not ia cash
receipts (nettiag differences, timing differences, ete.).._.... —.6 -3.1 1.0
Equals Federal receipts, national income accounts..__.. 132.6 149.8 167.1

Plus adjustment for tax receipts because of deviation of econ-

omy from high employment . .3 .2 0
Equals high-employment receipts 132.9 150.0 167.1
EXPENDITURES

Administrative budget expenditures 107.0 126.7 135.0
Plus trust fund expenditures 34.9 40.9 44.5
Less intragovernmental transactions_._____________________ "~ 4.5 6.2 6.5
Debt issuance in lieu of checks and other adjustments.___. -4 .6 .7
Equals Federal payments to the publie.___..____________ 137.8 160.9 172.4

Less cash transactions excluded from Federal expenditures
account (District of Columbia, financial transactions, etc.) .. 7.3 8.7 5.0

Plus items added to Federal sector account but not in cash
payments (netting differences, timing differences, etc.).._._. 1.8 L5 1.8
Equals Federal expenditures, national income accounts. 132.3 153. 6 169.2

Plus adjustment for expenditures because of deviation of econ-

omy from high employment. 0 0 0
Equals high-employment expenditures. . .—.___.__....__ 132.3 163.6 169.2
SURPLUS OR DEFICIT

Administrative budget .. - —-2.3 -9.7 -8.1
Cash budget.__. -3.3 —6.2 —4.3
National-income accounts budget +.3 —3.8 —2.1
High-employment budget +.6 -3.6 -2.1

Sources: The Budget of the United States Government for the Fiscal Year ending June 30, 1968 and

Federal Reserve Bank of St. Louis.
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Part Iil
MILITARY IMPACT ON THE GENERAL ECONOMY

This section consists of studies analyzing in detail the timing of the
economic impact of government, and especially military spending.
The leads and lags in government procurement impacts are particularly
significant for the current period. ’ :

The paper, “Employment Impacts of Defense Expenditures and
Obligations,” is scheduled for publication in a forthcoming issue of the
Review of Economics and Statistics and is made available through the
courtesy of that journal.
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THE ECONOMIC IMPACT OF THE GOVERNMENT .
v ‘ SPENDING PROCESS* -~
‘Murray L. WeieNBAUM
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- * SuMMARY

An examination of the major phases of the Federal Government
spending process reveals that the economic impact of government
spending may occur during any of the phases of the process, but often
prior to the actual governmental disbursements. R

These phases are (1) granting of financial authorizations by the
‘Congress; (2) placing of contracts with business firms; (3) production
of goods and services; and (4) delivery of the items to the Government
and payment therefore. : : B .

Under certain circumstances, the effects of the announcement of
newly granted obligational authority may cause an increase in private
spending in advance of the placement of contracts or of the expendi-
ture of funds. More usually, economic activity will be affected soon
after contracts or orders are let with private producers. The private
contractor undertaking to fill the order will, at the time the order is
placed (or perhaps even before, if intent to place the order has been
expressed to him), begin to acquire the resources needed for its com-
pletion. It is, therefore, at the order stage that the governmental
procurement action will have its initial and often major impact on
the markets for labor, raw materials, and financial resources; a stage
often several years before the procurement transaction is recorded as

a government p_urchase or payment.

*Reprinted from The Business Review, The University of Houston, vol. 8, spring, 1960. .

This study is based on a doctoral dissertation prepared at Princeton University. Portions have appeared
in the following journals and the editors have kindly consented to the use of some of the material: A ccounting
gfview, American Jouranl of Economics.and Sociology, Federal Accountant, National Taz Journal, and Public

nance. - . : !

The writer wishes to-express his deep appreciation to Profs. Paul J. Strayer and Lester V. Chandler of
the Department of Economics of Princeton University for. their advice and guidance in-the course of the
study. - The writer is also indebted to his former colleagues at the U.S. Bureau of the Budget for encourage-
ment and much necessary information. 663 i



604 ECONOMIC EFFECT OF VIETNAM SPENDING

This production on Government order will be recorded in the
national income accounts as increases in gross private domestic invest-
ment (change in business inventories). This private production on
Government account does not appear in any of the generally used
measures of Government spending.

Only as production is completed and as finished items are delivered
to the Government will the transaction appear as a Government
purchase. The delivery will be treated simul]%aneously as a decrease
m gross private domestic investment; no net effect will occur in the
level of gross national product at this point. The contribution will
have been made earlier, during the production period prior to the actual
government expenditures. Indeed, the governmental expenditure
may coincide in time with a reduction in governmental impact on
total demand. N o :

However, the mere granting of appropriations and the placement
of contracts may have little effect on the level of production when
resources are fully employed. Also, to the extent that government
orders can be filled out of existing inventories, the effect on production
may not occur until the depleted inventories are restocked. Despite
these and other complications, the primary impact of government
procurement-on the level of economic activity usually occurs in ad-
vance of the actual government expenditure, : :

Government spending for other than the acquisition of goods and
services may approximate more closely, or even lead, the economic
impact. This ordinarily would be true for transfer and interest
payments and grants fo State and local governments where the
contribution to economic output would be made as the funds are
respent. This would also hold for lending programs, except where
production is begun on the basis of the Government’s commitment to
end at a later date. Purchases of existing assets merely add to the
liquidity of the recipients, unless the proceeds are used to purchase or
finance current output. ‘

The generally used measures of Federal spending cover only the
completion phase of the spending process, represented by disburse-
ments or by deliveries. Measures of some of the other stages of the
process can be obtained or prepared. Data on budget authorizations
granted by the Congress can be secured annually from the budget
document, Information on contracts led and other “obligations”
incurred by Federal agencies is gathered for internal budgetary pur-
poses. There are no current data of production on government
account since reports on inventories do not reveal the amounts relating
to government orders. L : '

Measures of the early stages of the government spending process
can be used for many purposes of economic analysis. They are
lead series which quickly register changes in demand and indicate
future trends in governmental disbursements. They can also be
used to evaluate developments in the economy during periods when
changes in government purchasing exercise an important role.

The possibility of economic effects occurring during the various
phases of the government spending process necessitates taking meas-
urements of the spending stream at earlier points than merely at the
completion stage. What is needed is not a single measure of Federal
spending but a tool kit of series, each of which is useful for certain
purposes.
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INTRODUCTION

‘The impact of government spending on the economy is generally
measured at the point at which disbursements are made. However,
depending on the nature of the program and the state of the economy,
the economic impact may occur significantly earlier than the actual
expenditures. - This study analyzes the many important circumstances
under: which the economic impact occurs during the earlier stages of
the government spending process. Because of the length of time
involved in carrying out many government procurement programs, it
is important to know if economic effects occur at the point where
expenditures -are made or if they occur also, or instead, at some other
place in the process. Except for some limited treatment made with
reference to other matters, this is a question which has not been dealt
with in the literature.! ' » ’

The outlays of the Federal Government in recent years have con-
stituted by far the greater part.of total government spending in the
United States. The Federal Government has also become a major
consumer of the Nation’s economic output. Moreover during this.
time, fluctuations in the level of government spending have often
exercised a dominant influence -on the course of aggregate economic
activity. ,

The concern with the government spending process and its measure-
ment specifically arises in connection with these fluctuations and their-
ramifications. For many purposes of public policy and of fiscal
administration, it is essential to have accurate instruments to record
present movements and to understand their relationship to future
trends. An inappropriate indicator of government spending may
show an upturn when, in reality, the basic force of government spend-
ing is operating in quite the reverse fashion. An insensitive indicator
may show little movement when in fact a great fluctuation is taking
place. A lagging indicator may only show movement with consid-
erable delay: v .

- As will be indicated, adequate information on the government.
spending process together with an understanding of its operation can
be important in the formulation and administration of governmental
economic policy and in the analysis of economic developments. .

The increased extent to which Federal expenditures are being made
to acquire privately produced goods and services has complicated the
analysis even of the direct effects on the economy of governmental
outlays. The public and the private sectors have become inter-
twined. No longer does the greater part of Federal expenditures go
directly to consumers in the form of wages and of salaries of govern-
ment employees, of interest payments to holders of Treasury securities,
or of transfer payments to the recipients of social welfare benefits.
The Federal Government is buying an increasing proportion of goods
produced in the private sector, mainly in the form of armaments and
of other security-related objects such as atomic energy installations
and as strategic and critical materials. The payments to the factors
of production for these goods are being made gy the government con-
tractors and not, as in the case of other government spending programs,
by the Government itself. Such purchases of goods and services from

! Cf. Morris A. Copeland, “The Déiensé Effort and the National Income Response Pattern,” Journal of
Political Ticonomy, June 1942, pp. 415-426; C. Lowell Harriss, “Government Expenditure: Significant Issues
of Deﬁnltlon;" Journal of Finance, December 1954, pp. 351-364.
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the private sector have risen from 31 percent of total Federal pur-
chases in 1929 to 61 percent in 1959.

‘Economic literature abounds with references to government spend-
ing and its effects. Yet a full understanding of the governmental
spending process often appears to be lacking. For example, Samuel-
son, in a knowledgeable article on fiscal policy, explains that the
Congress does not legislate revenues, but tax rates. He then goes on
to state that the Congress “legislates government expenditures.’” 2
As will be pointed out, Federal agencies and private business firms,
rather than the Congress, exercise the controlling influence over the
rate of government expenditures in a given period. - The congressional
action merely makes available funds which can be spent over an
extended period. ‘

Villard, in his important work on the contribution of government
activity to income, decried as too lagging a definition of government
expenditures which “would not count funds as ‘spent’ by the Govern-
ment until the funds had been received as income by the factors of
production involved in making the output bought by the Govern-
ment.” 3 As will be demonstrated, these payments to factors usually
precede Tather than follow the actual government expenditures. Such
a series would be a leading, rather than a lagging, indicator.

This study is rooted in an examination, theoretical as well as
historical, of the entire Federal spending process and of the effects on
the economy of the different phases of this process under varying
circumstances. Such examination reveals the possibility of important
economic impact during each of the phases of the process.. It is also
demonstrated that the timing and magnitude of the economic impact
may vary according to the type of government outlay and the state
of the private sectors of the economy. :

A subsequent examination of the generally used measures of govern-
ment spending reveals that they do not cover the economic impact of
all of the major phases of the process, but only one—the completion
stage represented by disbursements or deliveries. The study goes on
to examine the potential availability of measures of other major
phases of the government spending process and finds the most import-
ant and remediable shortcoming to be in the commitment stage. An
attempt is made to construct a series on Federal commitments. The
concluding section of the study is devoted to a discussion of the
importance to economic analysis of the understanding of the operations
of the government spending process generally and of the uses” and
. limitations of this new series on spending specifically. - .

Because this study gives primary attention to developments and
practices during the last two decades, military spending often domi-
nates the discussion.* o ’ Lo : '

. Defense preparation and war periods have usually been the time
when the Government exercises a strategic if not the dominant role
in influencing the course of economic activity. It is at such times that
there are larze and abrupt changes in the rates of government spend-
ing. Moreover, armament programs particularly generate Govern-
"2 Paul A. Sa‘muelsdn, “The Siinple Mathematics of Income Determination”A(In Income, Employment
and: Public Policy, essays in honor of Alvin H. Hansen, New York, W. W. Norton, 1948), p. 143.

8¢ Acpording to this definition, the Government would not have ‘spent’ all the money used to buy 8
battleship until part of the sum involved had been received by the iron miners who dug the ore from which
was made the steel from which the battleship was built.”” Henry H. Villard, Deficit Spending and the Na~
tional Income, New York, Farrar & Rinehart, 1941, p. 201. RS

4 < = & gnanding for national security * * * except for brief interludes; has been, the dominant type
of Federal spending throughout our history.” James A. Maxwell, Fiscal Policy, Its Technigues and Insti-

tutional Setting, New York, Benry Holt, 1955, p. 166. Cf. U.S, Department of Commerce, Historical
Statistics of the United States , Washington, GPO, 1949, pp. 299-301.
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ment: orders for goods produced in the private sector and involve
substantial buildup of production in the private sector prior to delivery
of completed items to:' the Government.. This latter feature will
attract much of our attention in analyzing the economic impact of the
various phases of the Federal spending process. However; neither the
analysis nor its applicatons are limited to military spending and
various sections deal with questions relating to nonmilitary programs.
In its attention to the need for new measurements of government
spending this study is not intended to disparage the usefulness of the
currently used measures but to.add to the existing stock of valuable
indicators which has been developed through the years. In some way,
this study is written in the spirit of the following ‘“‘call’” issued by
C. Lowell Harriss:’ R Sl e e
The call for greater clarity which this paper tries to make is by ‘no ‘neans &
call for either a single or a simple concept. Needs are so varied that no single
concept of government spending can be best for all purposes.’ i '

Tae FepeErRAL GOVERNMENT SPENDING PROCESS . . -

Much of this study is devoted to analyzing the economic impact
of the government spending process. This chapter describes. the
lengthy and intricate process through which Federal Government
expenditures are made. I '

BASIC' AUTHORIZING LEGISLATION

The first step in the process is the enactment of basic legislation
authorizing a given agency, program, or activity. Some statute, such
as the permanent authorization for the Council of Economic Advisers
or the annual authorization for the mutual security program; must
be on the books before an appropriation can be enacted to provide
funds for the agency or program involved. This is the result of
Congressional procedure rather than statutory requirement.® - Basic
authorizing legislation of this nature does: not ordinarily contain
Jinancial authorization enabling an.agency to obligate.government
funds or to make expenditures. The request for funds is usually the
next step in the spending process. = - Dol e

There are 2 number of exceptions. Some basic authorizing statutes
do simultaneously grant Federal agencies financial authority of various
types. The Federal-Aid Highway Act, for example, both authorizes
the program of aid:to the States and enables'the Bureau of Public
Roads to commit the Federal Government to make specific grants
for highway construction.” The annual appropriation request is
merely to “liquidate” the obligations previously incurred.

Many government corporations and other business-type enterprises,
particularly those operating lending programs, are authorized by
basic legislation to spend the receipts from their operations without
securing annual appropriations from the Congress.®

8 Harriss, 0p. cit., p. 353. ' 5 o

¢ The House rule provides that “no appropriation shall be reported in any 'general appropriation bill, or
be in order as an amendment thereto, for any expenditure not previously authorized by law * * *.” The
Senate rule is generally similar. Constitution, Jefferson’s Manual, and Rules of the House of Representatives,
H, Doc. No. 766, 80th Cong., 2d sess., Washington, Government Printing Office, 1049, rule 21, clause 2;
Senate M I Containing the Standing Rules, Orders, Laws and Resolutions Affecting the Business of the
United States Senate, S. Doc. No, 11, 81st Cong., 1st sess., Washington, Government Printing Office, 1949,
Tule XVT, clause 2. : . :

? Public Law 627, 84th Cong.

¢ ‘ : i
8 Budget and Accounting Act of 1921 (31 U.8.C. 11-16); Budget and Accounting Procedures Act of 1950
‘(Public Law 784, 81st Cong.). _ : e L
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- On the other hand, the conduct of the military establishment has
been sanctioned by the Constitution, and ne general authorizing legis-
lation is necessary; only appropriations enacted by the Congress are
needed to enable it to spend government money for its operations.

. It is important to consider the increment of legislation which is
proposed each fiscal year—the extension of expiring legislation, the
enactment of new legislation, and the modification or repeal of -exist-
ing statutes—for this is the birth stage of new governmental spending
programs. T v ) '

i REQUESTS FOR NEW FUNDS

In January of each year the President transmits to the Congress the
budget for the coming fiscal year, the 12-month period beginning the
following July 1. The budget contains the President’s estimates of
the Federal Government’s needs for new appropriations in the coming
fiscal year. = : - '

From time to time exigencies arise which were not foreseen in the
preparation of the budget, and which require the President to make
further requests to the Congress. The enactment of legislation not
included in the budget or the necessity of unanticipated commitments
of the United States in international eonflicts have resulted in such
supplemental requests. ' ' ‘

CONGRESSIONAL ENACTMENT

Within the next 6 months, and sometimes over a longer period, the
Congress reviews and modifies the President’s recommendations and
enacts the appropriation bills for the coming year. The total of
financial authorizations made available to the Federal agencies for a
given year is composed of a number of types of enactments.

- The most prevalent type is the ordinary appropriation, which em-
powers Federal agencies (1) to place orders, enter into contracts, or
otherwise commit or ‘“‘obligate’” the Government to make expenditures
in the future, and (2) to make the expenditures required by such obli-
gations.  In the fiscal year 1960, 97 percent of the total amount of
financial authorizations were of this type.!®
. Another type of financial grant is the contract authorization.
This empowers the agencies only to incur obligations. In these
cases, the agency has to make a later request for an appropriation
to pay for or “liquidate” the obligation. Such appropriations are
%ro forma and are usually only given perfunctory review by the

ongress. : v

Authorizations to expend from debt receipts are often used to fi-
nance lending and other government enterprises where proceeds from
operations may repay the initial advances from the Treasury. These
authorizations to make expenditures from borrowed money may take
the following forms: (@) authorization for the Treasury to make
public debt receipts available to a given enterprise, often in exchange
for notes of the enterprise; (b) authorizations for a government enter-
prise to borrow directly from the public; and (¢) cancellation of
notes issued by a government enterprise to the Treasury, where the
mtim provides that  No money shall be drawn from the Treasury, but in consequence of ap-
propriations made by law” (art. I, see. 9(7)).

10 Budget of the United States Government for the Fiscal Year Ending June 30, 1962, Washington, Government
Printing Office, 1961 (hereafter referred to as 1962 Budget), pp. 14-15. A number of appropriations are ‘‘ per-

manent”; that is, they do not require annual enactment by the Congress. Most trust funds operate under
this form of obligational authority.
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cancellation has the ‘effect-of permitting further expenditures to: be
$ade (thx;ough restormg prevmusly used authonty to borrow from the
reasury

The availability of obhgatlonal and expendlture authonby is . the,
same as that of ordinary.appropriations. = However, authorizations
to expend from. debt receipts need not go-through the appropriations
committees and are not included i in: ‘the congressmnal tally of ‘appro-
priations enacted. - : '

Most financial authorizations are ena,cted for a 1- or 2-year perlod
and expire if not obligated during that time. Because of ‘the lags
in Federal procurement, there are often requests-to extent such au-
thorizations beyond the original period of enactment. - The effect
~of reauthorizations is generally the same 8s if new authonzatlons,
were voted in their place.

The total of appropriations and other financial authorizations
made available to the agencies for a given year is called “‘new obliga-
tional authority.” - Table 1 shows the .various types of new obhga—
tional authority which were enacted for the fiscal year 1960.  Their
common characteristic is that they empower the agencies: to obhga.te
the Government to make expendltures in the future

TasLe I.—Types of new oblzgatwnal authomty, Jiscal year 1960

(In mlllions] .
Appropriations 1. _______ .- . __ ... Cemmmmmmemmmeeee
Authorizations to expend from debt recelpts -
Contract authorizations_ ... _ .. ... .__._._ e lmee .
Reappropriations. . e

1 Excludes appropriations to liquidate contract authorizations totaling 3505 million. -
Source: 1962 Budget, op. cil., pp. 14-15. :

These authorizations are termed new obhgatlonal authorltv because
they exclude the unobligated balances of prior-year obligational
authority which are still available for current obligation.. The total of
funds available for obligation, which is of importance for budgetary
control, includes both new obligational authomty and the unobhga.ted
balances.

The granting-of new obhgatlonal authonty is'a major control point
over Federal spending. Given the grant of new obligational authority,
the usual functioning of governmental operations will result in a sub-
sequent flow of expenditures. .

APPORTIONMENT OF FUNDS

After the Congress has voted funds, the control of expendltures
shifts back to the executive branch. The rates at which appropria-
tions are obligated and expenditures are made are determined by the
%ep&rtments and agencles, subject to the control of the Bureau of the

udget

The Bureau of the Budget apportions to the agencies each qua.rter
the funds appropriated to them: The apportionment power arises
from the desire to prevent agencies from spending their appropriations
early in the year and returning for deficiency appropriations.™

1t Executive order 6166, dated June 10, 1933, gave the Bureau of the Budget the authority for making, waiv-

ing, and modifying apportmnments of the appropnanons of the various ageneies. Previously this author-
ity had been vested in the heads of the agencies.
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The apportionment process does not cover the operations of trust
funds or privately owned government-sponsored enterprises.’ -

The apportionment power has been used to keep the amount of
§ovemment spending for a particular item below the full limit of

unds granted for it by the Congress. This use has been defended
on a number of grounds, including the need to make Federal spending
patterns conform to changes in circumstances and needs arising after
the congressional enactment of funds.® The General Appropriation
Act of 1951 affirmed the legal authority of the President and the
Bureau of the Budget to take such actions. The Act provided that:
» In apportioning any appropriation, Teserves may be established to provide
for contingencies, or to effeet savings whenever savings are made possible by or
through changes in requirements, greater efficiency of operations, or other devel-
opments subsequent to the date on which such appropriation was made available.1*

Following the making of apportionments, whichis ‘a centrally
administered control, allotments are made by agency heads to ad-
ministrative units within the agencies. - Allotmerits may be made on a
monthly or quarterly basis and may limit the use-of obligational
suthority in terms of objects to be purchased, activities, or organiza-
tional units. . . ' .

Gerhard Colm believes that the system of allotments and reserves
could be developed into “‘an important instrument of fiscal policy.” 1%
It has been used for that purpose only in rare instances. Examples of
such action would be “impounding” -funds during inflationary periods
and freeing them for expenditure during recessionary periods.

INCURRING OBLIGATIONS

Within the limits of the apportionment of funds made available to
them, the Federal agencies plls)xce orders, award. contracts, buy goods
and services, and take other similar actions which obligate their
apportioned funds® This is the stage of the Federal spending
process which is measured by “obligations incurred.” To the extent
that the goods and services needed by the Government are ordered
from and produced in the private sector, this is the first stage of the
process where government procurement activity directly involves
private industry. It is also the last clearly discretionary step in the
process which will ultimately involve government payment of funds.
. Some instruments of contract are not considered as part of the total
of obligations incurred. Letters of intent, interim devices by which
the contraetor is authorized to proceed with production before detailed
contract terms are agreed upon, are no longer treated as budget
obligations. : v
“Obligations” may be incurred for a wide variety of objects, in

addition to the purchase of bonds and services from the private sector.
Purchases of goods and services from the public sector itself, transfer,
interest, and subsidy payments, grants to State and local governments,
and purely financial transactions are also included. v
. 27,8, Bureaua of the Budget, Circular No. A-3}, Washington, 1952, .. - o

137, D, Williams, The Impounding of Funds by the Bureau of the Budget, Inter-University Case Program,
No. 28, University, Ala., University of Alabama Press, 1955, . - - .

1 General Appropriation Act, 151 (64 Stat. 595). o

15 Gerhard Colm, Essays in Public Finance and Fiscal Policy, New York, Oxford University Press, 1955,

'161 g‘f‘)ile law provides that “no ‘contract for puréhase isto be mads except under an adequate appropriation”

(41 U.8.C. 11). There are a number of specific instances where a Federal agency may place sn order in
advance of an appropriation (25 U.8.C. 99). o
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PRODUCING GOVERNMENT-ORDERED GOODS

Pursuant to the contracts and orders placed, the suppliers of
government goods and services, in both the public and private sectors,
produce or otherwise obtain and then deliver the items previously
obligated” for. Government contracts usually contain - delivery
schedules. In the case of heavy equipment, however, production de-
lays and delivery date extensions are commonplace and the amount of
control by the Government over the speed of work on the contract
depends on the ability of the procurement officer as well as the coop-
eration of the contractor.” : .

To the extent that production is carried on in the private sector,
this: stage of the Federal spending process is not usually reflected in
the Federal financial accounts. The fact that disbursements to factors
by government contractors do not appear in the government accounts
at this stage but in the private accounts will be of considerable -sig-
nificance in the subsequent anelysis. of the economic effects of the
governmental spending process. ‘ -

In the case of production carried on by a government agency, the
actual disbursements: to factors in the course of production are re-
flected as expenditures in the Federal accounts. In the case of ex-
penditures which are not for currently produced goods and services,
such as transfer payments, intérest payments, and the acquisition of
land, the lag between obligations and expenditures is usually non-
existent or-at a minimum, depending upon the nature of the individual

rogram involved. Moreover, such expenditures do not involve the
ong -production lead times that are characteristic of hard:goods
procurement. : ALt o .

MAKING PAYMENTS: THE CONCLUDING STEP

. In accordance with private business practice, the Federal Govern-

ment’ generally pays for the items it orders after they have been
delivered, inspected, and approved. A number of agencies are
authorized to.make advance and progress payments.® These are
usually confined to large orders for heavy equipment in the production
of which the supplier requires considerable additions to his normal
working capital. , T L e

Progress payments can usually be made up to 70 percent of the
costs incurred or 85 percent of direct labor and material alone® No
interest is charged the contractor on such payments.

Advance payments are made, prior to the performance; under a
contract and are expected to be liquidated from payments -due the
contractor as a result of performance.- Unlike progress payments,
advance payments are made under restrictive and selective conditions.

Only $47 million worth of advance payments by the Department
of Defense were outstanding as of December 1959. " In contrast, $2.6
billion of progress payments were outstanding on that date.? Such

17 U,S. Commission on Organization of Executive ﬁran'ch of the Govemmént,, Task Force Report on Mili-
tary Procurement, Washington, Government Printing Office, 1955, p. 34.

18 Armed Services Procurement:Act of 1947, as amended, First War Powers Act, 1941, as amended.

1? Dopartment of Defense, Armed Services Procurement Regulation, 1960edition, Washington; Government
Printing Office, 1960, p. E49. C : o E 2 :

. 2778 Congress, Joint Eeonomic Comrnittee, Jantiary 1959 Economic Report of the President, Washington,
Government Printing Oflice, 1959, p. 703. o . . : A
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payments have:been concentrated in heavy: procurement where pro-
duction time and hence the lag between obligations and deliveries is
the longest. o ' ' : ' '
S : THE LAGS IN THE PROCESS -

As a result of the number of steps involved in the Federal spending
process and because of the length of time often required by suppliers
to produce the goods ordered by the Government, there is, in aggre-
gate, a substantial lag between the time expenditures are authorized
and the time they are made,

The lags in the early stages of the process are primarily adminis-
trative. It takes time for the agencies to prepare and obtain approval
of their apportionment requests, for specifications to be drawn up
for individual orders, and for contracts to be awarded. The length
of this period has been attributed to ‘‘the time-consuming nature of
planning,”

The lag may depend in part on the newness of the program and the

necessity for establishing new procedures. The average lag of about
a year between granting of new obligational authority and the place-
ment of contracts in the 1933 Public Works Administration program
was reduced to 100 days for the 1938 program,??
A later and more important lag is tec%rnological, the lag between
the letting of contracts and the beginning of quantity production.
This is & period of ‘“make ready,” which may range from a few weeks
to more than a year. In the typical case of a complex new military
item, hundreds of additional engineers are hired and trained; hundreds
and sometimes thousands of detail drawings are made; production
lines are laid out; material requirements are computed; schedules are
prepared for deliveries of material and components to be procured;
and subcontracts are negotiated,??

Table 2 shows an estimate of the numbers of years which may elapse
between contract negotiation and quantity production for typical
military items. This stage varies from approximately one-half year
in the case of military uniforms to over two years for bombers and
jet fighters, Following quantity production, there is the delay be-
tween delivery to the Government and payment for the goods de-
livered, This includes the time needed for inspection, processing
vouchers, and making disbursements, '

TaBLe 2.—The lag between ordering and producing typical military items

Number

Hlustrative items: of yearsd

Military uniform . o .o o e e 14

Medium tank_ - o e 14
Recoilless 57 mm. rifle. . i 2
Destroyer DD 692 e 2
Transport plane. _ . __ . e mmmedmememeen 2

Bomber e i e = 214

Jet Aghter. o o e eeeen 234

1 The time shown for each item represents the span from the end of contract negotiation until the first unit
comes off the production line set to deliver at the scheduled rate.

Source: Based on materials contained in De fense Production Record, May 15, 1952, p. 1.

21 Federal Reserve Bank of New York, Selected Economic Indicators, 1954, p., 73. X
2 John Kenneth Galbraith, assisted by G. G. Johnson, Jr., The Economic Effects of the Federal Public
g’gks Ezpmdi%res, 1933-1988, National Resources. Planning Board, Washington, Government Printing
ce, 1940, p. 28.
23 Drawn from materials in U.S. Director of Defense Mobilization, Second Quarterly Report tothe President,
Washington, Government Printing Office, July 1, 1051, pp. 7-8.
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-A study-of experience of the Air Force casts some light on the total
lag in the Federal spending process. The Air Force is c¢rucial in this
connection because it -accounts for so much of the *“hard goods”
purchased by the Government, the heavy equipment with long produc-
tion time. Of the total new obligational authority granted to the Air
Force for the fiscal year 1951, only 25 percent was spent in that year.
Forty percent was spent during the following year and 28 percent was
spent during the third year. The remaining seven percent was al-
located between the fourth and fifth years. (See table 3.)

TasLe 3.—Relationship of expenditures to new, obligational authority, United States
Air Force, fiscal years 1951-563

[Percent expended] .

New obligational atithon'ty 1st year : 2d year 34d year 4th year 5th year
1951_ 26 40 28 6 1
1952 23 36 30 9 2
1953 - 29 35 25 |- 8 3

Averagg ................... 26 - 37 27 8 2

Source: U.8. Senate, Committee on Appropriations, Hearings on Department of Defense Appropriations
for 1953, Washington, GPO, 1952, b, 607. (Chartinserted by Secretary of the Air Force Thomas K, Finletter.)

As would be expected, purchases of “soft goods” and services do
not evidence such a time-consuming lag. The Bureau of Labor
Statistics examined reports on almost all Federal contracts for com-
modities for the calendar year 1947 distributed by both delivery date
and date of award. In addition, several agencies made available to
the Bureau their listings of expenses in terms of both obligations and
expenditures.

As a result of analyzing this data, it was concluded that the lag
between obligations and expenditures was negligible for soft goods,
although often substantial for hard goods.® The Bureau of the
Budget has reported a similar general finding:

In the case of salaries and wages, travel, and like items, the lag between obli-
gations and expenditures is usually no more than a few weeks or a few months.%

There are certain legal limits to the lags in the Federal spending
process. Most forms of new obligational authority are available for
obligation for either 1 or 2 years and are available for expenditures
for no more than 2 years beyond that. Within these legal limits, the
lag between the Government’s embarking on a program and its exe-
cution is largely determined by private decision making. Military
procurement, however, is financed largely from ‘“no-year’” appro-
priations, which are available until spent; most lending programs are
likewise financed primarily from authorizations without specified
expiration dates.

It was estimated that 68 percent of the new obligational authority
requested for fiscal year 1962 would be spent in that year with the
remainder (except for minor amounts of lapsing appropriations) being
spent in future years. Also coincidently, only 68 percent of the ex-
penditures in that year would be made out of the authority granted

2 Irving H. Licht, “Government,” Conference on Research in Income and Wealth, Input-Output Analy-
¢is, Technical Supplement, New York, National Bureau of Economic Research, 1954, pp. 2-13.

35 1962 Budget, op. cit., p.10. 1In 1957, the Bureau estimated the lag for personal services, printing, travel,
and transportation expenses at from 15 to 140 days, Michael S. March, ““A Comment on Budgetary Im-
provement in the National Government,” National Tax Journal, June 1952, p. 173,
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in the year. The remaining expenditures would come from authority
granted in prior years.?® _ :

The nature of the lag between new obligational authority and
expenditures makes for a changing relationship during the different
stages of a buildup; new obligational authority (and obligations
incurred) run sharply ahead of expenditures as orders are being placed
and initial production gets underway. As the bulk of the spending
program is put on order, the gap between new obligational authority
and expenditures narrows.. Finally, as quantity production is com-
pleted and deliveries are made, expenditures continue rising and
exceed new obligational authority. _ ’

From time to time, attempts have been made to reduce the lag in
the Federal spending process. Improved procurement procedures
and organization are helpful. More important are steps which have
been taken to reduce the technological lag. A number of states have
adopted procedures which lessen the lags between authorization and
expenditure. The system of ‘‘preadvertisement” of bids permits
potential government contractors.to.get their orders to the mills well
i advance of actual construction. In the case of the New York
Thruway, the State called for superstructure bids for a new Hudson
River crossing near Albany several months in advance of' the actual
letting of contracts for substructure.”

REDUCING GOVERNMENTAL SPENDING

The actions which can be taken +to-curtail expenditures would
operate in somewhat the same fashion' as the actions involved in
making expenditures. A reduction in government spending can be
initiated at various stages in the spending process. The effects of the
actions taken at each stage can be cumulative in their effects on the
total of expenditures during any given period. S

For example, the Congress may decide to eliminate or to reduce the
scope of a particular program by changing its basic statutory author-
ization, or by eliminating or reducing the amount of funds authorized
for it during a given period. These actions can be implemented
either through eliminations or through reductions in the amount of
new obligational authority being considered or in the recision of
existing obligational authority. o A C
" -Independently of congressional action, the President may decide
that a given agency should not spend-all of its available obligational
authority. This decision can be implemented by reducing its quar-
terly apportionment of funds and placing a portion of the appropriation
“in reserve.” .. S P

The individual agency can reduce the amount spent for a program
by slowing down the rate at which it obligates its funds, by obtaining
a slowdown in the rate at which the partiuclar goods or service con-
tracted for are produced and made available to the agency, or by
rescinding contracts and other commitments it had previously entered
into. . o :
~ Most government contracts provide for their cancellation in the
interests of the Government.?® There are important obstacles to the
reductions in expenditures which can be made through recisions of

8" Federal Budget in Brief, 1962, Washington, Government Printing Office, 1961, p. 58,

2V Engineering News-Record, Yuly 5, 1956, p. 26. .. . .
28 Department of Defense, Armed Services Procurement Regulation, op. cit., p. 851.
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outstanding contracts, such as the payment of damages to the con-
tractor for the unrecoverable costs which he has incurred, or the loss
of interest on the part of business firms in bidding on future govern-
ment contracts. This factor is a limitation both at the legislative
and agency levels. In the case of such activities as public works
projects, the desire to protect the government investment already
made may be decisive in continuing expenditures on a going project
in the face of a general effort towards curtailment of government
spending. Most supply and construction contracts permit the con-
tracting officer to order certain changes in the performance of the
contract. The order of the contracting officer, so long as it is within
the scope of the changes clause involved, does not require the consent
of the contractor.?®
SUMMARY

The Federal Government spending process can be viewed as a
continuous stream of activity. IFour major stages may be highlighted
because of their importance in terms of the impact of government
spending on the economy: (1) the granting of congressional author-
izations to let contracts and make expenditures; (2) the placing of
contracts by government agencies; (3) production of the goods and
services ordered by the Government; and (4) delivery of the finished
product and the government payment.

The granting of financial authorizations by the Congress and the
letting of contracts by the agencies are basic control points over the
amount and rate of spending; the actual production generates the
direct effect on the level of output in the economy (in those cases
involving government purchases of goods and ser'vices). The flow of
expenditures has important financial effects, including the use of Fed-
eral tax or debt receipts and the increase in the liquidity of the private
sectors of the economy; it also measures the completion of the govern-
ment spending program,

Subsequent chapters will explore the impact on the economy of
each of these stages under varying circumstances and for different
types of governmental spending programs.

Errecrs oN THE EconoMY oF AN INCREASE IN GOVERNMENT
) SPENDING

In this chapter four phases of the Federal Government spending
process are highlighted: (1) enactment of appropriations, (2) place-
ment of government contracts with the private sector, (3) production
in the private sector to meet these contracts, and (4) delivery to and
payment by the public sector.

A number of simplifying assumptions are made so that the effects
on the economy arising directly from an increase in governmental
spending can be more readily examined. More complicated situations
are dealt with in the following chapter.

An increase in government. spending is assumed which consists
entirely of expenditures for goods and services currently produced in
the private sector of the economy. It is assumed that these expendi-
tures are financed by borrowing idle funds.

It is also assumed that there are sufficient idle resources and mobil-
ity in the economy to produce the goods and services ordered by the

2 Ibid., . 70pl.
78-516—67—vol. 2——17
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Government without new fixed business investment or price or wage
increases and without displacing any private demand. Also postu-
lated is the availability of adequate financing for the government con-
tractors by the private credit market. It is further assumed that this
increase in government spending will generate no indirect psychological
effects on consumer or business expectations nor any changes in other
government programs.

PHASE I. APPROPRIATION OF FUNDS

It is assumed that the President transmits to the Congress a supple-
mental appropriation request which it enacts after due delibera-
tion. Under the assumed conditions, there is no immediate effect on
the economy as measured by any indicators of economic activity, such
as GNP or the index of industrial production or any of the lead series,
such as the volume of new orders. Neither is there yet any change
registered in any of the measures of government spending®® This
stage may take one to two quarters of a year, on the average.

PHASE 1I. PLACEMENT OF CONTACTS

The government agency to which the appropriation is made
negotiates and places contracts with business firms in the private
sector of the economy. The following are some of the events that
would flow from the receipt of a government order by a manufacturer.

He finds that he cannot fill the order out of inventory or from
existing production lines. He determines that this additional volume
of production can be obtained through more intensive utilization of
existing capacity, but that it will require substantial increases in
inventories of materials and increased working capital which will
have to be obtained outside of the firm.

On the basis of the company’s past performance and the government
order, the contractor obtains a working capital loan from his bank.
He begins to place orders for materials, to hire additional workers,
and to subcontract parts of the order to other firms. These suppliers
or subcontractors will be going through a similar process at this
time, in some cases involving another tier of suppliers or subcontractors.

The first effect on the volume of economic activity will now be taking
place. As deliveries begin to be made on raw materials, and as wages
are earned by the first of the newlyhired workers who are tooling-up,
the contractor will be drawing upon his loan authorization and making
small amounts of payments to the various factors of production. An
increase will be registered in the outstanding loans of the commercial
banks and, cet. par., in the total money supply of the economy. Also,
an increase will occur in gross private domestic investment. This
latter item is the component of GNP which contains the inventory
accumulation resulting from the increased amounts of goods in process.

The economic activity represented by contract placements is not
reflected in any of the generally used measures of government spend-
ing. These contracts are included, but not identified separately, in
the monthly reports by the Department of Commerce on new orders
received by business firms.

% As is pointed out in ch. V, the series on budget expenditures, eash payments, and government pur-
chases all measure essentially the payment stage of the spending process (phase IV).
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That the placement of government orders (‘‘obligations incurred”
by the Federal agencies) is the phase of the government spending
process which energizes private production on government account
has been noted by a number of observers:

The initial stimulus to production is provided by government contracts for
procurements.?

* % * it is the placing of a contract, or its anticipation, which leads industry
to plan its acquisition of materials and labor and to schedule its production.3

The initial impact of Government purchases results when new orders are placed
* % % New orders initiate a demand for raw materials, working capital, and
labor required in manufacturing the products. The flow of new orders has had an
important influence on inventory policy and rate of production in certain durable
goods and industries such as transportation equipment and primary metals,
where defense orders represent an important part of their total business.?

It is in the stimulus to productive activity rather than in the minor
amounts of initial “make ready’”” production that the contract place-
ment stage exercises an important effect on economic activity.

PHASE III. PRODUCTION OF GOODS

As quantity production gets under way on the government order,
payments are made by the government contractor for wages to the
employees engaged in the work, materials delivered, and the interest
due on the working capital loan. He will also be accruing profits
on the order.* The costs incurred by the contractor during the entire
production period, i.e., the “value added,” should total the amount
of the order.

The outlays of government contractors are not reflected in govern-
ment purchases of goods and services nor in any other government
expenditures series at the time they are made. These outlays will
currently show up in GNP—in the change in inventory segment of
gross private domestic investment.

Inventories, as measured in the national income accounts, include
the following kinds of goods: (1) all types of raw materials and sup-
plies that must be kept in stock if production is to flow smoothly;
(2) a certain quantity of goods in semifinished state, so-called work in
process; and (3) stocks of finished goods. Accordingly, government-
ordered production in the private sector will show up in GNP (on
a value-added basis) as it goes through the above three stages prior
to its receipt by the Government and its recording as a government
expenditure.

The Survey of Current Business has explained the phenomenon
quite clearly: '

After work starts on government contracts, there is a considerable period,
depending upon the type of goods in question, during which such production is
recorded as private investment—specifically, as a component of the change in
business inventories. It is only upon delivery of finished goods that government
expenditures are affected.’

The amount of production on government orders remaining in
business inventories during a given period cannot be identified in the

19314Melv§n Anshen and Francis D. Wormuth, Private Enterprise and Public Policy, New York, Macmillan,
54, n. 530.
32 John Perry Miller, Pricing of M, ilitary Procurements, New Haven, Yale University Press, 1949, pp. 24-25.
% Federal Reserve Bank of Philadelphia, ‘“The Budget for 1956, Business Review, February 1955, p. 11
MTt is * * * o generally accepted accounting procedure to accrue revenues under certain types of
contracts and thereby recognize profits, on the basis of partial performance * * * Particularly where
the performance of a_contract requires a substantial period of time from inception to completion * * **7
i\gm3erica{;1a Institute of Accountants, Pestatement und Revision of Accounting Research Bullelins, New York,
53, D. 95,
L ’Survey of Current Business, November 1950, p. 8.
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available statistics and, hence, the amount of production carried on in
the private sector on government account cannot be measured.
Only a general idea can be obtained from series on contracts placed
and deliveries made.

On the income side, increases will be registered in compensation of
employees, corporate profits, rental income and, perhaps, earnings of
unincorporated enterprises. ~Increases in consumer expenditures also
oceur as a result of these income payments.

This stage may last from one quarter up to two years or more
depending on the production time involved.

PHASE IV. PAYMENT FOR GOODS

During phase IV the contractor delivers the Government the goods
which have been produced during phase III. Following inspection
and other processing activities, payment is made by the Government.
Several economic effects of this activity can be discerned.

The delivery of the equipment shows up in the national income
accounts as a decline in business inventories and, hence,in gross private
domestic investment. It also is recorded as a government purchase
of goods and services. These two movements tend to cancel each
other out with no net effect on GNP. The government purchases
do not represent payments to the factors of production but are more
in the nature of intersectoral transfers—reimbursements to the
government contractor for his outlays during the previous period.*®

Following the payment by the Government, the contractor would
repay the working capital loan. These actions tend to reduce the
amount of private credit, reduce the Government’s cash balances,
and increase the cash position of the firm doing business with the
Government. The contractor can now disburse dividends, or set
aside funds for tax payments, future expansions or merely an im-
proved cash position. The necessary public debt securities will be
marketed during this time.

This is the period during which the government purchase shows up
as a budget expenditure and a cash payment to the public.

RECAPITUALTION

Table 4 is an illustrative version of the relationship through time
between the four major stages of the Federal sEending process and
aggregate economic activity. It is assumed that in stage 1, the
Congress authorizes a_Federal spending program of 50, with no
immediate effect on GNP. During stage 2, contracts are let with
private firms which begin necessary tooling up operations. The
relatively minor production activity involved is reflected in GNP.
During state 3, quantity production is carried on in the private
sector on government account and this is the period during which
the significant effect on GNP occurs. As yet, no government expendi-
tures have been made.

—

3 Cf. Samuelson and Hagen on theWorld War I experience: “The producer borrowed money or used his
own funds to finance production; later, when the goods were delivered, the Government payment replaced
the funds. The contribution to purchasing power had occurred earlier.” Paul A. Samuelson and Everett
E. Hagen, After the War—1918-1920, Military and Economic Demobilization of the United Stafes, National
Resources Planning Board Pamphlet, Washington, Government Printing Office, 1943, p. 23.
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Tasue 4—Ilustrative impact of the magor stages of the Government spending process

Business in- | Government
State of spending process ventory ac- purchases All other GNP
cumulation ’
L Authorization_ ________ .\
2. Contract placement 1....___________________ +5 - -5
3. Production -+-45 . 445
4. Payment -—50 60

! Includes tooling-up expenses incurred prior to quantity production getting underway.

NOTEs:
1. Assumes a hypothetical I-shot Government spending program of 50,
2. Amounts shown are changes from the levels obtaining in period “0.”
3. Only direct and primary effects are shown in the table. .
4. Fluctuations in economic activity likely to arise from other causes are not shown here or in sub-
sequent amplifications.

During stage 4, the government-ordered goods are completed and
delivered. This is the period when government payments are made.
However, while the total of government purchases of goods and serv-
ices rises to reflect the payment, there is an equivalent reduction in
business inventory accumulation. Hence, there is no net effect on
GNP during this period,

In practice, the sequence is not always as simple as outlined above,
While the Congress 1s considering a new appropriation for military
procurement, the affected industry may be conducting preliminary
discussions with the government agencies involved and may also be
tooling up. Stage Il may be quickened and an expansion in inven-
tories begun as soon as the contracts are negotiated. Also, after
the initial lag between production and deliveries, there may be a
steady stream of production in the private sector and deliveries to the
public sector, This would result in no further need for inventory ac-
cumulation and the increases in GNP resulting from this government:
program would then show up in government purchases of goods and
services, rather than in gross private domestic investment, as postu~
lated above,

However, given the simplifying assumptions which have been made,
the following is the sequence in which the various stages of the gov-
ernmental spending process ordinarily enter into the movements of
total economic activity, -

1. The enactment of an appropriation indicates the size of a
government spending program (for the period for which the funds
are appropriated), but is not reflected in any measure of current
economic activity,

_ 2. The placing of government contracts with the private sector
gives rise to the begining of production and, hence, furnishes a
measure of the early and potential impact of government spending
(i.e., procurement) on the economy,

3. The actual production in the private sector on government
account shows up in GNP as additions to business inventories,
This is the stage when government contractors actually make
disbursements for wages and materials, However, because of
the lack of available statistics, we cannot measure the magnitude
of these disbursements, which represent the amount of private
production on government account, Increases in consumer
2pefnd1tng also occur during this period as a result of the payments

o factors.

¥ Gardner Ackley, “The Multiplier Time Period: Money, Inventories and Flexibility”, American Eco-
nomic Review, June 1951, p. 357.
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4. The completion of production of the goods and services
ordered results in deliveries from the private sector to the Govern-
ment. This is the stage where the government spending program
shows up as government purchases of goods and services. ‘With
the simultaneous decline in private inventories of a corresponding
amount, there results no net effect on GNP during this period.
However, this is the point at which the Government generally
makes its expenditures for the goods and services delivered to it—
when this activity is recorded as a budget expenditure and a
cash payment.

OTHER TYPES OF GOVERNMENT SPENDING PROGRAMS AND PROCEDURES

Without relaxing many of the simplifying assumptions made earlier,
other payment and production procedures and other types of govern-
ment expenditures can be examined.

Other payment arrangements. Many government contracts provide
for partial payments as the work is progressing. This is frequently
done on heavy equipment orders such as aircraft, where the production
time may take several years and where privately obtained working
capital is not normally sufficient during this period to cover the pay-
ments to factors.

Advance and progress payments reduce the contractors’ need for
outside financing. To the extent that some of the benefit of these
payments is passed on to the subconiractors or suppliers, their need
for additional financing is diminished. Government cash balances
would be drawn upon during the production period rather than after
delivery of the equipment, as would occur under more usual payment
arrangements. FHence, a stream of borrowing from the public might
be necessary instead of a single funding effort at the final payment
stage (or similar adjustments in scheduled repayment of government
borrowing).

Progress and advance payments show up as budget expenditures
and cash payments to the public at the time they are made. In the
case of the income and product accounts, such payments in theory
are included in private inventory accumulation rather than in gov-
ernment purchases. The customary practice, however, of the business
firms which receive progress payments against partially completed
work is to list the goods in process as receivables from the Govern-
ment rather than as inventory.*

The Department of Commerce attempts to adjust for this diver-
gence, but does not have the necessary data in all cases. To the
extent that the adjustment is made when necessary, production will
be currently reported as increases in business investment; advance
and progress payments, as well as completion payments, will show
up as government purchases of goods and services at the time the
delivery of the completed item is made.

Other production arrangements. A substantial segment of govern-
ment purchases of goods and services is made directly from the public
sector. Conventionally, this gross product of the public sector is
taken as the compensation of general government employees.®
mosts and fees under such (Government) contracts are ordinarily receivables rather than

advances or inventory * * *”’ American Institute of Accountants, op. cit., p. 93.
20 1054 National Income Supplement,” Surcey of Current Business, p. 53.
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Where a Federal agency, to enable it to increase its staff, is granted
a supplemental appropriation, or a regular appropriation larger than
it received for the previous year, it can begin to hire new personnel
as soon as it receives an apportionment of funds. Funds are obligated
as the personal services are rendered. ILimited by an initial adminis-
trative lag, usually of one to two weeks, the funds are expended as
biweekly payments for services as they are rendered. Hence, the lag
between obligations and expenditures is at a minimum. From the
viewpoint of economic activity, the payments to factors (government
employees) are recorded as government purchases of goods and serv-
ices when the services are rendered and when payments are made.
There is no time lag involved for intersector transfers as is the case
for goods and services which the Government buys from private
business firms.

However, even Government programs which are basically admin-
istrative in nature involve the purchase of supplies and other goods
and transportation and other services from the private sector. The
actual purchasing patterns of Federal Government agencies are
characteristic of this ‘“‘mixed” case. It is essentially a question of
degree. In the case of the General Accounting Office, about 97 per-
cent of the outlays for a given year were wage payments to govern-
ment employees. The General Services Administration, in contrast,
spent about 80 percent of its funds on supplies and materials produced
in the private sector and only seven percent on wage payments to its
own employees. Most government agencies fall scmewhere between
these two extremes.

In the important case of government programs involving the pro-
curement of heavy equipment, the bulk of the production is usually
carried on in the private sector. Moreover, it is precisely these
programs which involve long production load times and the con-
sequent buildup of private inventories on government account.
Military and foreign aid programs are the most important representa-
tives of this group and 1t is in these areas where abrupt and large
shifts in magnitude and timing are most common.

Other types of government spending programs. Many government
spending programs are not for current output and do not directly
enter into gross national product, although they may be part of other
national income accounts. In addition to purchases of goods and
services, government spending may go for the following: transfer,
interest, and subsidy payments which do not constitute a government
demand for output but are income to the receivers; grants-in-aid
to State and local governments which primarily affect economic
activity as they are utilized by the non-Federal governmental units
and then would be included as purchases of goods and services,
transfer ‘payments, etc.; intragovernmental transactions which are
purely internal transfers of funds and do not directly affect the public
or the economy generally; and purchases of “used” assets such as
land and second-hand equipment and loans to private recipients,
which are on capital account for both the spender and the receiver.

The timing of the economic effects of these types of government
spending programs, may differ from that of purchases of goods and
services. ’ :

40 U.S. Bureau of the Budget, Summary of Obligations by Object, 1954.
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Normally, transfer and interest payments only affect the level
of output after a lag and indirectly, as they are respent by the recip-
jents. This is the reverse of the situation obtaining in the case of
government purchases where the effect on output levels normally
precedes the government expenditure. Anticipatory effects could
take place under certain circumstances, such as newly unemployed
workers maintaining a certain level of spending in anticipation of
the future receipt of unemployment compensation.

The accruals of interest can have some economic effect in advance
of the actual payment. Some bondholders report interest on an
accrual basis for tax purposes. Also, the knowledge that their net
worth position is growing stronger may also influence the spending
decisions of some investors.

Subsidy payments, to the extent that they have favorable reper-
cussions on the expectations of producers, may evoke a positive effect
in advance of the government expenditure. The prospect of a sub-
sidy could encourage farmers to increase production. In some cases,
such as where the Government is a major purchaser of the commodity,
the subsidy may be an alternative to a price rise and the total level
of government spending may be reduced. There might not be any
change in real output, but a rise might be averted in its monetary
value, This has been experienced in wartime in conjunction with
the operation of a system of price controls.*!

Grants-in-aid to State and local governments normally affect
economic activity as they are utilized by the non-Federal govern-
mental units. State and local purchases of goods and services with
the Federal funds would have similar results as direct Federal pur-
chases. Likewise, State and local transfer payments financed by
Tederal funds would bave similar results as Federal transfers. How-
ever, circumstances can arise under which the very act of the Federal
Government in embarking on a new or expanded grant-in-aid pro-
gram, or even its anticipation, can evoke an important stimulus in
private or State and local activities in advance of any specific pay-
ment or even pledge of funds to a State.

The expansion in 1956 of the program of Federal grants for highway
construction furnishes such an example. In advance of the congres-
sional authorization of a $38 billion program over a 16-year period,
potential suppliers such as cement producers and manufacturers of
road building equipment began to plan for expansions of capacity and
markets. The States undertook advanced planning of highway
projects with the result that every State had some qualifying projects
either ‘“well into the design stage or ready to go.” €

As soon as the program was enacted into law, the Federal Govern-
ment acted to achieve the expansive effects. The Secretary of Com-
merce immediately announced, “We are starting the greatest public
works program in the history of the world. * * * Its favorable impact
on the economy is already felt.” #

The Commerce Department followed with a release claiming that
118,000 additional workers would be engaged in highway construction

41 Office of Price Administration, Problems in Price Conirol: Stabilization Subsidies, Washington, Gov-
ernment Printing Office, 1047, pp. 18-22. o .

4 Can the States Meet the Challenge?”’ Engineering News-Record, July 5, 1956, p. 23. CJ. also issus of
June 7, 1956 prior to passage of the bill, *“Many States and cities have had their sights set on the expanded
Federal highway program for the last 18 months. Speedup of existing programs will follow quickly upon
enactment of the legislation” (p. 26). . .

14 Federal Highway Spending Termed a Quick Shot in Arm to Economy,” Wall Street Journal, July 2,

1956, p. 4.
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within 5 years and that the demand for steel for highway construction
during that period would expand by 86 percent, that for cement by
79 percent, and that for explosives by 60 percent.

The reaction in the supplying firms was similarly optimistic. The
Associated General Contractors of America stated that the program
would generate $200 million of additional highway construction during
the first 2 months following its passage and an additional $200 million
during the following 4 months.* :

Federal loan programs provide a number of variations in the
timing of the economic impact of government spending. The main
effect of the government loan would normally rise from the subsequent
purchases made by the recipient of the loan. For example, housing
loans can be used to finance new private residential construction;
production loans can be made to business firms and to farmers for
inventory accumulation and, ultimately, for sales to consumers, to
governments or to other private businesses; and loans can be made
abroad for net foreign investment.

In some cases the Government may merely take over existing loans
and increase the liquidity of private firms or individuals. The sec-
ondary mortgage operations of the Federal National Mortgage Asso-
ciation are of this nature. However, in assuring commercial lenders
that there will be a standby secondary market, FNMA undoubtedly
has encouraged commercial lending for housing mortgage purposes.
Also, through the device of advance commitments, FNMA has at
times functioned virtually as a primary lender.*

In some circumstances, the expansive effect of governmental lending
would precede the government disbursement. This would be true
if private firms order goods and services, hire additional employees,
and begin production on the basis of the Government’s commitment
to make the loan at a later date. In many instances, private produc-
tion may take place soon after the making of the loan by the Govern-
ment. In the case of agricultural production, the loans would be used
to acquire implements, feed, and other items needed before production
could get under way. Here the expansive effect on economic activity
would normally follow the making of the loan by the Government.

~ Government purchases of land and other existing assets merely add
to the liquidity of the recipients. Only to the extent that the proceeds
are used to purchase current output rather than other existing assets
will there be any resultant increase in the level of economic activity.

Errects oN THE EconoMy or A CHANGE IN GOVERNMENT SPENDING:
RELAXING THE SIMPLIFYING ASSUMPTIONS

Some of the possible effects on the economy of the operation of the
various phases of the governmental spending process are examined
under more complicated circumstances than in the previous chapter.

ANTICIPATORY EFFECTS

In the simplified situation it was assumed that the new government
spending program would be neutral in its effects on consumer and

4 Department of Commerce, Bureau of Public Roads, release dated July 25, 1956.

4 Wall Street Journal, July 2, 1956, p. 4.

46 Leo Grebler, The Role of Federal Credit Aids in Residential Construction, National Bureau of Economic
Research, 1953, bceasional Paper 39, pp. 36-49.
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business expectations. Consumers may not foresee any adverse reper-
cussions on the availability or price of commodities, or they may
believe that their stocks of hoardable commodities are adequate to
meet any temporary shortages that may occur. Also, their purchas-
ing power, including the availability of credit, may be severely limited.
All "of these circumstances would dampen any advance wave of
consumer buying. :

Businessmen may also believe that there is no need to alter their
plans. The magnitude of the government program may not be very
oreat, the duration may be limited, or the government program may
be a part of a large stabilization policy. Under these circumstances,
there may be no significant change in expectations, although in the
absence of the governmental stabilizing action business expectations
might have become less optimistic.

The Government’s act of embarking on a large new program can
have a positive “announcement” effect on consumer and business
expectations. Such was the case in the early stages of the Korean
mobilization program when memories of World War I price rises and
shortages set off a wave of private ordering and buying in advance
of government purchasing.

TaBLE 5—A new Government spending program, giving rise {0 Sfavorable private

expectations
Consumer ! Business Government
Stage of spending process expenditures | inventoryac-| purchases All other GNP

cumulation
1. Authorization_ __.__.___...___ +10 +10 _— i -+20
2. Contract placement_ | ooo___ +5 +5
3. Production___.______ - +35 45 480
4, Payment_ . 45 —50 B i1 P +5

N %Il oq;r:.—Amounts shown are changes from the levels obtaining in period O and are based generally 6n
able 4. .

Table 5 shows, in an idealized fashion, how favorable expectations
on the part of business and consumers resulting from the Govern-
ment embarking upon a spending program can be superimposed on
the direct effects of such a program. The present case includes an
“announcement’’ effect of the government authorizations on con-
sumer spending and business inventory accumulation. The subse-
quent developments are similar to those in table 4, except that the
“second round”’ effect on consumer spending is specifically indicated
here.

Private business investment may sharply accelerate in advance of
any large increases in government ordering. If the Government em-
barks on a program to alleviate recessionary conditions, businessmen’s
hopes for an upturn may be raised. As Hamberg points out, under
these circumstances:

# % % the marginal efficiency of capital may rise sufficiently to provide an
increase in private investment independent of the immediate effects of rising
current spending (public and private). The extent of this upward shift in the
investment schedule would depend on the confidence that businessmen had in the
sucecess of the government’s efforts.#

The reaction of businessmen to this new government spending pro-
gram may be negative. They may fear that such activities are a

4 D. Hamberg, Business Cycles, New York, Macmillan, 1951, p. 357.
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prelude to government interference and competiton with private enter-
prise.*® The announcement effect of government spending is too dif-
fuse and elusive to be measurable. We simply do not know what the
actions of businessmen and consumers in a given period would have
been in the absence of the anticipatory effect of government activity.

Measures of the magnitude of the new government spending pro-
grams may prove helpful in gauging the anticipatory reactions of the
private sector. Although there is no precise relationship between the
granting of new obligational authority and anticipatory reactions,
sharp and sizeable changes in the magnitude of this measure can
throw light on some of the early reactions to changes in government
programs.*?

AVAILABILITY OF RESOURCES

In the examination of the simplified situation in the preceding
chapter, it was assumed that the placing of contracts by the Govern-
ment would, in effect, start the wheels of industry turning. Re-
sources, however, may not always be present. Substantial amounts
of new investment may be necessary before production commences.

In this case, the production by private business would include
additions to private plant and to equipment needed to produce the
government-ordered goods as well as including actual production
on the goods destined for government use.

There are several important distinctions between these two ac-
tivities.  Although both groups of expenditures would show up
initinlly in gross private domestic investment, the capital expenditures
would be included as additions to plant and equipment and would
remain in the stock of private business assets. The production on
government account, on the other hand, would initially show up as
business inventory accumulation but, as the production is completed,
would be transferred from this segment of business investment to
government purchases of goods and services and the items produced
would become part of the stock of government assets. Table 6
shows the operation of these two different types of production ac-
tivities arising from government orders.

TABLE 6.—A new Government spending program requiring additional private
wmnvestment

. Consumer | Private fixed | Business | Government
Stage of spending process expenditures | investment inventory | purchases GNP
accumulation

1. Authorization_._______ - -
2. Contract Placement - ... || .____.______ -

3a. Investment._________________| ... .__ +10
3b. Production. F85 |l
4. Payment_____________._______ +10 |

TI\]IJ?tei Amounts shown are changes from the levels obtaining in period O and are generally based on
able 4.

Under a situation of relatively full utilization of resources, the
letting of additional government contracts may simply result in
accumulations of backlogs and unfilled orders. Given the limitation
of resources, this problem cannot be remedied by additional investment

4 Cf. Hayes’ statement on the 1937 recession, “* * * who could tell where the experimenters would
turn next?” Douglas A. Hayes, Business Confidence and Business Activity: A Case Study of the Recession

of 1937, Ann Arbor, University of Michigan Press, 1951, p. 120,
49 Seo ch. VII for details of recent experience along these lines.
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in productive facilities. Placement of contracts by the Government
would not immediately affect private production. Attempts by the
Government to bid away resources from private uses could result in
rises in prices. However, there would not be any real increase in the
total production of the economy, except that resulting from changes
in the product mix.

Where the Government resorts to material controls and allocation
systems to obtain the output it needs, the backlogs may accumulate
in the private sector rather than in the work on government contracts.

Table 7 illustrates the full employment situation in which the
Government utilizes direct economic controls to draw resources away
from private uses. As full utilization of resources is postulated, there
would be no effect on the aggregate level of economic activity during
any part of the government spending program. The authorization
of the new spending program could not give rise to any changes in
consumer and business outlays (resulting from changes in expectations)
nor could the contract letting lead to any expansion in the volume of
production. As a result, when production of the government-ordered
goods is completed, there would be an increase in government pur-
chases and an equivalent decline in consumer expenditure and/or
business fixed investment depending on which private demands were
displaced.

TasLe 7.—A new Government spending program requiring compulsory transfer
of resources

Private Business
Stage of spending process Consumer fixed inventory | Government GNP
expenditures | investment accéx_mula- purchases
ion

1. Authorization. oo occcoocoooo|emmmcmeemcmmmfam e m e .

2. Contract placement._ . (O] -

3. Production [O) _ -
4. Payment. .coccommmmmeoocmnaman —40 e L P 450 |ocmcecmeeeem

1 Although the total level of inventories would be unaffected by the new Government spending pro-
gram, the portion devoted to Goverpmentrordered production would be increased during these periods
(and decreased in the subsequent period).

NOTE.—Amounts shown are changes from the levels obtaining in period O.

There is also the special case where the government contractor can
£l the order out of existing inventory. Here production would not
commence until the firm hires labor and other factors to replace the
depleted inventory. The government payments in this case would
initially add to the supplier’s working capital and would constitute
income only with a lag—when they are paid out to the factors of pro-
duction for replacement of the depleted inventory.

As could be seen in the above cases, the usefulness of the measures
of the early phases of the government spending process in analyzing
current economic developments varies with the surrounding circum-
stances. The volume of government orders affords an insight into
the Government’s demand for current private production and future
production. However, the relation between new orders and the
ensuing production depends on the availability of resources. Here,
unliquidated obligations (unfilled government contracts) are an indi-
cator of future production on government account.
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FINANCING PRIVATE PRODUCTION

It was assumed earlier that the government contractor can obtain
financing and thus, once facilities and materials are available, can
effectively carry on government-ordered production.

In a report to the Hoover Commission it was observed that the need
for short- or long-term borrowing to finance current operations be-
comes much greater when & firm takes on government contracts:

Capital borrowings in the performance of Government contracts are frequently
made necessary because of common delays in obtaining payment such as the slow
processing of invoices, delays encountered in obtaining definitive contractual
mstruments authorizing payment, Government revisions of delivery schedules
which delay or stretch out deliveries over a longer period, thereby prolonging
investments in inventories, and other Government action * * * 50 o

Retained earnings are often a firm’s prime internal source of
working capital while bank credit is a major external source. - Here
can be seen the possible ramifications and interrelations of fiscal and
monetary policies. A liberal money market would tend to quicken
and ease the expansion of business credit while a tight one might tend
to have an adverse effect. In this connection, taxation which im-
pinges on savings and thus reduces the supply of loanable funds-would
tend to have a tightening effect on the availability of external business
financing. Also, such fiscal measures as changes in ‘the level of
corporate taxation and in the treatment of undistributed profits could
strongly affect the extent of internal financing, - S

The %beralization of advance and progress payments tends to eas
the financing problems of government contractors. Other govern-
mental devices to ease the demand of government contractors for
working capital are the delivery of government-owned raw materials
and of semifabricated items for processing or for assembly and the
utilization of government-owned inventories. All of these methods
result in increasing the current assets controlled by business firms
working under government contracts. To the extent, consequently,
that these financial arrangements are cairied on, business concerns
do not have to rely solely on their own resources to find the capital
and the credit necessary to support current production.

In the absence of governmental assistance, there may be financial
as well as technological limits to expansion of production on govern-
ment orders. As can be seen by the large array of governmental
devices designed to ease the financing problems of government
contractors and by the performance of the American economy during
wartime, these financial limitations have generally not been
controlling.

FINANCING THE GOVERNMENT EXPENDITURES

In the simple situation examined in the previous chapter, it was
assumed that the government payments to contractors would be
financed by borrowing idle funds. It would be more usual for the
Government to finance a large increase in the level of expenditures
through raising the level of taxation or through borrowing active
investment funds or by means of a combination of the two. In the
short run, some increases in expenditures could be financed by drawing
down the government’s cash balances. :

* National Security Industrial Association, Report to Commission on Or ization of the Executi Branch
of the Government Regarding Military Procurement, Washington, 1954, p. 57. .



628 ECONOMIC EFFECT OF VIETNAM SPENDING

The economic effects of expenditures are not generally independent
of the means of financing them. For example, increasing individual
income taxes tends to offset the increased consumer incomes (and
subsequent expenditures) resulting from the payments to the factors
of production made by the government contractors. Similerly,
raising the corporate income tax reduces the funds available for the
payment of dividends and for internal financing. Government
borrowing operations may compete with private uses of funds.

There would also be a reciprocal effect on the public sector due to the
povernment-induced expansion in the private sector. Unemploy-
ment compensation payments tend to decrease in periods when in-
creased production, including government-ordered production, results
in a lower level of unemployment. Also, increases in consumer and
business incomes tend automatically to result in_ greater Federal
revenues, especially with the existence of a progressive tax structure.

REDUCING GOVERNMENT SPENDING

In general, the effects on the economy of a reduction in spending are
the reverse of the ones traced for the expansion of government expendi-
tures. A curtailment of new obligational authority leads to a reduc-
tion in the volume of orders placed which in turn leads to a reduction
in private production on government account. The end result is &
reduction in government expenditures. .

In practice, complicating factors will arise analogous to the ones
examined in the preceding discussion of expansion in government
spending. The very act of embarking upon a contraction of govern-
ment activity can have an ‘gnnouncement’’ effect on business and
consumer anticipations. The exact nature of this response will vary
with the surrounding circumstances.

Under circumstances of a large pent-up private demand for goods
and services the curtailment of government demand may evoke waves
of private buying of both consumption and investment goods. In
other circumstances, the heralded decline in government purchasing
may lead to a reduction in the total demand for the goods and services
produced in the economy. Under such circumstances, announced
reductions in government spending (as indicated by lower annual
amounts of new obligational authority) will have a dampening effect
on the private sectors of the economy in the absence of any large
amounts of unsatisfied nongovermental demand.

Declines in new government orders and cutbacks and recisions of
existing contracts have an immediate repercussion on business firms
heavily dependent on government demand. Ackley has shown that
in the case of a contraction in demand for production the crucial factor
may be the length of irrevocable commitments to suppliers and to the
factors of production.® However, if a seller has inventories which
exceed what he feels to be the necessary minimum under the new
circumstances, he can contract his production prior to the completion
of his contracts (subcontracts from the Government’s point of view)
and can fill the balance out of inventory. Prompt settFement of con-
tracts terminated by the Government helps to free working capital, to
clear plants of special inventories and equipment, and to permit
business to attain normal production patterns.

A
1 Ackley, op. cit., p. 361.
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A complicating factor in the analysis is the role of unexpended
balances of authorizations available to Federal agencies.®? Unless
these balances are rescinded or put in reserve, the agencies can con-
tinue to use the unobligated portions of these balances to place new
orders and let contracts in the absence of any current grant of new
obligational authority. Approximately 52 percent of the balances
carried into the fiscal year 1962 were unobligated, primarily represent-
ing available authorizations to expend from debt receipts.®

CHANGES IN RATES AND LEVELS

There are a number of situations in which the placement of new
orders per se may not have any significant effect on economic activity
or an effect different from that postulated above.

“Followon’ orders, extending and maintaining existing production
levels, tend to result in continued stability rather than in any net
increment in total demand.

In these instances, we may be approaching some variant of the accel-
eration principle. The placing of additional government orders with
business firms and the subsequent production and delivery to the
Government may not have a particularly stimulating effect on business
investment or on the economy generally when the net result is to main-
tain a fairly constant level of government procurement.

TasLe 8.—Illustration of achieving a higher level of Government spending

Consumer | . Business Govern-
Stage of spending process expendi- | inventory ment GNP
tures accumula- | purchases
tion
‘Authorization of prograin A___ +10
Period 1oecececaannnnn {Contracts for program Ao _|ccceooooo_.| . +15
Period 2.eeneeecacaann. Authorization of program B.... 10 +20
Production A ... +36
Period 8omcoeeomaa. Contracts B 100
Authorization C_._.____.__._. ~+10
Payment A____._ -+10
2 —— Conetion B T +110
Authorization D +10
Payment B-. ~+10
Period 5, etC.... ... g;ﬁgggg%c +35 4110
Authorization E..___...__.__ +10

NoTE.—In this illustration, once the new level of Government spending has been achieved, payments
(expenditures) are an adequate indicator of the impact of Government spending.

Table 8 shows a typical four-stage reaction to a new government
spending program, with favorable advance repercussions, necessary
private investment, and indirect effects on consumer expenditure.
To this extent, it is consistent with the earlier- discussions, such as
that relating to table 5. However, it is assumed that “followon’
orders are placed which maintain the level of private production
achieved with the original orders. The levels achieved during period
4 (when payment is made on the first series of contracts) are merely
maintained in period 5 and beyond.

Finally, the permanency of the change in the amount of government
procurement is important. When businessmen and consumers believe

2 Cf. Gilbert and Paradiso, on the private sector: “* * * The significance of an increase or decline in new
orders depends largely upon the condition of unfilled order backlogs * * *” Milton Gilbert and Louis Para-
diso, “National Income and other Business Indicators” (in Philip M. Hauser and William R. Leonard,

-Government Statistics for Business Use, New York, John Wiley & Sons, 1946) p. 45.
8 1962 Budget, op. cit., p. 17.
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than an increase in government spending will be lasting, they may
react, particularly in investment decisions, far more fully than if they
regard such increases as merely transitory. In this relationship,
Wallich concludes that:

* % % ope probably cannot assume that an increase in government, orders will
induce the same amount of private investment that might be called forth by
higher private demand. This will be true, at any rate as long as government
demand is regarded as less permanent than private demand.®

SUMMARY

The magnitude of changes in the various phases of the Federal
spending process can have important economic effects under many
circumstances; an awareness of these surrounding circumstances is
essential to an adequate analysis of the changes in government
spending patterns. - ,

The very act of announcing and suthorizing a new or increased
spending program—the granting of new obligational authority—can
sometimes give rise, by affecting expectations, to positive or even to
negative changes in business and in consumer spending in advance of
fthedactual letting of contracts or of the disbursement of government
unas. 7 B . . ‘ < S

The act of placing contracts and incurring other- obligations  may
not always signal the onset of production. The needed production
facilities may not be readily available or backlogs of orders may first
have to be worked off. Also additional working capital may be
required.  On the other hand; the government order may be filled out
of inventory and no effect on economic activity would take place
until some time later. : - o i o

Tn addition to the direct effects of the government expenditure there
will be the accompanying effects of the financing of this outlay. Auto-
matic increases in personal and corporate tax collections may offset
in part the effects of the rise in government expenditures; including
the spendings out of the earnings from government orders. Govern-
ment borrowing, likewise, may compete with private demands. Re-
ductions in the level of government spending also work their effects
through the economy in an analogous four-step process.

Although all of these complications may modify the effect on the
economy of a program of government procurement from private in-
dustry, the basic relationships generally hold: The primary effect on
productive activity (to the extent there is any) occurs in advance of
the actual government expenditures. Under most of the circum-
stances that have been examined, the placing of orders induces (either
immediately or after a delay) private production on government
account, and such production remains in the private sector and does
not show up as government expenditures until after it is completed
and the goods involved delivered to the public sector. :

Tae GeENERALLY UsEp MEASURES OF GOVERNMENT SPENDING

This chapter examines the measures of government spending which
are generally available and currently used. The three most widely-
known mesasures are (1) budget expenditures, based on the Federal
administrative budget, (2) Federal Government payments to the

5 Henry C. Wallich “Income-Generating Effects of a Balanced Budget,” Quaiterly Journal of Economics,
November 1944, p. 88, .
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public, prepared on a consolidated-cash basis, and (3) Federal pur-
chases of goods and services, computed as a part of the national
income and product accounts.

BUDGET EXPENDITURES

The conventional measure of Federal spending, budget expendi-
tures, is the central series in the annual budget document.

Coverage. 'This total of spending generally includes all expenditures
of the Federal departments and agencies plus the net outlays of the
enterprises which are wholly owned by the Federal Government. It
excludes the transactions of government-sponsored enterprises and
trust funds and payments for retiring, purchasing, or redeeming the
Government’s debt. This treatment is similar to that of many busi-
ness firms, whose budgets usually exclude the company pension funds
and the operations of firms in which they have only a partial interest.

For the government enterprises which are includeg, usually only
the net expenditures—the difference between gross disbursements and
oross receipts—are reported in the total of budget expenditures.

‘A number of exceptions exist to this “net” treatment of government
enterprises. Some government agencies which are not financially
organized as business-type enterprises, notably Interior Department
deposit the proceeds from their operations directly into the Treasury.
In such cases, these receipts do not offset. budget expenditures but
increase the totals of budget receipts. Either treatment has the same
effect on the budget surpius or deficit.’

Basis of measurement. Budget expenditures are generally recorded
at the time checks are issued by governmental disbursing officers. A
major exception is interest payments on the public debt, which are
reflected on an accrual basis. Other exceptions include cases where
direct or guaranteed obligations are issued to discharge certain liabil-
ities. These include the issuance of armed forces leave bonds to vet-
erans and of guaranteed debentures to lenders holding defaulted FHA
mortgages.

Budget expenditures include, in addition to disbursements directly
from the Treasury of the United States, checks issued by government
enterprises, such as the Panama Canal Company, from their checking
accounts with commercial banks.®® The logic of including both types
of payments is apparent with the growth of Treasury tax and loans
accounts with commercial banks, for in either case government funds
are carried by a private bank. In the former case, the account is in
the name of ‘a government agency and, in the other, in the name of
the Treasurer of the United States. The effect on the recipient of
the government disbursement from these accounts is the same.

Changes in concepts. Through the years, the items included in the
budget totals have varied considerably. Although this paper is based
on the classification current during the time of writing, the more im-
_ portant changes in recent years are mentioned as an indication of the
possibilities for future changes and improvements in the concepts and
measurement of Federal finance.

A number of items previously included on both the income and outgo
sides have been gradually excluded, such as payments to the Treasury

55 Sorne departments receive revenues from serviees rendered to the public, such as performing special re-,

search studies. ' Their expenditure totals are reported net of such reimbursements.
5% Treasury Bulletin, April 1954, p. A~2.

78-516—87—vol. 2——18
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by wholly owned government corporations for retirement of capital

stock and amounts refunded by the Government, principally for

overpayment of taxes. The exclusion of these items from both the

(rie%eipt and expenditure totals has no effect on the budget surplus or
eficit.

Types of payments included. Because budget expenditures cover
such a wide variety of government agencies, many different types of
payments are contained. These include purchases of cwrently
produced goods and services, transfer payments, interest payments,
grants-in-aid to State and local government, subsidies, purchases of
land and other existing assets, loans and other financial exchanges,
and transfers of funds between government agencies.

The budget document does not contain a tabulation showing which
expenditures fall in each of these categories; however, the supple-
mentary material in the document has been expanded to present
details on some of the categories, such as interest payments, grants-
in-aid, and loans.”

Role of the conventional measure. The series on budget expenditures
is generally used for purposes of political and administrative budgetary
control. This series also forms the basis of other series on government
spending which are more useful for economic analysis; it is the only
one that is “built from the ground up,” appropriation account by
appropriation account. The other measures consist solely of additions
to and subtractions from the total of budget expenditures. Note in
this connection the description of the derivation of government
expenditures for the national income accounts:

The method, in general, is to start with the budgetary totals drawn from broad
fiscal reports, then to make various additions to and deductions from these totals
s0 as to achieve as residuals the desired purchase series.s®

The reporting of budget expenditures is a method of keeping track
of outlays of government-owned funds over time. Many students of
public finance believe that this series, compared to the other available
measures, gives a better device for aiding in the management of
government use of resources, especially for the long view.® In
studying the costs of government programs, it is not often material
whether wages are paid in full or retirement deductions are made or
whether interest on the public debt is paid to the public or to govern-
ment trust funds.

Gerhard Colm, on the other hand, states that “Adding up these
administrative accounts does not necessarily give any meaningful
totals.” 8 Colm may be correct from the viewpoint of economic
analysis. However, the series on budget expenditures contains the
transactions of the governmental programs which are amenable to
control through the appropriations process and hence, it is of value for
budgetary review purposes.

From a purely fiscal standpoint, it is the budget surplus or deficit,
based on budget expenditures and its counterpart series, budget re-

57 1952 Budget, op. cit., Special Analysis D, pp. 997-1007.

%5 '1954 National Income Supplement,” op. cit., . 146.
% C. Lowell Harriss, “Governm_eut Expenditure: Significant Issues of Definition,” Journal of Finance,

December 1954, p. 354. .
 Gerhard Colm, ““ Fiscal Policy and the Federal Budget,” (in Max F. Millikan, ed. Income Stabilization for

@ Developing Democracy, New Haven, Yale University Press, 1953) p. 209,
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ceipts, which causes changes in the total of the public debt and in the
Government’s cash balances. Trust account surpluses or deficits, on
the other hand, merely alter the proportion of the public debt held by
these accounts.® All expenditure series, including the conventional
budget measure, exclude the effects of such important fiscal actions as
guarantees of private loans, and commitments or contracts to make
either future payments of benefits or to purchase goods and services.

FEDERAL GOVERNMENT PAYMENTS TO THE PUBLIC

The series on Federal payments to the public is often termed the
“consolidated-cash’” budget because it combines budget expenditures
with the expenditures of other funds and eliminates transactions not
involving the flow of cash from the Government. However, this series
and its counterpart, Federal receipts from the public, do not comprise a
budget but are a financial statement in the budget document and are
generally based on the materials available in the detail of the budget.”

Coverage. The government transactions in this series include, in
addition to those of government-owned agencies and enterprises
(which are included in budget expenditures), the funds which the
Government holds in trust ® and the operations of government-
sponsor«;d enterprises (except the Federal Reserve and Postal Savings
Systems). ‘

The major funds for which the Federal Government acts as trustee
are the old-age and survivors’ insurance fund; the rajlroad retirement
fund; the veterans life insurance funds; and the civilian government
employees retirement funds. The disbursements of these funds are
primarily transfer payments to individuals covered under the various
social insurance systems.*

The government-sponsored enterprises include those in which the
Federal Government has had a share of ownership from time to time:
the banks for cooperatives, the Federal home loan banks, the Federal
land banks, and the Federal Deposit Insurance Corporation.

Basic of measurement. Unlike the budget expenditure series which
is on a “checks issued” basis, the cash payments series is on a “checks
paid”’ basis. This transition is accomplished through adding in the
total for the clearing account for outstanding checks, which adjusts
for the checks which have been issued but not yet cashed.

In determining the cash totals, the total of budget expenditures is
added to trust expenditures, and a number of adjustments are made.
Table 9 shows the major adjustments, including deduction of intra-
governmental transfers and non-cash transactions, which must be
made in arriving at the cash total.

o1 Certain other factors affect changes in the public debt and cash balances, such as direct borrowing from
the public by Government enterprises and changes in the trust funds uninvested working balances.

62 1962 Budget, 0p. cit.,‘‘Special Analysis A, pp. 979-982,

s Note the comment of the Commmittee for Economic Development: ¢“* * * if we want to weigh the effects
of the budget upon private purchasing power, total demand, employment and prices, the budget must in-
clude these important collections and payments.” Tazes and the Budget, New Yori:, CED, 1947, p. 18.

6 The Federal-aid Highway Act of 1956 established a highway trust fund to which receipts from designated
highway-related excises are deposited and from which grants o the States are made. The extent to which
these funds are not government-owned but are held in trust is rather questinoable. The operation of this
trustfund is closer to that of programs financed by earmarking budget receipts.
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TaABLE 9.—Derivation of Federal Government payments to the Public, fiscal year 1960

. {In billions]
Description Amount
Budget expenditures_ ____ $76. 5
Trust fund expenditures__ o __ 21. 8
Expenditures of government-sponsored enterprises. ... . ______.__._. .

ess:

Intragovernmental transactions__ _ __ . _____ .. __________ 41
Nen-cash debt transaections (net) oo . o - oo __ .4
Federal Government payments to the public.......__________.__ 94. 3

Source: 1862 Budget, op. cit., p. 981,

Major intragovernmental transfers which are eliminated are budget
and trust payments to Treasury, such as interest paid by govern-
ment corporations; budget payments to trust funds, such as the
interest paid on United States securities held by trust funds; and
trust payments to other trust funds, such as the payment made by
the District of Columbia to the civil service retirement fund,

Accrued budget expenditures in the form of increases in public
debt are also eliminated. The most important such adjustment
results from the savings bond program where semiannual increases
in redemption value occur during the life of the bonds and are cuxr-
rently reflected in budget expenditures. A single cash payment of
interest is made when the bond is redeemed, involving no additional
budget -expenditures: - A cash payment; however, is then recorded
for all of the iriterést earned. :

Changes in concepts.. No major conceptual revisions have been
made in this series sirice 1947. " A few changes have been made to
reflect-similar changes which have been made 1n the concept of budget
expenditures such as in the method of handling refunds of receipts.

A companion series prepared by the Treasury Department, cash
income and outgo, has undergone extensive revision. Prior to the
1954 change in Federsl reporting, cash outgo was identical with cash
payments, and cash income differed from Federal receipts from the
public only by seighiorage on silver, which is cash income from the
viewpoint of the U.S. Treasury but is not a receipt from the public.

Since the change, the Treasury cash series has been titled “Cash
Deposits and Withdrawals” and is computed from the viewpoint of
the Treasurer of the United States. Under this concept a transfer
of funds from the Treasurer’s account to the account of a government
corporation with a commercial bank is recorded as a cash withdrawal.
A payment by a government corporation to a private individual or
to o business firm from such “outside” checking account is not in-
cluded in cash withdrawsals. In contrast the Budget Bureau series
refers to payments to the public regardless of whether these trans-
actions are carried on through accounts of the U.S, Treasury or through
government agency accounts with commercial banks. The net
difference between these two series is slight. Payments to the public
in 11960 were $94.3 billion compared to cash withdrawals of $93.5
billion.%

Types of payments included. Despite the various adjustments
made in converting from the conventional to the cash basis, the meas-
ure of payments to the public is still essentially just as heterogeneous
in coverage. From the viewpoint of gauging economic effects, the

95 1962 Budget, op. cit., p. 982.
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two main improvements over the conventional series are the elimina-
tion of intragovernmental and non-cash transactions and a more
complete coverage of transfer payments through inclusion of the
trust funds.

Role of the cash series. It is generally agreed that the series of
Federal payments to the public is the most useful available measure of
the total flow of money, excluding borrowing, from the Government to
the public. Harriss concludes that “For studying the effects of fiscal
action on the economy in the short run, the cash figures are most
significant.” ©

The difference between the Government’s cash position and its
budgetary position varies from year to year, the cash position usually
appearing more favorable. The gap between the two methods arises
largely from the operations of the trust funds. The largest trust
funds are social insurance accounts which are currently accumulating
reserves to meet future benefit payments and are expected to do so
for many years. :

The value of the cash payments series in analyzing economic impact
is subject to similar limitations as budget expenditures, as pointed
out in the official explanation of the cash statement:

* * * many Government activities besides receipts and expenditures have a
bearing on the economy. For example, a rapid expansion in new appropriations
and in Government orders could stimulate a rise in business activity long before
the authorized funds were paid to the public. Federal guaranties and insurance

of private loans may also affect activity in the economy, even though they nor-
mally entail relatively small Government expenditures.s

FEDERAL PURCHASES OF GOODS AND SERVICES

The Federal Government component of the gross national product
is Federal purchases of goods and services.

Coverage. The various agencies of the Federal Government are
included in this measure, to the extent that their expenditures are for
the acquisition of current output. The current accounts of government
enterprises, however, are included in the business sector, and are
shown as a deduction from GNP in computing national income.

Only the capital formation of government enterprises is included in
government purchases of goods and services. The main reason for
this treatment is to avoid classifying current business-type expenses
of the Government as final purchases. It is admitted that this is
“not more than a convenient means’” of disposing of this conceptually
indefinite but quantitatively small item in the income accounts. An
indication of basic dissatisfaction with this ad hoc solution is the
Commerce Department’s conclusion that if government enterprise
operations were to assume greater importance in the United States
economy, ‘it is entirely possible that some modification of their
treatment in the national income accounts would be called for.” %

The definition of government enterprises in the income accounts
differs from that used in the other series that have been discussed.
Included here as government enterprises are business-type activities
whose expenditures are reported gross in the budget document and
whose receipts from operations are included on the receipts side. On

6 Harriss, op. cit., p. 354.

67 1962 Budget, op. cit., p. 982.
63 <1954 National Income Supplement,” op. cit., p. 49,
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the other hand, the Federal land banks are excluded because the
Federal Government no longer has any financial interest in the banks.

Basis of measurement. Except for the treatment of government
enterprises considered above, all purchases of currently produced
goods and services by government agencies are considered to be final
products and hence enter into the final output of the economy. The
reasoning rests mainly on the fact that the general government is an
ultimate buyer in the sense that it does not buy for resale in the market
and, accordingly, its purchases are not elements of cost in the value
of other output produced for the market.®®

This rationale omits any reference to the extent to which govern-
ment goods and services actually do enter into the final product
which business firms produce. According to Hicks, some part of the
government output is not final product but “plays its part in produc-
tion by facilitating the production of other goods (maintenance of
law and order, roads used for business purposes, and so on). To
reckon this as well as the goods whose output is facilitated would
involve double counting.” ™

To report government transactions consistent with the correspond-
ing payments and receipts recorded for the business sector an ad-
justment is made to an accrual basis to reflect generally the time of
delivery rather than the time of payment. This adjustment repre-
sents the net increase in accounts payable to business, less the net
increase in outstanding advances and prepayments by the Federal
Government, as computed from a number of sources including the
surveys of corporate working capital by the Securities and Exchange
Commission. -

Charges in concepts. Until 1946, both government and private
interest payments on debt were considered to be income according to
the concepts underlying the official national income statistics of the
United States. In that year, Federal interest payments on the public
debt were excluded from government purchases of goods and services
and treated as transfers.

The reasoning behind this change was that the Federal debt has
come into existence primarily in connection with the financing of wars
and the interest payments therefore do not reflect the acquisition of
current output. The earlier treatment considered these payments as
return to government bondholders for the use of their money, parallel-
ing the treatment of interest on private indebtedness.™

A number of students of public finance have questioned the change.
Earl Rolph states that it is “not obvious” that the differences be-
tween government debt and private debt are such that they justify
such a radically different treatment of interest payments.”” Rolph
shows that there is an Inconsistency between treating government
interest expenditures as transfers and the usual definition of what
constitutes a transfer payment:

The crucial negative feature of the definition—that transfer income is not in
return for services or products—appears to be generally held, whether the defi-
nition is stated as “no contribution to social product”, “no specific quid for the
sp(iciﬁ?} _cguo rendered”’, or a failure to “enhance the production cf cconounic
values' ..

Sl

8 Miiton Gitbert and others. “Obfeciives of N
Knznets,” Repiew of Ecenomic Statistics, August 1848, 1. 183,

70 J. R. Hicks, “The Valuation of the Social Income,” Economice, May 1940, p. 118.

7 Gilbert and others, op. ¢it., pp. 192-183. .

72 Earl R. Roloh, The Theory of Fiscal Economics, Berkeley and Los Angeles, University of California
Press, 1954, p. 59.

3 I4id, p. 58. P

jonal Income Measurement: A Reply to Profess
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Proponents of the change claim the practical value of not increasing
the Federal component of GNP simply because the government
borrows funds to finance its operations and, in the opposite instance,
of not decreasing Federal purchases of goods and services whenever
the Government retires debt (and hence reduces the volume of its
interest payments).’™

Types of paymenis included. TFederal purchases of goods and
services consist of the output of the Federal Government sector and
that part of the output of the private sectors that is purchased by the
Government. The output of the government sector is measured
by the wages and salaries of general government employees plus
certain supplements paid by the Government as employer. The
category of general government employees includes both military
and civilian personnel but excludes the employees of government
enterprises, whose current transactions are covered in the business
sector. Supplements to wages and salaries cover such items as
the Government’s contributions to the retirement funds for its
employees.

A number of significant types of government spending are not
included in Federal purchases of goods and services. Some of them,
however, are included in other parts of the national income accounts.
For example, grants-in-aid to State and local governments are included
with the outlays of those lesser jurisdictions; transfer and interest
payments are included in personal income; and subsidies (including
the current deficit of government enterprises) is an adjustment item
used in computing national income from GNP. A total of Federal
expenditures “on income and product account” can be built up using
all of these components of government spending. (See table 10.)
Although such a tabulation may be helpful for certain limited pur-
poses, 1t is not as generally used a measure of government spending
as are Federal purchases of goods and services.

TasLe 10.—Federal expenditures on income and product account, fiscal year 1960
[In billions]

Description B Amount
Purchases of goods and serviees_ _ G $54. 0
Transfer payments. . o 21.9
Interest . _ o o e 6.1
Subsidies plus the current deficit of government enterprises_ ___.________ 3.5
Grants-in-aid to state and local governments____________ . ________..__ 6.5

Federal expenditures. . . e 92. 0

Source: U.S, Congress, Joint Economic Committee, Hearings on January 1959 Economic Report of the
President, Washington, Government Printing Office, 1959, p. 148.

There are other types of Federal spending which do not appear in
any of the income accounts, such as transfers of funds between
different government agencies, financial exchanges, and purchases of
existing assets. An exception to this treatmenf is the price support
loans made by the Commodity Credit Corporation. These are
counted as purchases for inventory under the assumption that the
loans are a preliminary step to the subsequent purchase.

Role of the series on Federal purchases of goods and services. The
value of this series is derived primarily from its being a component
of GNP. As used in analyses showing what constitutes the composi-
tion of demand for the final output of the economy, Federal purchases

7 Gilbert and others, op. ¢it., pp. 192-193.
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of goods and services indicate the portion taken up by the Federal
government. This is similar to personal consumption expenditures
which represent the proportion of final product (other than housing)
going to consumers and gross private domestic investment which
represents the amount going to the business sector.

THE RELATIONSHIPS AMONG THE THREE SERIES

Table 11 shows the interrelationships among the series on budget
expenditures, Federal payments to the public, and Federal purchases
of goods and services. As can be seen, purchases by general govern-
ment agencies of currently produced goods and services are included
in all three series. The bases of measurement differ somewhat.
The budget series is essentially on a checks-issued basis, the cash
series on a checks-paid basis, and the purchases on a delivery basis.

‘TasLe 11.—Types of Federal Government spending included in 8 currently used
series

Series in which included

Type of spending
Budget Cash Purchases of
expenditures { payments goods and
services
‘Purchases of goods and services by general Government agen-
cies. X X..- X
‘Wholly-owned Government enterprises:
Capital outlays. X X. X
. Current outiays....-- x. X.
Transfer payments (including interest):
From budget accounts X.. X.--
From trust accounts X. -
“Grants-in-aid Xooe- D
‘Subsidies. . X. D - G
“Purchases of existing assets. X X
Financial exchanges___. X X.
Intragovernmental transfers and noncash transcations.___.... D SR,
Expenditures of government-sponsored enterprises:
; Federal land banks._ X
FHLB’s, FCID, banks for cooperatives. . X X.

The following categories are included in both the budget and cash
measures but excluded from the Federal component of GNP; transfer
payments from budget accounts, grants-in-aid to State and local
governments, subsidies, current outlays of wholly owned government
entlerprises, purchases of existing assets, and financial exchanges, such
as loans.

Transfer payments from trust accounts and the expenses of the
Federal land banks are only included in the cash series. Intragovern-
mental and noncash transactions are only included in budget expendi-
tures.

Common shortcomings of the three series. Despite the differences
in the scope of transactions covered, all of the three series are closely
connected. They are all variations of budget expenditures and
generally measure the flow of the government spending process at its
completion, when production is finished and delivery or payment is
made.

Contrasted to this general uniformity of measurement, Federal
spending is, as has been demonstrated in earlier chapters, a process, a
flow of financial activity; “expenditures” or ‘“payments” or ‘“‘pur-
chases” Tepresent just one point among many in an often lengthy
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series of actions. Under some circumstances, attention should be
focused on the earlier phases of the spending process in order to ade-
quately gauge or understand the economic impact of a government
spending program, particularly one involving goods and services
produced in the private sector.

Aside from the availability, one of the main reasons why the three
“expenditure’” measures can be so generally employed is that during a
period of stability or little change in government operations, they are
quite satisfactory. When the composition and level of government
programs are stable, the length and complexity of the Federal spending
process can usually be safely ignored. The current levels of authoriza-
tions granted, contracts let, production performed on government
account and Federal expenditures incurred are all approximately the
same for a given procurement program and any expenditure series is
generally adequate to measure the impact on the economy.

As noted earlier, none of the measures of the early stages of the
Federal spending process—such as the granting of spending authority
or the making of commitments to spend—are among the economic
series or indicators in current usage. It is the thesis of this study that
such measures are of distinct importance to economic analysis and that
their current absence is a gap in our knowledge. The following chapter
is devoted to methods of preparing such series.

MEASURES OF THE VARIOUS PHASES OF THE GOVERNMENT SPENDING
ProcEss

It is the purpose of this chapter to examine the availability of series
on the government spending process and on the problems involved in
filling existing gaps.

NEW OBLIGATIONAL AUTHORITY

The annual budget document shows new obligational authority for
3 years: the fiscal year most recently completed, the current fiscal year,
and the following fiscal year. The latter two figures are, by their
very nature, ex ante estimates. No estimates are prepared on a
monthly or quarterly basis.

The absence of monthly or quarterly totals of new obligational
authority may not be very important ordinarily due to the annuality
of the appropriation cycle. The bulk of the funds for a given year
are appropriated within a period of a few months around the beginning
of the fiscal year and, hence, it is the differences in the annual totals
for consecutive years or between the amount requested and the
amount approved which are significant. In case of sudden and large
changes in government spending programs, however, the timing of
specific grants of authority may be important, particularly in gaging
the impact on business and consumer anticipations.

The reported figures on new obligational authority exclude the oper-
ations of the trust funds and the government-sponsored corporations,
whose transactions are not included in budget expenditures. How-
ever, they include all major changes in government spending programs
affecting current output. The trust funds primarily disburse transfer
payments and the sponsored enterprises primarily engage in banking
and In insurance activities. These activities do not require annual
congressional grants of new obligational authority, and they give rise
to little anticipatory effects on the economy.
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OBLIGATIONS INCURRED

There is no currently available, regulariy issued series on the total
obligations being incurred by Federal agencies. Since January 1958,
this information has been made available annually in the budget
document. The reporting lag is quite serious. Actual figures for a
given year are not available until more than 6 months after the close
of the year. Also, no monthly or quarterly breakdowns are prepared.

Annual series. Table 12 contains the figures for this series, as well
as the series on new obligational authority and expenditures. Not all
the obligations incurred will result at a later date in budget expendi-
tures. The obligations of business-type enterprises such as the Post
Office, which are reported ‘“‘gross,” are offset in good measure by the
receipts from the sale of postage stamps, ete.; only a portion of the
obligations actually result in net expenditures.

TABLE 12.—Measures of the Governmeni spending process
[In billions of dollars]

New Obligations
Fiscal year obligational incurred Expenditures
: authority

1950 - - 49.3 4.1 39.5
1951 _ 82.9 83.1 4.0
1952_ - 91.4 104.6 65.3
1953 e 80.3 85.6 74.1
B 62.8 65.7 67.5
1955« o 57.1 4.7 64.4
1955 _ 63.2 80.3 66. 2
1957 _ 70.2 69.0 69.0
3958 e 76.3 73.9 71.4
1959_ _ 81.4 80.6 £0.3
1960 — 79.6 75.3 6.5

Source: 1962 Budget and earlier budget documents, and U.S. Bureau of the Budget, tabulations of obliga-
tions by object.

Although the relationship is not precise, it can be seen that often
increases in the amount of new obligational authority granted by the
Congress from one year to the next may lead to significant increases
in the level of obligations incurred in that year or the next year and
in actual expenditures in the following year. The experience during
the period 1950-53 is a case in point which will be elaborated in the
following chapter. ,

Quarterly series. Federal agencies furnish reports, generally at
monthly intervals, showing the cumulative amount of obligations
incurred under each appropriation account since the beginning of
the fiscal year. These reports are received by the Bureau of the
Budget on an individual appropriation account basis, No attempt
currently is made to review this measure of the progress of govern-
ment programs on an aggregate rather than a piecemeal basis, In
earlier years, the Treasury Department issued monthly report,
popularly known as the <“White Book,’” ™ showing the total amount of
obligations incurred by Federal agencies., This publication was
discontinued after the June 30, 1949, issue.

On the basis of a number of available sources, the writer has pre-
pared a rudimentary series showing Federal Government obligations
incurred, by quarters. This series is Il)resented essentially for illusta-
tive purposes, More exact series could be prepared by the Govern-

75 U.S. Treasury Department, Financial Statements Relating to the United States Gorernment, Obligations,
Ezpenditures, and Balances under Appropriations and Contract Authorizations, Washington.
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ment, provided that the agencies involved are directed to do so.
The derivation of the quarterly obligations series is as follows:

1. Department of Defense (malitary functions) and foreign
malitary assistance. The obligaton figures for this category were
obtained from the Department of Defense release, Monthly Beport
on Status of Funds. Although the concept of ‘“‘obligations’’ used
in the Status of Funds report is not precisely the same as that in
the budget document, the annual totals are fairly close and the
conceptual differences are relatively minor.™ This report covers
almost half of the total annual obligations to the Federal Govern-
ment in recent years.

2. Interest. The figures for this category were obtained by
using the data on budget expenditures for interest reported in
the monthly Treasury Bulletin. This could be done because
interest payments on the public debt are recorded both as budget
expenditures and as obligations when the payable interest accrues
rather than when cash actuslly is paid. This category covers
approximately 10 percent of the total annual obligations at the
present time. '

3. All other programs. For historical periods, the annual obli-
gations figures (other than interest and defense) can be converted
to quarterly estimates by reference to the seasonal patterns which
Federal procurement activities have generally followed through
the years.

There is usually a high rate of obligating during the first few months
of the fiscal year as the agency commits its new funds for the programs
which it has already planned. A downturn in ordering usually takes
place in the fall and carries through until the spring. =~ A sharp increase
in obligations occurs in the closing months of the fiscal year, due in
part to the desire of agency officials to fully obligate their funds by
the close of the fiscal year to avoid ‘“losing”’ unobligated funds.
Ordinary prudence would dictate to an administrative official that
he maintain, in effect, an emergency fund for unforeseen contingencies
by holding up until the end of the fiscal year outlays for certain desir-
able but postponable items.

This assumed seasonal pattern of Federal purchasing has been
affirmed by the limited studies which have been made on the subject.
An analysis of government purchasing for the Temporary National
Economic Committee noted the concentration of government purchase
orders in the latter part of the fiscal year 1938.”

In his study of military procurement during World War II, John
Perry Miller noted the tendency for the award of contracts to be
“heavy’’ in the second quarter of each calendar year (the last 3 months
of the fiscal year). He states that this was clearly a reflection of the
desire of the agencies to commit funds before the end of the fiscal year
to avoid the lapse of unobligated amounts.™

The monthly obligation series for the last several fiscal years
reported by the Treasury White Book also generally support the
hypothesis. An analysis of the White Book renders the following

6 For example, the Status of Funds report list obligations incurred by the Department of Defense (military
g:rx:iggsgogt the fiscal year 1954 as $30 billion, while Budget Bureau worksheets incidate $32 billion for the
7 Clem C. Linnenberg and Dana M. Barbour, Government Purchasing—An Economic Commentary
Temporary National Economic Committee, Monograph No. 19, Washington, Government Printing Office,

pp. 144-145.
% Miller, op. cit., p. 25.
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quarterly distribution of the non-defense, non-interest obligations of
the Federal Government.’®

I8t quarter. o o e
2d QUATter. e e
3d quarter. . e
Ath quarter. . e e

The above percentages have been applied in order to obtain a
quarterly distribution of non-defense, non-interest obligations for the
fiscal years 1951-1956. The results are contained in Table 13.

TaBLe 13.—Obligations incurred by the Federal Government, by quarters
[Fiscal years; in billions of dollars]

Year and quarter Defense Interest Other Total

1951:
Ist. 8.6 L1 7.8 17.5
2d 8.7 1.3 5.0 15.0
3d 16.1 1.2 7.0 24.3
4th 16.3 2.0 8.1 26.3
Total 49.6 5.6 27.9 83.1

1952
st 13.0 L1 10.3 24,4
2d 13.0 1.7 6.6 21.3
3d 15.3 1.1 9.2 25,6
4th 20.6 2.0 10.7 33.3
Total 61.9 5.9 36.8 104.6

1953:
1st.. 16.8 1.1 9.1 27.0
2d 10.4 1.9 5.9 18,2
3d 10.8 11 8.2 20.1
4th 8.5 2.4 9.4 20.3
Total. . 46.5 6.5 32.6 85.6

1954:
1st, 6.5 1.0 8.2 15.7
2d. 6.0 1.8 5.3 13.1
3d 6.9 12 7.4 15.5
4th 10.5 2.4 8.5 21. 4
Total-_... 29.9 6.4 29.4 65.7

1955:
st 8.0 1.1 9.2 18.3
2d 8.7 1.9 5.9 16.5
3d 8.5 1.1 8.3 17.9
4th 10.1 2.3 9.6 22.0
Total 35.3 6.4 33.0 747

1956:
st 6.4 17 9.2 17.3
2d 9.4 1.7 5.9 17.0
3d 10.7 1.8 8.2 20.7
dth 14.0 1.7 9.6 25.3
Total... 40.5 6.9 32.9 80.3

Source: Table 12; Office of the Comptroller of the Department of Defense, table dated August 26, 1953;
Monthl}; llle%osxét on 3Status of Funds by Budget Category, June 30, 1956, p. 33; Treasury Bulletin, Angus$
issues, 1951-1956, p. 3.

Although different assumptions as to the precise quarterly distribu-
tions would have yielded different figures, the orders of magnitude and
the direction of movement would be essentially similar. However,
the important movements—both expansions and contractions—

" U.8. Treasury Department, 0p. cil., issues for June 30, 1946-June 30, 1049,
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during this period were taking place in the defense programs. In
future periods, movements in non-defense programs may be the
dominant feature in Federal spending patterns, and the rough ap-
proximations used here might not suffice so readily.

PRODUCTION ON GOVERNMENT ACCOUNT

In order to measure the production in the private sector on govern-
ment account, a breakdown is needed in the current reports on busi-
ness inventories showing how much relates to private orders and how
much to government orders. Such information is not now available.

It would be difficult to obtain a breakdown of inventories between
“government account’” and others. Large amounts of equipment
ordered by the Government are made in the same plants as producers’
equipment and often from similar parts or materials. Many goods
purchased by the Government are similar to or identical with civilian
goods and are often made alongside them, with orders sometimes filled
with common stocks. Problems would also be encountered in con-
nection with subcontractors who are not always aware of the nature or
destination of the final products into which their output is incor-
porated. _

A limited attempt at measuring the amount of government-ordered
production can be made through the use of the quarterly reports on
the financial position of American corporations, which are jointly

repared by the Federal Trade Commission and the Securities and
%xchange Commission. These reports, in presenting a consolidated
balance sheet of corporations, show the amounts receivable by business
from government and the amounts advanced by government, usually
in the form of progress payments. These figures can be taken as a
rough indication of the amount of production which has been com-
pleted and not yet paid for.

A number of companies do not list receivables from the Federal
Government separately in their report.®® Second, the receivable items
measure a later stage of the process than is desired. They represent
the completion of a certain amount of productive effort from the
accountant’s viewpoint of liability while the ideal measure would be
the actual amount of production being carried on and the actual
amounts being paid to the factors of production. Finally, in the case
of continuing or ‘followon’ orders, the levels of inventories add
receivables remain fairly constant over an extended period, although
considerable amounts of production are carried on and completed.

Nevertheless, this series provided a helpful indication of the amount
of production currently being performed on government account in
World War II.  For example, at the outset of the defense program in
December 1939, receivables from the Federal Government of 1,228
registered corporations were only $21 million. On December 1941,
the time of the attack on Pearl Harbor, these receivables were only
$525 million. However, by December 1943, the peak period of war
production, they had risen to $4.1 billion. As of December 1944,
these receivables totalled $3.8 billion and by June 1945 they had
declined to $3.3 billion.®

8 Many companies have complained that they have difficulty in obtaining reports from the Government
s to what their receivables are (accounts payable on the Goveinment’s books). Carman G. Blough,
Confirmation of Government Receivables,” Journal of Accountancy. October 1955, p. 69.

& Securities and Exchange Commission, Working Cepital of 1228 Registered Corporations, released dated
Dec. 5, 1945, Washington.
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The fluctuations in this series in recent years have been on a smaller
scale. For example, this series shows, to a limited extent, the buildup
of private work on government orders during the Korean mobiliza-
tion. Net receivables from the Federal Government increased by
$800 million during the fiscal year 1952 and by an additional $300
million during the following year. In the fiscal year 1954, the trend
was reversed and those receivables declined $300 million. An addi-
tional decline of $300 million was registered during the following year.
These movements correspond to the general sequence of the Korean
military procurement cycle, but the amplitude of the fluctuations
registered are so small as to make the series of very restricted useful-
ness.

PAYMENTS FOR GOVERNMENT GOODS AND SERVICES

The measures of the final stage gf the government spending process
are the most highly developed and most {requently employed. The
series on budget expenditures is reported in the Monthly Statement of
Receipts and Expenditures, issued by the Treasury Department.
Estimates, on a fiscal year basis, are contained in budget documents
and midyear budget reviews. Historical data are contained in the
budget document and in the monthly Treasury Bulletin.

The Treasury version of the cash-consolidated statement appears
each working day in the Daily Statement of the United States Govern-
ment. 'The Budget Bureau series, Federal payments to the public,
appears monthly in the Treasury Bulletin. Estimates on a fiscal year
basis are contained in the budget document and in the midyear review
of the budget. Historical data are contained in the Statistical Abstract
of the United States for the Budget Bureau series and in the Treasury
Bulletin for the Treasury series.

Federal purchases of goods and services are reported quarterly by
the Department of Commerce. The more inclusive measure, Federal
expenditures on income and product account, appears in the annual
national income number of the Survey of Current Business. Historical
data for these series are contained in the “1954 National Income
Supplement”’ and the national income numbers of the Survey.

Compared to the indicators of the earlier stages of the government
spending process, the various measures of government payments are
readily available and, hence, widely used and analyzed. Although
there undoubtedly are a number of refinements which would be helpful
to the analyst, these measures have been used over a comparatively
long period of time and many of the “bugs’ have been worked out and
the uses and limitations identified as reasonably as could be expected.
Accordingly, the present study has focused on filling the major gaps
in the measures of the government spending process, rather than on
developing minor improvements in the “expenditure” series.

AN Anavysis oF Historicar ExpERIENCE, 1950-1954

The defense mobilization program upon which the United States
embarked at the outbreak of fighting in Korea in 1950 furnishes an
excellent example of how the responses to the various phases of a
new government spending program work themselves out through the
economy. :

The Korean incident began in June 1950, as the American econ-
omy was Tecovering from the recession of 1949. An indication of the

82 U8, Securities and Exchange Ccmmission, releases on working capital of U.S. corporations.
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outlook immediately prior to the Korean outbreak is furnished by
a contemporary analysis:

Expansion in economic activity continues to be reflected in the major economie
series, with rising production requirements tending to advance prices of many
important industrial raw materials in recent weeks. Employment has contin-
ued to move ahead in response to the basic trend of business * * * The fun-
damental characteristic of the current uptrend in the business eycle continues
to be the sharp expansion in investment.®

RAPIDLY EXPANDING ECONOMIC ACTIVITY: FISCAL YEAR 1951

The first year of the Korean effort—the fiscal year 1951—proved
to be a period dominated by anticipatory actions of consumers and
businessmen, engendered by a military campaign whose ultimate scope
they could only dimly guess. On the military production front itself,
this was a period of formulating strategy and plans, making ready,
and tooling up.

In the first phase of transition to the defense program, a sharp
and abrupt shift upward in business and consumer expectations began
concurrently with the international developments which gave rise to
the change of military policy. “* * * the public reacted very much
as if in expectation of a World War II1.” #  Consumers bought most
heavily commodities which had suffered quality deterioration in World
War II. The larger volume of consumer buying contributed to
increased demand all along the line,

Distributors’ orders mounted as they attempted to maintain or
build up stocks. Manufacturers’ orders for raw and semifinished
materials also rose substantially. Because there was little slack in
the economy at the time, the effect upon prices and retail trade was
prompt and vigorous. The Bureau of Labor Statistics wholesale price
index jumped from 100.2 in June 1950 to 103.2 in July, and to 107.1
in September. Similarly, the consumers’ price index rose from 101.8
to 104.4 during this period.®

With the exception of the decontrol period following the close of
World War II, this was described as ‘“the most rapid and the most
widely pervasive inflationary movement’’ in recent American history.%
The general inflationary movement which gripped the economy dur-
ing the quarters immediately following the Korean outbreak was un-
accompanied by any significant increase in the volume of actual pro-
duction on defense orders. Although near capacity operations were
maintained in industries producing raw and semifinished materials,
‘“on the whole defense output continues to represent a small fraction
of the volume of total production.” &

In July 1950, the President requested supplemental defense appro-
priations of $10.5 billion.®® The figure was increased by early August
to more than $15 billion to provide for heavier expenditures under
the Mutual Defense Assistance Program and for additional naval air-
craft. There was much speculation at the time as to the ultimate
levels of defense spending. The following is an example of the more
restrained reaction:

83 Survey of Current Business, June 1950, p. 1.

8 J, Frederick Dewhurst and Associates, America’s Needs and Resources: A New Survey, New York,
Twentieth Century Fund, 1955, p. 15.

83 41955 Statistical Supplement,” Survey of Current Business, pp. 26-27 (base of 194749=100).

8 U.S. Congress, Joint Committes on the Economic Report, Inflation Still a Danger, Washington, Gov-
ernment Printing Office, 1951, pp. 12-13.

8 Survey of Current Business, November 1950, p. 3.

8 Message to the Congress of July 19, 1950.
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(The rate at which we rearm) will obviously be greater than the $31 billion that,
.as of mid-August, the administration has asked for fiscal 1951. Would it come
to $50 billion? Probably * * % In any case, a rearmament program of much
.greater proportions than the President had announced by the middle of August
‘was clearly needed and is probably coming.?®

The Harvard Business Review contained a guess of “$50 billion or
$60 billion” as the ultimate rate for military expenditures.®

In September, supplemental military appropriations of $17.8
billion were enacted and, on the same day, the Revenue Act of 1950
was passed, forecasted to yield an additional $5.8 billion in Federal
Teceipts at calendar year 1951 income levels. Also in September
the Congress approved the Defense Production Act which authorized
.a broad program of production and stabilization controls.

A contemporary report illuminated the impact on the economy of
‘government action during this period:

Since the Korean attack, the stepped-up defense program has been the basic
dnfluence in the expansion of business activity. For the most part the principal
.effects have been anticipatory, growing out of the projected expansion in Govern-
ment spending in the year ahead.®

Federal expenditures remained fairly stable during the fiscal year
1951. The automatic stabilizers tended to have the immediate
effect of reducing nonmilitary Federal spending. Also, receipts
increased substantially as a result of higher incomes and tax rates.
‘The administrative budget vielded a $3.5 billion surplus in 1951
awhile on a cash basis the surplus was $7.6 billion. In contrast, the
total amount of new obligational authority granted for the fiscal
“year 1951 increased 6S percent, rising from $49.3 billion in 1950 to
-$82.9 billion.®

The amount of military orders and contracts let was virtually
-unchanged until the third quarter when it almost doubled, rising to
.$16.1 billion. Contract letting was maintained at that rate for the
final quarter of the year. The total amount of contracts let and other
«obligations entered into by the Federal agencies almost doubled in
the first year of the Korean mobilization program, rising from $44.1
billion in 1950 to $83.1 billion.

The interplay during fiscal 1951 of the opposing tendencies of the
various phases of the Federal spending process was clearly brought
.out in the following comment on this period by the Joint Committee
.on the Economic Report:

The ineffectiveness of the governmental cash surplus, normally a deflationary
foree, was, in large part, atrributable to anticipatory forces on the inflationary
-side arising from the current or expeeted placement of orders for future deliveries.®

GNP rose each quarter of fiscal 1951, for a total increase of 19
;percent over 1950. Consumer expenditures declined in the second
.quarter, subsequent to American victories against the North Koreans.
Consumer spending rose again in the third quarter during the buying
.spree following the adverse turn of events in Korea in December 1950
when the Chinese Communists entered the conflict. Inventory
accumulation continued through the year while total private fixed

-8 Poriune, September 1950, pp. 69-70.
% Ernest A. Tupper, “Guideposts to Industrial Mobilization,” Harvard Business Review, November

1950, p. 41.
91 U.S. Secretary of the Treasury, Annual Report on the State of i’i’_,; Finances for the Fiscal Y ear Ended
5.

June 30, 1951, Washington, Government Printing Office, 1952, pp.

92 Surrey of Current Business, November 1950, p. 1.

8 Budget of the United States Government for the Fiscal ¥ ear Ending June 30, 1954, Washington, Government
‘Printing Office, 1933, p. M6. (Hereafter referred to as 1954 Budget.)

# .8, Congress, Joint Committee on the Economic Report, National Defense and the Economic Outlook
.or the Fiscgl year:1953, Washington, Government Printing Office, 1952, p. 49.
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investment remained steady. After a slow start, Government pur-
chases also began moving upward.

The fiscal year 1951 furnishes an example of the possible economic
importance of the early steps in the Federal speriding process. In the
face of a budgetary surplus, the announcement of and authorizations
and contracting for the Korean mobilization program set off the
tremendous expansions in the economy that occurred during the year.
As will be shown, the following year—the period of the actual major
increase in Federal defense expenditures—was one of comparative
stability in the American economy. By the time the peak in expendi-
tures actually occurred, the necessary production facilities had already
largely been put. in place and had produced much of the output con-
tracted for. The long awaited boom in Federal spending was in good
measure discounted in advance—mainly in the fiscal year 1951.

RISING MILITARY PRODUCTION: FISCAL YEAR 1952

The second year of the Korean war—the fiscal year 1952—was a
time of rapid increase in defense outlays. This was the period when
the newly built production lines began to turn out completed military
items in significant quantities. However, as the military situation
in Korea greatly improved, consumers soon realized that the supply
and price situation was not worsening either as much or as rapidly as
they had originally feared. It was apparent that world war IIT was
not in the offing: ‘ R

Personal saving rose to 9 percent of disposable income in the first
half of the year from a low of 2.7 percent in the first quarter of fiscal
1951. - Retail sales slackened off appreciably. Continued expansion
in defense outlays tended to be offset in part by declines in private
investment. ) i - o

Gross national product continued its quarterly rise, although at a
slower pace than the previous year.. The net expansion was primarily
in the defense sector, as civilian output (GNP excluding defense pur-
chases of goods and services) fluctuated between $290 billion and-$293
billion a quarter at seasonally sdjusted annual rates. Defense pur-
chases increased almost 20 percent from the first to the fourth quarter
of the year. ' L ' o - :

New obligational authority granted by the Congress for major
national security programs totaled $72.7 billion in 1952, an increase of
14 percent over the prévious year.”® Also the peak in contract letting
and other forms of obligating defense funds was reached in 1952.
Although the military obligation rate was lower in the first three quar-
ters of the year than in the record second half of fiscal 1951, the yearly
total of $61.9 billion was the high for the entire Korean effort.

The beginning of fiscal year 1952 saw the industrial economy
emerging from the ‘“tooling up’’ stage on many military items and
crossing the threshold of the period of volume production of hard
goods. At the end of the first quarter, the Director of Defense
Mobilization declared:

Military production is entering a new stage—a period when, on many of the
new weapons, assemblyline production is beginning and the major problems will

be in finding and breaking the bottlenecks that may be holding up the flow of
arms off the lines.%

9 1954 Budget, op. cit., p. 1090.
9 U.S. Director of Defense Mobilization, Third Quarterly Report to the President, Washington, Government
Printing Office, Oct. 1, 1951, p. 1.

78-516—67—vol. 2——19
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In general, the period following the Federal-Reserve-Treasury
accord of March 1951 was one of credit restraint and price stability.
On the fiscal side, the budget surplus in 1951 was converted into a
budget deficit of $4 billion in 1952. The provisions of the Revenue.
Act of 1951 were in effect during the last 8 months of fiscal 1952.
Although the rise in personal income leveled off after the first quarter
of the year, tax receipts in each of the first three quarters were about
$3 billion higher than the corresponding period in 1951. The increase
in military deliveries was even greater. As a result, Federal expendi-
tures rose each quarter, reaching the height of $18.4 billion in the
fourth quarter of the year.%

The total of mew obligational authority enacted for the year
increased 10 percent over the 1951 figure, compared to a 68 percent
rise the previous year. The total for 1952, $91 billion, was the high
point for the Korean mobilization. A similar dampening occurred
in the obligations rate. Contrasted to an increase of 92 percent in
the previous year, total obligations incurred by Federal agencies in
the fiscal year 1952 rose 25 percent over the 1951 total to a record
height of $105 billion.

The governmental trust funds continued to accumulate reserves
and, on a cash basis, Federal receipts from the public in 1952 were in
approximate balance with Federal payments to the public. According
to this measure, the financial operations of the Federal Government
for the year tended to have a neutral effect on the economy.

Gerhard Colm points out that most of the rise in national security
spending during this period occurred after prices had roughly sta-
bilized.*® That is, the actual higher level of Federal spending followed
the strong expansion in the economy rather than accompanying it.
However, the rapid rise in defense expenditure may at least have
supported the increased level of prices. ,

According to an analysis prepared in the spring of 1952:

“It could be argued * * * that the direct effects of defense production now
being felt are not nearly so upsetting to the economy as were the anticipatory
effects a year or so ago * * * The shortages failed to appear, prices declined, and
inventory congestion plagued industry throughout most of the past year. In
part, this reversal * * * stemmed from widespread misapprehensions about the
impact and timing of the defense program.”

This misapprehension may be a serious indictment of the data
available to the Government and private analysts for gauging the
economic impact of government spending and also of the lack of
ability to interpret properly the data that were available.

PEAK LEVELS OF OUTPUT: FISCAL YEAR 1953

The fiscal year 1953, the third year after the outbreak of hostilities
in Korea, was the peak period of the Korean cycle. All sectors of the
economy reached record highs.

GNP for the year was $358 billion, an increase of $21 billion over
fiscal year 1952. The level of consumer prices held extremely steady
during the year, rising to 114.5 in June, only four-tenths of a point
higher than at the start of the year. After declining 2.2 points in the

97 Treasury Bulletin, August 1952, pp. 1, 7.
98 Gerhard Colm with Marilyn Young, Can H;e Afford Additional Programs for National Security? Wash-

ington, National Planning Association, 1933. p. 9.
% “Production in a Defense Economy,” Monthly Review of the Feueral Reserve Bank of New York, March

1952, p. 39.
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first half of the year, the wholesale price index was fairly constant in
the last 6 months of 1953, fluctuating within a range of six-tenths of
a point.®

In transmitting the budget for the fiscal year 1953, President
Truman pointed out that ‘“the smaller amount of new obligational
authority which I am recommending indicates the substantial portion
of the financial requirements of our military buildup that has been
met in the appropriations already made by the Congress.” 1™

The 1953 total of $80 billion in new obligational authority was $11
billion or 12 percent less than the peak year of 1952. Simlarly, the
total amount of obligations incurred by Federal agencies was $86
billion, a 6 percent decline from the previous year. Budget expendi-
tures for the year, on the other hand, reached their Korean peak at
$74 billion—the largest total annual outlay by the U.S. Government
since 1945.

The rise in military production and deliveries and, hence, expen-
ditures leveled off during the year. Budget expenditures increased
$7 billion over the previous year compared with the rise from $20
billion to $40 billion from the 1951 to 1952 fiscal years. In his
October 1952 report, the Director of the Defense Mobilization pointed
out the causes for this trend:

The rise in total production will be gradual because it will be selective. Each
item in the military program has its own productive curve—a period of accel-
eration, a period of level sustained production, and a period of decline prior
to -terminating produetion. * * * or a large proportion of the items in the
program, the sustaining rate has been reached.!®

Revenues reached a high of $64.8 billion in the fiscal year 1953,
reflecting the full impact of the higher Korean rates.. Nevertheless,
the Federal Government had a cash deficit for the first time since the
beginning of the Korean fighting. This resulted from the fact that
the primary impact of the Korean program on government expendi-
tures was being experienced at the time.

DECLINE IN ECONOMIC ACTIVITY:. FISCAL YEAR 1954

Reductions in inventory accumulation and in defense outlays in
the fiscal year 1954 resulted in the first significant quarterly declines
in GNP since 1949. The reductions in new obligational authority
and obligations that occurred in 1953 were translated into reduced
Federal expenditures in 1954.

The slackening rate of military production was apparent in the
decline of deliveries for security programs and, hence, expenditures,
in every quarter of the fiscal year 1954.  Total deliveries declined
by approximately $7 billion at annual rates from the last quarter of
fiseal 1953 to the last quarter of the 1954 fiscal year.’®®

The decline in obligations incurred by the Defense Department,
which began in the previous fiscal year, continued through the first
half of fiscal 1954. The obligation rate stayed at a low level for the
rest of the year. Some military contracts were canceled after the
Korean truce, which was signed in July, 1953, the beginning of the

100 ¢“1953 Statisaticl Supplement,’”’ op. cit., pp. 26-27.
101 Budget of the United States Government for the Fiscal Year Ending June 30, 1953, Washington, Govern-

ment Printing Office, 1952, p. M6.
12 .8, Director of Defense Mobilization, Eighth Quarterly Report to the President, Washington, Govern-

ment Printing Office, January 1, 1953, p. 10.
103 “Treasury Financing in Fiscal 1954, Monthly Review of the Federal Reserve Bank of New York, August

1954, p. 108,
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fiscal period. Obligations for hard goods procurement averaged $500
million a quarter for the first 9 months of the year, compared to
expenditures on these programs at the rate of $4.2 billion a quarter.

Reductions in Federal tax rates, continued operation of the “‘auto-
matic stabilizers,” increases in State and local outlays, and high levels
of business investment all served to cushion the decline. At the
year’s end, there were indications that the downturn would be a
limited one. Continued low levels of new obligational authority and
obligations, however, presaged no significant rise in Federal spending
in the near-term future, barring an abrupt shift in the international
situation. :

By June 1954, the economy had generally adjusted to the impact
of the militery and economic mobilization program that the Nation
had embarked upon 4 years previously. The Korean cycle had to a
large extent worked itself out. From a comparatively ‘“normal”
position in the 1950 fiscal year, the economy had been in an expansive
stage in 1951 and 1952.. After reaching peak levels in 1953, economic
activity declined in fiscal year 1954. Toward the end of 1954, there
were indications that the bottom of the recession bad been reached
and an optimistic mood prevailed in business and government circles
generally.

SUMMARY

Table 14 shows the relationships of the major phases of the Federal
spending process to the overall trend in the American economy during
the Korean mobilization period. It should be noted that the primary
volatile component of all of the measures of Government activity
was the national defense program.

TaBLE 14.—Relationship of measures of Fedéral spending to changes in economic

activity
[Pereent changes from previous period]
New Obligations Budget
TFiscalyear GNP - obligational incurred. {expenditures
authority
+19 +68 +92 +11
- 418 +10 +25 —+15
44 —12 —6 +14
+1 —24 —23 | -9

Source: Table 12; Survey of Current Business, 1954 National Income Supplement,” pp. 222-223; July
1956, pp. 26-27.

As can be seen, the large, initial increases in new obligational
authority and in obligations were accompanied by a sharp rise in
GNP, but there was a much smaller change In the government expendi-
ture level at that time. In the absence of any other important de-
velopments, the rapid expansion in economic activity was based
largely on anticipations arising from the early stages of the new
government spending program.

As the expansions in new obligational authority and in obligations
incurred slowed down, a similar reaction occurred in GNP. On the
other hand, the expenditure rate accelerated somewhat akin to the
increases in the other series during the earlier period.

Economic activity, as measured by GNP and other indicators,
teached a peak in the third year of the Korean mobilization program,
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although the rate of increase was slower than during the earlierperiods.
Actual decreases were recorded in the annual totals of new obligational
authority and obligations. Expenditures reached their peak during
this period, although they were rising at a reduced rate. -

GNP and other indicators of economic activity were.declining
through most of the fourth year of the Korean mobilization program.
However, the annual total of GNP was approximately the same as that
of the previous year, indicating that GNP fell in ‘the fiscal year 1954
at about the same rate as it was rising during 1953. Heavy declines
in new obligational authority and in obligations were recorded at this
time, together with a slight reduction in Federal expenditures:

Several interesting points emerged from thls exa,mmatlon -of the
Korean mobilization program: ‘ o :

1. The major expanswn in economic act1v1ty occurred at
approximately the same time as the announcement and authoriza-
tion of the program, and while many of the defense orders were
being placed.

2. The expansmn in economlc activity slowed down at about
(tihe same.time that the rise in new obhgatlonal authority slowed
.down.

. 3. The declines i in new obhgatmnal aul;honty and in obhgatlons
-occurred. prior .to the declines in economic activity and in gov-
ernment spending..

4. The major rise in government expend1tures occurred after
the major expansion in new obligational authority and after
substantial defense ordering had taken place.

5. The major expansion in economic activity oceurred prior to
the major rise in government expenditures.

The. reader should be cautioned against generahzing simply on the
basis of the Korean experience. The events during the Korean
mobilization period did show that the main expansive effect of this
new program of purchases of privately produced goods and services
occurred at the early stages of the spending process rather than at the
terminal stages when the government disbursements are made.

A number of situations have occurred where the responses to a new
governmental spending program are quite different than was the case
durmg the Korean mobilization program. The Government’s em-
barking on a new spending program could have, as during the 1930’s,
a negative effect on business confidence. Also, the level of economic
activity might have risen instead of declining when the tempo of
military spending was slowed. This was the response during the
reconversion following World War II.

The unavailability of resources would have prevented the rapid
translation of government contracts into business investment in ex-
panded capacity and production on government account. Finally,
different types of government spending programs—such as transfer
or interest payments—may have had a more subdued effect on the
economy generally.

The following special factors contributed to the exact timing and
extent of the economic effects of the Korean mobilization program:

1. The American participation in the conflict and the initial defeats,
which engendered the fears of a World War II1.

2. The recent experience of a global war, with the attendant infla-
tion and shortages of materials.
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3. The partial rather than total mobilization of the economy, so
that there was generally an ample supply of civilian goods and
services.

4. The strong financial position of American consumers and busi-
nessmen so.that they could make effective the resultant demands.

5. The excess capacity in the economy, so that much of the military
demands could be added to rather than supplant civilian demands.

6. The slowing of the tempo of hostilities and, subsequently, the
signing of an armistice, so that declines in military production were
made possible. ,

7. The fact that nondefense government programs were not sharply
increased when the declines occurred in military spending.

8. The lack of understanding of the timing of the economic effects
of the mobilization, so that while experiencing the peak effects of the
program the public (if not the Government, too) believed that the
worst was yet to come. ‘

Evavvation aND CONCLUSION

‘In general, the application of this study for purposes of economic
analysis and governmental administration are twofold: (1) a proper
understanding of the operation of the Federal spending process is
important in analyzing economic developments ‘and- government
activity during periods of fluctuations in government purchasing, and
(2) the measures of the early stages of the spending process are lead
series which often' quickly register changes in governmental demand
and indicate future trends in actual governmental disbursements.

ANALYSIS OF ECONOMIC CONDITIONS

Because the early stages of the government spending process often
show up in the private sector rather than in the public sector, it is a
temptation, during periods characterized by sharp increases 1in
government purchasing, to conclude that private rather than govern-
ment demand is contributing the inflationary pressures. The follow-
ing is an example of this shortcoming which often mars otherwise
cogent analyses. The author is discussing the first year of the Korean
mobilization program. o -

This great increase in private demand took place at a time when the federal
budget was running at a surplus, and when the direct increase in expenditure for
security programs was quite small. Thus most of the inflation in the year after
Korea can be said to have been caused by the large volume of Erivate spend-
ing * * % The important point is that Federal fiscal policy cannot be held directly
responstble for the inflation * * * A major part of the remedy must be found in
more effective monetary policy to curb private eredit spending through curtailing
money and credit creation.1®

It is not meant to single out the author of .the above statement,
because similar analyses were made by A. J. Brown and others.'®

Maintaining that Federal fiscal policy was not inflationary during
a year when the rate of military orders was doubled and only a com-
paratively minor tax increase was enacted ignores the operations of
the Federal spending process. To go on and state that the remedy
1%);2){ w. %lenn Campbell and others, Economics of Mobilization and War, Homewood, I11., Riehard D. Irwin,

lﬂ?;{).. 3 .'Brown, The Great Inflation: 1939-1951, London, Oxford University Press, 1955; U.S. Congress,

Joint Committee on the Economic Report, National Defense and the Economic Qutlook for the Fiscal year
1958, Washington, Government Printing Office, 1952, . X .
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simply exists in curbing private spending and credit creation ignores
the very reason for a good share (the nonspeculative share) of the
expansions in economic activity. It was government policy of the
time to encourage private spending for and financing of the production
on government account and the necessary supporting investment.!%
General credit curtailment might have seriously interfered with the
needed expansion in private production and investment. To be sure,
the inflationary effects of consumer and business spending not directly
related to the defense production program should not be ignored, nor
need the pegging of the government bond market be defended.

An understanding of the operation of the Federal spending process
can be useful in business cycle analysis, interpretation of current
economic conditions, and evaluation of future economic developments,
especially where changes in governmental activities play a dominant .
role in the period being covered. .

In a more specific way, lead series on the government spending
process can be used in a way similar to the lead series which have been
developed for private economic activity. The lead series in the
Federal spending process are new obligational authority and obliga-
tions incurred while series on expenditures are lagging, or at best,
coincident measures. There is an intimate functional relationship
between these series: ‘ C

Expenditures are merely the inevitable result of incurring obligations in the
form of contracts and other commitments which are based on the appropriations
~and other authorizations granted by the Congress.1o?

. This relationship seems quite clearly to meet the test of lags in
economic developments—when certain developments are related to
other developments as cause and effect, but the effect follows the cause
with some time delay. Thus, the lead series are a form of ‘“‘excepta-
tional” statistics. Their similarity in use to statistics. on business
plant and equipment expectations can be seen in a study of the latter
field by a group headed by George Terborgh: » _

The importance of measuring plans and expectations, as distinguished from
expenditures themselves, arises from the lead time involved.  Capital goods have
a long production cycle, especially buildings and structures * * * Here the lag
of actual expenditures behind the commitments to undertake the project * * *
must average several months * * * It follows that figures on expenditures run far
behind the flow of commitments.108

This similarity between “‘expectational” statistics on private and
government spending can also be seen in an analysis of the uses of the
series on private new orders: '

k% % changes in new orders refleet directly or indirectly fluctuations in de-
mand from producers and consumers. Long before a change in business activity,
new orders will reflect the changed demands and will point to coming develop-
ments.10? ) . : i

The lead series on government spending may be of special value in
forecasting the general levels of economic activity at times when

1% Cf. Director of Defense Mobilization, First Quarterly Report to the President, Washington, Government
Printing Office, 1951, p. 5. . )

107 A statement by ““a representative” of the Bureau of the Budget U.S. House of Representatives, Com-
mittee on Government Operations, Limitation of Federal Erpeditures, Report lo Accompany H.R. 2, Wash-
ington, Government Printing Office, 1953, p. 3.

16s Committee on Business Plant and Equipment Expenditure Expectations, Statistics on Business Plant
%2515 Equ2izrment Ezxpenditure Expectations, Washington, Board of Governors of the Federal Reserve System,
' lW’&bért and Paradiso, op. cit., p. 43. “In any given business organization, the current and future busi-
ness prospects are judged on a much broader base than production statistics. Order backlogs, incoming
orders, and market opportunities which will produce a continuing flow of such orders receive much atten-

tion; the company’s own production figures are given scant attention.” Herbert V. Prochnow, editor,
Determining the Business Outlook, New York, Harper & Bros. 1954, pp. 152-153,
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changes in governmental spending patterns are the decisive factors in
the .economy. Gerhard Colm, who has prepared many studies and
forecasts of economic conditions, has pointed out that economic fore-
casting is safest to the extent that it can be based on decisions which
have already been made and that studies of ‘“what is in store” in the
overnment sector can be among the most important building blocks
or constructing an economic forecast.'? ‘
Series on new obligational authority and obligations incurred
might well be added to the “leading” series of statistical indicators
used by the National Bureau of Economic Research. It has been
pointed. out that the existing National Bureau series, limited to
- measures of the private sector, can be misleading when the important
developments in the economy are in the government sector. Lem-
pert has demonstrated that the National Bureau’s lead series indicated
a slowing in the rate of economic activity throughout the calendar
year 1950, despite the tremendous expansive influence of the Korean
mobilization during the second half of the year.!! .
The obligation series may also be helpful in preparing interindustry
models where obligations for long leadtime programs are taken into
account in the calculation of the “bills of .goods’” for consumer ex-
penditures, private producers’ durables, and business inventories.!

FORMULATING AND EVALUATING GOVERNMENTAL ECONOMIC POLICIES

Attention to the early phases of the government spending process
can be useful in formulating public policy by indicating the initial
effects on the economy of governmental action and where that action
would lead over time. Kenneth Roose, in his analysis of the 1937-38
cycle, claimed that because such knowledge was not available most
policy makers and economists were not aware that the net effect of
governmental action throughout 1937 was deflationary.

Roose points out that “Thus there must be a continual awareness
of the extent to which the government is acting in its role of tax
collector and public disburser to depress or to stimulate the level of
income and production.’’ 3

Ezpenditure policy. The knowledge of the lags in and the nature
of the government spending process is of particular importance in
gauging a 1proposed spending program for countercyclical purposes.
For example, if a $5 billion decline in GNP (annual rate) has been
experienced in period 1 and a $10 billion decline is being assumed in
period 2, it may be of little avail (aside from effects on expectations)
in countering the immediate recessionary tendencies to embark upon
a large construction program for which contracts could not be let
until period 3 and production gotten underway until period 4. Insuch
case, recourse to actions which involve shorter ‘leadtime” may be
more appropriate. A step up could be ordered in the rate of produc-
tion of equipment previously contracted for. With programs of
military defense, foreign aid, stockpiling, and atomic development

110 Gerhard Colm, The Economic Outlook for 1955, abstract of an address before the Conference on the Eco-
nomic Outlook, University of Michigan, Ann Arbor, Nov. 12, 1054, p. 2.

1 Leonard H. Lempert, “Current Implications of the 21 Statistical Indicators,” INinois Business Re-
view, December 1956, p. 6.

n2 Irving H. Licht, “Government” (in conference on Research in Income and Wealth, Input-Ouipu!
Analysis, Technical Supplement, New York, National Bureau of Economic Research, 1954), p. 2-13

13 Kenneth D. Roose, The Ec ics of R and R 1, an Interpretation of 1937-1938, New fiaven.
Yale University Press, 1954, p. 257.
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totaling many tens of billions of dollars a year, an actual acceleration
of $2% billion in a quarter ($10 billion at an annual rate) in deliveries
might be more effective.

The literature seems to have emphasized almost exclusively possi-
bilities of embarking on new programs to the neglect of the ready
possibilities of altering the obligation, production, and delivery rates
on existing programs.

In these latter instances, there are not the problems of getting
advance Congressional authorizations and appropriations such as
occur in the traditional anticyclical program—new public works.
Moreover, the danger of overcompensating is not as great. Par-
ticularly if the economy were heading up again as the combined result
of monetary and other government action, a slowdown could then be
instituted in the obligation, production, and delivery rates to keep
the activity within the overalf level programed for the year or longer
period involved. The apportionment, reserve, and allotment tech-
niques described in chapter II could be utilized in this connection.

An example of the administrative stepup in government spending
to counter deflationary tendencies occurred in the third quarter of
1954. Secretary of Commerce Weeks announced a policy of speeding
up government purchasing within the limits of the budget to give
“the economy a little nudge.” He cited the distribution of highway
grants to the States 6 months earlier than normal, a fast start on
procurement of new army uniforms, and a policy of pushing aid to
airport construction within the limits of the funds appropiiated by
the Congress."* _

No study has yet been made of the effectiveness of the 1954 speedup,
nor could one be adequately made without access to the procurement
plans and records of the major spending agencies. Some insight may
be obtained from a similar experience in the 1937-38 recession. In
November 1937, the President requested the various government
agencies to accelerate procurement orders wherever possible so that
government demand might serve as a partial offset to the then current
sharp decline in private demand. A study of this period concluded:

Existing records are not definitive, but-it does not appear that the President’s
request resulted in any considerable volume of advance procurement.!

A number of explanations were offered: (1) inadequate information
as to current purchases and future requirements, especially among
departments with decentralized procurement systems; (2) insufficient
funds to make large advance purchases, particularly in the case of
agencies which were uncertain as to whether they would obtain
deficiency appropriations; (3) insufficient storage space; (4) admin-
istrative difficulties on the part of purchasing officers in concentrating
the year’s work; and (5) contractual obligations already entered into,
particularly on construction projects calling for delivery throughout
the remainder of the fiscal year.!*® :

A more recent study of the attempted administrative speed up in
government procurement in 1958 yielded similarly disappointing
results and somewhat similar explanations. Long-term commitments,
lack of storage space, and insufficient time were listed as reasons for

114 “Weeks Outlines U.S. Policy to Boost Economy, Speed in Spending Planned to Bring Upswing,’
Philadelphia Inquirer, July 30, 1954, p. 2.

us Linnenberg and Barbour, op. cit., p. 118.
18 Ibid,, p. 119.
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the inability to achieve a significant speed up in procurement to
combat the recessionary conditions in 1958.'7

The Bureau of the Budget concluded that the governmental actions
that have the largest and promptest economic impact are transfer
payments such as unemployment compensation that constitute out-
right additions to private purchasing power, rather than programs tied
to construction or the production of goods.!*

Tax Policy. Understanding the time sequences in the Federal
spending process is also important in formulating tax policy. The
administration leaders were in a difficult position in the fiscal year
1951. The inflationary pressures that had been rampant in the econ-
omy since the Korean outbreak were unaccompanied by any im-
madiate Federal deficit. Under the principles of “sound finance”
and balancing of receipts and expenditures, there was no need for
added taxation during the year. However, the administration was
partially successful in coupling the need for increased revenue with
recently enacted appropriations and the high levels of procurement—
rather than with the low contemporaneous level of expenditures.
This resulted in-sufficient additional revenues to yield a surplus in
1951, although not in the later years when the high projected expen-
ditures materialized.

The following statement made by the then Secretary of the Treasury
John Snyder to the House Ways and Means Committee clearly il-
lustrates the importance for fiscal policy of taking account of the
economic impact of the early stages of the Federal spending process.

In considering the additional revenue required, we should not be misled by the
fact that, temporarily, the budget deficit is moderate. Since an important part
of defense preparation entails production operations extending over two, three,
or even more years it is inevitable that obligations incurred now will be fully re-
flected in expenditures only at some time in the future. * * *

Under present conditions, expenditures for defense exert an inflationary pres-
sure on the economy substantially in advance of the actual disbursement of funds.
Demands for materials, labor, and capital outlays occur very soon after the
Government contracts are let, well in advance of the time when the Government
pays for that production. This explains in part why scarcities and infiationary
pressures have developed even though a large portion of the increased defense

funds appropriated by the Congress after Korea have not yet been reflected in
Government expenditures.!i®

A comparable policy might be adopted toward tax reduction when
a3 decline in government purchasing occurs. In fact, such action took
place after the hump in the Korean mobilization program had been
passed. The sizable decline in obligations which occurred in the fiscal
year 1954 was accompanied by reductions in individual income taxes,
by the elimination of the excess profits tax on corporation income, and
by otber modifications in the tax structure which resulted in immedi-
ate losses in revenue. These tax reductions may not have been
directly motivated by the concurrent declines in government orders.
However, the administration policy at the time was to reduce govern-
ment demands, both on output and income, so as to allow increased
private demand and personal disposable income. :

Direct controls. - The inflationary (or deflationary) effects of changes
in the early phases of the Federal spending process are of importance
in the administration of price, wage, and materials controls. Anshen

ui U.S. Bureau of the Budget, Federal Fiscal Behavior During the Recessz‘on of 1957-58, Washington, 1961,
" bid. p. 21,

113 .8, Secretary of the Treasury, Annual Report on the State of the Finances for the Fiscal Year Ended
June 80, 1951, Washington, 1952, p. 406.
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and Wormuth, in their discussion of World War II controls, conclude
that, because of the failure to properly take into account the leadtime
factors in Federal procurement, controls are likely to be applied later
than an ‘“‘objective and imaginative analysis” of the facts would dic-
tate. Also, these controls are likely to be more limited in scope than
is required to deal promptly and effectively with the necessary adjust-
ment of the economy’s resources. - They point out that the economic.
setting increased the natural disposition to ignore the lag between
the making of defense production plans and the actual output of
munitions and related items at mass production levels.'®

Although beyond the general scope of this study, it would appear
that the general phenomena of inflation and deflation need to be ex-
plored, not only in terms ot the two poles of psychological expectations
and actual cash flows, but also the intermediary stages during which
plans are formulated and decisions are made.!” What may appear
to be actions based merely on anticipations (such as buying sprees in
advance of heavy war expenditures) can be really the early stages of
the war expenditures themselves—such as necessary tooling up and
business inventory accumulation.

ADMINISTRATIVE GOVERNMENTAL. USE

The measurements of the early stages of the Federal spending
process lend themselves to administrative use in forecasting future
levels of expenditures, in gauging the progress made in the execution
of Federal programs, and in controlling expenditures.

Forecasting expenditures. Forecasts of government expenditures
can be prepared by making assumptions as to the availability of
funds (new obligational authority and unused obligational authority
granted in prior years), the extent to which they will be committed
during the period under study, and expected delivery or expenditure
rates resulting therefrom. : :

Algebraically, the relationship can be described in terms of a dif-
ference equation as follows:

X@)=aA@)+bA®)-1) cAW-2 . . . nA@-n),
where ,

X(t)=expenditures for a given year (from current as well as prior
year appropriations).

A(t)=appropriations and other new obligational authority granted
for a given year.

A(t—1)=appropriations for the previous year, etc.

a=(t)he proportion of appropriations for year (f) to be spent in
year (1). ,

()bzproportion of appropriations for year (¢-1) to be spent in year
t), ete.

As the Government prepares estimates of appropriations for future.
periods, the major question involved is the extent to which thelead
time coefficients—a, b, ¢, . . . n~—remain constant over a period of
time. Unfortunately, lead times vary for different types of programs
and under. different economic. conditions. Hence, in the absence of
a general degree of stability in government spending patterns, ex-
penditures in a future period cannot be predicted simply by examining
the 'total of new obligational authority. ~* = . a oL

 Anshen and Wormuth, op. ¢it., p. 526. ) B -

121 Cf. Brown, op. cit., “* * * the expenditure approach to the phenomena of inflation, so enlightening
in most circumstances, turns out to be sadly inadequate during the period under review” (p. 71).
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Leadtimes will vary as the product mix of governmental purchasing
fluctuates with changing needs and conditions. Studies of inter-
industry economics have revealed that even technological leadtimes
in specific industries are not invarient over time or with respect to
changes in the level of activity. More distant sources of materials,
the employment of less efficient labor, and variations in the precise
nature or quality of the product may tend to increase the leadtimes.'

Egle states that the so-called output lag is relevant in this connection
(the lag of output behind a change in the volume of orders). He
concludes that, for purposes of fiscal policy, this output lag will
probably always defy reliable measurement because of the problem
of determining the length of the lag with variable governmental out-
lays in goods.!®

The Navy Department has found that, in recent years, expenditure
rates for the major categories of long-range procurement have many
characteristics of the normal growth pattern—the logistics or S eurve.
By knowing or estimating the availability of funds for a given pro-
gram and the expenditure rates experienced on similar programs in
recent years, expenditure forecasts can be made for the next several
years.'#

The rationale for the S curve is that production on long lead-time
items is slow in getting started, then hits its stride with quantity pro-
duction, and finally tapers off as the order nears completion. Such
a method is more useful for procurement categories for which there is
experience, rather than for such new items as missiles and space
vehicles. :

In a more general way, changes in the level of new authorizations
and/or new commitments can be used to gauge the future course of
expenditures in a somewhat similar manner that fluctuations in new
orders are used by business analysts to estimate future sales trends.
This is brought out in the following discussion of private orders.

When new orders have been received for several months at a rate exceeding
sales, the indications are strong that sales will rise in the future. If, on the other
hand, new business has been running below sales, a downward sales trend is
indicated, except when backlogs are unusually high in relation to sales. Of course,
in this case also sales must ultimately drop unless demand is stimulated, but with
many months of unfilled orders on hand, a cut in output can be deferred for a
considerable period. Finally, when incoming orders are about in line with sales
and backlogs are normal, it is likely that sales will not be altered much for several
months.12

Similarly, when the current level of new obligational authority
and/or obligations incurred exceeds the level of expenditures the,
indications are strong that expenditures will rise in the future and
that if the lead series are lower than the level of payments, future
expenditures will be lower. Unexpended balances play a role analo-
gous to that of unfilled orders, because even during a cutback in new

122 Leadtime in input-output analysis covers only the time necessary to transform the input of an industry
to an output. Leadtime in government spending refers to the entire period from ordering an object to
delivery and payment. Jean Bronfenhrenner, Lead Times in Interindustry Models: Concepts and Computa-
tions, Washington, Department of Commerce, 1952, p. 3.

123 Walter P. Egle, Economic Stabilization: Objectives, Rules and Mechanisms, Princeton, Princeton Univer-
sity Press, 1952, p. 193.

24 For example, about 85 percent of the funds available for naval aireraft procurement in any one year
will be spent over the next five years. U.S. Department of the Navy, Statistical Approach to Forecasting
Ezpenditures, NAVEXOS P-1571, undated, pp. 2-3.

128 Jacobs and Wimsatt, op. cit., p. 20. ““When a change in the trend of defense expenditures takes place,
it nearly always resuits from a prior change in the same direction in appropriations and contracts. As was
to be expected after the outbreak of the Korean conflict, appropriations and contract-letting initially

expanded more rapidly than expenditures.”” Federal Reserve Bank of New York, Selected Economic
Indicators, 1954, pp. 72-73.
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authorizations and new commitments, it is possible for expenditures
to hold steady or even rise if they are made out of preexisting balances.

Evaluating progress. 1t is the belief of the writer that the failure
to aggregate the current information on obligations is an important
shortcoming of the budgetary process. It is an indication of the con-
centration on the minutia of detailed accounting rather than on the
major trends and developments. Current reports on total govern-
ment obligations incurred during a given period and amounts of
outstanding obligations at the end of a period would provide a valuable
indicator of the total progress being made on government programs.

The aggregation and publication of the detailed obligation data
could also have an important ‘“feedback” effect on the reliability of
the data supplied for internal budgetary control purposes. Com-
parisons and analyses of the data supplied by the various agencies
should reveal, to a greater extent than is possible under current pro-
cedures, any inconsistencies in interpreting what is an obligation or in
reporting the status of the various kinds of accounts. Moreover, the
requirement of publication ought to have a favorable effect on the
quality of data presented as, hitherto, agency officials have known
that the information they reported would not be made public.

Controlling expenditures. Many groups, private as well as govern-
mental, have wrestled with the problem of how to control Federal
spending effectively, with the particular view of reducing it. - Unfor-
tunately, most of the discussion has centered on expenditures per se.
For example, the second Hoover Commission has urged emphasizing
costs rather than obligations in order to better control government
spending.”®® Expenditures are merely the completion of the spending
process. If adequate controls are to be exercised over government
spending, attention must be given to the early stages where expendi-
tures are authorized and committed, rather than merely to the pay-
ments for goods and services already ordered and produced.

In a more general and philosophical discussion of what he terms
“the structure of commitments,”” John Norton describes the perennial
dilemma of the “budget cutter’”: :

Some past commitments project into, and limit, the present and future; of
these some are irrevocable but others may be modified at a cost. Today’s events
are almost completely predetermined by choices made yesterday and before;
nevertheless, a small area of free choice remains. As of any day, the opportunity
for the exercise of free choice increases as we include more and more of the future
within the compass of our decision making.12?

An improved understanding of the operations of the Federal spend-

ing process on the part of those interested in curtailing government
‘spending is necessary for the preparation of effective proposals to
change the course of government spending. Mere exhortation, how-
ever well-intended, to reduce expenditures in a given year, may prove
fruitless. Naive exponents of economy tend to be quickly dismissed
by members of the Congress if they show themselves ignorant of
governmental budget matters. -

CONCLUDING REMARKS

It is a fundamental finding of this study that the variations in
timing and impact of the various stages of the governmental spending

1% U.S. Commission on Organization of the Executive Branch of the Government, Budget and Accounting,
Washington, Government Printing Office, 1955, pp. 17-25.

122 John D. Norton, “Research Required for the Application of Interindustry Economies” (in Conference
on Research in Income of Wealth, vol. 18, Princeton, Princeton University Press, 1955), p. 210.
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process necessitate taking measurements of the governmental spend-
ing stream at earlier phases than merely at the completion stage
represented by deliveries or payments.

It may well be that different kinds of measures are needed at
different periods in the development of government programs and for
various types of governmental programs.

When the Government is about to embark upon a new program,
often the most useful indicator of the scope of this new activity will
be the amount appropriated for it by the Congress. A series on new
obligational authority would furnish the needed information in this
case and would furnish also some insight to any “announcement”
effects. .

‘A more direct indication of the current effect on the economy can
be the aggregate of the orders placed and contracts let. A series on
Federal obligations incurred would provide the necessary information
in this instance and, in general, the most convenient measure of the
progress being made on a government program.

Changes in the size of government programs often show up in the
new obligational authority and obligations incurred series significantly
earlier than in the expenditure series. This is especially the case
where a long production period is involved between the time com-
modities are ordered by the Government and the time they are
produced. Moreover, such production typically takes place in the
private sector of the economy and only appears in the public sector
when the delivery and payments are made. Hence, the two ‘lead”
series on governmental spending would, in these instances, help to
indicate the extent to which developments in the private sector arose
in response to changes in the public sector and were mainly part of the
governmental procurement process.

Where the increase in government activity consists mainly of pay-
ments made directly to the public, such as veterans’ pensions or relief,
a series on expenditures would be of particular value. Ixcept for a
comparatively minor amount of advance and progress payments
usually made to contractors on large production or construction orders,
the expenditure of public money represents the completion of the

- program concerned rather than the dynamic period of its development.

The use of any of these measures need not be mutually exclusive
and their contribution may be additive, What is needed is not a
single standard measure of Federal spending but a tool kit of series,
each of which is adapted to special analytical purposes. The addi-

“tion of economic series measuring the early stages of the Federal
spending process to the conventional series which emphasize the ter-
‘minal stages may help better to meet the needs of the various situations
that can ocecur. .

' This specific recommendations that arise from this study are that
series on new obligational authority granted by the Congress and
obligations incurred by government agencies be computed regularly
by the Federal Government and that they should be published in
the standard compendia of economic statistics. They should be sup-
plemented from time to time by reports on unobligated balances and
on unpaid commitments outstanding.
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Such series would be useful and complementary additions to the
sections on government finance in such publications as the Treasury
Bulletin, the Economic Indicators, the Federal Rzserve Bullet'n, and
the Survey of Curreny Business. Subsequent efforts might be made
to explore the value of such series for state and local governments and
the possibilities of their preparation. . A ‘

Likewise, a better understanding of the workings of the Federal
spending process will assist in the use of these tools for purposes of
economic analysis and policy formulation. It is hoped that the work
done for this study will prove suggestive to others concerned with
related questions of fiscal policy to the end that economic analysis
will make a more intelligent and knowledgeable contribution in the
formulation of governmental economic policy.



'EMPLOYMENT IMPACTS OF DEFENSE EXPENDITURES AND
OBLIGATIONS

(Reprint from Review of Economics and Statistics)
By Epwarp GREENBERG*
I. InTRODUCTION

The importance of specifying accurately the impacts of military
procurement in models of the economy is apparent. One of the
potentially most important applications of such models is to generate
the responses of the economy to changes in procurement activity
and to evaluate the effects of alternative courses of government
action designed to reduce the economic hardships associated with
large and rapid changes in military procurement. An inaccurate
specification of equations describing the impacts of government actions
may seriously mislead planners who are devising appropriate offsetting
policies. For example, if the major changes in defense employment
occur at the order-letting stage, rather than the expenditure or final
delivery stage, as several models suggest, necessary modifications
in fiscal and monetary policy may be delayed by about a year.

From another point of view the empirical work contained in this
paper is an attempt to include instrumental variables, variables which
can be directly controlled by policy makers, in models designed to
describe the behavior of the economy, as stressed by Orcutt, [15].
It will be pointed out that several of the existing models of the economy
do not include the appropriate instrumental variables, making it
difficult to consider alternative courses of action. In fact, the whole
area of effects of government spending has not been studied exten-
sively.?

For the purpose of analyzing the employment impacts of military
expenditures and obligations, the paper proceeds as follows: (1) A
brief review of the process by which a procurement action moves
from the budget stage to the delivery and final payments stage is
presented. Based on this process, implications are drawn about the
appropriate variables to be entered into equations describing the
impacts on employment of procurement actions. (2) Several existing
models of the economy—those with fairly well-developed government
sectors—are examined in the light of (1) to see if they reflect the
process accurately. (3) Empirical work is presented which attempts

* The author is associate professor of economics at Washington University, St. Louis, Mo. A great debtis
owed to Prof. M. L. Weidenbaum for sharing his knowledge of the military procurement process and data
sources, and for helpful comments on earlier drafts of this paper. Prof. H.J. Barnett also contributed valua-
ble comments on an earlier version. Thanks for computational and clerical assistance are due to M. Smith,
F. Hummel, R. Keller, and R. Gillon. The project was supported by NASA through its grant NsG 342
to Washington University.

1 The foliowing comments makes the point well:

“When we began our work we expected that our main job would be tostudy very closely thedetailed timing
relations implicit in already established quantitative measures of the effectiveness of monetary and fiscal
policy. We soon realized that no such foundation of established quantitative knowledge existed about
(1) the working of the money and credit mechanism or (2) a large portion of the mechanism through which

fiscal policy works. We found ourselves in the trying position of searching for a needle in a haystack, when
no evidence had ever been produced that the haystack contained a needle in the first place’ {1, p. 1].
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to estimate the employment impacts of the process in two important
defense industries. A concluding section summarizes the paper and
points out some important data and research needs.

II. Tee MiuiTARY PROCUREMENT PROCESS AND SOME
IMpLICATIONS

The discussion which follows briefly reviews the military procure-
ment process and indicates the implications of this process for empirical
research designed to estimate the economic effects of procurement
actions.?

The process normally begins with the submission of the President’s
budget in January, on which congressional hearings are held. Later
in the year, appropriations bills are passed, providing the Department
of Defense with authority to spend. During the year the Defense
Department incurs obligations. In the case of procurement, these are
generally in the form of contracts with private industry. To complete
the process, expenditures are made as the finished products are
delivered. ' '

“Which stages in the procurement process are crucial for measuring
impacts on output or employment? Subject to several qualifications
discussed below it appears that the contract-letting, or obligations,
stage is most significant. At this stage, the contractor adjusts
employment and output as he takes steps to fill the order. As pro-
duction is undertaken, inventories are increased. 'This is reflected in
GNP.: Eventually, the product is completed and payment is re-
ceived by the firm. An important implication of this description, for
the case in which production and delivery requires rather a long time,
is that the employment and income effects are felt prior to the ex-
penditure—in some cases many months prior.

As indications that these leadtimes are significant, it might be
noted that 27.8 percent of the 1960 total of procurement and research,
development, test, and evaluation was negotiated in the category:
“Technical or specialized supplier requiring substantial initial invest-
ment or extended period of preparation for manufacture” [20, p. 23].
Other evidence is reported by Weidenbaum [23, p. 11], who points
out that the lag between ordering and production for rifles, destroyers,
-transport planes, bombers, and jet planes is two or more years.
Empirical work of Ando and Brown [2] supports the view that obliga-
golns affect output.. Their contribution will be discussed more fully

elow. :

Several additional features of the defense industry and the procure-
ment process complicate the above description. First, defense firms
often submit proposals to the Defense Department describing projects.
which might be of interest to the Department. While a certain
amount of this type of work is likely to be going on all the time, greater
activity may take place in response to information from the Depart-
ment of Defense regarding its view on national security needs. Infor-
mation is made available to the defense industries in various ways,

2 More detailed analysis of this process may be found in 5], [10], [16), [22], and [23].

3 Conceptually, for national income accounting purposes, work in progress, on which progress payments:
have or have not been paid, should be included in inventories. Unfortunately, company accounting prac-
tices make it difficult for the national income accountants to do this since funds expended on such inventories
are often reflected in accountsreceivable, rather than ininventories. On the government side of the account~
ing, however, the amount called “ government purchases of goods and services” is on a delivery basis. Prog-
ress payments paid during production do not appear as purchases until final delivery is made, at which time

- the total expended on the contract is recorded as purchases. The foregoing refers to equipment contracts;
construction contracts are treated somewhat differently.

78-516—67—vol. 2 20
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including speeches by officials of the Department and amounts re-
quested in the Budget message. Though the former source of
information is fairly difficult to quantify, the budget is readily avail-
able. Also, to the extent that the Department has unobligated
appropriations in various accounts, information on the possibility of
future obligations is passed on to the industry. Second, if off-the-
shelf items are supplied, the effect of the government orders depends
on firms’ inventory policies and positions. If they were overstocked,
for example, there may be few effects on employment and output
until inventories are further reduced. In specialized defense firms
this is probably not very important. Third, in many contracts the
typical procedure-is for the firm to bill the government as production
takes place. These progress payments are made although no delivery
takes place. In the past several years changes in progress payments
have occurred which are of some importance. The percentage of
costs paid monthly has been changed from 100 to 80 percent and then
back to 100 percent. Peck and Scherer suggest that the ability of
defense firms to operate is affected by their access to working capital,
so that amounts received from the government might have an inde-
pendent effect [16, p. 162-163]. Fourth, it is likely that firms do not
respond completely to new contracts on a month to month basis, due
perhaps to the high costs of rapid employment change.

These considerations suggest that a model designed to predict the
impacts of changes in government procurement actions on employ-
ment should include among the independent variables: 3

(1) “Announcement’’ effects—specifically, budget plans and unobligated
appropriations. The budget variable is equal to the budget amount from January
until the month in which the appropriations bill is passed, after which, it is equal
to zero until the following January. This formulation is intended to reflect the
hypothesis that budget plans are the main source of information from January until
the appropriation bill is passed. Unobligated appropriations constitute a backlog
item, consisting of the balance in the appropriation account after currently in-
curred obligations are deducted and new appropriations are added. At any point
in time, these unobligated balances of appropriations represent the amount avail-
able to make additional contract awards. .

(2) Expenditures—to allow for the importance of working capital.

(3) Obligations—to measure the direct impact of contract letting. Several lags
will be incorporated to capture the possibility that firms do not respond fully on a
month-to-month basis. .

Additional variables are needed to capture the effects of two other
factors: price changes and changes in the amount of subcontracting.
Since the empirical work will relate money amounts of expenditures
and obligations to employment, changes in the price level will weaken
the relationship. In a period of rising prices, for example, the same
amount of obligations would lead to a smaller amount of employment.

Changes in the amount of subcontracting are important because the
Department of Defense budget categories and the SIC employment
categories do not cover the same industries. This problem is described
more fully in the appendix. Briefly, Department of Defense budget
categories are concerned with end items, such as aircraft or ships,
while the SIC data are keyed to the major product class of individual
establishments. The tendency {for more electronics equipniént to be
included in ships is reflected in the Department of Defense data in the
“ships” account, while in the employment data, it is reflected in the
electronics category. This factor should operate negatively on
employment, that is, a given amount of dollars obligated for ships will
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lead to less employment in shipbuilding establishments, the more
electronic equipment is included in the ship.* An attempt is- made to
allow for these effects by including another variable:

(4) P'olyn'orvnial»ivn time—to allow for trends in subcontracting and price changes.

The use of a trend variable will, of course, pick up other smoothly
changing omitted variables. In the present study, changes in the
amount of procurement purchased from foreign sources may be one
such variable, v

Finally, although I suspect that much of the seasonal variation in
the monthly employment series is due to the seasonality in the obliga-
tions series, conventional holiday periods and climatic conditions may
be significant. These are allowed for by a set of variables:

(5) Set of seasonal dummy variables, with January omitted.

Employment will be measured by (1) total number of workers,
"(2) number production workers, and (3) number of production workers
times average weekly hours worked. These all reflect different types
of adjustments. It is anticipted that the man-hours variable will
be most sensitive to changes in obligations, since adjusting the length
of the work week is generally the fastest way to increase output. The
number of production workers should be more sensitive to obligations
than total workers, since the latter includes a large component of
managerial and research people, who may be more insulated from
changes in production. To the extent, however, that research per-
sonnel are involved, the ‘“announcement” variables may exert a
‘greater impact cn total workers than on production workers.

III. Review or Previous Emriricar WORK

The discussion of the previous section leads to the conclusion that
the structure of the government procurement process is such that
‘the primary effects on employment and output will be felt some time
after the order or obligations stage, with secondary effects operating
‘through expenditures and announcements. With that in mind, some
empirical work in which government purchases of goods plays an
‘important role will be examined. This work includes four large scale
models of the economy and two papers which emphasize the impor-
tance of obligations.®

Two other models were examined, but will not be reported upon in
detail since their government sectors sre not greatly elaborated.
These include the Wharton School Quarterly Economic Model
'[Klein, 8], and T. C. Liw’s Quarterly Model [11]. In the Klein model,
government purchases appear only in the identity for GNP. Other
possible routes through which defense procurement could flow are
through new orders and unfilled orders. New orders, however, are a
function of recent sales and price changes, which do not explicitly
allow for a change in government procurement action. New orders,
along with the rate of capacity operations, determine unfilled orders.
Again, there is little scope for changes in defense spending.

4 The efiects of price changes and changes in subcbntracting are discussed by ﬁitch iri [7, p. 694].

5 Several other large-scale models of the economy are currently being constructed. The Brookings-Social
Science Research Council model, [9), is close to completion, although important revisions are stiil being
undertaken at this time. Two others, Wisconsin’s Social Systems Research Institute [14] and the National

Planning Association’s Program Analysis for Resource Management, [13] have not, to my knowledge,
elaborated a government expenditures sector. . .
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In Liu’s model, the relevant variable, government purchases of
goods and services, appears (after eliminating an identity) in the
equation determining the change in nonfarm business inventories.
Its coefficient is positive, but not significant. The description of the
government spending process suggests that the coefficients should be
negative, since purchases would tend to decrease inventories. How-
ever, since service items, which may have fairly short lags between
order and delivery, are included, and since there are problems in
estimating inventories, the relationship may have been obscured.

I next consider four large-scale models and two other studies which
are directly concerned with the impacts of the procurement process.

A. UNIVERSITY OF MICHIGAN RESEARCH SEMINAR IN QUANTITATIVE
ECONOMICS ECONOMETRIC MODEL

One of the few econometric models to take into account institutional
factors of the government procurement process is the model, based
on annual data, developed at the University of Michigan [17]. The
equation explaining the change in durable goods inventory is a function
of the difference between Federal military purchases in the following
and the current year, (AM+1) aswell asother variables. AM+-1enters
positively and significantly into the equation, The rationale for
including this variable is that production of this component of inven-
tory ¢* * * gppears in the national accounts as goods in process, and
exerts a strong impact on the economy long before delivery of the
finished product materializes as government expenditure’” [17, p, 115].

This model is thus seen to have recognized the importance of
accurately specifying lead and lag structure. It is, however, inade-
quate from other viewpoints: (1) The level of aggregation is quite
high, making it impossible to obtain impacts on specific industries;
(2) the use of annual data makes it impossible to study intra-yearly
movements which may be of some interest; and (3) the use of Federal
military purchases from private industry includes purchases of items
which are not classified in the durable goods industry. Nevertheless,
the importance of this variable in the inventory equation is an indica-
tion of the gains to be realized from an appropriate specification of the
lead and lag structure of the process.

B. DUESENBERRY-ECKSTEIN-FROMM: MODEL OF THE U.S. ECONOMY
DURING RECESSION

In their very interesting paper [4], Professors Duesenberry, Eckstein,
and Fromm recognize the importance of the order effect, particularly
in the explanation of inventory changes. In constructing the order
series, however, they assume that the lag between orders and pur-
chases is one quarter. They nevertheless are able to state that the
¢k * * gtimulus of government actions worked through orders as
much as through actual expenditures.’” It would be interesting to
explore the consequences of a more realistic specification of the lag
between obligations and purchases,

C. FROMM: “INVENTORIES, BUSINESS CYCLES, AND STABILIZATION

In a paper prepared for the Joint Economic Committee, Gary
Fromm states, “* * * fluctuations in government orders and expend-
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itures coupled with their resulting impact on, and the independent
variation of, private business investment appear to be the principal
I['esponsi})ility for recent stability difficulties in the U.S. economy”
[6, p. 37].

Although he presents some data to support this view, government
orders do not explicitly appear in the econometric model of the econ-
omy presented in a later section of the paper. They are included,
however, in the change in unfilled orders variable, which enters the
inventory change equation. There would appear to be some difficulty,
though, since the unfilled orders variable is essentially determined by
lagged values of itself and current and lagged final sales of goods.
Thus, government orders are present only to the extent that they
appear as initial conditions in the unfilled orders equation, and to the
extent that they appear in the final sales of goods, which enters with
a lag of two periods. The following is the inventory equation:

Al,= —29.4345 + 4601 S,f — 7314 I,
+ .1658 [111.3945 — .3878 §,_,¢
4 .5229 A S;.% — .5545 0,5 4 .8099 O,..;]

where [ is inventories, S is final sales of goods, and O is unfilled orders.
The term in brackets is the equation for O,_; [6, pp. 71 and 73].

Change in inventories is thus determined by current sales and sales
lagged one, two, and three periods. In the case of government pur-
chases, we would expect inventories to be related to sales with a lead,
as in the Michigan model.

D. LOVELL: FACTORS DETERMINING MANUFACTURING INVENTORY
INVESTMENT

A paper which explicitly considers government obligations is that
of Michael Lovell. Using quarterly data from 1954 through 1960,
he obtains the following inventory change equation:

AH,= —4.01 — .0683 H, — +.184 X, +.0298
AX, — 0158 AU, + 0112 U, — 295 E, — .1240,,

where H is inventories of durable goods, X is sales of durable goods,
U is unfilled orders, E is defense expenditures, and O, is defense
obligations [12, p. 132]. Defense obligations are seen to enter posi-
tively; they are also statistically significant. Unfortunately, Lovell
did not report on longer lags.

E, ANDO-BROWN: COMMISSION ON MONEY AND CREDIT STUDY

The study most closely related to the present is the paper by Ando
and Brown for the Commission on Money and Credit. They report
that “the relationship between expenditures on aircrafts and current
output is small. The current and two preceding months of expendi-
ture did have coefficients that were statistically significant, and there
may be some evidence that advance payments to contractors are of
some significance to aircraft output’’ [2, p. 144]. The relationship
between lagged obligations and output, on a quarterly basis, resulted
in the following equation:

P;—T— .0063 01+ .0002 Ot.—_1+ .0107 01_2
(.0077) (.0076) (.0068)
.+ .0130 O,_,
(.0067)
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where P.=quarterly average of Federal Reserve Board Index of
Production in period ¢, and O,=quarterly obligations in period ?
(2, p. 144). The second and third quarters preceding that for which
output is to be explained were considered significant, so that a lag of
nearly a year between obligations and output existed. Further ex-
periments on longer lags were not very satisfactory.

The Ando-Brown paper thus presents important evidence on two
of the effects which might be considered important for the discussion
of the government spending process and the nature of the defense
industries. It is concluded that lagged obligations explain output
better than do expenditures, but that recent expenditures have some
effect on output, pointing to the possible importance of the industry’s
dependence on the government for working capital. Their conclu-
sions are summarized in the following statement:

Even variations in rates of procurement of defense items take a considerable
period before they register themselves in output. QOutput appears . to be more
sensitive to contract awards than to actual expenditure in the aircraft component
of defense expenditure, the only one we examined. Aireraft contracts, for ex-
ample, change output by only 20 percent of the contract by the end of 6 months,
55 percent by the end of three quarters, and are nearly fully reflected in output
change by the end of a year. This particular case, however, can be attributed
to excess capacity in the industry. New products could be initiated only after
lengthy periods of research and would be expected to have lags of considerably
greater length [2, p. 11].

The main differences between Ando-Brown and the statistical
results to be reported upon in the following section are the following:

(1) The absence of variables representing ‘‘announcement”
effects in the Ando-Brown paper. These may significantly affect
the timing of changes in output and employment.

(2) The use of output rather than employment as the dependent
variable. Since the Federal Reserve Board reports [3, p. S-9]
that the monthly output series for the aircraft industry is based
on man-hours, with an adjustment for output per man-hour in
the case of aircraft parts, this particular difference is probably
not crucial. I prefer to work with the employment data directly,
leaving the polynomial trend to capture changes in output per
man-hour, because neither the source nor the quality of the
Federal Reserve Board’s adjustment is known to me.

(3) The correspondence between Department of Defense
budget categories and SIC categories. Ando and Brown relate
budget aircraft to SIC aircraft, while the present study, because
of the fact that much of the country’s missile production takes
Flace in establishments classified as aircraft, attempts to adjust
or this.

(4) Ando and Brown work with the period 1954-1959, while
the present study incorporates 1955-1963.

G. SUMMARY

The preceding discussion of several large-scale models of the U.S.
economy indicated that, by and large, these models do not appear
to have portrayed the government sector accurately with respect to
purchases of military goods. In general, the equations developed to
explain inventories, orders, and unfilled orders are better suited for
industries in which sales are made from inventories, and the adjust-
ment mechanism operates through attempts to control inventories.
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This is not the case for large amounts of military procurement, how-
ever. Many of these items are made to order, and a long lag occurs
between orders and purchases. If military procurement were a small
or unchanging portion of government purchases, inaccurate equations
would perhaps not be crucial. But some of the important uses of
these models have to do with the time path of the economy as changes
in these procurement actions occur. An accurate description of the
process is thus especially necessary if econometric models are to be
helpful in evaluating alternative courses of action which would tend
to offset major changes in procurement.

The discussion also showed that when obligations were explicitly
included they emerged as an important explanatory variable. The
empirical work discussed in the following sections bears this out for
the aerospace industry expenditures and presents some new evidence
on the importance of the “announcement’ effect.

IV. Stamisticar REsuLTs

The previous sections have argued that models designed to analyze
the effects on employment of military procurement should incorporate
announcement variables and new orders to obtain more accurate pre-
dictions of the time path of employment. It has also been pointed out
that many of the existing large-scale econometric models of the
economy have not done so, and that the small amount of empirical
work which has recognized the role of new orders has discovered it to
be an important variable. In this section empirical work for two
groups of budget categories will be discussed. Specifically, expendi-
tures and obligations for the aircraft-missiles-astronautics budget
categories (hereafter aerospace group), will be related to employment
in SIC categories 372 and 19, aircraft and parts, and ordnance and
accessories, respectively, and budget category ‘‘ships’ will be asso-
ciated with SIC category 3731, shipbuilding and repairing. A more
detailed description of the data may be found in the appendix.

Tables 1, 2, and 3 contain the results for the aerospace industry of
multiple regression analyses for three dependent variables: total em-
ployment, production worker employment, and number of production
workers times average weekly hours worked. Employment figures
are in thousands of employees, man-hours are in thousands, and all
dollar amounts are in millions. The results are broadly similar and
are discussed in the following paragraphs.

(1) Seasonal and time variables: Generally, the seasonal variables
are not significant individually, which lends support to the hypothe-
sis that observed seasonality in the employment series is better ex-
plained by the seasonality 1n the obligations series than a constant
seasonal pattern. An F test performed on the group of seasonal
dummy variables for the total worker regression proved to be insignifi-
cant at the 5 percent level. Both time and time squared are highly
significant. The coefficient of time is negative and that of time
squared, positive. Over the range of ¢ in this study, however, the
negative effect predominates and the net effect of time is negative,
although at a decreasing rate. In view of the earlier discussion of the
likely effects of price changes and subcontracting patterns, this nega-
tive effect was expected.
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TaBLE 1.—Aerospace Industries—Regression analysis

[Dependent variable: Total workersj !

Independent variable ¢ Coefficient Standard Beta Partial
error correlation
Seasonal dummies:
February._. - 0. 8556 25.84 0. 0031 0. 6030
Mareh___. - fem 21.1127 27.28 . 1006 . 6909
ATl o 10.0475 21.25 0178 . 0556
1% £, R 11.8130 27.41 0563 . 0507
June.__.. - 43, 2230 31.50 L2058 . 1596
........... 24,1764 26.11 1215 L1085
_____ 35, 9255 33.01 .1804 .1239
..... 60. 35828 33.88 L3034 . 2056
......... 62. 7813 33.69 . 3154 L2145
65, 4592 39.51 . 3289 .1916
88,8696 41,55 . 4468 L2444
........ 33,6001 L9671 —4.6461 —.7355
S . 3.0459 . 0061 2.8220 . 6611
Current expenditures_ ... 0054 L0112 L1114 L0573
Obligations, current . —. 0037 . 0163 —. 0836 —. 0452
T-monthlag. o coomaoao 3,0323 L0104 . 3253 L3134
2-monthlag. .o e 30275 L0104 2794 . 2985
3-monthlag_._. 20210 . 0107 2111 . 2262
4-month lag_ 30271 . 0108 2730 . 2850
5-month lag. 3 0303 L0108 . 3076 . 3148
6-month lag._ 3.0305 L0106 3144 .3221
7-month lag_ 0159 . 0106 .1608 L1752
8-month lag._ . 0185 .0106 L1876 . 2019
9-month 1ag_ -« . oo 3.0223 .0103 . 2262 . 2466
10-month lag. 3. 0306 L0104 . 3096 . 3264
11-month lag_. 3. 0348 L0103 . 3529 . 3649
12-monthlag_ .o . 0168 . 0091 L1759 . 2120
Tinohligated appropriations 3. 0071 . 0029 . 5031 L2773
Budgst ——- 3, 0081 . 0029 L9044 . 3091
805. 3519

Degrees of freedom oo 72 . JUOR SRR [

Durbin-Watson statistie. o oovoeeeoooo 8008 |ceooccmmanann . I P,

1 Tn thousands. .
2 All money amounts are in millions of dollars.
3 Significant at the 5-percent level.
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TaBLE 2.— Aerospace Indusiries— Regression Analysis

[Dependent variable: Production workers] !

671

Independent variable 2 Coeflicient Standard Beta Partial
error correlation
Seasonal dummies:
February._.._. —0. 2856 18.93 —0. 0100 —0.0178
March . 1060 19.98 . 0369 . 0624
April — . 2955 15. 56 . 0103 . 0224
May .1698 20.07 . 0059 . 0100
June.. . 2422 23.07 . 0844 L1228
July . 6452 19.12 . 0237 . 0397
August - .1562 24.83 . 0574 . 0739
September. . . 3679 24,81 . 1352 1722
October . 4207 24,67 . 1546 . 1770
November. - . 4307 28.94 <1583 L1728
‘D ber . 6097 30. 43 . 2241 . 2208
t... N 3 —8,2397 . 7083 —3.1437 —. 8079
12 : X 3,0346 . 0045 1. 5590 . 6725
Current expenditures. ... ... .. . 0040 .. 0082 . . 0575
Obligations, current . —. 0023 . 0075 —. 0379 —. 0360
1-month lag_ — 3,0240 L0076 . 1769 .3479
2-month lag. 3.0205 . 0076 . 15625 . 3036
3-month lag. .0149 . 0078 . 1097 .2197
4-month lag. 3.0101 . 0079 . 1409 . 2754
5-month lag. 3.,0218 . 0079 .5119 . 3098
6-month lag. 3.0213 . 0077 . 1605 . 3084
7-month lag. . 0094 . 0077 . 0696 .1423
8-month lag . 0019 . 0078 . 0880 1776
9-month lag. 3,0158 . 0076 L1175 . 2394
10-month lag. 3,0222 . 0076 .1643 .3235
11-month lag. . 3.,0267 . 0077 .1978 .3794
12-month lag_ 3,0181 . 0067 .1005 . 2254
Unobligated appropriations. ... ... 3, 0046 . 0021 . 2416 . 2506
Budget 3. 0056 . . 4572 .. 2932
Intercept. 568, 0707
R2___ .9
Standard error of estimate. 25.3485
Degrees of freedom 2
Durbin-Watson statistic. . 3501

11n thousands.
3 All money amounts are in millions of dollars.
8 Significant at the 5-percent level.
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TABLE 3.— Aerospace industries—Regression analysis

[Dependent variable: Production worker monthly man-hours] !

Independent variable 2 Coeflicient Standard Beta Partial
error correlation

Seasonal dummies:

February. . - —117. 4075 780.3 —0. 0097 —0.0177
March. . 167. 2887 823.7 .0138 . 0239
Aprilo . —256. 6500 641.7 —. 0212 —. 0471
MaY - L —347. 5373 827.5 —. 0287 —. 0494
June__ ——- 147. 2898 951.2 . 0122 . 0182
July - —797.1213 788.5 —. 0695 —.1183
August_ . - —127.6783 1024.0 —. 0111 —. 0147
September._ _. 687. 8603 1023.0 . 0600 . 0790
October. ... 807. 6806 1017.0 . 0704 . 0932
November. _ 894. 8415 1193.0 .0780 . 0881
December_._____ .. 153. 0373 1254.0 L1334 .1423

3 356, 9214 29.2 —3.2292 —.8215

2 e 31.6258 . 1852 1.7354 .7190
Current expenditures_ _._._._ —. 0001 038!
Obligations, current . 0002
. l-monthlag. N -- 31.0772

2-monthlag_ . ____________ 3.9303
3-monthlag_ . __ . _______________ 3,6327
4-month lag_ ——— 3.7840
5-month lag_ 3_8744
6-month lag. . 3.9448
7-mofhith lag . 5929
8-month lag___- 3.6790
9-monthlag. .. ______ 3.7571
10-month lag. - 3.8686
‘N-monthlag . ___________________ 3.9021
12-monthlag_____________ - . 4546
Unobligated appropriations - 0845
Budget . . ..o - . 1353
Intercept . g -1 25,279. 4280
S - 9272

Standard error of .1, 045, 1086
Degrees of freedom._.__..__ 72 1
Durbin-Watson statistic 8708 |- el

1In thousands.
2 All money amounts are in millions of dollars.
3 Significant at the 5-percent level.

(2) Expenditures and obligations: The three sets of regression co-
efficients reveal that current expenditures and obligations are not
significant explanatory variables of employment, but that lagged
obligations are all positive, all greater than their standard errors, and
nine out of 12 coefficients in each regression are statistically significant.
The fact that expenditures were not significant casts some doubt on
the hypothesis that the industry is dependent upon the government
for its working capital needs, but the importance of obligations is
strongly reinforced. Contrary to the findings of Ando and Brown,
the effects of obligations are felt almost immediately (the first lagged
value is significant) and effects are fairly well spread out over the
year, with a rather sharp drop between the 11th and 12th coefficient.

(3) Announcement effects: The coefficients of the unobligated ap-
propriations and the budget variables are statistically significant in
two of the three regressions, and positive, though not significant, in
the third. These variables appear to exert more effect on total work-
ers than on production workers, both in terms of the magnitude of
regression coefficients and standardized regression coefficients (B’s).
Since total workers include managerial and research people whose
employment may depend less on actual production contracts than on
the preparation of proposals to the defense department based on
expectations about the amount of subsequent production contracts,
this result is consistent with a priori expectations.
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The R? are quite high, ranging from .73 to .93, and are highest
for the production workers and the production man-hours equations.
The Durbin-Watson statistic appears to indicate some degree of
positive serial correlation of the residuals, although the published
tables do not contain entries for the number of independent variables
used in these regressions.

Several other sets of regressions were tried with lack of success.
The first used outstanding obligation, lagged up to 6 months, as inde-

endent variables. They were not statistically significant and yielded
ow R%. Another set of regressions used the data for the shipbuilding
industry to estimate models similar to those reported above. The
results were quite disappointing, with statistically insignificant co-
efficients and low R%. Much of the trouble is no doubt due to the
large and changing civilian component in employment.®

The importance of considering the effects of announcement and
obligations variables on employment is illustrated in table 4. Three
different models are used to generate the employment effects of the
following postulated series of events: $1 billion are added to the budget
and included in an appropriations bill passed in August, a contract
for that amount is let in September, and delivery takes place the
following Septemiber. Model I utilizes the coefficients recorded in
table 1. It includes both announcement effects and obligations. Model
II is based on a similar regression with the announcement variables
omitted. Model III assumes that the entire employment effect takes
place at the time of delivery as assumed in several of the econometric
models discussed above. : ' :

Model T accounts for a.greater total of employment than model IT
and displays a rather different time pattern.” By September, when
the obligation is assumed to occur, the announcement variables have
already generated 17 percent of the total employment. The per-
centage of employment accounted for by model I remains above that

“accounted for by model IT for the whole period. Both models I and
II, of course, predict a time rather different from that suggested by
model III. ' :

o V. CoNCLUSIONS

It will be convenient to consider the main conclusions of this study
in four parts: an empirical description of the military procurement
process, the implications for econometric models, data needs and
availability, and directions for further research.

A. EMPIRICAL DESCRIPTION  OF THE MILITARY PROCUREMENT PROCESS

Based on the description of the government spending process and
the regressions for the aerospace industry, it is clear that an important
role is played by the obligations variables. Beginning with a 1-month
lag they exert an important influence for a year. In addition, evidence
has been presented to indicate that two proxies for announcement

§ According to (18, p. 23), the 1958 portion of military output (according to value of output) for the ship-
building and repairing industry was 61 percent. Further, Survey of Manufactures data reveal that the
proportion of military shipbuilding has fluctuated from about 30 percent to over 50 percent.

“7 A referee notes that employment drops following the new appropriation and the new obligation in
model I The former occurs because the coefficient for unobligated appropriations (.0071) is smaller than
the coefficient for the budget variable (.0081). Perhaps this is because much of the preliminary planning
and development is done in response to the announcement of the budget in January and is virfuaily com-
pleted by the time of the enactment of the appropriations in August. The drop in employment at the
time of the hypothetical obligation in September is due to the negative, but insignificant, coefficient of
current obligations(—.0087). I did not think it necessary to recompute the equation without this variable.
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effects—budget and unobligated appropriations—have substantial
impacts on employment. '

TA.BLE 4.—Emploqunt resulting from.a $1,000,000,000 increase in budget, included
in August-appropriation bill, obligalion incurred in September, and delivery made
in following Sepiember

Model I Model II
Model
.| T, camu-
. Cumula- ’ Cumula- | lative per-
Month ’ Cumula- | tive per- Cumula- | tive per- | centage of
Employ- tive . centage of | Employ- tive .} centage of total
: ment 1 employ- total - ment 1 employ- -total employ-
ment ? employ- ment employ- ment
ment ment
8,100 8,100 2.16 0 [ '0.00 0
8,100 16,200 4.32 0 0 0.00: 0
8,100 24,300 6.48 1] Y 0.00 [
8,100 32,400 8 0 0 0.00 [
8,100 49, 500 10.81 0 ] 0.00 -0
8,100 48,600 | 12.97 0 0 0.00° Q
8,100 56, 700 15.13 [1] 0 0.00 ]
7,100 63, 800 17.02 0 0 0.00 0
3,400 67, 200 17.93 4,900 4,900 1.67- 0
32,300 99, 500 26.55 30,900 35,800 12.17 [
i 127, 000 . 88 1, 600 57,400 19,51 0
21,000 148, 000 39.49 14,900 72,300 24. 58 0
27,100 175,100 46.72 20,400 92, 700 - 31. 51 [}
30,300 205,400 . 54.80 27,600 120, 300 -40.89 0
30, 500 5, 62.94 31,200 151, 500 51. ]
15,900 251, 800 67,18 21,000 172,500 58,63 0
18, 500 270,300 72.12 22,100 194, 600 66.15 0
22,300 202, 600 78.07 22,400 217, 000 73.76 0
30, 600 323,200 86.23 29,100 246, 100 83.65 0
34,800 358, 000 95. 52 33,100 279,200 94.90 0
16, 800 374, 800 100. 00 15,000 204, 200 100. 00 100.0
374,800 204,200 {-ocoocomeoo|mmmme e enas
1 Number of employees.

Time trend variables, acting as proxies for factors such as changes
in the amount of employment in the SIC employment category asso-
ciated with the corresponding budget category, proved to be highly
significant. Seasonal dummies, however, were not significant. Ex-
penditures were not a significant explanatory variable, in contrast to
the findings of Ando and Brown. Whether this was due to differences
in industry correspondence, time period covered, or estimation of
expenditures was not investigated.

Unfortunately, similar regressions for the ship industry resulted in
unsatisfactory coefficients and low R?. This result was attributed to
the significant and varying nonmilitary demand in_ the industry.
However, the fact that different results were obtained with the two
industries also suggests that some degree of industry disaggregation
should be employed to obtain more accurate estimates of employment
impacts.

B. IMPLICATIONS FOR ECONOMETRIC MODELS

The implications for existing and planned econometric models are
clear. There are apparently important employment (and income)
effects associated with announcements and obligations. Variables
representing these effects should be included among the exogenous
variables. Further, models which incorporate series on new or unfilled
orders should recognize that part of these series—especially orders for
military procurement—are exogenous to the system. They are under
the control of the government, and should enter the model in such a
way as to facilitate study of their impact on variables of interest.
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C. DATA NEEDS

A few changes would seem fairly inexpensive and quite useful.
These include breaking up the ‘“ordnance, vehicles and related equip-
ment’’ category into individual categories and publishing expenditures
data on a gross basis. The former modification would permit a closer
correspondence between employment and budget categories and the
latter would provide a better estimate of amounts paid to business.
It would also be desirable for other agencies of the government,
particularly GSA, NASA, and AEC to release similar information on
monthly obligations, with care being taken that these obligations are
not also counted in the Department of Defense series when contracts
are placed through the latter.

While on the subject of data, it might be noted that a study for the
Joint Economic Committee entitled “A Federal Statistics Program for
the 1960’s” [19] does not include an improved series covering govern-
ment obligations on its list of directions for improvement.

D. FURTHER RESEARCH -

Given the present data availability, I do not think that the pro-
cedure followed in this paper can be applied to other industries. If
appropriate data should become available, such studies would be
quite valuable. Another direction for research would be to complete
the description of the spending process by constructing models which
relate expenditures and government purchases to lagged obligations
and other variables. :

An important area for research, not touched upon in this paper, is
the question of economic impacts on particular regions. It is hoped
that the present study has contributed to this research by pointing out
the stage at which impacts are likely to occur. Again in the direction
of disaggregation, more detail on the occupational mix of employment-
might be investigated. As noted above, there appear to be differences
in the behavior of total employment and production worker employ-
ment. As longer series on research and desvelopment obligations
become' available, these differences might be useful for studying the:
dynamics of the demand for engineers and scientists.
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APPENDIX

The purpose of this appendix is to provide the sources of the data
and the various adjustments made.

(1) INDUSTRY CORRESPONDENCE ®

The following correspondence was established between the budget
categories used by the Department of Defense and the Standard
Industrial Classification used for the employment data:

s This correspondence was established with the aid of Prof. M. L. Weidenbaum, and is based on Census
work sheets for industry classification.
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TaBLe Al.—Category correspondence

Industry name Budget categories 1 Standard industrial classification

Aireraft and parts (372).
Ordnance and accessories (19).
Shipbuilding and repairing (3731).

t These budget categories are the titles used in the most recent issues of the “Monthly Report on Status of
Funds by Functional Title.”” Earlier years titles were somewhat difierent.

Work on missiles is divided between the aircraft and parts industry and the
ordnance and accessories industry. It was not possible to include the entire
ordnance budget classification, since in most recent years ordnance has been part
of “‘ordnance, vehicles, and related equipment.”  Using this category would make
1t necessary to include the motor vehieles and parts industry employment category
to piek up the vehicles component of the budget category, but this would involve
ineluding the civilian component of the indusfry as well. In this case, of course,
the civilian component would dominate the data. ’

(2) EMPLOYMENT, HOURS, AND EARNINGS

These data were obtained from “Employment and Earnings, 1909-1961" [21]
and current issues of the same publication. The variables are not seasonally
adjusted. .
(3) BUDGET

The budget amounts are taken from the U.S. budget for various years. Gen-
erally, the correspondence between the Department of Defense categories used in
this study and the budget categories is easily established. An exception is the
case of the Army budget, which for several years used the category “Ammunition
and Guided Missiles.”” The portion included in missiles was taken to be the
percentage of obligations for missiles and ammunition going to missiles for the
year in question applied to the total budgeted amount for missiles and ammunition.

(4) EXPENDITURES, OBLIGATIONS, UNOBLIGATED BALANCES AND UNPAID
OBLIGATIONS

The main source for these variables is the Department of Defense monthly
release, “Monthly Report on Status of Funds by Funectional Title.”” Amounts
taken are those for “Military Functions.” i

(A) The amounts shown for expenditures are net of receipts from other govern-
ment agencies (Mutual Defense, NASA, ete.) for whose account the Defense
Department placed contracts. In an effort to arrive at a gross expenditures
amount, which more accurately reflects payments to industry, a correction was
added to expenditures. This correction was obtained by taking, for each year,
outstanding obligations at the beginning of the year plus current obligations minus
net expenditures. The resulting figure is compared with outstanding obligations
at the beginning of the next year, and the difference is assumed to be the amount
by which gross expenditures have been misstated. One-twelfth of the difference
is added to each month. This correction was not possible for procurement in
1954 and research and development in 1960.

R (B) Obligations data are taken directly as published from the Status of Funds

eport. .

(C) Status of Funds reports unobligated balances at the beginning of the year.
This is diminished monthly by current obligations and then replenished by the
annual appropriations. This latter amount is added in the month that the ap-
propriations bill is reported out of the Joint Conference.!® Appropriations are
derived by deducting end-of-fiscal-year uncommitted obligations from uncom-
mitted obligations for the beginning of the next fiscal year. These estimates will
include some minor aceounting adjustments in addition to appropriations.

¢ Tléanks to Mr. S8heldon Taylor of the Department of Defense for explaining the intricacies of their account
procedures.

10 Although the appropriations bills do not become law until signed by the President, I assume that the
“announcement” effect operates at the time the bill is reported out of the Joint Conference for two reasons:
first, the signing of the bill follows by a few days, so that it does not make very much difference; second, it is
extremely unlikely that the bill will be vetoed, so that the bill’s being reported out.of the Joint Conference
is tantamount to approval of the appropriations.



THE RELATIONSHIP OF NEW ORDERS TO SHIPMENTS OF
, DEFENSE PRODUCTS

By Maw Lix Les*
INTRODUCTION

1n recent discussions about how an econometric model can be effec-
tively used to evaluate the impacts of government operations, it has
been pointed out that the development of a realistic model of the gov-
ernment sector is a prerequisite [6]. There are two aspects 1o this
problem: (i) An econometric model should include appropriate in-
strumental variables—variables that can be controlled by policy
makers [11], and (ii) the model should properly capture the impacts
of the government actions [1, 2, 4, 13]. ~ The research presented here
is in one sense an exploratory work to fill out knowledge about these
two aspects of the problem.

Since defense procurement accounts for approximately 10 percent
of GNP, a question which naturally arises is: Can defense procure-
ment be manipulated by the government to help stabilize economic
activity or to offset cyclical fluctuations? It is o be expected that
the timing of defense procurement is determined primarily by non-
economic considerations. In peace time, however, a certain degree
of flexibility is presumed to exist in the scheduling of defense procure-
ment. For this reason, defense procurement can be considered a
cancclliilate for instrumental variables to be included in econometric
models.

In entering defense procurement as a candidate for instrumental
variable, the next question being raised is: What stage in the defense
procurement process is most important from the viewpoint of measur-
ing its impact on economic activity?  In a limited way in which
defense procurement was considered in major econometric models,
econometricians tend to measure its impacts at the expenditure,
stage [3,5,7,8,9,10,12]. Except for progress payments, expenditure
however, is made after final product is completed and delivered.
Because of the nature of defense products, little or no inventories are
accumulated by the defense industries in anticipation of order or
contracts. In fact, most defense procurement involves direct negoti-
ations between the Department of Defense and defense industries.
Tt can therefore be assumed that the production process begins after
the defense industries accept an order and sign a contract with the
Defense Department. As the industries take steps to fill the order,
employment, output, and income payments are affected. What this
implies is that the impacts of defense procurement on GNP (through

employment, income, output, and inventories) are felt prior to the

*The author, who is assistant professor of economics at Washington University, St. Louis, Mo., wishes to
express his gratitude to Prof. M. L. Weidenbaum for sharing his knowledge of the military procurement
process and data sources and for helpful comments on an earlier draft of this paper. Prof. Edward Green-
berg also contributed valuable ideas on econometric models of the government sector. ‘Thanks are due to
Norbert Budde and Robert Keller for assistance. The project was supported by NASA through its grant
NsG-342 to Washington University.
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expenditure stage. In fact, expenditure and delivery of shipment
usually signals the end of the impacts of a given defense procurement.
Because of this, it is not the sales or the expenditure, but the letting of
new orders that should be investigated to measure the impacts of
defense procurement on economic activity.

A study of the nature of structural lags between new orders and
shipments will not directly reveal the impacts of defense procure-
ments on economic activity. But on the assumption that the place-
ment of new orders signal the beginning and shipments signal the end
of the impacts of defense procurements, a study of the nature of
structural lags does indicate the duration of such impacts. On the
one hand, this knowledge is useful for model building in econometrics.
On_the other, it will be useful for the timing of fiscal and monetary
policies to coincide with or offset any changes in defense procurement.

TrE NATURE OoF ORDERS-SHIPMENTS RELATIONSHIP

Defense products, as defined by the Bureau of Census,! include
communication equipment, complete aircraft, aircraft parts, and
ordnance. These products vary in characteristics. The length of
time required for the production of some of these products may be
quite short. However, for products such as complete aircraft and
missiles, 2 years or so may be elapsed before an order results in ship-
ments.

From a technical viewpoint, it can be assumed that new orders
placed during a given period, 0,, will not result in shipments during
the same period. It is also assumed that a proportion, a,y, of O,
results in shipments in (¢4-1); and a proportion, a,., of O, results in
shipments in (t-+2), etc. As a first approximation, we assume that
all or nearly all of the new orders placed during #, O,, are filled within
a period of 2 years (eight quarters). This order-shipment relation-
ship can be restated as that the current shipments, S,, are derived from
new orders placed during the preceding eight quarters, O,;, O,

DR 1~8e

The length of time required for an order to be filled can be said to
depend on (1) state of technology, (2) the nature of product, and (3)
the extent of capacity utilization. Technological condition and the
nature of product can be regarded as long run factors which affect
the nature of structural lags or the order-shipment relationship
through o’s. The rate of capacity utilization, on the other hand,
may be regarded as a shortrun factor the effect of which on the
order-shipment relationship may be assumed to be additive. That is,
the fuller the capacity is utilized, the smaller the size of S, will be,
and vice versa.

On the assumption that technology and the nature of products
remain constant over the sample period, we postulate that:

Sz=0to+06105+1+020z—2+~ . '+a80t~8+a9Rt+ Ut

Where o’s represent the proportions of new orders placed during each
of the periods ¢—1,{—2,. . . , t—8, that result in current shipment,
S, ag is introduced to take care of systematic deviations from the
hypothesis and «, shows the effect of the rate of capacity utilization
B,on S, U,is introduced to account for any random disturbances.

1 Sdee'Bureau of Census publication: “Manufacturers’ Shipments, Inventories, and Orders: 1947-63 Re-
vised.”

78-516—67—vol. 2——21
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The assumption that technology and the nature of products remain
unchanged is not entirely realistic however. In fact, the advance-
ment in military tecnhology and changes in the nature of products
during the past 15 years were unprecedented in history. From the
viewpoint of individual products, technological progress will improve
the quality of product and/or the methods of production. An im-
provement in production methods may shorten the length of time
required for the production of a given product. In other words it
may shorten the structural lags between new orders and shipments
of the product in question. However, a more apparent result of
technological progress is the introduction of new products. As new
products are introduced, the product mix changes.? This is evident
in that the proportion of defense procurement devoted to missiles and
electronic equipment, which have high technology content, has been
increasing since the early 1950’s.

A change in product mix undoubtedly will alter the nature of
struct,ural%ags between new orders and shipments of defense products.
Because of this, the assumption that the nature of structural lags
remains unchanged throughout the sample period will have to be
relaxed. In other words, instead of assuming the fixed values of o’s
as in equation (1), we assume that o’s are a function of product mix.
That is to say, the nature of structural lags as indicated by o’s changes
with & change in product mix.

There is no precise measurement of how product mix changes.
However, as noted above, the growing importance of missiles and
electronic equipment may be a good indicator and is used as proxy
for changes in product mix. This variable is quantified by taking
the ratio of the obligations on missiles and electronic equipment to
the obligations on the total defense procurement. This ratio ranges
from a low of .07 to a high of .43 over the sample period.

On the assumption that the nature of structural lags is a function
of product mix P, we write:

0411=0110+CY11P1—1 (2)
a2,=a20+a21P -2 (3)
a3z=aso+amP t-3 (4)
asz=aso‘|‘a81Pz—s (8)

Substituting equation (2) through (8) in equation (1), we obtained:
S,= a0-|- (0510+ auP z-1) Ot—l + (‘flz_o'l‘ C!21Pz-2) 01—2+

c130'}‘0131 1-3) -3t -

(asotasPi-g)0rstaR+Us 9)
Rewriting (9), we have:
Sz=0£o+01100;—1+01200:-2+ ... +asooz—s+0lu(P0) et
azl(PO) 2t . +0581(P0) t—s+a9Rt+ Uz (10)
2 This study is concerned with the relationship of new orders to shipments of defense produets in aggre-

gate term. The order-shipment relationships of individual products are not within the scope of this in-
vestigation.
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In order to preserve as many degrees of freedom as possible, it is
assumed that:
an=an=pHo

ag=an=Pfn
a5 =0agn=P1

an=au=P;
and denote:
=P

ae=F

ago=_Rs
ag=f
Equation (10) is then rewritten as:

Sl=BO+BIOt—l+B20t—2+~ . -+3801—8+59Rz+5w{ (Po)t—l'l‘
(PO)1—2}+B1{ (PO) 15+ (PO) s} +Bre{ (PO) 5+
(PO) 16} +B1{ (PO) 11+ (PO) 15} + U, (11)

Equation (11) shows that S, is dependent on previous new orders,
the interaction of new orders with product mix, and the rate of
capacity utilization.

3. DaTta anxp Sraristican Resunrs

Data on the new orders, shipments, unfilled orders, and inventories
of defense products are published by the Bureau of Census as monthly
series in “Manufacturers’ Sales, Inventories, and Orders.” To
avoid the necessity of including an excessive number of lagged variables
in the equation, the data are aggregated to obtain a quarterly series.
This aggregation reduced the size of observations to a smaller number.
But it also resulted in some loss of precision. Seasonally adjusted
data are used in this investigation.

The rates of capacity utihzation are those of the Federal Reserve
Board series. The ratios of the obligations on missiles and electronic
equipment to the obligations on total procurement are calculated
from various issues of Monthly Report on Status of Funds published by
the Department of Defense.

The statistical estimates of equation (1) are summarized in table 1.

TABLE 1
Variables Coefficients| Standard Variables Coefficients| Standard
€rrors errors

[:51:3) U F— 0.1142 0. 0693

. 1366 0. 0631 . 0190 . 0636

1464 . 0665 4 . 0548

1707 . 0680 —.0413 0140

1640 . 0707 =80 |aacccaceae

1189 . 0745 d=.6697 | ...
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An interesting aspect of the above estimates is that the effects of new
orders, O, on shipments, S, first increases then decreases with the in-
crease in lags. The coefficients for 0,; and O, indicate that the
largest proportions of new orders placed during a given period result in
shipments three and four quarters later. The coefficients for 0,_; and
O,_s are respectively .0190 and .0024 suggesting that current ship-
ments are derived from a very small proportion of new orders placed
more than seven or eight quarters ago. In other words, most of the
new orders placed in a given period were filled within a period of six
quarters. From another viewpoint, the results indicate that the dura-
tion of the impacts of a given order for defense products is approxi-
mately a year and 6 months.

As expected, the extent of capacity utilization is inversely related to
shipments: The fuller the capacity is utilized, the smaller the size of
shipments will be and vice versa. .

The estimates for equation (11) are summarized in table 2.
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TABLE 2

Variables

Coefficients and
standard errors

Variables

Coefficients and
standard errors

Constant_ _ ... ... 26.2834 || O-s. .0889+-.1277 Py
-1 .04904-0001 P (.0564)(.1114)
(.0566) (.0422) 1 O pere oo cean 027842335 Py

O:-2 06424-.0001 Py (.0514) (.0906)
(.0626) (.0422) || O¢-s - —.0088+4-.2335 P—g

Oy .0903—.0452 Py (,0451) (.0906)
(.0569) (.0931) | R —1.4559

Ot .0708—.0452 Py (1.2900)
(.0642) (.0931) {| R2=9019__ ... df=26

Oz W05734+.3277 Pros || Se=26.28 e d=1.025

(.0608) (.1114)

The addition of product mix P, as an explanatory variable raises
the R? from .8189 (table 1) to .9019 (table 2). This change in the
R? of .0830 is highly significant statistically.

The estimated value of o’s are illustrated for P,=.05, .10, .15, .20,
.25, .30, .35, .40, and .45 in table 3. ‘

TABLE 3

P Oy Or2 Oz O Q-5 O O¢-7 Oc-s
0.05 0.0490 0. 0642 0. 0880 0. 0685 0. 0637 0. 0953 0.0395 0. 0029
.10 . 0490 . 0642 . 0858 0663 . 0701 L1017 . 0512 . 0146
15 . 0490 . 0642 . 0835 . 0640 . 0765 1081 . 0628 . 0262
20 . 0490 . 0642 .0813 0618 . 0828 J1144 0745 . 0379
25 . 0490 . 0642 0790 0595 . 0892 1208 . 0862 . 0496
30 . 0490 . 0642 0767 0572 . 0956 L1272 . 0979 . 0613
35 . 0490 . 0642 0745 . 0550 L1020 .1336 . 1095 0729
40 . 0490 . 0642 L0722 L0527 . 1084 . 1400 1212 . 0846
45 . 0490 . 0642 . 0700 . 0505 . 1148 1464 1329 . 0963

Tables 2 and 3 show that the changes in product mix as indicated by
P, does not have any effect on the relationship of 0,; and O, to
S, Most of the new orders that result in shipments within a short
period, say 6 months, are those for component parts of defense
products. It is reasonable to assume that change in product mix will
have little effects on the relationship between new orders and shipment
of these products.

Changes in product mix, however, have effects on the relationships
of O, O1gy - - ., Oig, to S, The magnitude of coefficients for
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0.5 and O,_4 is inversely related to P,, while that for 0.5, 0,6, 04,
O,_s varies with the value of P, A change in product mix over the
sample period indicates a shift from conventional defense products
which have relatively lower technology content to missiles and
electronic equipment which have relatively higher technology content.
The time required for the production of conventional defense products
is shorter than that required for the production of missiles and elec-
tronic equipment. As the proportion of defense procurement going
to missiles and electronic equipment increases, the proportion of new
orders that is filled within three or four quarters decreases while the
proportion that is filled between five and eight quarters increases.
The nature of structural lags between new orders and shipments
varies with the change in product mix. This also implies that the
duration of defense procurement impact on economie activity increases
as the proportion of expenditure going to products with high tech-
nology content, such as missiles and electronic equipment, increases.

4. CoNcLUDING REMARKS

The statistical estimates of the structura] lags between new orders
and shipments implied that the impacts of defense procurement on
economic activity are spread over a period of approximately a year
and a half. The duration of these impacts, however, is dependent on
product mix. The larger the proportion of defense procurement
going to products with high technological content, the longer the
duration will be. In considering the implications for fiscal and mone-
tary policies to meet any change in defense procurement, the duration
of such impacts needs to be taken into account.

It is beyond doubt that the appropriate stage of defense procurement
should be introduced as an instrumental variable in the government
sector of econometric models. The study presented here does not
directly investigate the impacts of defense procurement on such
activities as production, employment, and income. Nor does this
study investigate orders that are generated by subcontracting.
These need to be investigated directly.
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Part IV
REGIONAL AND INDUSTRIAL IMPACTS

Frequently asked questions are those inquiring about Defense ex-
penditure impacts on a firm, an industry, a community, or on an
economic region. 'This part’s papers attempt to illuminate these areas
of inquiry.
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THE ECONOMIC IMPACT—INDUSTRIAL AND REGIONAL—
OF AN ARMS CUT*

By WassiLy LeonTIEF, ALisoN MoRGAN, KAREN POLENSKE,
Davip Sivpson, Epwarp TowEer

I. Tue ProBLEM AND ITS ANALYTICAL FORMULATION

1. The object of the computations described in this paper was to
determine what effect a hypothetical reduction in military accom-
panied by a compensating increase in nonmilitary demand would have
on the industrial composition and regional distribution of employment
in the continental United States. By compensation is meant the
maintenance of the total level of employment in the economy.

In a paper published 4 years ago,' input-output analysis was used
to estimate the effect of such a change in the structure of final demand
on the industrial distribution of the labor force for the country as a
whole. The present study carries that inquiry one step further.” The
impact of the hypothetical shift from military to civilian demand is
projected here not only in interindustrial, but also in interregional
terms. Specifically, the territory of the continental United States
has been subdivided into 19 distinct regions, and the shift in the
industrial composition of output and employment was assessed for
each one of them.

Had we attempted to study each region separately and then simply
to add the results to arrive at corresponding aggregates for the country
as a whole, the total national output figures and the corresponding
total input figures for each distinct category of goods and services
could not have been expected to match. In other words, the results
of such isolated regional studies would not comprise a consistent
picture of the national economy as a whole. The simple scheme of
multiregional analysis on which the present computations are based
provides for simultaneous balancing of all input-output flows from the
point of view of each individual region, as well as for the U.S. economy
as a-whole.

For some goods—let them be called local—a balance between pro-
duction and consumption tends to be established separately within
each region; for other goods—let, them be identified as national—such
a balance typically is achieved only for the country as a whole.
Withip each region the output of a national good might exceed or fall
short of its total input, the deficit or surplus being evened out by
exports to or imports from other regions. Retail trade and auto
repair services are characteristically local industries while coal mining
and aircraft manufacturing are typically national. The difference

*Reprinted from The Review of Economics and Statistics, vol. XLVII, No. 3, August 1965; also chapter
10 of I'mput-Output Economics, Oxford University Press (New York), 1966.

All authors were members of the Harvard Economic Research Project. This study was financed by
the National Science Foundation and the Rockefeller Foundation. The computations were performed on
the IBM 7094 at the Harvard Computing Center.

Al “{assily Leontief and Marvin Hoffenberg, “The Economic Effect of Disarmament,” Scientific American,
pril 1961.
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betiveen the two obviously should be explained in terms of the relative
mobility or transportability of their output.

To separate national industries from the local, all sectors were
arranged in order of the increasing magnitude of interregional, as
compared with the intraregional, trade of thzir respsctive products.
Then, an admittedly somewhat arbitrary cut was made across that
array, setting apart the local industries, serving mainly users located
within the region in which production occurs, from the national
industries, supplying the entire national or even international market,
whose products typically are being shipped for this reason in com-
paratively large amounts across regional lines.”

2. The multiregional input-output computation itself can be
visualized best as being performed in three distinct, successive rounds.
The first consists of a conventional input-output calculation designed
to determine the direct and indirect effects of the given shift from mili-
tary to nonmilitary final demands on the total output of all—that of
local as well as of national—goods for the country as a whole. The
regional distribution of these total figures is determined in the second
and the third rounds. All basic information on the input structure of
each local or national industry used again and again throughout these
computations stems from the same large input-output table of the
American economy. This common source of structural data ensures
the internal consistency of all the final results.

For national industries the regional apportionment of the increase
or the reduction in the total U.S. output is based in each instance on a
simple, but in the first approximation, well-justified assumption of a
uniform percentage change. For example, if the first stage compu-
tation indicates that as a result of curtailed military purchases and a
simultaneous expansion of deliveries serving various types of final
civilian demand, the total U.S. output of electronic equipment will
fall by 5 percent, then in the second stage that aggregate cut is allo-
cated among the different regions on the assumption of an equal 5
percent cut applied across the board. That presupposes, of course,
knowledge of the actual output and employment levels maintained
by the national industries in each region before the shift occurs.

The third and last step determines the geographic distribution of
changes in the level of activities of local industries producing goods
for which the balance between supply and demand tends to be main-
tained within each region with relatively limited recourse to inter-
regional trade. 'The input requirements that must be covered in each
region by the output of its local industries comprise: (a) deliveries to
final military and civilian users located in the same region; (b) input
requirements of the national industries operating in it; and (c) the
input requirements of the local industries themselves.

Thus, the calculation of regional outputs of local industries requires
not only a knowledge of final demand for the United States as a whole,
but also a breakdown of military and nonmilitary final demand by
regions. While changes in the level of final deliveries of steel, chem-
icals, and other national goods need be specified only for the country
as a whole, the given shifts in military procurement and civilian
purchases of electric power, gas and water, office supplies, and other
local goods have to be specified separately for each region before the
analysis of their regional impact can begin. The amounts of local

2 The concluding observations at the end of this article describe a possible refinement of this approach
which introduces a graduated distinction between national, regional, and subregional industries and goods.
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goods absorbed in each particular region by national industries oper-
ating in it can be ascertained easily by applying appropriate sets of
technical input coefficients to the regional output figures derived for
all national industries in the previous, second round of computations.

The regional output levels of local industries, finally, can be derived
through separate input-output computations in which the deliveries
of local goods to final users located in each region and to national
industries operating within it play the role of a given bill of goods.

3. In this last stage of the multiregional analysis, households is
treated as one of the local indusiries—the largest one in fact. The
out put of that industry consists of labor services of various types.
In contrast to previous computations of this kind, for reasons of prac-
tical convenience the quantities of labor services are measured in this study
10t i man years but rather in terms of the total wage and salary payments
received for them.

The inputs of the household sector are consumer goods purchased
by it. Its input structure, like the input structure of any other
industry, can be described accordingly by an array of consumption
coefficients, each of which represents the amount of one particular
type of good absorbed by the household sector per unit of its own
output, 7.e., per dollar of salaries and wages received by it.

That means, of course, that in the third stage of the multiregional
input-output computations, the given regional bill of goods is rede-
fined so as to include all military and non-military governmental
purchases and private investment expenditure, but not the private
consumption expenditures. Since households is treated at this
stage of the computations as one of the local industries, all goods ab-
sorbed by it appear not as final deliveries, but rather as components
of that part of all output of each sector that serves indirect demand.

The internal consistency of the entire procedure is demonstrated
by the fact that, if separated from deliveries to other local and all
the national industries and summed for the country as a whole,
these regional inputs into households will match exactly the private
consumption column of the final bill of goods introduced into the
computation in its very first stage.

4. That bill of goods itself, of course, must reflect the anticipated
effect of a hypothetical reduction of military and a corresponding
increase in civilian expenditures. For purposes of the present
analysis, such a shift has been assumed to have occurred in the year
1958, which at the present time is the latest year for which a detailed
input-output table of the U.S. economy has been compiled. The
final bill of goods is represented by three components: Military pur-
chases, private household consumption, and nonhousehold civilian
final demand.? The latter demand “contains’ non-military deliveries
to the Federal, State, and local governments, private and public
gross investment, and net exports.

The hypothetical cut in military expenditure is visualized to take
the form of a 20-percent, across-the-board reduction in each kind-of
military purchase. With the total 1958 defense expenditure included
in the military vector amounting to $31.3 billion, that means reducing

2 Morris R. Goldman, Martin L. Marimont, and Beatrice N, Vaccara, “The Interindustry Structure
of the United States, a report on the 1958 Input-Output Study,” Survey of Current Business, U.8. Depart-
ment of Commerce, November 1964, Washington, D.C. A detailed description of the definitions and
composition of the final demand vectors used in this study is given in see. IV. The vectors only include
estimates of final purchases from endogenous industries, e.g., the military vector does not include purchases

from new construction since this is exogenous in this study. Thus, the sum of the elements included in
the vectors does not represent all final demand. See footnotes to table A-3.
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it by $6.3 to $25 billion® The compensating rise in nonmilitary
demand was assumed, on the other hand, to be represented by a
proportional across-the-board increase in all kinds of nonmilitary final
deliveries. Its total magnitude is chosen deliberately with the view of
maintaining the total level of employment, or rather the combined
wage and salary bill of all industries, at its original—that is, the
actually observed—1958 level.

Had the military shopping list contained the same goods and in the
same proportions as the civilian, each million dollars’ worth of addi-
tional nonmilitary demand could reemploy the same number of hands
and heads—commanding the same amount of wages and salaries—
as would have been released by each million dollars’ worth of military
budget cut. However, the military product mix is very different from
the civilian. A comparison of the results of two auxiliary input-
output computations has shown that in 1958 the total wages and
salaries paid for all the labor engaged directly and indirectly in produc-
tion of one million dollars’ worth of goods and services combined in
the proportion demanded by the military are some 21 percent larger
than wages and salaries paid for labor inputs required for production
of $1 million worth of outputs delivered in amounts reflecting the
average product mix of all nonmilitary final users.

Thus, it would take $7.6 billion of additional civilian demand to
compensate the cancellation of $6.3 billion worth of military spending.
Nonmilitary final demand, as defined for this study, amounted in 1958
to $418 billion.® Stated in percentage terms, the shift in the economic
impact as described below combines a 20-percent cut in military
purchases with a 1.8 percent increase in the amount of goods and
services absorbed by each of the two categories of final civilian users.

With the total labor input and wage bill remaining constant, a
1.8 percent increase in the amount of all goods and services allocated to
private consumption can be described as a proportional increase in all
consumption coefficients. Accordingly, the column of technical
coefficients used in the last stage of the multiregional input-output
computations to describe the input requirements of households was
obtained by raising by 1.8 percent the consumption coefficients de-
rived from the 1958 U.S. input-output table.

A translation of the theoretical scheme described above into concise
mathematical language is presented below. A reader not interested
in details of computational procedure can skip part IT and proceed
directly to part III containing a summary of the principal conclusions
of this study.

II. MATHEMATICAL FORMULATION OF A LINEAR MULTIREGIONAL
IxpuT-OUTPUT SYSTEM *

1. NOTATION

The multiregional economy described below consists of (n) national
and ({—1) local industries. When households is treated as an en-
dogenous sector the total number of local sectors is (). The loca-
tional distribution of all inputs and outputs is specified in terms of
(r) distinct regions.

1 Phe fitst—materially different, but formally similar to the present—version of that systemn was presented

in Wassily Leontief (EQ.), Studics in the Structure of the American Economy, (Oxford Uuniversity Press:
New York, 1653), ch. 4.
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The quantities of all goods, including the labor services, are meas-
ured in physical units defined in each instance as ‘“the amount pur-
chasable for $1, at 1958 prices.”

Captial letters are used to designate rectangular and square matrices,
lower case Latin letters to describe column and row vectors, and
Greek letters to define scaler magnitudes, except matrix dimensions,
which are in parentheses:

A—square, (n+1—1) by (n-+1—1), matrix of input coefficients of all national
and local industries, excluding houscholds. )
A¥— if’Lﬁi“] augmented square, (n-+1) by (n+1), matrix of input coefficients of
<LLN LL.

all sectors including households, partitioned into:

Ayy—square (nXn) submatrix of input coefficients describing flows from national
to national industries.
Ayi—rectangular (nX[) submatrix of input coefficients describing flows from
national to local sectors, including households.
Ajy—rectangular (IXn) submatrix of input coefficients describing flows from
local industries, including households, to national industries.
Air—square (IX1) submatrix of input coefficients describing flows from local to
local industries, including households.
w’—row vector of (n-+I1—1) labor input coeflicients of all national and loecal in-
dustries, excluding households.
3—column vector of the original (n+1) consumption coefficients, 4.e., the input
coeficients of households, including the coefficients describing inputs from
from households to households.
c¥—column vector of (n-+1I) consumption coefficients, including the input from
households to households, adjusted to the change in the level of living which
has resulted from the shift in final demand.
z—column vector of (n+41—1) total outputs of national and local industries, ex-
cluding households.

c

x*—[i—f] column vector of (n+1) total outputs of all sectors partitioned into:
L

zy column vector of (n) total outputs of national industries, and
zF column vector of (I) total outputs of local industries, including households.

X y—diagonal matrix with the total outputs of national industries entered on its
principal diagonal in the same order in which they are shown in zy.

m, h, g—three column vectors of (n+1—1) quantities, measured in 1958 dollars,
of national and local goods, excluding labor, representing respectively the
military, the household and the nonhousehold civilian component of the origi-
nal, total final bill of goods.

m*, g¥*—two column vectors of (n+1) quantities of military and nonhousehold
civilian final demand, including labor.

vy, v, vo—three amounts of labor directly entering respectively into the mili-
tary, the household and the nonhousehold civilian demand components of the
original, total final bill of goods.

M* Q% —two diagonal (IX1) matrices of quantities of local goods, including
labor, representing respectively the military and the nonhousehold civilian
component of the original, total final bill of goods.

XJ—rectangular (nXr) matrix each column of which shows the output levels of
all national industries in one particular region.

P y—rectangular (nXr) matrix each column of which shows what fractions of the
total output of each of the national industries are produced in one particular

region.

D3P, D¥—rectangular (I )Xr) matrices the columns of which represent respectively
proportions of the total military and of nonhousehold civilian final demand
for the products of different local industries, including households, absorbed
in one particular region.

a—the ratio of the magnitude of each element of total final military demand after
tlﬁe shift from military to nonmilitary expenditure to its magnitude before
the shift.

B—the ratio of the magnitude of each element of the household and of the non-
household civilian componens of total final demand after the shift from
military to nonmilitary expenditures to its magnitude before the shift.



692 ECONOMIC EFFECT OF VIETNAM SPENDING

2. DERIVATION OF COMPUTATIONAL FORMULAE

Basic relationship between the total final bill of goods—comprising
deliveries to household, nonhousehold civilian, and military final
demand—and the total outputs of the national and local industries,
excluding households:

o= (I—A)"[h+q+m]. €Y

Corresponding relationship between the original, total level of
employment and the combined labor inputs indirectly absorbed by all
national and local industries plus those directly entering final demand:

V=’LU,$C+VH+VQ+VM. (2)

Relationship between the new final bill of goods and the new total
level of employment that—by assumption—equals the original level
of employment:

y=w'(I—A4) " B(h+q) +am]+avs+Bratva)- 3)

Solution of the equation (3) above for 8, with all other magnitudes
appearing on the right-hand side considered as given:

f— v—afw' (I—A) "'m+vu]
w' (I—A) " (h+¢) +vatve
Derivation of the new vector of the input coefficients of the house-

hold sector through adjustment of the original vector to the shift in
the level of living:

)

ci=c%.B. )

Derivation of the new * total output levels of national and local
industries, including households:

o= (I—A*) 7 Bg* +-om™]. (6)

Derivation of the new regional outputs of national industries
from their new total outputs:

XE— X\ Py )

Derivation of the new regional outputs of local industries, including
households:

X*B— ([— Af,) [ Afy X2+ (8Q4- D+ oMEDEH)]- ®)

The sum of the last two terms is a rectangular (I)Xr) matrix each
column of which represents the new combined military and nonhouse-
hold civilian final demand for the products of local industries—
including households—in one particular region. The multiplication
of BQ: by Dj and olMf by Dj; are analogous to that performed on
the right-hand side of (7); it involves application of given sets of

5 Strictly speaking, a subseript should be used to distinguish old and new outputs.
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regional distribution coefficients to previously obtained total figures
of final military and nonhousehold civilian deliveries of each kind of
local good. Any other method of determining the amounts of local
goods absorbed by military and nonhousehold civilian final demand in

each region would be equally acceptable, provided the regional figures
add up to the corresponding olements of the diagonal matrix (8QZ+

oME); i.e., provided the sum of all regional deliveries of each local
good equals the corresponding total amount of military and nonhouse-
hold civilian deliveries for the country as a whole.

One of the [ rows of the rectangular matrix X*2 on the left-hand side
of (8) describes the new regional outputs of the household sector,
that is the level of employment attained in each region after the
hypothetical shift in the relative magnitude of the military and of the
nonmilitary components of final demand.

The formulae presented above describe the computations of regional
output and employment ficures after the shift from military to non-
military -expenditures. If the proportionality factors and B are set
equal to 1, the formulae describe the state of the economy and, in
particular, the level and regional distribution of output and employ-
ment before the shift. S ' .

III. SUMMARY OF THE PRINCIPAL FinpINGS

1. When the numerical conclusions presented are based on a
straightforward application of a systematically developed theoretical
theme, the results need little additional explanation. In the present
instance most of the explaining was done when the procedure was
described by which the primary factual information fed into an
analytical machine is transformed into final figures describing the
results of the entire computation. They appear in the form of tables
which describe in great detail changes in the interindustrial and the
interregional distribution of output and employment that would be
brought about by a hypothetical 20 percent reduction in the military
bill of goods, combined with a compensating proportional increase in
the nonmilitary components of the final bill of goods. This non-
military demand comprises consumption by private households, total
investment, which includes new construction, and nonmilitary gov-
ernmental expenditures. '

A detailed explanation of sources and methods used to obtain the
basic matrix of input-output coefficients of all national and local
industries, to ascertain the actual composition of the military and
nomilitary vectors of the final bill of goods for the year 1958 and last,
but not least, to determine the regional distribution of the outputs of
national industries and of the final military and nonmilitary demand
for locally produced goods will be found in section IV below.

The number of industries in terms of which the productive apparatus

" of the American economy is described is 58, and the number of regions
into which the territory of the continental United States was sub-
divided for purposes of this description is 19; thus, the total number
of output and employment figures resulting from this multiregional
input-output computation could exceed 1,000; in fact, since not all
industries are present in all regions, the detailed tables reproduced in
the appendix contain & certain number of empty cells.
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Since the hypothetical shift in the composition of final demand was
balanced so as to leave the overall level of employment for the country
as a whole the same as it, was before, its economic impact takes the
form of shifts in the labor force among different industries and among
different regions.

The magnitudes of changes in output and employment that we are
about to examine are—when expressed in relative terms—at, most of
the order of a few percentage points up or a few percentage points
down; in most instances, they are even smaller., Considering, how-
ever, that an unemployment rate of 5.5 percent commonly is inter-

nized as one of the major goals of national economic policies, even a
one-half of 1 percent change in employment level in one region or
another must be taken to represent a noteworthy shift. The percent-
ages to be examined may not meet that degree of accuracy, but they
should indicate the direction of change in regional employment levels.

TasLe 1.—Percentage changes in output and employment 2 by industries, after a
compensated 3 20 percent cut in armament expenditures +

Sector Percent- || Sector Percent-
num- Industry age num- Industry age
ber 5 change ber & change

36N Adrerafb_____________ —16.05 || 13N Wood containers. _____________ 1.05
40N Ordnance_._____ 777" —15.42 || 27N Stone and clay. ... 1.10
41N Research and development _ —13.26 || 1L Printing, publishing___ 1.12
34N Electronics equipment___ —5.40 || 10L Business services___. 1.14
29N Nonferrous metals___ —2.21 || 8N Fabrics, yarn._____ 1.19
38N Instruments_______ R —1.59 (| 15N Office furniture____ 1.19
32N Electrical apparatus__ ... " —0.92 || 20N Drugs________ 1.21
37N Other transportation equip- 35N Motor vehieles - 71171 1.21
ment__________ —0.23 || 39N Miscellaneous mantfacturing__ 1.23
28N Iron and steel —0.04 || 2L Electricity, gas, water._.___ . 1.24
3IN Nonelectrical —0.03 || 12N Lumber, wood products. . - 1.26
18N Chemieals.._________ 77T 0.15 || 51, Communications._ 1.26
13L Maintenance construction. ... 0.20 || 14N Household furniture - 1.27
24N Rubber, plastics__ 0.30 {| 12L Medical, educationa - 1.31
33N Appliances, lighti 0.34 || 3N Forestry, fisheries. . _ 1.33
22N Oilfields_____.___ 0.38 || 4L Trade _________ 777 1.40
23N Petroleum products 0.45 || 6L Finance, insurance__ . 1.48
3L Transportation._____ 0.48 || 9L Auto repair services_ ... - 1.48
2IN Paint_________ 7777 0.48 || 8L Personal services_______ - 1.56
30N Fabricated metals_____~ 0.54 || 25N Leather______ [ 7777 1.57
1IN Miscellaneous fabricated te. 7L Real estate, rentals._ 1.57
iles________________ 0.54 || 2N Other agriculture.__ 1.65
19N Plastics synthetics 0.59 || 11L Amusements_______ . 1. 66
26N Glass.____________ 0.81 || 10N Apparel________7777 . 1.66
16N Paper________ _ 0.83 || 6N Food and kindred produets____ 1.66
17N Paperboard containers.___ ...~ 0.93 {| IN Livestock________ " . 7T 1.67

9N Miscellaneous textiles, rugs____ 0.97 || TN Tobacco. _ 1.7
14L Government enterprises_______ 0.98 f| 17L Households 1.81
5N Coalmining_._____ 77777 0.98 || 4N Agricultural servie 2.14

! Each figure represents the change in output and employment in each industry as a percentage of total
output and employment in that industry before the arms cut.

2 Employment and its regional distribution is measured in each industry by labor earnings.

3 Compensation is assumed to consist of a uniform proportional increase in all components of nonmilitary
final demand sufficiently large to maintain the aggregate employment in all sectors (consequently in ail
regions) taken together unchanged.

! Source of data: Appendix tables A~6 and A-7.

5 Note that the local sectors which are dummy industries have been omitted from this ranking. N refers
to National industry number, L to Local industry number.

6 Note that this bercentage reflects the 1.81 percent increase in all consumption coefficients. Tt represents
the change in employment of employees in households such as domestic help or babysitters.

2. Table 1 describes the impact of a postulated demilitarization

of the final demand in terms of individual industries. The percentage
figures show that of the 56 sectors listed,® only 10 will experience a

¢ Twolocal dummy sectors, 15L office supplies and 161 business travel and entertainment, are not included
in this tabulation.
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reduction in total output and employment; aircraft, ordnance, and,
significantly, research and development will take large cuts of over
13 percent, while electronic equipment, nonferrous metals, and instru-
ments will drop between 1.59 and 5.40 percent, Among the four other
industries registering losses rather than gains is iron and steel, which
with its token 0.04 percent cut barely maintains the traditional stand-
Ing as an armament industry. Posifive changes are on the other hand
distributed more evenly and among a much larger number of in-
dustries.

Food products, other soft consumer goods, and services gain most,
basic industries such gs chemicals, petroleum products, and paper,
least, printing and publishing, motor vehicles, and other branches
of processing show intermediate gains a few points above and below
1 percent. The skewness of the entire distribution, specifically the
bunched negative and widespread positive shifts reflect, of course,
the contrast between the specialized nature of military demand and
the broad product mix of the civilian.

3. The regional projection of the economic impact of disarmament
is summarized in table 2. As can be seen from the percentage entries
in 10 of the 19 regions employment can be expected to contract while
in the other nine 1t will expand. The largest loss, —1.85 percent, will
be experienced in California, the biggest gain, +1.54 percent, in the
midwestern region comprising Minnesota and the two Dakotas.

TaABLE 2.—Percentage change in output and employment by region after a
compensated 20-percent cut in armament expenditures

Total Total Total
net £gross gross

Region Region change | increase decrease
number (percent) (percent) (percent)
(€3] 2 [6)]
1o | Salifornta. . —1.85 0. 54 2,39
16 | Colorado, New Mexico.__ —~1.40 0.67 2.07
17 | Arizona, Nevada, Utah______ 77 77TTTTmmees —-1.35 0.69 2.04
g Maryland, Virginia, De
Columbia..______" —~1.36 0.66 2.02
14 exas._._.________ -1.00 0.73 1.73
18 | Oregon, Washington _ —0.81 0.91 1.72
12 Mississippi, Alabama______ ~0.73 0.89 1.62
8 | Georgia, North and South Carolina_ -0.57 1.02 1.59
10 lorida.___________ 77 O ~0.43 1.12 1.55
1| New England_ - 117777770 —-0.06 1.05 1.11
13 | Arkansas Louisiana, Oklahoma. - 0.21 1.26 1.05
7 | Kansas, ows, Nebraska, Missouri 0.44 1.46 1.02
11 | Kentucky, Tennessee_________ 0.37 1.31 0.94
2| New York_._______ 7T 0. 66 14 0.78
3 | New Jersey, Pennsylvania 0.53 1.26 0.73
15 | Idaho, Montana, Wyoming 1.28 1.83 0.55
4 | Michigan, Ohip._. " _° 0.89 1.43 0. 54
5 | Indiana, INinois, Wisconsin._ 0.93 1.46 0.53
6 | Minnesota, North and South Dak: 1.54 1.96 0.42
el ——— 1.16 1.16

each regional labor force. Such a measure must take both into

account, simultaneously. What is needed is a figure which shows what

proportion of all men and women initially employed in all the different

industries operating in a given region will lose their jobs and will

have to look for new jobs in a different industry in the same region or
78-516—67—vol, 2— 9
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in another region; in the latter case, the jobs they find in another
region might or might not be in the same industry in which they
worked before.

The figures entered in column 3 of table 2, accordingly, show what
proportion of all the wage and salary earners will receive discharge
notices and will have to ook for new jobs. To emphasize the impor-
tance of these figures, the sequence in which the 19 regions are listed
on the table reflects the order of decreasing magnitude of these
“gross displacement’’ rates.

California, again, is at the head of the procession with the highest
rate of 2.39 percent, and Minnesota with North and South Dakota
ranks lowest with only 0.42 percent. A comparison of entries in
column 1 with those of column 3 reveal that one region can experience
g larger expansion in the total level of employment than another,
but at the same time be subject to a greater stress as measured by
the gross displacement figure. According to the computations the
New York State region, for example, would expand its total employed
labor force by 0.66 percent while the corresponding figure for the
Kentucky-Tennessee region is 0.37 percent. At the same time
0.78 percent of the original jobholders in New York would have to
change their jobs as against 0.94 percent in Kentucky-Tennessee.

. Employment agencies might be interested in the total number of
new jobs created in a particular region, .e., in the sum total of the
increases in employment figures of those industries expected to expand
in each region. Expressed as percentages of total labor force initially
employed in the region, these ‘‘gross job gains” figures are entered
in column 2. Strictly speaking, they do not present us with any
new information since by definition they can be obtained simply by
adding pairwise the corresponding entries in column 1 and column 3.

The regional impacts of disarmament as summarized in table 2 are
described graphically on chart 1. Each set of bars depicts the impact
of the same hypothetical shift from military to non-military demand
on the employment situation in one of the 19 regions. The total
length of the bar extended downward from the horizontal baseline
measures the gross job loss (described in col. 3in table 2). The total
length of a bar extended upward represents the corresponding gross
gain in jobs (described in col. 2 of table 2). The solidly shaded sec-
Tion of the longer of the two bars shows the difference between their
length; in other words, it measures the change in the total level of
employment in & particular region. That change is negative when
the solid bar extends below the horizontal line, and it is positive when
it is above.

The geographic picture confirms the well-known fact that most of
the resources serving directly or indirectly final military demand
come from the western, southwestern and southeastern regions, while
the Midwest, the Great Lakes region and the North Atlantic and
New England States depend to a large extent op civilian demand.
A cut in military expenditures, accompanied by an expansion of the
nonmilitary bill of goods, thus will create more serious readjustment
problems in the first than in the second group of regions.

TV. DATA AND MgTraODS OF COMPUTATION

1. The basic concern of this study was to determine the regional,
combined with the industrial, effects of a reduction in armaments.
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Table A-1 gives the industrial classification used. The aggregation
of states into 19 regions was chosen to make the data collection and
the computations of & manageable size, while maintaining sufficient
detail to detect regional differences.

The “A” matrix consisted of a domestic-base 1958 80-order inter-
industry coefficient matrix made available by the Office of Business
FEconomics in November 1964 and aggregated to 60 sectors at the
Harvard economic research project.” New construction coefficients
were removed from the endogenous sectors to form & final demand
column. Row distributions of final demand were used to derive the
final demand columns other than new construction and military.®

The next step was to estimate vector (m) of military final demands
shown in table A-3. Since more specific data for the military final
demand vector was unobtainable at the time this study was begun,
the estimates for military final demand were developed working with
adjusted control totals ® given for various sectors in military prime
contracts 1 and with the 1958 Tederal Government vector itself.
The military final demand vector was made so that military purchases
from any industry did not exceed Federal Government spending for
products of that industry. Whenever a degree of arbitrariness entered
{ito the determination of components of military final demand the
estimate was biased toward the metal industries.

All sectors with zero Federal Government final demand  were
assigned zero military final demand.’! In the case of aircraft (36N)
and ordnance (40N), the entire Federal Government final demand was
put in the military final demand vector. For the remaining sectors,
each item in military prime contracts which served as a control total
for military purchases from a particular group of industries was
distributed in the proportion the sectors were to one another in the
total Federal Government bill of goods, or in the proportion that the
Department of Defense payrolls were to other Federal Government
payvolls.?? :

The three vectors of final demand are shown in tables A-2 and
A-3.3 The next step (represented eatlier as equation 3) was to estab-
lish the control total, s, the aggregate level of direct and indirect labor
earnings in 1958, which was to remain constant throughout the
computations. This total included direct earnings in household,
military, and nonhousehold civilian final demand categories, as well
as the direct and indirect earnings received from the endogenous
cectors. Earnings were defined to include wages and salaries and
b

7 The 60-sector classification is given in table A-1 distinguishing between national and local industries.
A lcolilrtqn of import coefficients also was obtained from the Department of Comimerce for use in the
calculations.

8 The row distributions are given in “The Interindustry Structure of the United States,” Survey of Current
Business, November 1064, table I,p.21. The calculation of ‘Household final demand is designated as vector
(h), while the final demands of the Federal Government (other than military), State and local government,
net inventory change gross private capital formation competitive imports exports, and new construction
are referred to as a group called nonhousehold civilian vector (g). = Refer to footnotes on table A-3.

9 The fiscal year was adjusted to a calendar year base; also, ‘“‘Actions of less than $10,000”’ were distributed
proportionately over prime military contract figures. These adjusted figures were used as control totals in
determining how much military spending there was within groups of industries.

10 Military Prime Contract Awards and Subcontract Paymenis, July 1962-June 1963, Office of the Secretary
of Defense, tables 6 and 7.

1t These include: Livestock (1N}, coal mining (5N), tobacco (7TN), oilfields (22N), finance (51.). Forestry
and fisheries (3N) and lumber (12N) had negative Federal Govornment fina] demands, but were assizned
zero military final demand sinee it apreared that the military would not provide inputs to these industries.
Crops (2N) also was assigned zero military final demand since the large entry for this sector in the total
Tederal Government vector represented operations of the Commodity Credit Corporation. Since sectors
(1N), (2N), and (3N) now had zero elements in the military vector, agricultural services (4N) also was
assumed to have zero military final demand.

12 Whon it coul be assumed that military and nonmilitary espenditures would parallel closely the num-
ber of workers in each sector.

13 Households was separated from the other final demands, because in the later caleulations this sector
would becomne endogenous.
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income of unincorporated enterprises, with a fixed markup of 20
percent in all but a few sectors to account for consumer expenditures
by those with incomes from sources other than employment. Such
an even markup does not affect the role of earnings as a measure of
labor input.

Since » was to remain constant, the drop in total labor earnings
caused by the decrease in military spending had to be offset by an
increase in the other components of final demand which would produce
a compensating increase in labor earnings. The postulated value for
a was 0.8; then using equation (4), 8 was determined to be approxi-
mately 1.02.* Earlier, the output and labor earnings generated by
the three components of final demand were calculated to determine
what the requirements actually were in 1958 (referred to as before the
shift); now, the new requirements associated with the new final
demands (referred to as after the shift) were estimated. The next
step was to calculate the regional distribution of labor earnings both
before and after the shift.

By including households as an endogenous sector in the subsequent
computations, the repercussion effect of household incomes and
expenditures on the rest of the industries could be taken into account.
Matrix A* had to be constructed separately for the base year 1958
and for the situation after the level of living was increased by 1.81
percent as part of the compensation for the arms cut. In both cases,
1t was formed by adding a row of labor coefficients and a column of
consumption coefficients.

The labor coefficients were obtained by dividing wages and salaries
plus income of unincorporated enterprises, inflated by 20 percent, for
each industry by output in that industry.’ - The column of consump-
tion coefficien.s for 1958 was obtained by dividing the deliveries from
each industry to households () by the total amount of labor earnings
for the country as a whole (»).”° The elements of this column of
consumption coefficients were multiplied by 1.81 to obtain the adjusted
column. The new diagonal element of the labor coefficient row and
the consumption coefficient column was obtained by dividing direct
earnings in households, (vy), by the figure ».

Then, the two new A* matrices—one matrix containing the original
consumption coefficients, the other the adjusted consumption coeffi-
cients—were partitioned into four submatrices by dividing all in-
dustries into two categories: National and local ¥ - In the classification
used, there were 41 national industries and 17 local industries, includ-
ing households.!8
mreduction of 20 percent in military expenditures was compensated by an approximate 2
percent increase in the household and nonhousehold civilian components of final demand.

15 See table A~2, col. 2. Sources for labor earnings are given in table A-10.
18 See table A~2, col. 1. Consumption coefficients after the shift can be obtained by multiplying each

element of this column by 101.8 percent. .

17 The division was based upon the data given in charts 17 and 19, pp. 144 and 146, of Wassily Leontief
(Ed.), Ibid., showing the proportion of the output of different industries which is consumed within 2 region
and hthal: which is (;x]{:ported for two types of regions: States and census divisions. A diagram of the partition
is shown in sec. II.

18 See table A-1. Sinee business travel and entertainment and the office supply sectors are “dummy”’
sectors, their assignment to local industries is arbitrary.
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2. The regional distribution of the output of national industries,
% was obtained by directly allocating the share of national output

to a region in proportion to that region’s share in the productive

capacity of a particular industry.’® The change in labor earnings by
region for national industries was determined by subtracting the
regional distribution of outputs before the shift from the distribution
of outputs after the shift and multiplying by the labor coefficients.?

The first step in establishing the level of output of each ocal in-
dustry in each region was to distribute the final demand for local
industries by regions. Military demand was distributed according to
Department of Defense payrolls in each region. Nonhousehold
civilian final demand was subdivided into its seven component bills
of goods, each one was distributed according to a factor representing
the importance of that final demsand in a particular region, and the
seven resulting matrices were added.”

Then, the output in each local industry in each region was obtained
by inserting the appropriate matrices and vectors on the righthand
side of equation (8). Outputs of local industries before the shift
were subtracted from the outputs after the shift and the result was
multiplied by the labor coefficients to give the change in labor earnings
in local industries.? The total change in labor earnings by regions,
finally, was obtained by adding the chanee occurring in local industries
in a region to that occurring 1n national industries and to that origi-
nating within the military and nonhousehold civilian sectors of the
economy.?

18 The sources for the Py matrix, the distribution factors for national industries, are given in table A-11,
The actual distribution factors used are shown in table A-5.

20 Seo table A-6 which includes the change in dollar and in percentage terms. Only one column is needed
to represent the percentage changes for national industries since total U.S. demand for the industry’s product
determines the output within a particular region.

21 The sources for the Dq and Dy matrices, the distribution factors for local industries, are given in table
A-12. Table A—4 contains the regionally distributed final demands.

22 See table A-7 for dollar and for percentage changes in local industries.
2 See table A-9.




ECONOMIC EFFECT OF VIETNAM SPENDING 701

V. CoNcLuDpING OBSERVATIONS ON FuRTHER RESEARCH

The same analytical scheme that permitted us to assess the economic
implications of & hypothetical step toward disarmament, implemented
by the same body of factual data, also can be used for evaluating the
probable effect of specific measures of economic policies intended to
mitigate the stresses of the transitional period. Such measures are
usually designed to modify directly or indirectly the level, the composi-
tion and the regional distribution of the new civilian bill of goods. To
assess their effect on the interindustrial and interregional distribution
of outputs and employment, it will be necessary only to repeat the
sequence of computations described above with these readjusted
versions or the final bill of goods. Whenever information on specific
military budget cuts becomes available, this information can replace
the hypothetical assumption of the proportional 20-percent cut in
military spending and the compensating 2-percent increase in civilian
purchases.

The following two refinements can be introduced into the procedure
described above without changing the analytical basis of the general
approach. The admittedly rigid assumption that whenever the total
output of a national good goes up or down, it increases or decreases
in the same proportion in all regions can be relaxed. After completion
of the three-stage computation described above, the new regional
distribution of consumption of each national good can be determined

and then compared with the old. Some regions will turn out to be
increasing their relative shares at the expense of the others. Accord-
ingly, the geographic distribution of the output can be expected to be
affected by this, at least to some extent. If the demand for steel were
to contract in a western but to expand in the eastern regions, the share
of the latter in the total output of steel might be expected to increase
somewhat and the share or the western mills to fall. To take account
of this, a second round of multiregional input-output computations
can be undertaken in which the set of the regional distribution co-

efficients applied to each of the national industries would be revised
in the light of the numerical results of the first round.




702 ECONOMIC EFFECT OF VIETNAM SPENDING

The second refinement of the original procedure consists in breaking
the regions into subregions.?* The region, for example, which in the
present computation includes Illinois, Indiana, and Wisconsin can be
subdivided into two parts, one comprising Illinois and Indiana, and
the other—Wisconsin. The percentage figures describing the partici-
pation of these three States in the total production of each national
good would have to be split into two separate figures. The output
of the industries originally classified as local can be treated in two
different ways. The regional outputs of some local goods might bal-
ance the demand not only for the three States together, but also
separately, in each of the two subregions. That might be true of
automobile repair services and retail trade. Other local goods, while
not moving in suﬂic@ently large amounts across the borders of the

the two subregions might be described better by a set of constant
subregional coefficients. On the lower subregional level, these em-
pirically determined coefficients would play a role analogous to that
assigned to regional coefficients in determining the interregional distri-
bution of the total output of each national good. Without els;borating

duced one by one without modifying the results of the higher rounds,
the overall results always will be internally consistent at every stage.

Finally, an entirely different nonlinear, multiregional input-output
scheme was proposed several years ago.® Tt is being tested now in
the United States, in Latin America, and also in Europe. All of
these interregional input-output schemes require detailed regional
information which is not always available.

Thus, highest priority should be assigned to improvement of the
basic data. For statistics which are collected on national level, g
systematic, regional breakdown becomes more and more important.
On the other hand, most data collected by local and State organiza-
tions—often in connection ith various programs of regional eco-
nomic development—are limited in their usefulness because of lack
of comparability with other regional and national statistics. This
needs to be remedied by agreement on and compliance with certain
common classifications and standards.

2 See Wassily Leontief (Ed.), Ibid., ch. 4.

* Wassily Leontief and Alan Strout, “Multiregional and Input-Output Analysis,” Tibor Barna (Ed.)
Structural Interdependence and Economic Decelopment, (Macmillan: London, 1963), ch. 7.
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ApPENDIX TABLES

TaBLE A-1.—Industrial classification scheme

PART I
Office of
National | Business
industry | Economics National industries
80-order
sector t
IN 1 | Livestock.
2N 2 | Other agriculture.
3N 3 | Forestry and fisheries,
4N 4 1 Agricultural services.
5N 7 | Coal mining.
6N 14 | Food.
7N 15 | Tobaceo.
8N 16 | Fabrics, yarn.
9N 17 | Rugs, miscellaneous textiles,
10N 18 | Apparel.
1IN 19 | Miscellaneous fabricated textile products,
12N 20 | Lumber and wood products.
13N 21 | Wooden containers.
14N 22 | Household furniture.
15N 23 | Office furniture.
16N 24 | Paper.
17N 25 | Paperboard containers,
18N 10, 27 | Chemicals,
19N 28 | Plastics, synthetics.
20N 29 | Drugs.
2IN 30 | Paint.
22N 8 | Oil ficlds.
23N 31 | Petroleum producis.
24N 32 | Rubber.
25N 33, 34 | Leather,
26N 35 | Glass.
2TN 9, 36 | Stone and clay.
28N 5,37 | Iron and steel.
20N 6, 38 | Nonferrous metals.
30N 39-42 | Fabricated metals.
3IN 43-52 | Nonelectrical machinery.
32N 53, 68 | Electrical apparatus.
33N 54, 55 | Appliances and lighting equnipment.
34N a6, 57 | Communications and electronic equipment.
35N 59 | Motor vehicles
BN 60 | Aircraft.
3TN 61 | Other transportation equipment.
38N 62, 63 | Instruments.
39N 64 | Miscellaneous manufacturing,
40N 13 } Ordnance.
41N 74 | Research and development,
PARTEIL
Office of
Business
Local Economics Local industries
industry 80-order
sector 1
1L 26 { Printing and publishing.
2L 68 | Electricity, gas, water.
3L 65 | Transportation, warehousing,
4L 69 { Trade.
5L 66,67 | Communications.
6L 70 | Finance, insurance.
7L 71 | Real estate and rentals.
8L 72 | Personal and repair services, hotels.
9L 75 | Auto repsir services.
10L 73 | Business services.
1L 76 | Amusements.
12L 77 | Medical and educational services.
13L 12 | Maintenance construction.
14L 78,79 | Government enterprises.
15L 82 | Office supplies.
16L 81 | Business travel, entertainment.
) Y2 PR I, Houesholds.

1 Classification for Office of Business Economics 80-Order Sector is taken from: ““The Interindustry Strue-
ture of the United States,” Survey of Current Business, November 1964.
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TasLe A-2.—Consumption and labor coeflicients for national indusiries

PART1I
National Consump- Labor
industry Classification tion coefficient 2
coefficient !

IN Livestock 0. 0065 *.3050

2N Other agriculture - . 0076 0.2926

3N Forestry and fisheries . 0009 *, 3437

4N Agricultural Services e e aam *, 3115

5N Coalmining. ... - . 0008 .4405

6N Food .. .1423 .1562

70 Tobacco._ ... L0133 . 0691

SN Fabries, yarn....o..._.__._ . 0022 .2221

N Rugs, miscellaneous textiles . 0024 .2252

10N Apparel . 0347 3441

1IN Miscellaneous fabricated textile products. oo cooocovinumiais . 0035 . 2266

12N Lumber and wood products e . 0005 .3211

13N Wooden containers . . i cmmmemee e maeen . 3358

14N Household furniture.. -- - .0075 . 3511

15N Office furniture. R . 0004 .4101

16N Paper_.__..__. . 0027 .2609

17N Paperboard containers . 0001 .2928

18N Chemicals__ o - . 0007 .2484

19N Plasties, syntheties ... ....._.._ . 0000 L2270

20N Drugs. ... O L0116 L2043

21N Paint. e . 0001 2427

2N Oilfields. .o 2122

23N . 0226 1142

24N . 0040 .3142

25N .0081 .3648

26N . 0004 .4028

27N . 0007 .3454

28N . 0001 .3128

20N . 0000 2300

30N . 0022 .3490

3IN Noneleetrical machinery. .0015 .3902

32N Electrical apparatus._ . 0009 .3877

33N Appliances and lighting equipment . 0086 .2903
Communications and electronic equipment._ .. __________._._._._. L0047 .3699
Motor vehicles . 0286 1865
Alircraft . 0001 * 4136
Other transportation equipment .0023 .3868
Instruments.______ - - L0025 .3928
Miscellaneous manufacturing. .. - . 0079 .3447
Ordnance_.._. ... ———— - . 0005 *.2072
Research and development _ _.____ . ______________.____ . 0568

PART II-LOCAL INDUSTRIES
Loeal Classification Coefficient 1 Labor

industry consumption | coefficient 2

1L Printing and publishing._ .. ..l . 0.0076 0. 4624

2L Electricity, gas, water._.._

i% Transportation, warehousing.

5L | Communieations .. . .. .. ...

6L Finance, insurance.

7L Real estate and rent:

8L Personal and repair servi

8L Auto repair services

0L Business services.

11L Amusements

12L Medical and educa

13L Maintenance construetion ... _____________

4L Government enterprises...................

15L Office supplies. ... ... ___.___..__..

16L Business travel, entertainment_____._____

7L Households

1 Column vector of personal consumption expenditure coefficients which became endogenous for the last

part of computations.

Consumnption coefficients obtained from row distribution of final demands: “The

Interindustry Structure of the United States,” Survery of Current Business, November 1964, Table I,

p. 21,
2 Row vector of Iabor input coefficients after adjusting for interest and dividends. Those marked with
* were not adjusted for interest and dividends. Those marked ** had special calculations made for interest

and dividends.

Labor coefficients: sources used to obtain uninflated coefficients are given in Table A-10.
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TaBLe A-3.—Final demands for National industries

PART 1

- Non-house-
National Military ! 2

industry National industries (millions of h&%ﬁgglsiao'}

No. dollars) dollars)
IN Livestock. 396. 4
2N Other agriculture__ 3,170.3
3N Forestry and fisheries. —=393.0
4N Agricultural services.
5N Coal mining. 367.0
6N Food.. 132.2 389.9
7N TODACEOD.. « e e e e e oo em e c e mm o mmamammmmmmem | mmm oo mce oo 383.7
8N Fabrics, yarn. . 54.3 —147.7
9N Rugs, miscellaneous textiles_.. - 5.0 —259.4
10N Apparel ... [ 42.8 66. 4
1IN Miscellaneous fabricated textile products 103.7 10.6
12N Lumber and wood produects._ ... 2,919.5
13N Wooden containers, 1.2 —11.3
14N Household furniture 17.7 493.3
15N Office furniture 15.1 1,161.4
16N Paper. _.__ 43.6 ~378.5
17N Paperboard containers 2.1 15.6
18N Chemicals.. - 294.0 1,353.3
19N Plastics, synthetics. 2.8 256.8
20N Drugs.. 90,4 559, 1
2IN Paint 1.7 218.6
22N 01l fields. . - —1,208.0
23N Petroleum 664.9 1,222.5
24N Rubber.__ 78.8 621.2
25N Leather. .. 2.7 51.2
26N (Glass. 1.9 86.5
2IN Stone and clay. 15.2 4,618.4
28N Iron and steel 46.8 1,950. 4
20N Nonferrous metals... 213.6 237.0
30N Fabricated metals_. 89.5 7,396.6
3IN Nonelectrical machinery 4219 12,975.5
32N Electrical apparatus. . 224.8 2,314.3
3N Appliances and lighting equipment 33.7 1,253.0
34N Communications and electronic equipment ... . ... 1,363.8 1,532.0
35N Motor vehicl 122.8 3,920.0
36N Adreraft.._______ 6,488.4 589.7
37N Other transportation equipment. 264.1 1,776.6
38N Instrizments. ——— 277.2 1,478.0
39N Miscellaneous manufacturing ____ 22.6 449.2
40N Ordnanece_____________..... 2,263.0 100.0
41N Research and development_.__.._ 3,643.7 1,496.3
PART II—-FINAL DEMAND FOR LOCAL INDUSTRIES

Local Military 1 [ Nomhouse-,

industry Local industries (mllons of h‘(’]];]ijﬁiivoix{lsagf

No. dollars) dollars)

1L Printing and publishing.__. 52.5 282.2
2L Electricity, gas, water. 50.8 933.9
3L Transportation, warehousing......... 1,037.7 5,414, 7
4L Trade 493.2 11,129.8
5L Communication: 27.1 947,3
6L Finance, insurance. : 680.2
7L Real estate and rentals 18.2 2,043.9
8L Personal and repair services, hotels____ 35.8 291.9
9L Auto repair services.__.. 18.6 448.6
10L Business service 82.4 3,749.5

1L Amusements. 2.5 251,

12L Medical and educational services 95.1 01,
13L Maintenance construction 936.5 349.4
14L Government enterprises. . 101.4 218.6
15L Office supplies. 43.2 172.0
6L Business travel, entertainment 62.1
7L Households 11,198.0 47, 695.0
Total all industries (national and local) 31,258.0 131, 647.8

1 When this study was begun, specific data was not available for the military final demand vector; there-
fore, the dollar amounts are estimates developed from adjusted control totals given for various sectors in
military Prime Contract Awards and Subcontract Payments, July 1962-June 1963, Office of the Secretary of
Defense, tables 6 and 7. The vector only includes estimates of final purchases from industries defined as
endogenous for this study. Purchases by the military on prime contracts differ from military purchases
defined by the Office of Business Economics. Somse of these differences are explained in Hearings Before
the Subcommittee on Defense Procurement of the Joint Economic Committee, Congress of the United
States, June 12, 1961, “ Progress Made by the Department of Defense in Reducing the Impact of Military
Procurement on the Economy,” p. 141 and in the source cited above, p. 48.

2 Row distributions of final demand were used to derive the final demand columns other than new con-
struction and military. “The Interindustry Structure of the United States, . . .”” Survey of Current
Business, November 1964, table 1, p. 21. Only the percentage distributions were released by the Office of
Business Economies at the time this papet was written. The vector presented above includes new construc-
tion, but excludes military and household final demands. The vector also only includes final purchases
from the 57 industries defined as endogenous for this study.
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TABLE A-8~—Direct labor earnings before change by region-

[Millions of dollars]
. Non-
Military household Household
. direct civilian direct
Region labor direct labor
earnings 1 labor earnings 2
earnings
@ (v] @®)

1 New England... 571 2,812 225
2 New York. 477 5,447 332
3 New Jersey, Pennsylvania 769 4,184 385
4 Michigan, Ohio__ 413 4, 491 399
5 Indiana, Illinois, Wisconsin. . 474 4,940 432
6 Minnesota, North and South Dakota 86 1,234 78
7 Kansas, Jowa, Nebraska, Missonri_..... 478 2,441 197
8 Qeorgia, North and South Carolina - PO 1,052 1,756 162

9 Maryland, Virginia, Delaware, West Virginia, District of
Columbia. _ 1,512 3,754 203
10 Florida_ 404 1,397 62
11 Kentucky, Tennessee 353 1,202 91
12 Mississippi, Alabama. 439 899 69
13 Arkansas, Louisiana, Oklahoma, - 466 1, 665 108
14 Texas 991 , 094 168
15 Idaho, Montana, Wyoming. . 67 534 30
16 Colorado, New Mexico. 361 888 438
17 Arizona, Nevada, Utah_. 809 42
1% Oregon, Washington. 385 1,477 94
19 California. - 1,613 5,783 345
Total United States. 11,198 47,807 3,472

1 Military direct labor earnings include earnings of both civilian and military employees of the Depart «

ment of Defense, See table A~12.

2 Households were included as a local industry, rather than as a separate final demand category.

TapLe A-9.— Total change in labor earnings by region

fMillions of dollars]
Non-

Military | household Total t Total 2 Total net

direct civilian gross gross increase
Region labor direct decrease increase |(column 4—

earnings labor column 3)

earnings
@) @ ®) [&)] )
1 New England —114.20 50. 66 231.9 218.1 —13.8
2 New York..._.._____ ——- —95.43 98.14 239.3 442.6 203.3
3 New Jersey, Pennsylvania....._.__ —153.70 75.39 260.5 447.2 186.7
4 Michigan, Ohio_____...._ R —82.53 80.92 199.5 527.6 328.1
5 Indiana, Illinois, Wisconsin_ ... —94.71 £89.01 210.5 582.3 371.8
6 Minnesota, North & South Dakota__ -17.18 22.23 30.6 141.9 111.3
7 Kansas, Iowa, Nebraska, Missouri ~95.70 43.99 186.0 266.1 80.1
8 Georgia, North & South Carolina...._. —210.32 31.63 237.9 152.9 —85.0
9 Maryland, Virginia, West Virginia,

Delaware, District of Columbia___... —302.37 67.63 379.7 123.0 —256.7
10 Florida .o oo eeeeee —80.78 25.17 89.5 64.4 —25.1
11 Kentucky, Tennessee.. —70.59 21.66 79.0 110.3 31.3
12 Mississippi, Alabama -87.81 16.21 103.4 56.8 —46.6
13 Arkansas, Louisiana, Oklahoma. .. —93.19 29.99 105.2 126.0 20.8
14 Texas. ... —198.27 37.73 268.0 114.1 -—153.9
15 Idaho, Mon s —13.37 9.62 15.5 51.4 35.9
16 Colorado, New Mexico -72.18 15.99 92.4 30.0 —62.4
17 Arizona, Nevada, Utah —57.63 14.59 79.2 26.7 —52.5
18 Oregon, Washington... —77.02 26. 61 150.5 79.4 —=71.1
19 California ... comeoaeaaa —322.59 104.19 762.2 172.1 ~590.1
Total United States. .. _coocaoaoe —2,239.58 861.36 33,727.0 33,7270 |oecemeeaen

1 Column 1, plus gross decrease in national and local industries,

$ Totals may not add because of rounding.

tables A-6 and A-7.
2 Column 2, plus gross increase in national and local industries, tables A-6 and A-7.
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ECONOMIC IMPACT OF A MILITARY BASE
A Cast Stupy oF Forr DrvENs, Mass.*

Increasing effort has recently been devoted to investigating the broad
ties between the Nation’s economy and its defense spending. Rela-
tively little consideration, however, has been given to the impact of
defense spending at the local level.  Yet it is in the area immediately
surrounding large defense installations, more than in the Nation or
large region, where the economic consequences of many defense policies
and actions are most dramatically fels.

The impact of a military facility on the local economy can be evalu-
ated in much the same manner as the economic impact of any private
establishment of similar size. Yes, important differences exist in the
expenditure patterns of these two types of activities. In general, the
expansion in local employment generated by a military facility is not
as large as that resulting from a private facility of comparable size.

In 1961, the Federal Reserve Bank of Boston sponsored a study of
the economic impact of the Pease Air Force Base in Portsmouth, N. H.!
More recently, the bank supported a research study of Fort Devens
and its influence on the economies of Ayer, Mass., and other towns
within a 15-mile radius. In many respects, the conclusions of the
Fort Devens study parallel those of the earlier investigation and reveal
a general pattern of the operating and payroll expenditures for military -
installations.

THE BACKGROUND

Fort Devens is the largest military installation in New England.
It was established in 1917 and served as a center for induction, train-
ing, and separation for both World Wars. After each war, it was
closed and reduced to caretaker status. In 1946, a portion of the
post was leased to the University of Massachusetts as the site of a
temporary college campus to accommodate veterans attending college
under the GI bill. The post was reopened for the Korean war and
since that time has maintained a relatively stable garrison of about
10,000 men. In addition, the fort’s community includes about 8,000
military dependents and 2,000 civilian employees and their families.

The fort is located in Ayer, a small, semirural town in north-central
Massachusetts. More than a fifth of the town’s 8.8 square miles is
occupied by the fort. Only 20 percent of the remaining area is
developed, mainly for housing. Cgmnercial and industrial develop-
ment encompasses less than 2 percent of the town area.

About 40 percent of Ayer’s population of 4,900 is directly asso-
ciated with the fort. Military families comprise about one-fourth of
the total and civilian employees and their families about 15 percent.
In the past the town’s economy was also heavily dependent on its

*Reprinted from Federal Reserve Bank of Boston Business Review, October 1965. This article is based on
a graduate thesis by Ian Donald Terner at Harvard University. The study was conducted with the aid of
aresearch grant from the Federal Reserve Bank of Boston. Copies of the complete report are available on

request from the research department.
1 New England Buginess Review, July 1961.
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large railroad classification yard and on a tannery, but neither of
these is now in operation. After the destruction of the tannery by
fire in 1961, the importance of manufacturing declined substantially.
Of the six firms that remain in this sector, only one, a maker of in-
dustrial sewing machines, employs more than 50 workers. Nearly
half of the people who work in Ayer are now engaged in wholesale
and retail trade in which the pay tends to be relatively low. As a
result average wage and income levels are considerably lower than in
the State.

Because of the proximity of the fort, per capita sales are more than
double the State average and about three times that of similar-
sized towns in Massachusetts. However, many of the needs of the
soldiers stationed at the post are met by base facilities, such as the
post exchange and commissary, which for military personnel generally
offer lower prices than commercial establishments in Ayer. Thus,
the leading retail products are those such as lumber, furniture, and
automobiles, which are not sold on the post. For example, the sales
volume of automobiles in Ayer is four times the State average.

Although the presence of the fort currently adds considerably to
the town’s economic activity, it has one unfortunate psychological
impact. Because many of the town’s businessmen recall the closing
of the fort after each of the World Wars, they feel uncertain about its
future and hesitate to invest in the town’s commercial facilities.
Underinvestment leads to increasingly older, unattractive, and less
efficient facilities which in turn lead to bypassed sales and even less
investment.

Housing is another sector of Ayer’s economy which is heavily in-
fluenced by the presence of the military. Due to the demand provided
by civilian and military personnel attached to the Fort, Ayer land-
lords are able to receive high rents for their units, with the median
rent of $86 amounting to 15 percent more than the State average.
This is true despite the age and poor condition of much of the town’s
housing. The 1960 Census of Housing revealed that over half the
town’s rental units were deteriorating or dilapidated in contrast to
less than one-fifth for the State as a whole. Even the opening of
several hundred new housing units on the post did not reduce the
demand for rental units in the town. The vacated units weie rapidly
rerented as families living 10 or 15 miles away moved closer.

Another aspect of Ayer’s economy where the military impact is
important is municipal finance. Like many suburban communities,
Ayer’s tax rate has been climbing steadily. The rate nearly doubled
between 1952 and 1963, rising from $45 to $80 per thousand dollars
of assessed valuation. However, unlike most communities, the domi-
nant reason for the rising tax rate has not been mounting school costs
but a lack of significant growth in the town’s tax base. Ayer’s school
costs, although rising, are heavily supported by Federal funds. Under
Public Law 874, the large proportion of school children who are
dependents of post personnel qualifies Ayer’s school system for large
Tederal grants. About 73 percent of the town’s schoolchildren are
qualified for these grants. As a result, over one-half of Ayer’s school
expenditures are paid by the Federal Government.
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EXPENDITURES OF THE FORT

Annual operating expenditures of the fort, excluding construction
spending, total about $70 million. Of this amount, approximately
$30 million is spent for procurement of supplies from commercial
sources. The local impact of these procurement expenditures is
modest, however, since less than 1 percent are made in Ayer with an
additional 11 percent spent within a 15-mile radius of the fort. On
the other hand, about 62 percent of these procurement expenditures
are made within New England, with Boston alone receiving 31 per-
cent. Thus, the absolute effect of the fort’s procurement spending is
felt more within certain of the region’s wholesaling sectors though the
total impact on the regional economy is relatively small.

On the other hand, the fort’s annual $10 million civilian and $30
million military payrolls do have a significant effect on both Ayer and
the surrounding area. In an attempt to determine where the military
payroll was spent and to estimate its total effects, questionnaires were
distributed to 1,000 soldiers on the post. About 400 usable replies
were tabulated. The data reveal a general pattern of expenditures
for military personnel, the important determinants of which are the
marital status of the soldier and his place of residence.

As might be expected, food and housing account for nearly 60 per-
cent of married budgets. Other necessities account for most of the
remainder, with only 5 to 6 percent alloted to entertainment and
recreation. On the other hand, bachelors spend about 55 percent of
their income for nonnecessities such as entertainment, recreation,
and transportation. They also save about 15 percent of their incomes,
almost twice the amount that married couples save.

Military payroll spending

[Percent of income]

Fort Devens Pease Air Force Base
Location
Average | Single | Married | Average | Single | Married

POSt o e eeeeeaee 41 40 41 38 37 38
Adjacent town_______ . .. 10 9 10 26 15 28

‘Within 15 miles but excluding adjacent
L7015 ¢ DO 20 8 24 18 11 20
Beyond 15miles. - - oo oo 29 43 25 18 37 14
B 01 7 ) O 100 100 100 100 100 100

Source; Fort Devens survey questionnaire, Laben, Pease Air Force Base study.

Despite these significant differences in budget allocations, the survey
reveals that both married and single soldiers spend about 40 percent
of their income on the post and about 10 percent in Ayer. However,
bachelors spend about 43 percent of their income outside a 15-mile
radius of the post, compared to only 25 percent for married soldiers.
This is, of course, due mainly to the greater mobility of bachelors.
In addition, some married personnel live outside of Ayer but within
15 miles of the fort and thus spend the rental portion of their budeets
within the 15-mile ring.

78-516—67—vol. 2——24
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The data reveal that where the soldier lives is the place in which he
spends at least half of his income. The average soldier who lives on
base, for example, spends only 10 percent of his funds in Ayer, but if
he resides in Ayer, he spends more than half his income there. While
housing automatically accounts for much of this “spend where you
live”’ phenomenon, the geographic spending patterns for transporta-
tion, food, clothing, and savings also exhibit ties to one’s place of
residence. '

THE GENERAL SPENDING PATTERN

As mentioned at the outset, the results of the Fort Devens study
show a marked similarity to those of the earlier study of spending at
Pease Air Force Base. As shown in the table on page 727, both studies
reveal that typically 35 to 40 percent of the military payroll is spent
on the base. As a result, the effect of military payrolls upon local
trade and services is substantially less than that of civilian consumers
with comparable income. By the same token, the pattern of military
procurement spending is considerably different from that of some man-
ufacturing firms which rely heavily on the nearest community for
supplies and services. This is not the case in most military installa-
tions which mainly purchase in national market centers.

The accompanying table also discloses substantial differences in the
amount of off-post spending by military personnel which is “cap-
tured’” by the nearest community. The data suggest that while the
proportion of payroll expenditures made both on-post and outside the
15-mile ring are relatively fixed for most military installations, the
distribution of the remaining expenditures among communities
within the 15-mile ring is flexible. Thus Portsmouth received a
much greater proportion of the off-post payroll expenditures from
Pease Air Force Base than did Ayer from Fort Devens. This is due
in part to Portsmouth’s greater size and more isolated position.

THE MULTIPLIER AND SIZE OF THE ECONOMY

Ayer receives most of its “export’’ income from sales to military
personnel stationed at Fort Devens and from the sale of a few indus-
trial products. This is called export income since it is derived from
the sale of services and goods to those who live outside Ayer or to
military personnel stationed at the fort. As export income increases,
so does employment. More jobs lead to further demand for goods
and services which in turn contribute to more workers being hired.
This additional income is either spent in Ayer or used to purchase goods
and services from other areas. This series of events is known as the
multiplier effect. Analysis of employment data for 1954 through
1962 yielded an employment multiplier of 1.2. Thus, in Ayer every
five workers engaged in producing services and goods for export out
of the community generate one additional job in the local market.
This low multiplier is typical of a town of Ayer’s population.
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THE RESULTS

‘Without Fort Devens, Ayer’s economy would be considerably
smaller than it is today. Altogether, 525 jobs (one-fourth of Ayer’s
labor force) are dependent on economic activity generated by Fort
Devens. Of this total, 437 are directly dependent on income received
from the Fort and its personnel. These jobs, in turn, generate the
need for another 88 workers who provide goods and services for the
augmented local population.

Fort Devens’ influence is felt in another way. Today Ayer is an
area shopping center because it has specialized retail stores offering
a variety of Iumber, furniture, and automobile products. Also, the
town offers specialized services in such fields as dentistry. If, for
any reason, Fort Devens were to be completely closed down, many
of these larger specialty stores would go out of business. Ayer
would lose much of its appeal as a shopping center. Residents from
surrounding communities would do most of their shopping elsewhere
and many stores and service establishments in Ayer would lose a
significant part of their business.

What would the total impact of a Fort Devens closing be on a
community such as Ayer? Would 30 percent or more of the labor
force be unemployed and move out of the community? The answer
is quite clearly no. When Fort Devens closed down after World
War II, the economy of Ayer did not collapse and its population
did not decline significantly. A number of stores went out of busi-
ness, but most of the unemployed found work in Fitchburg, Worcester,
and nearby labor markets. Many of the replacement jobs were low
paying or were otherwise unsatisfactory. Nevertheless, these new
jobs brought income into the town of Ayer and kept the economy

oing.

If Fort Devens had been a large private manufacturing firm rather
than a military installation, the economic history of Ayer would
have been entirely different. First of all, Ayer would have had a
much larger population than it had in 1946. Unlike a military base,
private firms generally sublet much of their work to local businessmen.
They do not operate commissaries, PX’s, and movies. Only occa-
sionally do they build homes for employees. The result is that a
much larger part of a private firm’s income and that of its employees
is spent in the local area and helps to build the local economy.

When a civilian facility with, say, 12,500 employees closes down,
however, the local impact is always serious and often disastrous.
The complete loss of such a firm might well permanently cripple a
town the size of Ayer.. On the other hand, a military installation
with the same number of employees procures most of its materials
and equipment from national markets and provides a great variety
of consumer goods and services to its personnel. In short, military
facilities are %argely self-sufficient and their closing down leaves a
much smaller impact on the surrounding communities.

In the case of Fort Devens, however, the installation is far from
closing. Recent construction and new training commitments suggest
no downturn in economic activity in the foreseeable future.
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New England Business Review
Some Economic Indicators

PRODUCTION INDEXES:
TOTAL MANUFACTURING

Index 1957.59=100 fly_Adjusted
150
1e0r= 7 Manufdcturing . production in
New England continued to show
130}~ a steady rise into the fall. The
United Stotes r index in the Nation declined
L e~ slightly in September mainly as a
120~ PV ~ . .
22”7 =~ INew Englend result of lower steel production.
1o -
100 1 | { Ligetinsnnn
1961 1962 1563 1964 1965
- Beara & Fecerst Rueseres Bank o Beste

NONAGRICULTURAL EMPLOYMENT
New England

T'iélions of Persons Seasonally Adjusted Total nonagricultural employ-

Totai Y .
' ment in. New England shows a
steady rise at a-high level. Ex-

pansion is especially marked in

37 _ nonmanufacturing and employ-"
26 Nonmanufacturing j ment in manufacturing has also
turned upward after declining
’_/—\/’-\_/ during most of 1964.
23
157 Manufacturing

1.3 llIll-I]IIilllllll?!ll‘!‘IIv'lilllLl‘l.
1963 1964 1965
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Here’s New England
MANUFACTURING INDEXES (SEASONALLY ADJUSTED) (1957-59=100)

New England United States
August July August | August July August
1965 1 1965 1964 1965 1965 1964
All manufacturing..______________________ 134 133 122 146 146 135
Nonelectrical machinery_...______ 145 147 131 162 162 144
Electrical machinery.._.________ 144 147 130 159 159 142
Transportation equipment.____ 171 144 131 151 150 136
Textiles, apparel, leather__._________ 107 109 103 135 135 126
Textiles ....__._.._.. P 110 110 103 134 134 124
Apparel .______________________ - 111 116 109 (2) 145 135
Leather and shoes - 99 102 97 @ 108 106
B 3223 o1 124 135 115 142 142 133

BANKING AND CREDIT

Percent change from— Percent change from—

August July August | August July August
1965 1965 1964 1965 1965 1964

Commercial and industrial loans (mil-
lion dollars) (weekly reporting member

banks)_._., Smmmmmmmm e eecmm e mea——— 2,197 +2 +19 46,827 +1 +21
Deposits (million dollars) (weekly report-

ing member banks). ___..________________ 6,134 +1 “+11 155,164 0 +9
Check payments (million dollars) (se-

lected cities) ... __________________ 199, 803 +3 -+20| 3,018.8 0 “+13

Consumer installment credit outstanding
(index, seasonally adjusted 1957-59=
100) e 158.9 +1 +9 189.7 +1 +13

DEPARTMENT STORE SALES

Index, seasonally adjusted 1957-59=100... 127 -3 +2 () ® @

EMPLOYMENT, PRICES, MAN-HOURS AND EARNINGS

Nonagriculturalemployment (thousands). 4,043 +1 +3 61, 070 +1 +4
Insured unemployment (thousands) (ex-

cluding R.R. and temporary programs._ 84 —~11 —22 1,129 -1 —14
‘Consumer prices (index, 1957-59=100)____| +4111.9 0 +1 110.0 0 +2
Production-worker man-hours (index,

1957-69=100) . ____ . ... 101.0 +3 +6 111.5 +1 +8
‘Weekly earnings in manufacturing (dol-

lars).. | 499.23 +1 +4 106. 60 0 +3

OTHER INDICATORS

Total construction contract awards3 (thou-

sand dollars) _| 238,385 —8 0 |4,561,629 | —4 -+6
Residential. _ 106, 965 —4 -8 2,001,084 -2 =46
Nonresidenti: - 94, 574 -2 —15 {1, 583,257 -5 +12
Public works a; ties_ ... 36, 846 —26 —36 | 977,288 -7 -1
‘Electric energy production (4 weeks end-
ing Aug. 7, 1965) (index, seasonally
adjusted 1957-59=100)____ - 150 —3 +5 161 -1 +5
Business failures (number) 71 +78 0 1,131 +5 —3
New business incorporations (number) 851 -19 +5 16,114 —4 +11

1 Preliminary.

2 Not available.

3 3-months moving averages June, July, August.
4 Massachusetts.



THE SALINA STORY: “SWORDS INTO PLOWSHARES”*

PrEFACE

This recital of the steps taken by the citizens of Salina, Kans., in
overcoming the impacts of the closure of Schilling Air Force Base is a
heartening example of American toughness, ingenuity, and resilience.
It was for the purpose of presenting this story to the American people
that the Department of Defense commissioned a Salina firm to write
Salina’s story. Thus, the contents of the following pages are written
from the local viewpoint. This local approach is, of course, what we
wanted—for it makes The Salina Story a valuable guideline for any
American community in organizing and acting to meet changed
circumstances.

The efforts of the Defense Office of Economic Adjustment, as
described in The Salina Story, reflect the philosophy expressed by
Secretary McNamara on July 10, 1965:

While the Nation as a whole * * * benefits from the closing of surplus military
facilities, these closures often have a substantial impact on the employees and
communities involved. We are all aware of that fact. The Defense Department,
in my judgment, bears a special responsibility as an employer. It has long been
my contention that the burden of major dislocations caused by our dynamic

economic growth should not rest solely upon the people immediately involved.
Qur society should help to carry that burden.

CONTENTS
CHAPTERS Page
Introduetion. . cmmceeeeo 732
I. Salina, 1964 __ e 733
II. The Closing Announcement—November 19, 1964____________ SR, 735
III. The Organizing Effort_ . _________ . 738
IV. Implementing the Conversion Plan______________________________ . 748
V. Saling, Mid-1966_ - e 756
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A. The Eduecational Uses.___ .o 758
B. The New Salina Munieipal Airport o .. 766
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D. The “Waiting Wives™ . __ - 773
E. The Residential Housing Issue_ .. _______________ 774
F. Enabling Legislation_____ _________________ . 775
Airport Authority. . - 775
Schilling Institute_ . -~ 781
G. Statistical Data_ - - e 785
INTRODUCTION

This story of Salina, Kans., is a recital of the efforts of a small mid-
western community to overcome the economic, governmental, and
social impacts of the closing of a large nearby Strategic Air Command
installation—Schilling Air Force Base.

*Issued by the Office of the Secretary of Defense, August 1966.
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It is a story of—

People, and the leaders they selected to bring about the better-
ment and vitalization of their community.

The American governmental process, particularly the close
collaboration between local, State, and Federal activities; and
the highly motivated sense of social responsibility shown by all
of these levels of government.

The close relationship between leadership capability and eco-
nomic growth; with the former having the predominant role in
bringing about the latter.

Salina i1s a community of some 45,000, located almost in the geo-
graphic center of the contiguous 48 States. It is a trade and service
center in a predominantly agricultural region—one which extends
into Nebraska, Colorado, and Oklahoma. Population growth in the
1950’s was phenomenal (65 percent). This expansion, however, was
closely tied into the growth of Schilling Air Force Base, which had
been reopened in 1952. It was in this context—the local commit-
ment to Schilling as the basis for growth—that the community
received the Department of Defense notice of the planned June 1965
closing of the Base.

The Salina story is presented in chronological sequence, beginning
with a brief summary of Salina life in 1964, before the closure announce-
ment. It ends with a description of Salina in mid-1966, after the
major planning, organizing, and implementing phases of the adjust-
ment had been comp!leted.

The appendix includes more detailed discussions of the major ele-
ments of the adjustment program, as well as statistical data covering
the major local economic indicators.

Salina’s story is one of community resiliency—and it is a tribute to
the persistence, patience, and devotion to a cause, exhibited by all

of those who played a part.
Chapter I

SaniNa, 1964

In September 1964, the Salina City Planning Commission forwarded
a comprehensive plan for the city’s growth to the city commissioners.
The document opens with the following statement:

In 1724 a French emissary, who was in the area of what is now Salina, wrote:
‘“This is a fine country, and the most beautiful land in the world. The meadows
are rolling like the sea and abound in wild animals, expecially in the ox, cow, hind,
and stag in such quantities as to surpass the imagination * * *”’

The report proceeds to describe Salina in terms of its excellent
schools (the Salina Senior High School ranked highest in the State in
State scholarships for 12 of the past 13 years); the major population
growth (Salina County was second in population growth in the State
during the 1950’s); the ever-increasing dependence on trade, the 50
churches, two private colleges, and the city’s plans for future growth
(a pc;pulation of 59,000 was expected by 1975, increasing to 72,000 by
1985).

Salina’s transportation resources are superb—located at the inter-
section of two interstate highways (I-70 and I-35W); served by four
major railroads, a scheduled airline, and numerous trucking and bus
concerns.
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But the report also cited some sobering problems. The decline of
the central business district paralleled that of many American com-
munities. A significantly high percentage (20.6 percent) of Salina’s
housing was evaluated as either deteriorating or dilapidated by the
1960 census. There was a need for controlling the direction of future
growth to prevent overly expensive extensions of city services in a
north-south direction. Finally, the absence of an industrial base—
and the overwhelming reliance on Schilling Air Force Base and trade
revenues was recognized. With regard to the latter, the report notes:

Obviously the growth pattern and future of Schilling Air Force Base are quite
vital to any intelligent forecasts or predictions for the future of Salina. Un-
fortunately, the future of most military installations is virtually impossible to
forecast.

In the various sections of the report which were related to economic
base considerations the need for diversification was emphasized
repeatedly. The inference was quite clear. Efforts to attract new
industry to the community had been spasmodic and ineffectual.
Industrial development was and had been at a virtual standstill.
Most civil leaders would admit that the reason was complacency, a
complacency directly attributable in large measure to the presence
of Schilling Air Force Base.

Schilling, a sprawling complex of nearly 4,000 acres, located less
than & mile from the city’s boundary, represented approximately
25 percent of the county population in the fall of 1964. Except for
a 2-year period of deactivation in 1950-51, the community had
become dependent upon the economic forces generated by the activi-
ties at the base. Schilling Air Force Base was started in 1942 as
Smoky Hill Army Airfield and continued as a bomber base until
deactivated in the fall of 1949. In the spring of 1952 it had been
reopened as a part of the SAC family of major bomber bases and, in
the early 1960’s, a complex of 12 Atlas intercontinental missile instal-
lations was completed. Throughout these years, the community had
received the economic benefits of nearly 200 million construction
dollars and yearly payrolls ranging from 15 to 20 millions of dollars.
Physically, the base represented over 700 buildings, hundreds of
related structures, a complete complex of utility and service systems
and hundreds of acres of aircraft pavements.

“Qur City Planners on the Opium Pipe.” This headline startled
a number of Salinans reading the Salina Journal in the fall of 1964.

Is Everyone at Fifth and Ash on the Opium Pipe? Not at all, friend, not at all.
Indeed the contrary is true. While to the literal-minded the predictions of
Salina’s newest plan for city development may seem hallucinatory, they actually
are conservative in the best sense of the word. * * *

Salina’s new comprehensive city plan was being discussed at public
townhall meetings, and at numerous civic, fraternal, and service club
meetings. The Journal and the local radio and television stations
were giving full and supporting coverage to Salina’s new “look at the
future.”

Never before have Salina’s family “jewels’” been so thoroughly examined and
weighed * * * it i3 a mine of vital information * * * the report should prove
helpful for private as well as public development, a handbook for industry, a
record for historians, and a blueprint for city expansion * * * the basic information
shoulziheaat;le*Salina to act with wisdom and success in guiding our inevitable
growtin.
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At each of these public meetings the economic base of the community
was discussed in detail and the following quotes from the new city
plan were given serious emphasis:

The activities and changing role of Schilling (Smoky Hill) Air Force Base have
had dramatic effects upon the economy of the community. At present, industry
plays a relatively minor role in the economic picture of the community * * *
Salina is the home of Schilling Air Force Base. The product exported by the base
is defense; defense of the rest of the States, as well as to countries and peoples
around the world. These defense products serve a different kind of market, a
market whose level is set more by political decisions and in response to changing
defense needs. * * * To date, the industrial growth in the Salina community has
been less than in the other larger cities of the State. * * * While new industry is
most desirable and necessary to balance and diversify the economic base, it is
also necessary for the important purpose of halting the exporting of our young
people to areas with better employment possibilities. * * * A greater emphasis
must be placed on the expansion of industry in Salina to the end that manu-
facturing becomes a much more important element in the economy of the com-
munity. * * * If industry and manufacturing are attracted to the city, reduced
activities or closure of the airbase will have a lesser and shorter lived effect on the
economy of the community.

The businessmen attending the evening city plan meeting on the
18th of November 1964 had asked that the discussion be limited to
industrial development considerations. A Salina Journal headline of
that evening was the subject of pre-meeting considerations.

Ninety-five More Bases Will Be Closed—Mac Makes a New Slash—Announce-
ment Will Be Made Thursday.

The engineer-planner leading the discussion, mildly familiar with a
number of air base installations throughout the United States, was of
the opinion that Schilling Air Force Base was a very improbable item
in the list of forthcoming closures. Schilling had a splendid runway,
only recently built for the arrival of a wing of B52’s; right climate,
good location, adequate support facilities, room for expansion, a record
of economy and efficiency, the best maintained base in the 15th
Air Force (probably best in SAC), a much desired bombing range,
highly praised community relations, and many other reasons. Wing
Commander Colonel Crompton was at a commander’s call at Davis-
Monthan Air Force Base, Ariz., to accept five new trophies emble-
matic of Schilling’s top flight performances. A committee of local
citizens was at Walker Air Force Base, N. Mex., to explain how to
establish an effective base-community relationship to Air Force and
civilian representatives from six other airbases.

The discussion leader opened the meeting with the admonition that
some day Schilling would be on a similar list and the matter of diver-
sification of the community’s economic base had a new sense of

urgency.
Chapter IT

Trae CLosiNG ANNOUNCEMENT, NoVEMBER 19, 1964

At 10:40 a.m. on November 19, 1964, the citizens of Salina heard
that, within half a year, a segment of the community which had been
a mainstay of business activity would disappear. Specifically, the
Department of Defense announced that:

The B—-47 bomber wing would be inactivated by March 1965.
The ATLAS F ICBM Squadron would inactivate by June 1965.
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The KC-135 jet air refueling aircraft would be relocated by
June 1965.
Schilling Air Force Base would be closed by June 30, 1965.

The word “‘shock” was used to describe the reaction of civilian and
military citizens of the Salina community. Disbelief better describes
the reaction of those that were closest to the base. Despite spirited
statements by civic leaders, statements exhorting the community to
reach for our bootstraps, bitterness best describes the mood of the

eople. “We have a sound economic future, with or without the

ase.”” ‘“We have good leadership and good people.” “A crisis either
knits a town together or disintegrates it.”” These and other similar
truths had a hollow ring on the 19th of November. On that date,
the one-line letter, which appears daily on the front page of the
Journal, said:

DEAl;r SAL: And a Merry Christmas to you, too, Secretary McNamara.

ours,
INA.

. Not all of the reaction was prompted by economic loss considera-
tions. A great many more people had equally important reasons to
resent this unexpected development. City Commissioner R. W. Bull
spoke for many thousands of Salinan’s when he said,

The men and women of Air Force Families constitute a real and lasting loss
Salina will suffer from the scheduled closing.

Salina has profited from the base, not only in our economie life, but because
of its people. They have become a part of our community and many have been
interested in our civic life. They come and go, but their coming and going has
left a great deal with us. We will recover from the economic impact of the clos-
ing I have no doubt, but we are going to lose what these fine people have brought
to us and we are going to miss that very much.

Neighborhood conversations with the sergeant from across the street
and the major from next door were awkward and most unpleasant
that evening.

Not all of the local discussion during the next few days was devoted
to questioning the basic intelligence of those in high military and gov-
ernmental position. There was the ribbon cutting ceremony opening
the newest portion of Interstate Highways 170 and 135W that inter-
sect immediately west of the city, the Statler-Hilton Inn project
appeared to be on the road to success, the voters were asked to
approve an industrial development tax levy, and the FHA promised
to protect the Salina real estate market to prevent it from becoming
a depressed real estste area in the wake of the announced closing.

No such commitments were forthcoming from the VA, however.)

There were many letters to the editor offering advice and other
Kansas editors were expressing their opinions. Three editorial views
were expressed. Philosophical gents whose pocketbooks were not in-
volved brought out the bromide about everyone being for economy
until it affects them. It depends upon whose ox is being gored and
so forth. Helpful friends sent flowers and said that the closing is a
challenge and can lead to solid industrial development. The political
scientists among the scribes announced that Salina’s case was a test
of the federal program to ease the transition from war preparedness
to the paths of peace.

Dear SAL: Can McNamara beat swords into plow shares?

Yours,
INA.
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Civic leaders began hurriedly developing plans to seek a review in
‘Washington on the ordered closing of Schilling. The details of the
“Washington meetings were being closely coordinated with the Kansas
legislators in Washington and Gov. William Avery agreed to head the
local delegation.

In a letter dated November 29, the community was introduced to
the OEA (Office of Economic Adjustment) and to Donald F. Brad-
ford, its Director. In his letter, Cyrus Vance offered the services of
OEA to the city and pledged the support of all agencies of the Federal
Government that might be of assistance.

On December 2, it was confirmed that Washington officials would
meet with a Salina delegation on the 14th of December. Arrange-
ments for the conference were completed by the Kansas delegation and
Gov. William Avery and the men to represent Salina were selected.
The seven-man group, led by Mayor Carl Rundquist, included: Carl
Ramsey, chairman of the county Commission; Walter Ostenberg,
superintendent of schools; Tom ILallard, local attorney and industrial
development committee chairman of the chamber of commerce;
Whitley Austin, editor of the Salina Journal; Norris Olson, city man-
ager; and Jim Preston, chamber of commerce manager. Prior to the
trip to Washington, a townhall meeting was held at the senior high
school. Neighboring communities of Abilene, Beloit, Ellsworth,
Lincoln, Lindsborg, Lyons, Marion, McPherson, Minneapolis, and
Wilson had been invited to attend the meeting and did. At this meet-
ing the delegation members listened for advice and expressions from the
250 or more citizens in attendance and everyone was given full op-
portunity to voice his or her opinions. It was decided that two prin-
cipal questions would be asked of the Department of Defense.

Was the decision to close Schilling made objectively?
Will the closing impair our national security?

If the delegation was satisfied with the answers they were then pre-
pared to talk of alternate uses of the base. = Members of the delegation
were confident that they had obtained a good cross section of com-
munity opinion for their Washington visit.

Dear SAL: Schilling presented today their check for $15,635.16 to the Salina
Community Chest. INA

In a press announcement prior to Salina’s visit to Washington,
Eugene Zuckert, Secretary of the Air Force, pointed out that he had
never heard of so much concern in the Air Force about a base closing
and that Air Force officials realized the impact to the community.

Journal Editor Austin reported the results of the Washington visit
in a lengthy article headlined “Only a Civilian Future Is Seen for
Schilling—But That Future Could Be Exciting.” Quite obviously,
the Salina troops had lost the battle to rescind the closing action.
In part Mr. Austin said: ‘

Salina now has only one job to do for Schilling Air Force Base. That is to
develop its civic, commerecial, and industrial potential by civilian enterprise.
Chances of the base being used for any major military purposes are remote.
‘War might bring that chance but who wants war? The Government already has
plans to help to convert Schilling for peaceful profit. They are exciting plans.
We will ask the Government to deliver, to make this a show place, a pathfinder,
but Salcilna also must do its part with brains, money and without jealousy, envy
or greed.
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The Pentagon gave us first-class care as a hard case deserves. They pinned
the purple heart on our bosoms and then they applied the pain killers. The
date for Schilling’s sudden death is still June 30. Why was the arrow broken for
Schilling? Certainly it was not political. Even Republican Congressmen are
agreed. The seven of us went to Washington like Kansas Dorothys off to see
the wizard, the wonderful wizard of Oz. Mostly, we saw Kelley, George, Colonel.
This Kelley, an urbane trooper with a Ph. D. and a bright future already had
slipped the mickey to Carlson and Dole. Kelley had the answers to any questions
we put. He was briefed and then some. He was so good he should be solving
Vietnam. Secretary Vance assured us that they would mobilize all the resources
of government, and not only those of the Department of Defense, to minimize the
impact upon Salina. We know that time is of the essence. We shall cut every
corner possible to help you.

Austin reported Bradford to be an “energetic and enthusiastic man
who has no use for redtape” and that Bradford and his staff would
visit Salina in mid-January to help with the closing. The delegation
was assured that if there was a failure to find another governmental
use, the Government would use its resources in order to lessen the
economic impact on the Salina area.

Congressman Bob Dole announced on December 18, that he would
open a branch office in Salina to operate at least during the scheduled
closing of the base. Dole said that there had been numerous inquiries
and requests for information and that in his opinion, a congressional
office in Salina would be beneficial, not only to the community and
the surrounding areas, but also to the Federal agencies who had indi-
cated their willingness and interest in helping Salina make the neces-
sary adjustments. This decision of Congressman Dole’s proved to
be a highly important contribution to the community. His office
became the focal point for all of the community’s efforts in the
conversion processes that were to take place in the ensuing months.

Chapter ITI
Tae OreanNiziNg ErrFort

On the day before Christmas, the Salina City Commission and
Salina Chamber of Commerce, announced jointly that a coordinating
committee had been formed to unite the community business and
political elements in a harmonious effort to counter the economic
blow of the base closing. The committee was not to have power to
expend public funds without the approval of the official bodies but
could act in the name of the city in the liaison work with the Air
Force and other Federal agencies. The committee’s main job was
to bring industry and commerce to Salina.

At its first meeting this newly formed committee chose for its
name the “Schilling Development Council”’ and elected John William-
son, vice president of Kansas Power & Light Co., as its chairman.
This carefully selected committee of seven included:

Whitley Austin, editor and publisher of the Salina Journal.

Clem Blangers, secretary of the local labor unions.

Allen Dodge, owner-director of Homestead Building & Loan Co.

Tom Lillard, attorney and chairman of the chamber of commerce
industrial development committee.

Carl Rundquist, mayor of Salina and manager of the Credit
Bureau of Salina.

Murray Wilson, consulting engineer and founder of Wilson &
Co., Engineers & Architects.
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In addition, six ex officio members were appointed representin
other political and business elements of the community who woul
serve as advisors to the council.

In the first days of the new year of 1965, the mood of the community
was 8 mixture. A few Salinans appeared to be ready to panic, others
were apparently turning aggressive, and the majority were in a wait-
and-see frame of mind. = The development council was preparing itself
for the promised visit of Washington officials later in the month, fully
realizing that Salina was facing a bootstrap operation. Above all,
the new council in its formative meetings, foresaw months of work
and the need for large measures of patience, fortitude, and wisdom.
Whether the base closing was to be a disaster or an opportunity
would depend in large measure upon an inventive, determined,
and intelligent persistence of Salina businessmen and officials as
well as upon the cooperation of the Department of Defense and other
governmental agencies.

On January 13, 1965, a team of Washington officials, including
representatives of DOD, GSA, DHEW, SBA, and Agriculture, began
a series of day and night meetings that was to last for 2 full days. The
Washington delegation was bolstered by a wide variety of regional
representatives of Federal agencies, State officials, and envoys from
the Washington offices of the Kansas Senators and Representatives.
Don Bradford set the theme of the meetings when he reminded the

ress that the delegation was at Salina at the invitation of Salina’s
eadership:

We will sit down with these men and make an assessment of Schilling, and we
will discuss possible recovery programs. We will enlist the aid of any or all
Federal agencies to help bring new payrolls to Salina. We already have heard

so?l;e good thinking from Salina leaders and we expect great results from our
talks.

Dear SAL: Here’s hoping for the best.
Yours,

INA.

Salina had been promised active Federal assistance in ajusting to the
loss of Schilling. The community had been told that redtape would
be cut, sound advice given, advantages proffered, equipment donated,
and that assistance would be offered to find new people and new pay-
rolls to replenish those that would be lost. To many citizens these
promises only mean nothing more than talk. The cynical element
professed no faith in miracles or fairy godmothers, and cast suspicion
on the professed desires on the part of Federal departments to help
the community.

In the full meetings, and in the smaller meetings with special groups,
the Federal delegation counseled over 150 invited Salinans in a wide
variety of special interests and authorities. Groups interested in the
municipal airport, education, highways, hospital and medical pro-
grams, housing, industrial development, parks and recreation, small
business, urban renewal, public utilities, and vocational-technical
education discussed the roles that might be played by the base in
solving their respective needs and desires. Many of our questions
remained unanswered but it was agreed that a number of worthwhile
ideas and suggestions had been explored in detail.

As a climax to the visit by Washington officialdom, a report on the
dialog between the community and Washington was scheduled for an
evening meeting at the senior high school auditorium. All Salinans,
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and the residents of surrounding cities affected by Schilling’s closure,
were invited to hear Mr. Bradford. The meeting had been scheduled
at the request of the development council for the purpose of acquaint-
ing the general public with the problems that faced them. The
wisdom of that request was debated at length in the weeks that
followed. Nothing firm, positive, or concrete had been resolved in
the preceding conferences. The talks had been exploratory only.
No hard and fast conclusions had been expected from the meetings;
only basic guidelines for Salina action were defined and established.
In the minds of many, Bradford had been put on the spot. The
theme “It’s up to you,” the refrain which was to become so familiar
and No. 1 in Salina’s own hit parade, was not what the audience
expected to hear. The questions: Can we use it? Do we want it?
Can we afford it? Awaited the community’s answers.

“We don’t have the brains and we certainly don’t have the gall to
say that we in Washington know what is best for Salina. The people
who know that, are the people who live here.”” These words by Mr.
Bradford were exactly the opposite of what many expected to hear.
There would be no spoon feedings from Uncle Sam. There will be
help and counsel. The leadership and decisions, however, must come
from Salina. “Your first job is to establish goals for your community.
This sounds easy butitisn’t. It’sa hard-nosed business and it involves
all the segments of the community’s economy. Don’t get yourself
in a hassle or in a struggle for power about this thing. That kind
of fratricide will kill you.”

In recounting the experiences and results of other communities faced
with a similar problem, Mr. Bradford pointed out both successes and
failures and his opinions for the variety of results. Salina leaders were
praised by Mr. Bradford for sound, practical ideas and a dynamic ap-
proach to economic recovery. In congratulating the community on &
most outstanding and successful start, and for the number of sound,
practical ideas discussed in the work sessions, Mr. Bradford pointed
out that he hoped that Salina’s leader understood that they could not
solve all of the problems of Salina’s future in 86 hours of brainstorming,
and that the community was aware that many months of planning and
hard work would be needed to develop and carry out a total program.
The community was assured that in their efforts they should expect the
full support of all levels of government.

Sunday Journal Editor John Schmiedeler had this to say:

“Who wants to be master of his destiny?” “What did he say?”’ demanded
these two fellows I know as they left Salina High Auditorium Thursday night.
“You heard him. What did he say? We heard him and we can’t tell you. It
was just talk. It was the old kissoff.”

Well, T’ll go along just a short way. Don Bradford’s talk before a concerned
audience of Salinans was not a ringing climax to what had been the most stimulat-
ing—and, perhaps, the most important—day in recent Salina histery. Perhaps
by design, he underplayed it.

My friends probably wanted to hear the trumpets sound ‘“Charge!” and the
foe vanquished by the knight on the white horse riding across the Potomac. My

friends might have been moved by an ‘“Ad Astra per Aspera’ speech or an “every-
thing’s coming up roses” declaration. But probably not. Skepticism is the

vogue.
\%Vhat they really wanted to hear is that Big Daddy’s going to take care of every-
thing and his pore 1i’l children won’t have to turn a tap. And when Bradford
didn’t say that, they concluded he had said nothing at all.
What Bradford did say, while mild in tone and manner, is important. Here
are some quotes my doubting friends can paste in their hats for periodic perusal
while on pie-in-the-sky expeditions:
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“We will help this community help itself.”

“We don’t know what's best for Salina. The people who know that are the
people who live here.”

“I'm enthusiastic about people, not procedures. We've found the type of
people and the capability here that ends up in good results.”

““You should start thinking about the long-term objectives of Salina.”

What Bradford was saying is simply this: what happens to abandoned
Schilling Air Force Base, for weal or woe, is squarely up to us. Despite the
horror stories one hears about Federal bureaucracy shoving square pegs into
round holes, Bradford and his fellows aren’t in the least bit interested in force-
feeding Salina.

They advise, they’ll help and they’ll point out possible pitfalls, and they’ll
cut redtape with great and good glee.

But the blueprint, the grand design must come from here.

If it upsets my skeptical friends to be masters of their own destiny, that’s just
too bad. Frankly, I like the feeling.

In the organizational meetings held by the development council,

rior to the mid-January conferences with Federal officials, a lengthy
ist of objectives, both of a general nature and specific missions, and
a preliminary procedural outline was discussed at length. The obvious
needs for moneys to pay expenses of the council, the need for constant
liaison with Schilling Air Force Base, the desirability of a coordinated
procedure to handle publicity, the maintenance of constant contact
with the Office of Economic Adjustment, the need for a permanent
office space, and the immediate need for a full-time coordinator-
consultant to man the council office were a few of the more urgent
items that faced the group. Congressman Bob Dole’s offer of space
in his newly established headquarters in Salina, together with the
services of his secretary, was quickly accepted. Suite 905 in the
United Building, Salina’s only skyscraper, was a most desirable loca-
tion as a meeting place for the many businessmen and community
leaders who would be involved in the council’s work in the months
that followed.

On the day prior to the arrival of the Washington delegation, Wilson
& Co., Engineers & Architects, offered the services of one of their
professional staff members to the council for a period of 3 months
as a donation in the all-out community effort to plan an orderly transi-
tion of Schilling from military to civilian uses. Professional Engi-
neer-Planner R. A. McAuliffe, has had considerable experience in the
evaluation and planning of a number of Strategic Air Command
bases throughout the United States, including the then current master
})lan for Schilling Air Force Base. This experience included know-
edge of the availability of plans and data at the base and in the files
of Wilson & Co. Wilson & Co. had also acted as consultant designers
for a large percentage gf the buildings and structures at Schilling, as
well as for the airfleld pavements, utility systems, and supporting
facilities. This arrangement continued until April 1865, at which
time the Department of Defense assumed the coordinator’s salary
expense for 3 additional months. Since that time, the expense of
providing a coordinator has been borne by Salina.

During the month of January there was much evidence of a wide-
spread intention of the people of the community to unite in support
of the Schilling Development Council in the formulation of a plan to
utilize the base for civilian purposes. Civic clubs, business associa-
tions, and individuals pledged their full support to the council.
Many offered personal time and resources and many suggestions were
received, as well as a wide range of personal opinions.
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Salina city officials, with the full support of the business community,
decided to schedule the bond elections for the city’s share ($1.1 mal-
lion) of a joint county-city governmental center and a new police ad-
ministration building and for a new public library ($670,000). City
officials had been encouraged by what they had heard from urban
renewal representatives who attended the mid-January meeting.
Urban renewal representatives were in Salina for a day-long series of
meetings within 3 days after receiving a request from the city for a
conference on the possibilities of urban renewal assistance. This was
the first concrete evidence of compliance on the part of a Federal
agency with the promise by OEA to do everything possible to assist the
city in its recovery endeavors.

In a statement issued in late January, the Schilling Development
Council said that its basic policy would be the use of the soon-to-be-
closed base for industrial sites and related endeavors. In the council’s
opinion the creation of jobs and payrolls was most imperative.
A locsl forecast of impacts that would result from the closing was loss
of 32 percent of income, 25 percent of population, and some 3,900
vacant dwelling units—predictions that proved to be quite accurate.
In the same announcement, the council reported that it would not rule
out the other uses that had been suggested or that might be developed
in the months ahead. In the group meetings during the mid-January
conferences with Washington officials it had been pointed cut that
large areas, and particularly those in the residential, recreation, and
community portions of the cantonment area, were best suited for
educational and related uses. The award-winning new base hospital,
and its related facilities, was most certainly best suited for medically
associated uses. The council pointed out that education and medical
development was in every sense an industry. They would create jobs
and payrolls that would be equally important to those created by
industrial and commercial organizations.

Much of the council office time was devoted to the development of
detailed inventories of buildings, utilities and related facilities and in
the preparation of maps of the base for use in the evolution of a master
land-use plan. TUntil the inventory was completed, the majority of
the local leaders did not fully realize the size of the facility, the num-
bers of buildings and structures, and the complexity of the installation.
In cooperation with the chamber of commerce, a single page brochure
announcing the availability of properties and listing thumbnail
descriptions of the airbase buildings was prepared in great quantities
and a mailing program was instigated through various committees of the
chamber of commerce. The urgency of getting this information
promiscuously scattered over the country was certainly overem-
phasized and the time and monies involved did little, if any, generat-
ing of industrial interest.

The council recognized the need for well-defined channels of com-
munication between themselves and the public and appointed spokes-
men to cooperate with the newspaper and the radio and television
stations. The council also selected members to accept invitations to
speak before the service clubs, association groups and similar organi-
zationi to keep the citizens aware of the activities of the development
council.

By the end of January the base’s military population had shrunk
from approximately 5,000 to 4,200 men. The B—47 jet bombers were
gradually disappearing from Salina’s skies and the first of the Atlas
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missiles was lifted from its silo and shipped to California. Salina’s
two hospitals began to feel the effects of the closure of the base with
the loss of 25 percent of their registered nurses and nurses aids who
were leaving town with their Air Force husbands. Similar losses
were felt in the school system as teachers left; and in a multitude of
Salina businesses as military part-time employees, and military wives
and children left. While these losses were, for the moment, difficult
to replace, there was a benefit in that movement of military-connected
personnel from civilian jobs lessened the impact of the drop in economic
activity upon Salina jobholders.

During January, representatives of various branches of the military
began visiting the base in great number. As a result of these visits
the community was subjected to many and varied rumors of base
reactivation by these other branches of the service. Some of these
rumors appeared to be quite factual and the development:council
hurried to check them out with the OEA staff in Washington: - The
rumors were to persist until June of 1965 even though -the council
had received a number of assurances from Washington that the base
was surplus as far as the military was concerned. -Cyrus. Vance
wrote that the Department of Defense had no plans to use all or part
of the base but confirmed that several potential uses had been checked
and had been found to be impractical. He assured the council that
the findings of these visiting teams were negative in every instance.
Despite these assurances the rumors were giving the council much to
worry about. Civic leaders had agreed that the community would be
better off in the long run to face the economic loss of the military
rather than have another relatively short-lived military occupancy.

Early in February the community was contacted by the first of three
potential Job Corps contractors. The development council advised
each of these corporations that Salina was directing its efforts toward
permanent payroll increases and therefore was not then interested in
Job Corps use of the base.

Don Bradford, in the mid-January meeting and in subsequent con-
versations, had emphasized the need for Salinans to develop a use
plan for the base—one which put in concrete form the community’s
objectives for productive civilian use of the facilities.

Early in February the first tentative land-use map was developed,
together with a list of the facilities the council considered necessary
to establish a new municipal airport at the base and including the
supporting revenue-producing facilities. This tentative ‘“‘save’ or.
“want’’ list for the ‘‘airfield package” was developed in conformity
with the preliminary proposals that were being prepared for a tech-
nical institute (13th and 14th years of school), the vocational-technical
- school (11th and 12th), and for a second campus for Kansas Wesleyan
University. The history of the successful transition of the base from
military to civilian purposes is, to a major extent, the story of the
educational programs. The educational uses of the base are covered
in detail in the appendix.

From the day of the closure announcement, Col. John F. Scanlan,
the base commander, and his staff officers became intimately involved
and concerned with the work of the development council. From the
very beginning there was continued liaison and communications
between the base commander’s office and the Schilling Development
Council and the Salina Airport Authority. Early in February,

78-516—67—vol. 2——25
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Colonel Scanlan briefed the council on the procedures that were being
initiated for early release of certain specific buildings and the problems
that would be involved. The necessity to maintain security measures
until the mission of the base was entirely phased out, as well as the
possibility of early occupancy of certain buildings, was reviewed.
In these early days of planning, Colonel Scanlan explained how base
operations would be gradually withdrawn into smaller and smaller
areas and into lesser numbers of buildings as these operations dimin-
ished. His announed plan to withdraw to the hospital area has proven
to be well conceived and practical.

One of the first major tasks of the development council was to de-
velop a means by which the city could acquire, own, maintain, operate,
improve, and dispose of portions of Schilling Air Force Base. Kansas
law had no provision for local governmental ownership and operation
of surplus Federal facilities. Yet, Salina wanted to be themaster of its
own destiny—and, as a result, felt it necessary that a governmental
body be empowered to deal with the GSA in the acquisition of the
airport and industrial portions of the base.

On the advice of the Office of Economic Adjustment, the develop-
ment council enlisted the assistance of a number of Salina lawyers to
begin the drafting of acceptable enabling legislation that the Kansas
State Legislature would be asked to adopt which would permit the city
to create an authority empowered to acquire and control surplus real
or personal properties of the United States, as well as to levy taxes and
issue bonds to provide revenues. The legislation was developed from
studies of similar laws in other States having communities where
defense installations had been closed.

In mid-February, during a visit by a representative of the Office of
Economic Adjustment, the development council was advised that in
many respects it was moving too fast and that more effort should be
directed toward the more basic determination of a land-use plan, the
completion of a list of personal properties to be requested, and related
basic decisions. Too much time and energy was being directed toward
attracting industry and in following industrial client leads during
these crucial planning months. The council was advised that these
efforts were premature. No positive commitments could be made to
prospective industries with respect to occupancy, availability, and
many other essential considerations at that early date. The suc-
cesses and failures of Salina’s industrial development activities are the
subject of a separate section of the appendix.

On the 25th of February, the last B—47 left the base and the first
land use plan was presented to the community leaders for their review.
The plan was reviewed in a series of meetings followed by a conducted
tour of the base to acquaint the council and members of the city
commission with the details of the plan. After making a few relatively
minor revisions, the plan was adopted by all concerned and presented
to the OEA for distribution to the Federal agencies that would be
involved. The plan envisioned the use of the base as an airport-
education-industry complex. The five part proposal involved:

1. The “airport package,’” including a municipal airport and
supporting facilities. .

2. The area vocational-technical school in a five building
complex.
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3. The proposed Kansas State University Technical Institute
with supporting facilities. '

4. Medical or educational use of the base hospital and com-
munity facilities area; possibly a second campus for Kansas
Wesleyan University.

5. Sites and/or buildings for industry. )

It was emphasized that the plan was still to be considered fluid
and that the boundaries delineated on the maps were subject to
change. The land-use plan, which would serve as the basis for ne-
gotiation with the Federal Government agencies in the purchase or
transfer of surplus properties, was expressed in terms of “packages.”
The word “package’” was adopted to describe the various proposed
uses of Schilling. Assuming passage of permissive legislation, the
Salina City Commission would create a public airport authority.
This authority, or public corporation, would negotiate with the federal
government through the General Services Administration to purchase
that portion of Schilling which would be used as industrial sites. At
that same time, the authority would take over at least part of the
base for operation of a public airport. In the airport package would
be considerable open land area and certain buildings suitable for
lease for revenue-producing purposes. Rentals from these airport-
associated buildings, plus regular airport revenues, would be used to
maintain the airfield portion of Schilling. Chairman John Williamson
cautioned that it was going to be a long, long road and that we must
not give way to impatience. In his opinion the potential was worth
the effort that the community must now make. If the community
did not make the effort, a great opportunity would be lost.

The decision to utilize the airfield facilities at Schilling for a muniec-
ipal airport was the nucleus of the land-use plan. Detailed engineer-
ing evaluations of the existing modern municipal airport were com-
gleted. Estimates of the cost for capital improvements that would

e necessary at the existing airport in the next decade and at Schilling
were prepared. Operating and maintenance cost estimates and com-
parisons were made for the existing airport and for the potential
airfield facilities at Schilling. The decision to abandon the municipal
airport and relocate that vital community facility to Schilling is also
the subject of a separate section of the Salina story.

Senate bill No. 235, after intensive review by all parties concerned,
was processed through the Kansas Legislature in the last days of
March and early April. On April 11, Gov. William Avery signed the
bill and the essential permissive legislation for the acquisition of the
Schilling Airport and the supporting utilities networks was available
to the city of Salina.

Prior to the announcement of the closure of Schilling Air Force
Base, Salina had been struggling to work itself out of a surplus of
housing (a 6 percent vacancy rate had existed as early as” 1960).
Over 1,000 new housing units, primarily single family residences, had
been constructed during the early 1960’s when the Atlas missile
complex was being constructed and, after that work was completed,
nearly a thousand units were left vacant. :

The majority of the new residential construction had been in new
subdivisions offering single-family units in the $9,000 to $18,000 range.
Most of them were in the immediate vicinity of the base—an area
which could have been sorely impacted were the adjacent 735 military
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Capehart units to be placed on the market. Further, as a means of
alleviating a serious housing shortage immediately after Schilling was
reopened in 1952, over 600 units of low-cost marginal housing had
been constructed in an area known as Indian Village. The majority
of occupants, in 1964, were Air Force personnel in the lower en isted
grades.” The combination of the above factors led to much concern
among Salina leaders as to the impact of the base closing on Salina’s
residential housing market.

During the mid-January meetings, the Salina community was
assured by Mr. Bradford that the Government would not add to the
real estate problem by offering the 735 Capehart housing units that
were a part of the Schilling complex. Local real estate interests were
told that the conversion of these units to civilian occupancy would be
delayed until the community had worked itself out of the already
existing problem and the additional units that would become vacant
because of the base closure. In the early months of 1965 the problem
of what to do with the Capehart units became a much discussed
subject of local conversation.  Everyone, particularly those in govern-
mental circles, agreed that the situation was not to be easily solved.
As the reassignments of the military force to other bases accelerated
the numbers of vacated Capehart units increased rapidly. Suggested
uses for these fine residences included the development of a senior
citizens community, a satellite residential community to Fort Riley,
and for married student and faculty housing for the proposed tech-
nical institute and Kansas Wesleyan University. As early as mid-
January the suggestion to use part or all of the 735 Capehart housing
units as a government-operated housing installation, available to
military families of servicemen overseas, was being debated. Officers
and enlisted personnel were being continuously sent overseas for
extended periods of duty. Quite often they were being sent to loca-
tions where there were no housing facilities for their families. This
was truly a real problem because many of the wives and children had
no place to go. Such use, it was said, would eliminate the need for
military leaves while the men involved sought & home for the family,
would eliminate worry for those unable to find housing, and would be
a most appropriate use of a government investment of millions of
dollars. Salina, with a school system geared to the Schilling popula-
tion, could accommodate the students with no strain. The excellent
school facilities at Schilling Manor could be kept open to take care
of the children of the families of men who were on duty overseas.

In August of 1965, after review of the problem at Army, Air Force,
and DOD levels, Colonel Scanlan announced that the DOD had
directed the inauguration of a program which would open Schilling
Manor to families of the military who were on overseas duty. Initially,
Colonel Scalan gave approval for about a dozen Fort Riley families
to move into Schilling Manor as a test of such a program. By the
middle of September over 50 families had moved into the available
housing units.

On October 26th it was announced that the Army would take control
of the entire housing area. Because it was a unique project, Washing-
ton said that the idea would be studied through fiscal year 1967 and,
if successful, similar housing projects might be opened in other areas
of the nation. On the 3d of January 1966, the Schilling Manor area
became a subpost of Fort Riley and the Army took over the respon-
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sibility of management. National publicity on network television
and radio and in the major newspapers of the country gave Salina
appreciated publicity.

The Salina school board, which had been responsible for operation
of the Schilling Manor School, the largest grade school in the system,
decided in August of 1965 that the school would not be reopened in
September 1965. The projected enrollments dictated that it would
be more economical to transport the decreasing numbers of military
children to in-town schools and the school board received directives
that the school equipment be released to other federally impacted
areas. The popularity of the ‘“‘waiting wives”’ program had not been
anticipated. As early as February 1966, the Salina school board
found itself with a school population explosion problem. As many
as 50 new students were added in a single day. The problem of
transportation to the city became a major undertaking.” Although
there are day-by-day changes in the projections, it is a certainty that
the school population for the Schilling Manor School will exceed 1,200
in September 1966-—the average family size is about five children per
family—and in mid-summer 1966 there were some 500 families in
residence.

The community of Salina warmly received these new residents in a
number of ways. For example, the community donated $1,000 to
finance the start of a “Waiting Wives” Club. Activities were ar-
ranged for the wives as well as the children. Letters to the community
from the fathers overseas expressed gratitude for relieving them of a
major source of worry and concern.

In mid-April 1965, immediately following the passage of the enabling
legislation, the Salina Airport Authority was created by the city com-
mission and on April 26 five citizens were appointed to serve as direc-
tors. Named to the bosrd were:

M. J. Kennedy, Kennedy & Coe, certified public accountants, who
was selected as the airport authority’s first chairman.

William Yost, field underwriter, New York Life Insurance Co.

Cliéford J. Wertz, president, Consolidated Printing & Stationery

o.

Edward H. Bell, Bell Motor Co.

Allen R. Dodge, president, Homestead Building & Loan Associa-
tion, who also had served on the Schilling Development
Council.

By the 1st of May approximately 50 percent of the base personnel
bad been transferred to other assignments and the base phaseout was
iJncreasing in speed at every level to meet the official closing date of

une 25.

On the 7th of May the newly formed Salina Airport Authority held
its first official meeting. At this first session the authority was briefed
by the development council members on the events that had taken
place and the status of the various “packages.” A lengthy list of
problem areas in the coordination of the closure was reviewed in detail
and the authority was advised of the complexity of these many matters.
The airport authority devoted the next few weeks to preparing for a
second visit by representatives of both the Washington and the Kansas
City offices of the Federal agencies involved.

One of the more important problems that faced the newly formed
authority was that of resolving a growing list of conflicts between the
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“packages”’—conflicts which needed to be resolved locally. Local
leaders had been advised months before that no Federal agency would
act as an artitrator in a dispute between two different local interests.
Because of a lack of full communication, conflicts had been developed
between the Kansas Wesleyan proposal, the Schilling Institute pro-
posal, and the municipal airport “package.” The university was
including areas and buildings that were also m the preliminary technical
institute planning. Members of the industrial development committee
of the chamber of commerce were showing buildings to prospective
clients that were in one or another of the educational “packages,”
and equally serious variations of this genersa] situation. In & series
of meetings in mid-May these conflicts were eliminated and procedures
agreed upon to prevent reoccurrence.

On 24 May 1965, Don Bradford led a large group of Federal officials
from Washington and from the Kansas City regional offices in a 3-day
series of meetings with base officials and community leaders. The
No. 1 purpose was an attempt to set up a timetable for the take-
over of areas of the base by the proposed civilian users. In substance,
the only definite date decided upon was that of occupancy of certain
buildings by the Vocational-Technical High School, which was com-
mitted to opening its doors on or before September 1. It was decided
that an occupancy permit would be made to the Salina board of
education by mid-July. Mr. Bradford told a news conference that he
wished he could tell the community that the other “packages’” were
as close to reality. He commented that the disposal of a base as
large as Schilling was enormously complex and that each proposal
involved hundreds of details and many decisions. It was at this
meeting that the community leaders fully realized a basic fact of life
with respect to conversion of Federal property to civilian uses through
the established procedures of surplus disposal. The community
bad, from the very day of closing, been directing almost all of its
inquiries toward Washington. They, as they had been warned,
became aware of the importance of the regional offices of the agencies
involved in implementing the disposal procedures as set forth in the
laws and regulations for such actions. While it was true that Wash-
ington approval was required in many instances, the fact remained
that without regional approval our proposals would be of little value.
Except for necessary haison and communication with the Office of
Economic Adjustment in Washington, the community leaders turned
to the regional office representatives for assistance and advice.

The requirement that the entire facility be appraised by qualified
appraisers prior to the transfer of any properties had been a subject
of much discussion and, in the first week of June, that work began.
In an effort to expedite this phase of the disposal procedures, the
Airport Authority office assisted the appraisers in every way possible
to bring that long and involved task to a quick conclusion.

Chapter IV
IvpLEMENTING THE CoNVERsION Praw

Jn June 1965 the mood of the community was changing and the
authority members were spending more and more long days away
from their businesses.
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“You know,” said an airport authority member, “I don’t hear even
the chronic crybabies crying any more. Perhaps they are afraid to,
but I certainly don’t hear them. It’s been a lot of work, but it’s
been enjoyable. It’s an education—every day is different. I don’t
want to sound stufly, but you get a sense of accomplishment. You
really do. Tlike to feel like we’re doing something for the community.
That malkes the hours worth while. The big job still is ahead of us.
What we have done so far is prepare for it. I'd like to stress the
tremendous cooperation we have received from all public bodies and
from private citizens as well. That’s been most impressive to me.”

With the official declaration of surplus announcement on the 29th
of June 1965 came the 1ealization that that milestone would increase
the activity between the Salina institutions and the regional Federal
offices. Everyone expected a blizzard of paperwork. The aicport
authority and the educational interests were developing a mountain
of paper and were anticipating early decisions on the part of the
Federal agencies. The first major development was expected to come
from the Salina Area Vocational-Technical School. A detailed pro-
posal to the Department of Health, Education, and Welfare had been
completed and was under study in the HEW regional office. Farther
away was the massive “airport package’” which would involve the
Federal Aviation Agency.

The man on the street was discussing the fact that Schilling Air
Force Base was officially out-of-business as a fighting unit on the
25th of June. The revolving airfield beacon atop the watertower
was dark. The control tower stood empty and the aircraft aprons
were no longer filled with aircraft. The noise of power lawnmowers
had replaced the noise of jet aircraft. The Schilling story, which
began in the early days of World War II with a cluster of tar paper
shacks, was concluded with the ceremonies involving the folding,
packaging and shipment of a gold-fringed blue flag to Air Force
archives.

"However, on that day a new squadron unit was activated under the
command of Colonel Scanlan. - Not one hour was lost in the maze of
work involved in the transition. The new command wasn’t an
impressive one, since it had no aircraft, no machine shops, no battle
flag, and no combat mission.

On that day it was estimated that the closure and transition was
approximately 6 weeks ahead of the original timetable. The com-
mander’s statement that he would try to keep the place cleaned up
and in repair was carried out to the letter. Except for neatly placed
“off-limits” signs and the stillness that prevailed throughout the
next 12 months, the appearance of the base buildings and grounds
was to remain excellent. Without exception, military and civilian
visitors to the base—and there were hundreds—commented that
there was no active military installation that could claim a higher
degree of basic maintenance and appearance.

The activities of the airport authority and those of the other local
institutions materially increased in the weeks that followed the
declaration of surplus. On the 29th of June the Urban Renewal
Agency granted the community funds for planning and reserved
additional funds totaling nearly $1 million for the anticipated develop-
ment of a city-county government and Civic Center. This tre-
mendous boost to morale was certainly significant. On the 2d of
July the Air Transport Association released a report which said that
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the existing Salina Municipal Airport was deficient in landing aids
which added impetus and justification to the “airport package.”

Less than 24 hours after the base had been officially declared surplus
it was announced that the Kansas Highway Patrol would establish a
training academy and a district headquarters in Minute Manor.
Minute Manor, the former readiness bomber crew building used by
the aircraft crews while on alert, was occupied under a temporary
occupancy permit. The building was a part of the proposed “airport
package’” and the airport authority had agreed with State officials to
arrange for a permanent lease when the building had been transferred
to the authority. The structure, which cost almost one-half million
dollars, was ideally suited for such usage. The peculiarities of its
design would have made it difficult to find other appropriate users.
The structure, most of it underground, is a two-story, air-conditioned,
reinforced concrete facility with living accommodations for 70 men,
including lounges, classrooms, dining room, kitchen, and built-in
communication facilities. Its construction made it particularly
desirable as a hardened site for highway patrol radio equipment, as a
backup for the civil defense warning system, and as a severe weather
information headquarters. Areas in the outlying reaches of the airfield
pavements were available for pursuit driving classes and indoor and
outdoor pistol and rifle ranges were also accessible to the patrol.
On September 27, 1965, the first class of patrol recruits began study
and on December 3, 1965, the first class of recruits was graduated.

The airport authority, acting as the coordinating body for all of the
potential users of Schilling properties, had been advised in the very
early days of conversion planning that it would be necessary to have
a land survey made of the base so that the eventual property transfers
and deeds could be prepared in conformance with all legal require-
ments. The sprawling complex of over 3,300 acres was measured and
mapped for purposes of the military, but this information was not
adequate for proper description in civilian property transfer docu-
ments. The streets, for example, would have to serve a number of
users and owners, and logic dictated that a street system should be
under the control of one public agency. A basic street system was
therefore imperative, yet the existing streets were not defined by
rights-of-way. There was need to consider the necessity of assigning
easements and rights-of-way for both overhead and underground
utilities and for the major drainage ditches which traversed the can-
tonment areas. The land-survey problem can be best described as
subdividing in reverse.

The airport authority was advised by Washington officials that the
survey problem was the community’s, and that, despite its complexi-
ties and cost, the community would have to solve that problem itself.
Early in July of 1965 the work was started as a joint project between
the city of Salina engineering department and Wilson & Co., Engineers
& Architects. The work was not completed until mid-April of 1966.
The survey and platting, delayed to some extent during the winter
months, cost the community approximately $25,000 and is the largest
single precise land survey ever accomplished within a radius of many
hundred miles. The platting required 27 large maps to illustrate the
area, which has a perimeter of over 12 miles. In record time the
platting was processed through city and county planning boards and
commissions and was approved and registered at the local courthouse
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on the 3d of May 1966. Immediate plans were then made to initiate
the legal procedures necessary to annex the base to the city of Salina;
a process which was completed in August 1966.

In establishing the platting of the base, it was necessary to rename
the streets because they were duplicates of street names already
existing within the city of Salina. It was suggested that the streets
of Schilling subdivision be named for past base commanders during
the days that it was a bustling Strategic Air Command installation.
The list was long and when the final decisions were made, Mayor
Waddell took it upon himself to inform each of the former commanders
of the honor paid them.

The “Notice of Surplus Determination—Government Property,”’
received on June 9, 1965, summarized the applicable regulations that
provide that non-Federal public agencies shall be allowed a reasonable
Limit of time to develop a comprehensive and coordinated plan of use
and procurement of surplus real property in which it might be in-
terested. The notice further stipulated that the community’s inten-
tions were to be received in writing and filed with the General Services
Administration within 20 days. Op July 15, the Salina Airport
Authority delivered its written notice to GSA. The letter stated
that the Salina Airport Authority and its predecessors, the Schilling
Development Council, had coordinated the planning of all qualified
public agencies in the development of a plan of use for the entire
Airbase, and that the planming had been coordinated with GSA,
FAA, DEEW, and the Corps of Engineers. The total plan as of
that date included the following proposed usages:

1. An area and six buildings for the establishment of an area
vocational-technical school to be operated by the Salina school
board. ' This proposal had been coordinated with the aforemen-
tioned agencies and had been formally submitted and approval
granted and the school was expected to open September 1, 1965.

2. The State of Kansas Legislature had passed enabling legis-
lation to permit the establishment of a technical institute for the
State of Kansas at Schilling Air Force Base. A board of directors
had been chosen and this board had selected a president for the
new institution. A tentative proposal was being reviewed by the
DHEW for their informal comnments and recommendations. A
formal application could be expected by August 1. This pro-
posal involved two areas and a number of educational, residential,
and student recreational buildings, as well as open, undeveloped
areas.

3. A proposal was being prepared by Kansas Wesleyan Uni-
versity involving an area and buildings which would become a
second campus for the university. This proposal could also be
expected to be ready for submission within the month of July.

4. A proposal was being drafted by the Kansas Department of
Vocational Education to utilize the hospital and related residen-
tial buildings as a state center for vocational rehabilitation. The
area and the buildings involved in this proposal were in conflict
with the Kansas Wesleyan University proposal. This conflict
would, however, be resolved by the Salina community after
consultation with the Federal agencies involved.

5. The Salina Airport Authority was presently preparing a
proposal to utilize the major portion of Schilling Air Force Base
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as the Salina Municipal Airport; including certain buildings and
areas to be used in support of the municipal airport. This pro-
posal was being prepared in consultation with the Federal Avia-
tion Agency regional office and would be ready for formal
submission within the month of July.

6. The Salina Airport Autbority was also authorized to consider
the purchase of land, buildings, structures that are not included
in the proposals previously outlined for the purpose of industrial
development. The airport authority requested that the GSA
consider that the balance of surplus property not included in the
above proposals be made available for purchase in the name of
the authority; if the price for such property was acceptable.

This formal letter complied with the GSA requirement and outlined
the community’s intention of utilizing the entire Air Force base
property, including certain essential off-base properties. Nothing
said in the formal letter of reply was news to the Federal agencies
involved. In the previous months there had been numerous contacts
with these agencies and they were fully aware of the community’s
intentions. However, the formal reply had the effect of speeding the
efforts to submit acceptable proposals to the Government. On the
11th of July, Kansas Wesleyan University submitted its revised
application to DHEW. The technical institute, which by the wording
of its enabling legislation had become known as the Schilling Institute,
filed a formal application with DHEW late in July. On the 28th of
July, the Salina Airport Authority forwarded its application to the
Federal Aviation Agency proposing the utilization of Schilling facilities
as a relocated Salina Municipal Airport. The vocational rehabilitation
center application was submitted to DHEW on August 6. The
proposal of the area vocational-technical school had had prior informal
approval and was not required to resubmit a request for facilities.

The educational (area vocational-technical school, Schilling Insti-
tute, and vocational rehabilitation center) proposals, as well as the
municipal airport application included requests for sufficient movable
property and equipment to enable the activities to get started. These
requests covered the gamut from beds to sophisticated airfield elec-
tronic equipment—and their fulfillment became a major task of the
base commander and OEA in Washington. All recognized that Salina
could not, while suffering the major business impacts, enter into
a major equipment purchasing operation in order to get the new
activities off the ground. Yet, Federal surplus property disposal
procedures were comprehensive, complex, and time-consuming.
number of new approaches were adopted, with the OEA taking up the
problem in critical areas. Among these were: )

Early in the planning it was agreed that the concept of relating
equipment to a building and its planned civilian use would be
adopted. In this way, a lathe could be transferred to the voca-
tional-technical school as a part of the shop training building.
Both would be subject to a discount of up to 100 percent of fair
market value. (It should be emphasized that this technique does
not have the same attractiveness in the case where full market
price must be paid, since much military equipment is not neces-
sarily well-suited to civilian industrial and commercial use.)

The Schilling base commander innovated a system whereby all
excess property was made available for review by civic officials
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prior to its being placed in the regular disposal process. As a
result of this review technique, some 111,269 items of equipment
and other movable property was made available to the com-
munity.

Certain items were critical to the intended uses. These in-
cluded snowplows, control tower and instrument landing facilities
for the airport; dormitory and dining hall equipment for Schilling
Institute; and machine tools for the vocational-technical school.
In these cases, OEA interceded at the Washington level to insure
that the judgment of senior Defense Department officials was
applied to the problem. To the credit of these officials, the Salina
Airport will have a full capability—and the schools are able to
meet their initial needs.

The 10 months that followed turned out to be a most frustrating
and seemingly endless wait on the part of the authority and the leaders
of the educational institutions. Numerous revisions to the proposals
were requested as well as supplemental data and documents. There
were times when the community leaders had the impression that
they were losing not only time but that there was serious doubt
whether the proposals were acceptable. . Despite assurances from
Mr. Bradford of OEA, and other officials in high places in the govern-
mental agencies, much local enthusiasm began to turn to dissatisfaction
and doubt as to the success of the past months of work. “Promises—
promises—promises—only promises.” “Typical of Government.”
“We should have expected it.”” Cooler heads, in the minority, pre-
vailed. The airport authority continued with the items of work
involved in the transition that were not as spectacular as the major
packages but most certainly vital to the total plan. A tentative
draft of an ordinance to zone the area in compliance with county and
city zoning regulations was adopted. A list of restrictive covenants
was developed to be enforced to protect all potential users of the
base. The complexities of the takeover and operation of water,
sanitary sewer, electric, gas, and telephone utility systems was the
subject of many meetings and conferences. The airport authority
learned with a shock that it could not raise operating funds through
taxation for a full calendar year because it had not been in existence
on the last day of the previous year and that its only source of revenue
would have to come from ‘“no-fund” warrants. These and other devel-
opments, and occasional publicity releases to the effect that every-
thing “appeared to be on schedule,” helped ease the situation until
early in September when it was officially announced that Westing-
house had selected Salina as the site for a major lamp plant. For a
few short weeks, local pressure on the Salina Airport Authority was
relieved.

On September 3 the airport authority was notified that FAA had
submitted their recommendations to GSA approving the authority’s
proposal to establish a municipal airport at the base. The airport
authority immediately forwarded a formal application for transfer to
the General Services Administration. The application was expedited
through the regional office of GSA and forwarded to Washington. The
authority was advised that they could expect the application to be in
Washington at least 30 days before approval would be granted. On
that basis, the committees of the chamber of commerce, who had been
in contact with a number of prospective industrial users of base prop-
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erties, began quoting possibilities of occupancy by the first of the year
to their clients. Formal approval of the airport package was not to
come until February 14, 1966. During the intervening 5 months
the community waited, and it was difficult to convince many commu-
nity leaders that patience wasin order. The airport authority had been
intensively engaged in negotiations with the Beech Aircraft Corp. for
months and had agreed on tentative lease arrangements ear}l) in
December 1965. Beech executives had emphasized that occupancy
beginning the first of the year was most important in their decision to
open new facilities.

During the 5 months of waiting for the approval of the key package
in the disposal plan, that for the airport, the airport authority could
claim no important progress. The community as a whole was receiv-
ing a considerable amount of glowing publicity from many sources and
the local paper and local radio stations quite regularly publicized the
truly remarkable efforts of local citizens who had given of their time
and money to the problem of base conversion.

An out-of-towner State official was quoted as saying that ‘“the loss of
Schilling has been the greatest thing that has ever happened to central
Kansas.” In his opinion, Salina’s past interest in the base had reduced
its interest in the welfare of the area. He was quickly refuted by
Editor Austin who seriously doubted that Salina had failed its friends
but that certainly it was not the fault of the Air Force.

On the anniversary date of the announced closing the Journal
reviewed the accomplishments of the past year in a series of feature
articles. “It Was a Crisp November Thursday the Day That Salina
Changed Directions”—Salina Didn’t Roll Over and Play Dead”—
“How Does a Proud Air Force Base Die?”’—*Airport Authority Faces
Complex, Exciting Task’’—“Black Thursday Revisited”—“Year One
AS (After SAFB)”—“There Are Spots of Life Where Students Study.”
In one article the Journal reminded its readers of OEA Consultant
John Kavanagh’s statement in the first meeting with Washington
and regional representatives when he said, “Don’t let this thing
become a power struggle within your own community. That kind of
fratricide will kill you.” Such a struggle had not occurred. The
opposite—a spirit of cooperation, an ingathering of the forces of the
community resulted in a number of feature articles in major news-
papers from coast to coast who saluted DOD officials and the com-
munity leaders for their actions.

On December 6, 1965, the community read with considerable interest
of Secretary McNamara’s announcement of additional closings of
military installations. This time the headline, “Kansas Bases Escape
Axe” was followed by a question mark and the miniature letter in the
Journal said:

Dear SAL: Well, at least Salina doesn’t have to worry and wait any more.
Yours, INA
AN A,

Salina could accept, quite dispassionately, the news that other
military establishments would be closed. Editor Austin had this to

say:

From the viewpoint of logic, Secretary McNamara is right. It might not be
entirely premature to say that Salina also was right when the town agreed to roll
over and say “Uncle’’ in return for federal help in converting those concrete acres
to civilian usage. Protests would have only delayed the inevitable. Indeed,
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delay might have put us into greater industrial competition. The logic of the
Defense move is that even those B-52’s, which we so fondly anticipated, are
headed toward obsolescence and are wearing out their days over Vietnam.

With the turn of the year, the airport authority continued its efforts
at the involved task of developing a police and fire protection plan
for the long awaited day when that responsibility would become the
community’s, The problems of jurisdiction outside of the city of
Salina, supporting taxation, and re{ated elements of the problem were
discussed at length with the Air Force, with the Army who had taken
over the Capehart Schilling Manor housing area, with county officials,
and with city officials. However, the record for January has little
else to reveal than “no word yet on the airport package proposal.”

Immediately following the announcement in early February that
the airport package had been approved, there began a series of requests
from the airport authority, and approvals by the General Services
Administration, for occupancy of buildings and structure which were
a part of the airport package. Within a few days, the airport author-
ity, with the cooperation of the base commander, obtained permission
to occupy the majority of the buildings in the airport package.
Although public announcements of industrial development successes
were delayed to coordinate them with the wishes of the clients, the
next 2 weeks was a most important period of time in the Salina story.

On the 25th of February the airport authority made its first big
announcement. The headlines that day announced that the Beech
Aircraft Co. had leased five large buildings and hangars to be occupied
by the 1st of March and that Beech expected to employ 500 persons
before the end of the year. Almost lost in the f)ublicity on the same
day was a similar announcement that a firm involved in the production
of mobile home components bad also leased a building and that they
too expected to begin hiring and would be in production within a few
weeks. A week later it was announced that Funk Aviation had
leased a building at the base for the production of crop-dusting aircraft.

“We’ve only scratched the surface,” said Salina Airport Authority
member, Bill Yost, at this  week’s announcement of the location of
Funk Aviation Co. at Salina. “In the near future we will have more
space filled, and that’s what we need. We have some big things in
the fire. We have more prospects on the list.”

That was the tone of the press conference, set by men involved with
the development of the Salina Airport Industrial Center, the name
that had been selected for the sprawling complex. The community
was asked not to expect the economic development committee to
make announcements of that nature every week.

Salina Mayor Robert M. Stark said that he was not particularly
surprised at the progress made in development of the industrial center
and educational complex. “These announcements, such as made by
Beech, Funk, and Custom Metals within the past week, have only
come about by a lot of hard work by a lot of people.” Jim Trickett
the industrial development director of the chamber of commerce, said,
“Two national firms (Westinghouse and Beech) in the top 500 firms
in the country have been attracted to Salina in the past year. T feel
we have been very lucky.”

Despite the accomplishments with respect to industry and the usage
of the buildings in the airport package, the airport authority was
devoting much of its time and energy to an equally important problem
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which had not been solved. The proposal which would establish
Schilling Institute and utilize a maior portion of the residential and
community areas of the base had yet to be approved. Our industrial
contacts and clients had been sold on the potential of the industrial
center on the premise that there would be a tcehnical institute in
addition to the already established vocational-technical school. The
trials and tribulations of the Institute had been numerous. The scope
of the institute package had been revised, changed, and supplemented
over and over again to conform to the recommendations of Washington
and Kansas City officials of DHEW, and as dictated by changing
emphasis within the State of Kansas itself.

The problems of the institute were not all the result of Federal
direction or requirements. The institute found itself embroiled in a
statewide controversy which at times seemed to threaten the very
start of the institution. The role of the institute was certainly mis-
understood by all of those who rose to oppose it. As might be ex-
pected, the objections came from persons involved with the junior
colleges of the State and those who were involved with the area
vocational-technical high schools, and were being generated by fears
that Schilling Institute would be requesting and receiving state
educational moneys at the expense of their own institutions and
programs. 1n making these objections the spokesmen unfortunately
revealed that they were not conversant with, nor did they understand,
the purpose and role of an institute of technology. The basic concept
of the institute had escaped them.

In May 1966, the institute had over 30 employees yet they had not
received official approval of the plan to establish a State-sponsored
institute of technology. However, the dam was broken in early July
with the granting of rights-of-entry to both the institute and the
vocational rehabilitation center. Final conveyances took place in

August 1966.
Chapter V

Savixa, Mip-1966

Only the first few chapters have been written of the Salina story.
As of this hour, Salina’s industrial pot is simmering. Craddock
Uniforms have leased three buildings for the production of nationally
known ceremonial and school band uniforms. Production of home
moisture control equipment and of artificial marble began within
days after the properties became available at the base. The first
Beech King-Air rolled off the modification line on April 20. The
Beech Aircraft Corp. excercised an option and rented three more
principal buildings at Schilling for increased production at the new
Salina Airport Industrial Center. A major seed company initiated a
regional distribution center in a large base warehouse. A distribution
center for wholesale frozen meats and produce will soon occupy the
cold storage warehouse. And on July 14, 1966, the Salina Municipal
Airport moved to new quarters at former Schilling Air Force Base.
Renovations to the former base operations building had been com-
pleted to make it Salina’s temporary municipal airport terminal
building. Plans are envisioned to build a new terminal as soon as

practicable.
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If the Salina story was limited to the recounting of the successes and
failures in the community’s efforts to convert Schilling Air Force Base
to civilian usages it would not be a complete record of accomplishment;
nor would it reflect a very dramatic change in community attitude.
Despite the irony of the slogan “City on the Move,” while our Air
Force friends were moving away, the city is truly on a comeback trail.
The evidences of this condition are many and there are no apparent
signs that the enthusiasm is waning or that important developments
are declining. Salina can proudly say that it did not roll over and
play dead. The Statler-Hilton Inn, a striking and sprawling complex
in downtown Salina, will be under construction in a few weeks. Con-
struction contracts have been let and the block-long site has been
cleared. A large percentage of its cost will come from local sources.
The citizens of Salina, only a few months after the announced Schilling
closing, voted a two-to-one mandate for the construction of a new
combination county courthouse-city hall-governmental center and
new city library. The vote was taken on the stormiest day of the
winter and was the largest in history for a special election. This
project became involved with the urban renewal program and the
clearing of a two-block downtown area will soon begin. A second
urban renewal program will soon be finally approved enabling a local
industry to accomplish a major expansion. Plans are being developed
for a downtown multi-story office building. Building permits for
commercial and industrial construction within the city itself are at
an all-time high. At least three dozen business establishments have
completed or are in the process of completing major renovations or
new structures. The spirit hereabouts is one of determined optimism
born by adversity. Salina’s unemployment level, while slightly higher
than a few years ago during the glorious days of boom, is below State
and National averages. Westinghouse ballooned Salina’s hopes and
there are current rumors that their initial program will be expanded.
The reason Salina can look forward to good years ahead is directly
related to the spirit of zeal, efficiency, anc% capability of all the citizens
who were so willing in giving their time in the transition period from a
military to an industrial economy. Not surprisingly, some three
hundred people are actively engaged in work on various boards, com-
missions and committees. These people, without exception, are
capable, willing, and have had the right kind of experience to make
a splendid task force for the work that has been done and will be done
in the future. Retail sales are up, people are spending money and
bank clearings and deposits have been showing increases over previous

ears.
v Salina is on the Move!

“I don’t know if your people know this,” said Bradford, whose
Office of Economic Adjustment provided early and continuing advice
and encouragement following the Schilling closure, “but this has been
a remarkable feat. I cannot say enough about what this community
has accomplished and will accomplish. I use you all the time as an
example to other communities facing similar problems.”
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ArrENDIX A—THE EpucaTioNnar Usks

It would be virtually impossible to recount the development of any
one of the four proposals which were submitted to DHEW without
continual reference to one or more of the others. The one exception
to this generalization would be the proposal for the Salina Area Vo-
cational-Technical School. From the very beginning of the develop-
ment of a land use plan for the base, and lasting through the first nine
months of planning, the other interests were in competition with one
another for the buildings and acres of Schilling. Even the names
of three of the institutions seemed to overlap. It still is not an
uncommon request to explain the difference between the area voca-
tional-Technical school, the technical institute, and the vocational
rehabilitation center. In more recent months the Institute is being
referred to as the Schilling Institute, rather than the technical
institute, which has helped to relieve the confusion. Unfortunately,
however, some confusion still exists, particularly in other areas of
the State of Kansas.

AREA VOCATIONAL-TECHNICAL SCHOOL

Early in 1964 Salina was included with a number of other larger
communities in the State of Kansas as a site for the development of a
vocational-technical high school. The statewide plan envisioned
these schools as serving areas larger than any single school district.
The Salina board of education, acting through Superintendent Walter
Ostenberg, was completing the preparatory work necessary to schedule
a bond election for construction of the facilities when the announce-
ment of the Schilling closing was made. Ostenberg quickly realized
that it would be reasonable to expect that surplus governmental
buildings and equipment could be made available for such educational
usage. Within a very few days after the announced closing, pre-
liminary contacts were made with DHEW officials in Washington
and he was assured that, if the base was considered surplus by other
governmental agencies, an application from the Salina school board
would have high priority. 7

Prior to the mid-January meetings with Washington and Kansas
City officials, the school board had surveyed the base and were
unanimously in favor of requesting that a complex of three buildings
be acquired for the purpose of establishing the area school. This
head start is emphasized by a quote from the minutes taken at the
meeting in mid-January with the Federal officials. ‘“The discussion
was primarily concerned with the vocational training school. Repre-
sentatives from Bethany College, St. John’s Military Academy, Mary-
mount College, and Kansas Wesleyan University were left largely to
our own devices.” After pointing out that the school board had
surveyed and recorded listings of personal property and equipment,
and had picked out several buildings for the purpose of determining
their suitabilities for a vocational school, Mr. Ostenberg asked when
the board of education might expect to obtain possession of buildings.
Dr. George Decker, of DHEW, suggested that the request must
generate from the local community as it developed approved plans.
Only then could a specific date be established. Mr. Bradford then
pointed out that the vocational-technical committee needs must be



