
CHAPTER 1

The Record of 1970

1 Q 1 C\ W A S T H E Y E A R w h e n P o l i c i e s o f restraint initiated earlier
A +J I VJ to curb the long inflation had their first major effects on the
economy. It was also the year when a large part of the transition from
a wartime level of defense spending to a peacetime level was accomplished.
Alongside these major forces were others that visibly affected the shape of
the year. A long upsurge of business investment in plant and equipment came
to an end and a strong rise in residential construction began. The stock
market experienced one of its most severe declines in 40 years, one of the larg-
est corporations in the country went into reorganization, and there was a 10-
week strike of an even larger industrial corporation, whose products account
directly and indirectly for about IV2 percent of the total national output.

The primary goal of anti-inflation policy in 1970 was to limit the decline
of output that had been initiated by earlier restrictive measures and then to
get output rising again in the second half. The increase of output that was
desired was an amount sufficient to keep the rise of unemployment moderate
but not so large as to prevent progress toward a lower inflation rate. The
primary instruments for achieving this goal were monetary and fiscal
policies aimed at influencing the rate of increase of the total demand for
goods and services. Three requirements of the policy were important. First,
policy should turn in an expansive direction early in the year. The turn
in policy from its earlier restrictiveness would not affect the behavior of the
economy immediately. To make sure the economy was rising again in the
second half of 1970, the policy change would have to come well before
that. Second, the combined fiscal and monetary stimulus should be suffi-
cient to assure the desired rate of expansion in the economy. Third, both
policies—fiscal and monetary—should become moderately expansive. A com-
bination of a highly expansive fiscal policy and a restrictive monetary policy
(or in principle a highly expansive monetary policy and a restrictive fiscal
policy, although this combination was not in prospect in early 1970) was not
wanted, partly because it was not certain that primary reliance on either
alone could be counted on to yield the desired overall results.

These requirements of policy were all met. The change in monetary policy
was reflected in two decisions of the Federal Reserve Open Market Com-
mittee, first on January 15, 1970, and then more decisively on February 10.
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The stock of money (currency plus demand deposits), which had increased
at an annual rate of 1.2 percent in the second half of 1969, rose at the rate of
about 5J/2 percent during 1970 (Chart 1). In the Federal Reserve policy
of 1970 more attention than formerly was paid to achieving a specified
rate of growth of money and credit and less was paid to achieving prede-
termined conditions in money markets. By and large the Federal Reserve
was able to achieve its overall targets despite the necessity to act quickly
from time to time to prevent disorderly conditions in credit markets.

The sequence from monetary tightness in 1969, which slowed down the
economy and reduced the demand for credit, to the easier monetary
policy of 1970, which increased the supply of credit, produced a dramatic
decline of interest rates. Short-term rates declined by about 3 percentage
points from their peaks reached at the end of 1969. Long-term rates surged
upward in May and June during the period when the demand for liquidity
was at a maximum because of uncertainties in both foreign and domestic
affairs, but thereafter they declined substantially, particularly in November
and December.

Fiscal policy also changed sharply in-1970. The net budget position in the
national income accounts shifted from a surplus of $9 billion in calendar
1969 to a deficit of $11 billion in 1970. Most of this $20 billion swing was the
result of the lower level of the economy in 1970 than in 1969, measured
against a full employment path. If the economy had been at full employment
in both years there would have been a surplus, but it would have declined
by $5 billion. (See the appendix to this chapter, "Measures of Changes in
Fiscal Policy.") Most of the shift in the budget position occurred after the
first quarter of the year (Table 1).

Expenditures increased about $15 billion, a decline of $2 billion in defense
purchases being much more than offset by an increase in other categories.

TABLE 1.—Federal Government receipts and expenditures, national income accounts basis, 1969-70

[Billions of dollars, seasonally adjusted annual rates]

Period

1969
1970 . . .

1969: 1
II
III
IV

1970- 1
II.
Ill . . .
IV

Actual

Receipts

200.6
U95 .4

197.2
202.5
200.8
202.0

195.9
196.7
194.9

»194.1

Expendi-
tures

191.3
i 206.2

187.7
189.1
192.5
195.9

197.7
210.9
206.7

i 209.5

Surplus
or deficit ( - )

9.3
i -10 .8

9.5
13.4
8.3
6.1

- 1 . 7
-14 .2
-11.8

1-15.4

Full employment estimates

Receipts

203.3
212.0

197.2
203.4
204.3
208.3

208.0
211.9
211.9
216.2

Expendi-
tures

191.7
205.3

188.1
189.5
192.8
196.2

197.6
209.9
205.5
208.3

Surplus

11.7
6.7

9.1
13.9
11.5
12.1

10.4
2.0
6.4
7.9

i Preliminary.

Note.—Detail will not necessarily add to totals because of rounding.

Sources: Department of Commerce and Council of Economic Advisers.
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Chart 1

Changes in GNP, Money Stock,
and Full Employment Surplus
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The increase in expenditures included $1 billion more for unemployment
compensation because of higher unemployment rates. Receipts declined by
about $5 billion. Expiration of the surcharge in two steps reduced revenues
by $8.3 biliion, and other tax changes during 1970 cut them by $0.6 billion.
Because of the slowdown of the economy only a small part of this reduction
was offset by expansion of the tax base.

A shift in the budget position in 1970 that would have eliminated the
large surplus of 1969 was implicit in the Administration's plans at the
beginning of the year.* This was due partly to the projected path of the
economy below full employment and partly to the combined effect of changes
in expenditures and taxes. The actual shift, which ended in a substantial
deficit, exceeded the plan, however, one reason being lower economic activity
than projected and the other being unplanned expenditure increases.
The Administration's position was to accept the deficit resulting from the
economic slowdown as an aid to limiting the slowdown. It also accepted
some moderate expenditure increases beyond its budget. However, it
strongly resisted program expansions which would substantially raise com-
mitments for expenditures beyond 1970.

The policies of 1969 and 1970 were intended to achieve at first a slow-
down in the rate of increase of money demand and then a moderate re-
vival of that rate. This general pattern was accomplished. The increase of
rnoney GNP, which had been running at an annual rate of about 7^4 per-
cent in the first three quarters of 1969, subsided to about half of that in the
fourth quarter of 1969 and in the first quarter of 1970. The rate then
increased to about 5 percent in the second quarter and to a little over
6 percent in the third. The fourth-quarter picture is obscured by the great
effect of the auto strike, but with a minimum allowance made for that
factor it would seem likely that underlying demand increased at an annual
rate of about 7 percent in the fourth quarter.

This early revival of the growth of demand limited the decline of real
output. From its peak in the third quarter of 1969 to the first quarter of 1970,
real GNP fell by 1 percent (at an annual rate of 2 percent). After stabiliz-
ing in the second quarter it rose in the third, almost regaining its previous
peak. The Council estimates that real output in the fourth quarter, instead
of decreasing, would have increased at least as rapidly as in the third if it
had not been for the strike. From 1969 to 1970, total output declined by
about one-half of 1 percent.

In the early part of the slowdown employment was well maintained, as
employers held on to labor against the possibility that a tight labor market
might soon return. By early 1970, however, with sales sluggish and profits
weak, businesses were making intensive efforts to reduce payrolls in order
to cut costs. Together with an extraordinary rise in the labor force, this
development boosted the unemployment rate from 3.5 percent in December

*The above statement refers to the national income accounts for calendar 1970.
On a unified budget basis small surpluses were planned for both fiscal 1970 and
fiscal 1971.
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to 5.0 percent in May. Thereafter the rate leveled off for some months but
began to rise again in the latter part of the year, partly under the influence
of the auto strike, until it reached around 6.0 percent in December.

In some degree, though it cannot be measured precisely, the rise of un-
employment was aggravated by the 1.1 million reduction in defense employ-
ment during the year, of which about 0.6 million occurred in the private
sector. Unemployment between jobs may be longer than average for persons
released from defense production, because of their geographic location, the
specialized nature of their skills, and their above-average incomes, when
employed. Moreover, given the slowdown in the rise of money demand, there
would probably have been more restraining effect on prices and less reduction
of output and employment, if the reduction of demand had been less heavily
concentrated in defense industries.

The purpose of the policy of restraint, which had as one consequence the
reduction of output and employment, was to stop the rate of inflation from
accelerating and to slow it down. Many signs now show that this is being
accomplished. The seasonally adjusted annual rate of increase of the con-
sumer price index, which had been 5.9 percent in the second half of 1969 and
6.0 percent in the first half of 1970, was 4.6 percent from June to November.
Wholesale prices, after a 4.2 percent rise in the second half of 1969, rose at
the rate of 2.6 percent in the first half of 1970 and 2.1 percent in the second
half of 1970. Although 1970 brought only a faint sign of abatement in the
rate of increase of wages, the reduction in overtime reduced costs per hour of
work, and productivity rose more rapidly in 1970 than in 1969. Labor costs
per unit of output therefore rose more slowly.

The policies of .1969 and 1970 set a ceiling to the mounting inflation and
turned the inflation down; they set a floor to declining output and turned it
upward. The strongest American inflation in over a century, aside from
periods of major war, was countered by deliberate acts of policy; another
change of policy checked the accompanying decline in the real economy
before it had gone far.

Although total output declined slightly from 1969 to 1970, this decline
was less than the decrease in production for defense; the output devoted to
nondefense purposes increased. The real per capita disposable income of
persons (that is, after allowing for changes in both taxes and prices) reached
a record high in 1970. Real compensation per hour of work increased by 1.1
percent over 1969, a little more than the increase in real output per hour.
Real personal consumption expenditures for the year were 2 percent above
those for 1969. The increase in the real per capita disposable incomes of
persons was made possible in part by the cuts in defense. These cuts also
contributed to the rise in unemployment. But at its 1970 peak aiound
the end of the year, while the influence of the General Motors strike was still
being felt, the rise of the unemployment rate had not been as large as in
earlier transitions from inflation and war. At the end of the year, about
half the unemployed had been out of work for less than 6 weeks.
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Chart 2

Comparison of Projected and Actual GNP,
Prices, and Unemployment Rate
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SOURCES: DEPARTMENT OF COMMERCE, DEPARTMENT OF LABOR, AND COUNCIL OF ECONOMIC ADVISERS.

The performance of the economy disappointed many expectations
and intentions, including those of this Council. Aggregate demand in money
terms and real output were lower than expected, while the rate of inflation
and the unemployment rate were higher (Chart 2). The momentum
of rising costs and prices, a legacy of the long inflation, proved to be extremely
powerful. The continuing rise of prices and wages creates the main uncer-
tainties for economic policy in 1971. It is the inflation that has prevented an
all-out attack on unemployment and that contains the possibility of frus-
trating the recovery policies which are being adopted.

Some people have been hurt in the transition to a lower level of defense
expenditure. Some have suffered the hardship of unemployment. Others
have experienced shorter hours, or loss of profits. The entire economy has
been hit by inflation. These hardships are the price that is now being paid for
the earlier inflationary boom. The memory of this price should stay with us
as economic policy is made in the future.

DEMAND PATTERNS

The part played by the principal components of demand in the slowdown
and initial phase of revival is best seen in the period from the third quarter
of 1969 to the third quarter of 1970. The results for the fourth quarter of
1970 are so influenced by the temporary supply constraint caused by the auto
strike that they yield little reliable evidence on the trend of demand either in
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TABLE 2.-—Changes in gross national product, by component, 1967 III to 1970 III

[Billions of dollars]

Component

Change in seasonally adjusted annual rates

1967 III
to

1968 III

1968 III
to

1969 III

1969 III
to

1970 il l

1969 III
to

1970 I

1970 I
to

1970 i l l

Total GNP_.

Federal Government purchases.
AlrotherGNP

Change in business inventories.
Final sales..

Personal consumption expenditures._.
Nonresidential fixed investment
Residential structures
Net exports
State and local government purchases.

74.9

9.3
65.6

- . 5
66.1

48.3
5.0
3.3

- 2 . 2
11.5

1.8
65.0

3.1
61.9

38.3
13.2
1.1

- . 8
10.2

42.9

-3 .9
46.8

- 5 . 8
52.6

40.0
2.1

- 1 . 8
1.6

10.8

16.9

- . 2
17.1

- 9 . 7
26.8

21.0
1.1

- 1 . 9
.9

5.8

26.0

-3 .7
29.7

3.9
25.8

19.0
1.0
.1
.7

5.0

Note.—Detail will not necessarily add to totals because of rounding.

Source: DeDartment of Commerce.

the aggregate or by sectors. We shall return later, however, to the interpre-
tation of the fourth quarter, because it is important as the starting point for
1971. Here we shall concentrate on the less uncertain picture presented by
the period through the third quarter of 1970 (Table 2).

Total demand, as measured by total expenditures for gross national
product, increased much less in the year ending in the third quarter of 1970
than in the same period a year earlier—$42.9 billion as compared to $66.8
billion. The slower increase, or decline, of four categories of demand—Fed-
eral purchases, change in business inventories, residential structures, and
business fixed investment—amounted to more than the total slowdown. The
total of the other categories—personal consumption, net exports, and State
and local purchases—rose a little more in the later period than in the earlier
one.

Expenditures rose more from the first to the third quarter of 1970 than
they did over the preceding two quarters. Changing rates of inventory
accumulation were mainly responsible for this shift. In part, the changing
pattern of demand—from 1969 to 1970 and in 1970—reflected the fiscal and
monetary policies of the time. The decline of Federal defense purchases
continued, but tax reductions and increases in transfer payments helped
to sustain consumer spending when earned income was weak. Monetary
ease helped promote the flow of funds into savings institutions and thus
supported the turnaround in housing. An increase of Federal grants-in-aid
to the States helped to keep State and local purchases growing fairly steadily
despite the economic slowdown.

CONSUMER INCOME AND SPENDING

Consumer spending rose about as much from the third quarter of 1969
to the third quarter of 1970 as in the preceding four-quarter period despite
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the sluggish economy (Table 2). It constituted an important force sustaining
aggregate demand early in the year when the economy was contracting, and
it contributed to the recovery. This pattern of consumption resulted from
fiscal measures that buttressed consumer disposable income in 1970 against
forces of contraction as well as from the automatic stabilizing influence
of the tax system.

With little change in real output and employment during 1970, private
wages and salaries, the largest component of income, rose much less rapidly
from the third quarter of 1969 to the third quarter of 1970 than in the year
before—4.6 percent as compared to 9.8 percent (Table 3). Government pay-
rolls, however, continued to rise rapidly notwithstanding cutbacks in the size
of the Armed Forces. Part of the slowdown in private payrolls was offset by
the rise in State unemployment insurance benefits, but there was also a large
expansion in Social Security benefits in the spring. Corporations maintained
dividend payments in the face of a pronounced decline in profits, a practice
evident in earlier periods of slowdown. All told, the increase in personal
income came to 6.5 percent as compared to the 8.7 percent rise during the
preceding year.

The decline in personal taxes affected after-tax disposable income even
more than did the rise in transfers. After increasing over $15 billion from the
third quarter of 1968 to the third quarter of 1969, personal taxes declined
more than $3 billion in the same period a year later/Reductions in taxes,
amounting to $10 billion, more than offset the moderate rise that would have
occurred at 1969 rates. Disposable income during the later period rose sub-
stantially^ 8.2 percent compared to 7.6 percent over the preceding period.

Only part of the fiscal stimulus created in 1970 was translated into an

TABLE 3.—Changes in personal income, taxes, disposable income, and consumption, 1967 III
to 1970 III

[Billions of dollars]

Item

Personal income

Wage and salary disbursements .
Government-
Private

Transfer payments
Other personal income

Less: Personal contributions for social in-
surance

Less: Personal tax and nontax payments

Equals: Disposable personal income
Personal consumption expenditures

Change in seasonally adjusted annual rates

1967 III
to

1968 III

62.9

44.6
11.3
33.3
7.9

12.8

2.4

18.1

44.9
48.3

1968 III
to

1969 III

60.5

45.4
8.9

36 5
5 5

12.9

3.3

15.4

45.0
38.3

1969 III
to

1970 III

49.1

27.4
8.4

19 0
13.2
10.1

1.6

- 3 . 3

52.4
40.0

1969 III
to

19701

24.2

15.5
2.8

12 7
4>3

ti

1.0

24.7
21.0

19701
to

1970111

24.9

11.9
5.6
6.3
8.9
4.7

.6

- 2 . 8

27.7
19.0

Note.—Detail will not necessarily add to totals because of rounding.

Source: Department of Commerce.
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increase in consumer spending during the year, the shortfall from expectations
being most pronounced after the midyear. This is best seen in the saving rate,
which rose in the second quarter to a level that has occurred in the past but
that must be judged high by historical standards. The rate was maintained
in the third quarter. The rise in the second quarter came mainly from the
lagged response of consumers to the large increase in income caused by the
statutory rise in Social Security benefits and the Federal pay raise, both of
which included payments retroactive to the first of the year. The severe
decline in the stock market in May might have been a contributing factor,
although it is of interest that, despite the decline in consumer net worth that
this implied, purchases of automobiles were higher in the second quarter
than in the first. But by the third quarter consumers had clearly become
cautious, since with incomes no longer rising rapidly, some decline in the
saving rate might reasonably have been expected.

Sometimes shifts in the saving rate are a reflection of shifts in consumption
patterns. Table 4 provides alternative measures of the saving rate, obtained
by adding to the saving rate either all consumer purchases of durable goods
or consumer purchases of autos and parts (as a percentage of income).
Although sluggish demand for automobiles affected the saving rate in the
first quarter, it does not explain the continued high rate through the third.
The method of adding all consumer durables to the saving rate makes it clear
that saving was indeed high in the second and third, quarters. The data,
which are still preliminary, suggest that consumers may have shifted pur-
chases to nondurables in the strike-affected fourth quarter.

1965
1966
1967
1968

1969*

1970:

I. .
1 1 . . .
III
IV

I
II
III . .
IV J

TABLE 4.—Personal saving and alternative measures of saving, 1965-70

Period

Percent of disposable personal income

Personal
saving

6.0
6.4
7.4
6.8

5.6
5.3
6.5
6.3

6.7
7 5
7.6
7.3

Personal consump-
tion expenditures

Total
durables

14.0
13.8
13.4
14.2

14.6
14.5
14.0
14.0

13.4
13 4
13 2
12.3

Auto-
mobiles

and parts

6.4
5 9
5.6
6.3

6.5
6.4
6.3
6.3

5.7
5 8
5.7
4.7

I

Saving plus-

Total
durables

20.0
20.2
20.8
21.0

20.2
19.9
20.5
20.3

20.1
21 0
20.8
19.6

Auto-
mobiles

and parts

12.4
12.3
13.0
13.1

12.1
11.8
12.8
12.6

12.4
13.3
13.3
12.0

1 Quarterly percents based on seasonally adjusted data.
3 Preliminary.

Note.-Detail will not necessarily add to totals because of rounding.

Source: Department of Commerce.
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BUSINESS FIXED INVESTMENT

The policies of restraint pursued in 1969 and their effects on the cost and
availability of financing played an important role in bringing the long boom
in capital investment almost to a halt during 1970. After rising 12 percent
from calendar 1968 to 1969, nonresidential fixed investment increased only
3 percent, less than the rise in the index of plant and equipment costs.
Businessmen scaled back by a few percentage points the plans that had been
reported early in the year in surveys of investment intentions; this was a
somewhat larger shortfall from plans than occurred in 1968 and 1969.

The effects of the general slowdown on investment were quite varied. In
some industries like electric utilities and communications, which increased
their outlays by substantial amounts, the response was slight, the need for
additional facilities having been accentuated by service breakdowns in some
areas. To a considerable extent these industries, which enjoy strong growth
trends, tend to budget their capital outlays over long periods. Since they are
regulated noncompetitive industries facing inelastic demands, they also have
the ability to pass on high interest costs in the form of higher rates, once
authority has been granted by regulatory commissions. The strength of
investment in these industries and increased spending by the airlines were
important in offsetting the more common response—either a decline in
investment outlays or a much smaller rise than that of the preceding year.
Sharp drops in profits, relatively low operating rates, high interest costs,
and other financing difficulties brought decreases in the amounts spent
by manufacturing companies and railroads, whose spending patterns tend
to be more sensitive to business conditions. The decline in corporate profits
after taxes was pronounced—8J/2 percent from 1969—and was espe-
cially severe in the first and fourth quarters, when automobile output was
depressed. In addition, the termination of the investment tax credit probably
had a general dampening effect on investment outlays.

Demand for new plant and equipment was not strong but appeared to
be holding up at a high level as the year progressed. Appropriations by
manufacturers, which had fallen in the fourth quarter of 1969 and the
first quarter of 1970, leveled out in the second quarter and rose in the third.
The results of the surveys of businessmen's spending intentions for 1971
pointed to small increases in current dollar outlays and small decreases in
real terms. In view of such adverse developments as the stock market decline
and the Penn Central problems in May and June and the automobile strike
after mid-September, these indicators of business investment decisions made
in the second half of 1970 suggest that business confidence held up reason-
ably well.
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INVENTORY INVESTMENT

Businessmen pursued cautious inventory policies in 1970; for the year
as a whole they added $5 billion less to their stocks than they had in
1969. The most significant fact about inventory behavior was the quarterly
pattern and its effect on movements in GNP. The more rapid rise in GNP
from the first to the third quarter of 1970 as compared to the preceding
half-year reflected a shift in inventory investment. In the earlier period the
rate of inventory accumulation declined, subtracting from the change in
GNP, while in the latter period an increase in the rate of accumulation
added to the rise in GNP.

The year started with stocks somewhat high in relation to sales or output
mainly because of the slowdown in sales late in 1969. However, it was ex-
pected that businessmen would make a gradual reduction in their inven-
tory investment, rather than an abrupt change, because for much of 1969
they had been expecting a slowdown in business to follow the Adminis-
tration's announced intention of cooling off the economy.

Early in the year, however, investment in stocks was slashed, from an
annual rate of $11 billion in the third quarter of 1969 to $1/2 billion in the
first quarter of 1970. Indeed, this sharp decrease explains much of the
weakness in the economy early in the year. A good part of the decline came
from the automobile industry, where a softening in auto demand led to a
severe reduction in output. In addition, work-in-process inventories in the
aerospace industry were reduced as companies increased their deliveries
and were forced to cut back on new work. Automobiles and aircraft together
accounted for about $6 billion of the $10-billion decline in inventory ac-
cumulation. The recovery of the auto industry in the spring and summer was
one reason for the somewhat higher rates of accumulation in the second and
third quarters.

HOUSING

Nowhere have the effects of policies been more visible in the past 2 years
than in homebuilding, where 1970 brought substantial recovery after the
sharp decline of 1969. The year began with private housing starts at the low
seasonally adjusted annual rate of 1.25 million units in the first quarter,
down from a high of 1.64 million in the first quarter of 1969. By the fourth
quarter, however, starts had exceeded that earlier peak. The increased
availability of funds for mortgages, which will be described later in this
report, was the driving force for this turnaround.

The total of 1.43 million units started in calendar 1970 represented a 3-
percent decrease from the number of starts in 1969. Expenditures, however,
fell 8 percent in the face of a 5-percent increase in the index of housing costs.
The decrease reflected a decline in the average value of single-family starts,
the first in many years. New homes were apparently smaller in floor area
and had fewer of the amenities associated with housing quality.

This decline in the average quality of single-family houses, which started
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before 1970, has been influenced heavily by changes in costs. From 1969
to 1970 wage rates in construction rose 9.2 percent. With productivity gains
small, most of these exceptionally large adjustments were reflected in higher
building costs. Land prices and property taxes have also been increasing
persistently. And yields on new FHA home mortgages reached 9.29 percent
in March 1970, 130 basis points higher than the yield a year earlier, although
by December the figure had fallen to 8.90 percent.

The rising costs of home ownership have been dramatic in recent years.
The average home built in 1965 with FHA financing obligated the buyer to
$118 per month in mortgage payments. In 1970, for a house of the same
size, the corresponding figure was $212, an increase of 80 percent at a time
when median family incomes rose about 45 percent. Because of higher costs,
however, the average size of the home sold in 1970 was smaller than its
counterpart in 1967, 1968, and 1969. An increase in the proportion of houses
financed with Federal subsidies also contributed to a reduction in the aver-
age value of houses built in 1970, because the subsidies go to smaller and
cheaper houses.

STATE AND LOCAL GOVERNMENT PURCHASES

State and local government purchases, which have been rising steadily for
many years, continued to increase at a rapid rate and were an important
sustaining force in 1970. The 9-percent rise in such purchases was a little less
than that of the year before despite a faster rise in prices. Most of the slow-
down reflected the difficulties that States and localities experienced in
financing their construction projects, except for federally aided highways,
in 1969 and early 1970.

With expenditures continuing to rise very rapidly, employment by State
and local governments rose almost 5 percent over the average level in 1969, a
somewhat faster rate than the year before but about 1 percent less than
the average annual percentage increase in the period from 1964 to 1968. The
rise in wage and salary rates was especially large last year. At the same time
strikes by State and local government employees, as in the last few years,
were a much more common occurrence.

THE FOURTH QUARTER OF 1970

According to preliminary estimates, GNP in the fourth quarter of 1970
rose at an annual rate of about 2 percent, compared to the 6 percent rate
of increase in the third quarter. During 2 months of the fourth quarter
the motor vehicle plants of General Motors Corporation were closed
down as the result of a work stoppage. The basic demand for output was
clearly rising but was kept from expressing itself in purchases by
the strike. Although the question cannot be answered precisely, it is useful
to estimate the rate at which the underlying demand was actually rising.
WTe could then judge better how well the expansive policies initiated earlier
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were working and also have a better base for appraising the prospects for
the economy as 1971 begins.

Those components of demand where the strike impact was either non-
existent or not large on balance—private construction, purchases by Federal,
State, and local governments, and net exports—as a group rose about as
much in the fourth quarter as in the third. Consumer purchases of non-
durable goods, which were indirectly affected by the loss of income resulting
from the strike, nonetheless rose more in the fourth quarter than in either
the second or third. Declines were pronounced, however, in those sectors
affected by the strike—consumer durable goods expenditures and pro-
ducers' durable equipment. In aggregate, inventory investment declined
by about $ l / 2 billion, as a severe reduction in auto stocks offset increased
accumulation in other industries.

A partial notion of the strike's impact on GNP may be obtained from
gross auto product (the value of automobile production and distribution),
which declined $12 billion from the third to the fourth quarter. GNP,
excluding automobiles, rose $17J/s> billion over the same period (Table 5).

The decline in auto GNP in the fourth quarter does not tell everything
of the strike's impact. It ignores the effect on truck production. Further-
more with so large a loss in output there must have been substantial multi-
plier effects (which may well have started even before the strike) as workers
cut back on their consumption, particularly their purchases of durable
goods, in the face of drastic cuts in income. Then too, because of the un-
certain length of the strike, some businessmen may have adopted conserva-
tive buying policies while the strike was still on. On the other hand, strike
benefits helped to hold up income, and dissaving helped to support the
consumption of workers affected. Two other developments may have miti-
gated the negative impact of the strike. One is the possibility that suppliers
accumulated more stocks of parts and supplies than would have occurred
in the absence of the strike. And it is possible that some consumers, unable
to buy their new cars, purchased other things.

A minimum estimate of the strike's impact may be put at approximately
$14 billion. This is based on an estimate that domestic automobile output
would have been at a seasonally adjusted annual rate of 8 million units (as

TABLE 5.—Changes in auto and other gross national product during 1970

[Billions of dollars, seasonally adjusted annual rates]

Period

1970: 1
II
III
IV»

1 Preliminary.

Source: Department of Commerce.
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Change from preceding quarter

GNP

7 8
11 6
14.4
5.4

Auto GNP

- 4 . 7
4.3

-12 .0

All other GNP

12.5
7.3

15.1
17.4
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compared to 8J/2 million in the period from June through August)} plus an
allowance for lost truck production minus some offset for suppliers' inven-
tories. The total impact on GNP was greater than these effects but because
of difficulties in estimation a specific figure is not presented. On this basis
GNP in the fourth quarter would have been $1,005 billion. This would
represent a rise over the third quarter amounting to 7 percent at an annual
rate.

OUTPUT, EMPLOYMENT, AND UNEMPLOYMENT

Between 1969 and 1970, when the value of output rose by 4.9 percent,
prices rose 5.3 percent and real output fell by 0.4 percent. Without
the automobile strike, which began in mid-September, real output for the
full year would probably have been slightly higher in 1970 than in 1969. Real
output declined from the third quarter of 1969 to the first quarter of 1970
by about 2 percent (annual rate), leveled out in the second quarter, and then
rose slightly in the third and decreased in the fourth. If the strike had not
occurred, the annual rate of increase in output in the third quarter would
have been about 1 percent greater, while in the fourth quarter the rate of
rise would have been in the neighborhood of 2-3 percent.

From the third quarter of 1969 to the third quarter of 1970 real output
declined by one-half of 1 percent (without strike adjustment). Since Fed-
eral purchases, mainly for defense, declined significantly, total real output
available for non-Federal use rose by 0.8 percent. The latter reflected a
rise in real expenditures of consumers, net exports, and State and local govern-
ment purchases that more than offset a decline in real private investment
(Table 6). Looked at another way, the decline in output was concentrated

TABLE 6.—Changes in real gross national product, 1967 III to 1970 III

[Billions of dollars, 1958 prices]

Component

Total GNP.

Federal Government purchases..
All other GNP

Change in business inventories.
Final sales

Personal consumption expendi-
tures

Nonresidential fixed investment...
Residential structures
Net exports
State and local government

purchases

Change in seasonally adjusted annual rates

1967 III
to

1968 III

33.7

3.5
30.2

- . 9
31.1

26.1
2.0
1.5

- 2 . 7

4.1

1968 III
to

1969 III

18.3

- 3 . 7
22.0

2.5
19.5

11.0
7.0

- . 5
- . 7

2.7

1969 III
to

1970 III

- 3 . 5

- 9 . 0
5.5

- 5 . 3
10.8

10.9
- 2 . 3
- 2 . 3

2.3

2.3

1969 III
to

1970 1

- 7 . 1

- 4 . 1
- 3 . 0

- 8 . 6
5.6

5.3
- 1 . 0
- 1 . 6

1.1

1.7

Note.—Detail will not necessarily add to totals because of rounding.

Source: Department of Commerce.

1970 I
to

1970 III

3.6

- 4 . 9
8.5

3.3
5.2

5.6
- 1 . 3

- . 7
1.2

.6
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in construction and in durable commodities, mainly motor vehicles. Output
of nondurable goods and services was up slightly.

EMPLOYMENT AND UNEMPLOYMENT

The decline of output that began toward the end of 1969 did not imme-
diately affect total employment. Indeed, the rise in employment (as estimated
from the household survey) from the fourth quarter of 1969 to the first
quarter of 1970 was at a rate only moderately less than it was during 1969,
a year of considerable employment expansion. Although manufacturers had
begun to cut their employment in the fourth quarter, nonmanufacturing
firms continued to increase theirs. Experience with labor shortages for sev-
eral years, when the economy was operating above its potential, probably led
many employers to take on workers as they were available and to postpone
laying off workers until the slackening in demand was clearly not temporary.
Hours of work were reduced, however, a trend that had been in progress
during most of 1969.

The first-quarter rise in employment proved to be short lived. The output
decline, coming at a time when payrolls were increasing because of rapidly
rising wage rates, led to a pronounced increase in unit labor costs and a
sharp decrease in profits. Employers began examining their costs much
more carefully and took measures to reduce them or at least to hold down
their rise. After declining in the spring quarter, employment (household
basis) leveled out after midyear. Manufacturing employment declined
through the year, nonmanufacturing employment was about unchanged,
and government employment rose. The average level of employment in
1970 increased by only 0.7 million workers over 1969, the smallest rise since
1961 and roughly half of the normal growth in the labor force.

With real output declining or rising very little, unemployment rose in
each quarter of 1970. The unemployment rate increased sharply in the first
half of the year, rising from 3.6 percent in the fourth quarter of 1969 to 4.1
percent in the first quarter and 4.8 percent in the second. The rate of increase
diminished somewhat in the summer months but speeded up again in the
final quarter to a rate of 5.8 percent (Chart 3). The 4.9-percent rate for
the full year was the highest since 1964, and represented an average of 4.1
million persons out of work.

Last year's rise in unemployment was greater than had been anticipated
in most projections, including that of the Council. Explanations for the
large rise in unemployment are found in the behavior of the labor supply
and production costs. The civilian labor force increased by 1.9 million
workers from the final quarter of 1969 to the corresponding 1970 quarter.
This was less than the 2.4-million increase over the preceding 4 quarters,
but it was larger than the average of the 1960's.

One special circumstance that contributed to the large increase in the
civilian labor force was the reduction in the Armed Forces. During 1970,
400,000 persons left the armed services, and most of them entered the labor
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Chart 3

Unemployment Rate

PERCENT OF CIVILIAN LABOR FORCE*

0

SEASONALLY ADJUSTED
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1948 50 52 54 56 58 60 62 64 66 68 70

* DATA RELATE TO PERSONS 16 YEARS OF AGE AND OVER.
SOURCE: DEPARTMENT OF LABOR.

force. The change in selection procedures for drafting young men may also
have contributed to the very large increase in the number of adult men
entering the labor force during the year. Although adult women and teen-
agers entered the labor force in smaller numbers during 1970 than during
1969, the increases were not markedly lower than in other recent years.
There is little evidence, therefore, that the increased difficulty which workers
experienced in finding jobs in 1970 led to a significant withdrawal from the
labor force; it has apparently shown up almost entirely in increased
unemployment.

The first-quarter rise in the labor force was especially large—3.7 million
persons at an annual rate. The reduction in the Armed Forces may have
contributed to the rise, as noted above, but in addition women and teenagers
continued to enter the labor force in large numbers at a time when labor
demand, although still strong, had begun to slacken. The slower rise in the
civilian labor force after the first quarter was more nearly in line with the
experience of the 1960's.

The other explanation for the large unemployment increase would appear
to be related to the rapid increase in wage rates and the very poor perform-
ance of productivity in 1969, and to attempts by businessmen to compensate
for this cost increase in 1970. From mid-1968 to mid-1969, for example,
output per man-hour in the private nonfarm sector showed no growth
whatever. This was a period when demand was still very high and the
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economy was operating well above its potential. Demand for labor was
intense. The unemployment rate for all persons averaged less than 3.5 per-
cent, and the rate for married men 1.5 percent, the lowest since the Korean
war. This was a period of rapid employment growth for women and teen-
agers who lacked experience and whose productivity tended to be below
average. Labor turnover was also very high and absenteeism common.

The situation started to change in the fall of 1969 when policies of restraint
began to make themselves felt. Crosscurrents began to appear. In manufac-
turing, hiring slowed down and layoffs started to increase. Output declined
in the fourth quarter of 1969 and fell more in the first quarter of 1970. The
sharp decrease in productivity in the first quarter of 1970 reflected the usual
practice among employers of retaining workers in the face of falling output;
the decline in output per hour was not markedly different from the decreases
that accompanied other downturns. Employment increased in nonmanu-
facturing industries.

The situation changed much more after the first quarter as businessmen
stepped up their efforts to cut their costs. It was natural that operations had
become inefficient after the long period of expansion, and a correction of the
excesses of the past was clearly going to take more than a month or two.
Moreover, the increase in wage rates showed little evidence of receding. The
attempt to cut labor costs by letting workers go was a reversal of the practice
followed for several years, when employers had difficulty in attracting and
keeping productive, experienced workers. In the second quarter, productivity
rose at an annual rate of 3.9 percent, and in the third quarter the gain was
4.5 percent. In the fourth quarter, however, productivity declined as a result
of the strike.

Characteristics of the Unemployed

The increased unemployment in 1970 was not accompanied by a marked
lengthening in the duration of unemployment, although there was a strong
trend in that direction during the year. The median duration of unemploy-
ment increased from 4.3 weeks in 1969 to 4.8 weeks in 1970; over half
those unemployed were unemployed for less than 5 weeks. In fact, fewrer
than half those unemployed in an average month in 1970 were unemployed
in the following month. The reason for this is that persons who have been
unemployed for a relatively long period have a higher probability of remain-
ing unemployed in succeeding weeks than persons who have only recently
become unemployed. The median duration of completed spells of unemploy-
ment is much shorter than the median duration pertaining to persons unem-
ployed at any given time. Although net additions to employment totalled only
0.7 million, there was a great deal of flux in the labor market; in an average
month at least 2 million workers were taken off the unemployment rolls,
and a slightly larger number of persons newly searching for jobs were added.

The relative increase in unemployment among adult men was more than
twice that for adult women and teenagers. As a result, the unemployment
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rate for adult men, which had decreased year by year starting in 1962, in-
creased substantially, from 2.1 to 3.5 percent. The rate for married men rose
from 1.5 to 2.6 percent. The rate for persons of Negro and other races in-
creased from 6.4 to 8.2 percent but remained significantly below its historical
relationship of twice the rate for whites (Table 7). Long-term unemploy-
ment (15 weeks and over) increased from 0.5 percent to 0.8 percent of the
labor force.

TABLE 7.—Selected unemployment rates, 1961-70

(Percent11

Group of workers

All workers.

Sex and age:
Both sexes 16-19 years._-
Men 20 years and over
Women 20 years and over.

Race:
White
Negro and other races

Selected groups:
White-collar workers
Blue-collar workers

Craftsmen and foremen..
Operatives
Nonfarm laborers

Private wage and salary workers in nonagrr
cultural industries

Construction
Manufacturing

1961-65
average

5.5

15.9
4.4
5.4

4.9
10.4

2.8
7.1
4.8
7.3
11.8

5.9
12.8
5.6

1966

3.8

12.8
2.5
3.8

3.4
7.3

2.0
4.2
2.8
4.3
7.4

3.8
8.1
3.2

1967

3.8

12.8
2.3
4.2

3.4
7.4

2.2
4.4
2.5
5.0
7.6

3.9
7.4
3.7

1968

3.6

12.7
2.2
3.8

3.2
6.7

2.0
4.1
2.4
4.5
7.2

3.6
6.9
3.3

1969

3.5

12.2
2.1
3.7

3.1
6.4

2.1
3.9
2.2
4.4
6.7

3.5
6.0
3.3

1970

4.9

15.3
3.5
4.8

4.5
8.2

2.8
6.2
3.8
7.1
9.5

5.2
9.7
5.6

1 Number of unemployed in each group as percent of civilian labor force in that group.
Source: Department of Labor.

The unemployment rate for young persons 16 to 21 years old increased
in 1970, for those both in school and out of school (Table 8). Unemployment
rates for young persons are typically high because many of them are new
entrants into the labor force and are looking for short-term and part-time
jobs. For example, about 85 percent of those unemployed and in school were
looking for only part-time work. Although the fraction of the young people
in the labor force who were unemployed was high (13.3 percent), particu-
larly for those in school, the fraction of all young people who were unem-
ployed and not in school during the year was relatively low.

Recent changes in unemployment are better seen in a comparison of the
third quarter of 1970 with the third quarter of 1969, since this approach
minimizes distortions associated with the auto strike in the fourth quarter.
Unemployment was 1.4 million higher in the third quarter of 1970 than
for the same quarter of 1969, and the rate increased from 3.6 to 5.2 percent.

Among the 4.3 million persons unemployed in the third quarter of 1970,
a total of 1.9 million had lost their previous jobs, whereas only 575,000 had
quit the job they had last held. State-insured unemployment totaled
2.0 million in the third quarter of 1970. Thus, most unemployed workers
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TABLE 8.—Employment status of persons 16—21 years of age in the civilian noninstitutional

population, 1969-70

Employment status

Total civilian noninstitutional population 16-21 years of age

Major activity—going to school:

Civilian labor force
Em ploy ed

U nemployed

Not in labor force

Major activity—other:

Civilian labor force
Employed
U nem ployed

Not in labor force._

Unemployment rate of persons 16-21 years of age:

Total

In school
Not in school

Note.—Detail will not necessarily add to totals because of rounding.

Source: Department of Labor.

Percentage distribution

1969

100.0

14.7
13.0
1.7

30.8

39.4
35.5

3.9

15.1

1970

100.0

13.8
11.6
2.2

30.0

40.7
35.7
5.1

15.5

Percent

10.4

11.7
9.9

13.3

15.9
12.5

who had lost their most recent job apparently were covered by unemploy-
ment insurance programs.

Both the average number unemployed and the rates of unemployment in-
creased more for blue-collar than for white-collar workers (Table 9). Within
both these occupational categories there was a tendency for the relative
increases in unemployment and unemployment rates to be larger among the
more highly skilled. Among white-collar occupations, professional, technical,
and manage rial workers were more sharply affected than sales and clerical
workers; and among blue-collar wrorkers, relatively more craftsmen and
operatives became unemployed than laborers. In part, the explanation lies
in the declines in employment related to defense and aerospace, since a larger
proportion of highly skilled workers were employed in defense and aerospace
jobs than in the rest of the economy. Service occupations are less cyclically
sensitive and their unemployment consequently increased less than for other
occupations.

Among industries, experienced workers in manufacturing had the largest
increases in unemployment, although the relative increase in construction
was also substantial. About 40 percent of the increase in unemployment dur-
ing the year was in manufacturing and two-thirds of this was in durable
goods. The concentration of increased unemployment in durable goods
manufacturing reflects the combined effect of reduced defense and space
procurement and the slowdown in demand generally.
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TABLE 9.—Unemployment and unemployment rates in selected occupational and industry groups,
1969 III and 1970 III

[Seasonally adjusted]

Group of workers

Total unemployment *

Occupation:

White-collar workers... . .

Professional and technical . . . .
Managers, officials, and proprietors
Clerical workers
Sales workers . .

Blue-collar workers

Craftsmen and foremen
Operatives
Nonfarm laborers.^

Service workers

Farmworkers

Industry:

Private wage and salary workers2

Construction
Manufacturing

Durable
Nondurable

Transportation and public utilities
Wholesale and retail trade
Finance and service industries.. .

Government wage and salary workers

Agricultural wage and salary workers

Unemployment
(thousands of persons)

1969 III

2,945

817

151
78

444
144

1,182

232
668
282

452

74

2,147

253
707

373
334

90
556
531

230

90

1970 III

4,338

1 131

229
127
574
200

2,087

515
1,129

443

577

103

3,434-

485
1,268

742
526

144
753
772

255

115

Unemployment rate
(percent)

1969 ill

3.6

2 2

1.4
1.0
3.2
3.0

4.0

2 2
4.4
7.2

4.5

2.2

3.7

6.8
3.3

2.9
3.8

2.0
4.3
3.5

1.9

7.3

1970 III

5.2

2.9

2.0
1.5
4.1
3.9

7.0

4.9
7.6

10.6

5.6

3.2

5.7

12.3
5.9

5.9
6.0

3.1
5.6
4.8

2.0

9.0

1 Includes workers with no previous work experience—444,000 in 1969 111 and 502,000 in 1970 I I I .
2 Includes mining, not shown separately.

Note.—Detail will not necessarily add to totals because of independent seasonal adjustment of the various series.
Occupational and industry groups relate to experienced workers.

Source: Department of Labor.

DEFENSE SPENDING AND EMPLOYMENT

De-escalation of the Vietnam war and changes in our general purpose
force planning have led to a significant reduction in the resources used for
national defense. By the third quarter of 1970 defense purchases had de-
clined by $11.4 billion (measured in 1958 prices using the Federal Govern-
ment purchases deflator), or 18 percent, from its recent peak in the second
quarter of 1968. Over the same period total GNP in 1958 prices increased by
$22.0 billion. An additional $33.4 billion of real output, therefore, became
available for nondefense uses as the combined result of economic growth and
the redirection of resources away from defense.

Consumers, whose real expenditures rose by $31.2 billion, were the major
beneficiaries of this change. Also, State and local government purchases
increased by $5.0 billion, and net exports by $1.6 billion. The main off-
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setting decline occurred in gross private investment ($3.0 billion), where
a $2.0 billion increase in fixed investment was accompanied by a drop of
$4.9 billion in investment in business inventories. A decline of $1.5 billion
also occurred in Federal nondefense purchases.

The reduction in defense spending was itself related to the general program
of restraint to reduce inflation. The overall program of restraint, however,
permitted continued growth in some sectors of the economy, primarily the
sectors producing goods and services for personal consumption, and at the
same time reduced resources used to produce defense goods and services.
National economic policies were aimed at two objectives simultaneously,
namely, a reduction in inflation and a redirection of resources from defense
to nondefense uses.

Each of these transitions could have been more easily accomplished if
it had not been necessary at the same time to effect the other. If the past
and current inflation had not been in the picture it would have been
possible safely to maintain more expansionist pressures in the economy and
the labor market; resources released from defense uses could have been
more quickly redeployed to new uses; and workers affected by defense cut-
backs would have found it easier to obtain new jobs. On the other hand, the
program of fiscal restraint would have had more effect on prices and less
on unemployment if the restraint had been more generally spread over the
economy, because the required job shift would have been smaller and the
downward pressure on prices of nondefense output greater. A large frac-
tion of the reduction in demand occurred in sectors of the economy produc-
ing defense products, with little direct effect on the prices of most interest
to consumers. A significant cutback in any large sector of the economy, par-
ticularly one that is geographically concentrated, is likely to result in a dis-
proportionate amount of transitional unemployment relative to its effect on
the general price level.

Employment Attributable to Defense Expenditures

Employment attributable to Department of Defense expenditures will
have decreased nearly 1.8 million workers from its highest recent
level in fiscal year 1968 to fiscal 1971 (Table 10). Most of the drop is in
private employment attributable to defense expenditures, which is estimated
to decline by 1.3 million workers over the period. A reduction in the Armed
Forces accounts for much of the rest of the decrease.

The estimates of average employment for fiscal years indicate that the
largest reductions in defense employment took place during calendar years
1969 and 1970, and the decline was most pronounced during 1970. The
number of persons in the Armed Forces was reduced about 400,000 dur-
ing 1970, and civilian employment for the Department of Defense declined
by nearly an additional 100,000 during the year. Private employment may
have been reduced by approximately 600,000 during the year. All told, there
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TABLE 10.—Employment attributable to Department of Defense expenditures and
personnel requirements s 1965 and 1968—71

[Thousands;

Type of employment

Total Department of Defense-generated employment

Public employment

Federal military
Federal civilian
State and local

Private employment

fiscal years]

1965

5,759

3,657

2,716
928

13

2,102

1968

8,129

4,555

3,460
1,075

20

3,574

1969

7,944

4,644

3,534
1,090

20

3,300

1970

7,374

4,474

3,398
1,056

20

12,900

197H

6,354

4,054

3,034
1,000

20

2,300

i Estimate.

Source: Department of Labor.

was an estimated decline of 1.1 million jobs attributable to Department of
Defense expenditures during 1970.

Defense-Related Private Employment

Private employment generated by defense spending is diffused over a
broad range of industries and occupations. About two-thirds of the private
employment generated by defense spending, however, has been in the manu-
facturing sector, although this sector accounts for about one-third of the
private nonagricultural employment of wage and salary workers. Within
manufacturing, employment attributable to defense spending has been most
heavily concentrated in ordnance and aircraft. It was also concentrated
among relatively skilled workers. A remarkably high proportion of workers
in certain jobs calling for extremely specialized skills have been dependent on
defense spending.

Estimates of private employment attributable to defense spending have
been constructed for fiscal year 1965, just prior to the increase in Vietnam
spending, and for fiscal year 1968, when private employment generated by
defense spending reached its peak. Estimates of increases in private employ-
ment attributable to increased defense spending occurring during the
Vietnam buildup are shown for selected industries in Table 11 along with the
changes in employment in these industries that have occurred since 1968.

The two industries where defense generated the highest share of total
employment were ordnance and accessories and aircraft and parts. Both
industries, but particularly the aircraft and parts industry, employed large
numbers of workers in supplying defense products. Defense employment was
also relatively high in the manufacture of machine shop products, radios,
television and communication products, electronic components and acces-
sories, and other transportation equipment. Although a large number of
workers were employed in transportation and warehousing services, the
industry was not heavily dependent on defense even in 1968.

Employment attributable to the increase in defense expenditures during
the Vietnam buildup was generally concentrated in those industries already
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TABLE 11.—Private nonagr{cultural employment attributable to Vietnam in fiscal year 1968,
and employment changes from 1968 III to 1970 III

Industry

Total i

Manufacturing.

Ordnance and accessories
Aircraft and parts
Machine shop products
Radio, television, and communications

equipment
Electronic components and accessories.
Other transportation equipment
Metals manufacturing
Other manufacturing

Services.

Transportation and warehousing
Business services
Medical and educational services and

nonprofit organizations
Other services

Construction.

Mining

Vietnam-attributed employment in
fiscal year 1968

Number
(thousands)

1,392.5

948.1

140.3
232.6
32.8
73.9
41.4
20.1
57.0

350.0

412.6

164.8
49.8

34.6
163.4

14.7

17.1

Percent
distribution

100.0

68.1

10.1
16.7
2.4

5.3
3.0
1.4
4.1

25.1

29.6

11.8
3.6

2.5
11.7

1.1

1.2

Percent
of total
industry

employment

2.4

4.9

42.3
27.3
14.4

11.1
11.1
6.7
4.4
2.3

1.3

6.2
2.3

.7

.8

.5

2.8

Change in total employ-
ment, 1968 III to 1970 III

Change in
number

(thousands)

1,684

-493

-103
-187

- 7
- 5 2
- 3 8

4
7

-103

2,164
21

232

724
1,187

9

4

Percentage
change

3.0

- 2 . 5

-30.2
-21 .9
- 3 . 2

- 7 . 7
- 1 0 . 0

1.3

-J

6.6

.8
10.2
14.2
5.2

.3

.6

1 Includes wage and salary employment; excludes self-employed.

Source: Department of Labor.

employing large numbers of defense workers. Aircraft, ordnance, and trans-
portation together accounted for about 40 percent of the additional defense-
related employment generated by the Vietnam buildup. These industries
have consequently been most strongly affected by the cutbacks in defense
spending occasioned by the withdrawal.

As shown in Table 11, manufacturing employment declined by 2.5 per-
cent from the third quarter of 1968 to the third quarter of 1970, while
total private wage and salary employment in nonagricultural industries in-
creased by 3.0 percent. Most of the decline occurred in those manufacturing
industries where a significant part of the employment was attributable to in-
creased defense spending during the Vietnam buildup. Over half the decline
in manufacturing employment occurred in the ordnance and aircraft in-
dustries, precisely those where employment attributable to Vietnam spending
was particularly high.

Workers producing goods and services for defense are generally more
skilled than the civilian labor force as a whole. Among white-collar workers
a higher percentage of professional and managerial workers were employed
in defense-generated jobs than in the entire economy. Among blue-
collar workers, craftsmen and operatives were also more strongly represented
in defense-generated employment (Table 12). The larger relative increases
in unemployment from the third quarter of 1969 to the third quarter of
1970 for more highly skilled white-collar and blue-collar workers were in
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TABLE 12.—Civilian employment attributable to defense expenditures•, by occupational
group, fiscal year 1968

Occupational group

Total

Professional and technical workers
Managers, officials, and proprietors
Sales workers . . .
Clerical and kindred workers
Craftsmen, foremen, and kindred workers
Operatives (semiskilled)
Service workers . .
Laborers and farm workers

Defense-generated employment1

Number
(thousands)

4,700

680
414
112
830
949

1,233
219
260

Percentage
distribution

100.0

14.4
8.8
2.4

17.6
20.1
26.4
4.6
5.5

Percentage
distribution of
total wage and

salary
employment

100.0

14.1
8.3
6.3

18.8
14.1
20.8
10.6
6.9

1 Employment estimates cover wage and salary employees in the United States where pay is attributable to military
functions of the Department of Defense. They do not include self-employed or domestic workers or U.S. citizens employed
abroad other than military personnel. Farm employment, however, does include self-employed and unpaid family workers.

Note.—Detail will not necessarily add to totals because of rounding.

Source: Department of Labor.

part a consequence of the sharp reduction in defense employment, in which
these workers were more heavily concentrated.

Skilled workers in certain categories, such as engineers, were heavily
dependent on defense spending for their employment (Table 13). The esti-
mated unemployment rate for engineers increased from 0.5 percent in the
third quarter of 1968 to 2.4 percent in the third quarter of 1970. Nearly 60
percent of all the jobs for aeronautical engineers were generated by defense
spending in 1968. Nearly 40 percent of all physicists were dependent
on defense spending. A large number of airplane mechanics were employed
in defense-related work, and over 50 percent of the skilled workers in this
category relied on defense spending.

The geographic concentration of defense-related employment (Table 14)
has also been an important factor in the uneven impact on the economy of

TABLE 13.—Civilian employment attributable to defense expenditures for selected
narrow occupational categories^ fiscal year 1968

Defense-generated employment

Occupational category

Technical engineers^

Aeronautical engineers
Electrical engineers
Mechanical engineers

Physicists
Machinists
Pattern and modelmakers
Sheetmetal workers
Airplane mechanics _

i Includes some groups not shown separately.

Source: Department of Labor.
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reduced defense spending. Major declines in demand for defense production
have, of course, directly reduced the jobs available in affected areas and
often prompted specialized workers to look for new employment in other
locations. The multiplier effects applicable to areas with significant reduc-
tions in defense employment have further reduced demand in those areas
for a wide range of economic activities.

TABLE 14.—Geographical

Total .

California
Pennsylvania
Missouri .
New York . .
Maryland
Texas

distribution of employment reductions in defense-related
industries, December 1967 to June 1970

State

Illinois, Indiana, Massachusetts, Michigan, Minnesota. New Jersey Ohio, Virginia and
Washington 1 " .

All other States

manufacturing

Percentage
distribution of

reductions

100.0

34.8
8.1
7.2
4.5
3.9
3.9

19.8
17.6

i Range from 1.3 to 3.0 percent of total.

Note.—Detail will not necessarily add to totals because of rounding.

Source: Department of Defense.

Employment attributable to defense spending is most heavily concen-
trated in the Pacific Coast States and New England. Military procurement,
the major category of defense spending that grew most rapidly from fiscal
year 1965 to 1968 during the Vietnam buildup and also accounted for two-
thirds of the decline in budget outlays from fiscal 1969 to 1971, appears
to be even more highly concentrated geographically. In recent years prime
contracts for military procurement awarded to firms based in California ac-
counted for nearly 20 percent of the total value of all contracts. In fiscal
year 1970, firms based in California, Connecticut, Massachusetts, New
York, and Texas received almost 50 percent of the total value of prime
contract awards for procurement. Actual production work may of course
take place in other States; these data indicate only where most of the final
processing and assembly occurs.

State-insured unemployment in California, Connecticut, and Massachu-
setts showed larger than average increases from the third quarter of 1969 to
the third quarter of 1970—about 2 percentage points compared to 1.4
for the Nation as a whole. In contrast, State-insured unemployment rose by
only 1.3 percentage points in New York, and 0.7 percentage points in Texas.
The increases in New York and Texas may have been smaller than aver-
age because the relative impact of defense cutbacks was small in both
States, but of course other factors are also at work. In the State of Wash-
ington, for example, insured unemployment increased by 5.7 percentage
points as a result of declines not only in military procurement but also in
the demand for civilian aircraft and lumber. Michigan also experienced a
relatively large increase of 2.6 percentage points in insured unemployment
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during the year, because production of consumer durables and autos is
heavily concentrated there.

Nearly 35 percent of reported reductions in defense-related employment
occurred in California (Table 14), disproportionately affecting the jobs of
scientists and engineers in the aerospace industry in Southern California.
Several other States experienced significant shares of the reduction in defense-
related manufacturing employment, but the other reductions in employment
were in general smaller and less concentrated geographically than in Cali-
fornia. Local labor market adjustment problems were experienced by many
communities throughout the Nation, of course, where firms producing defense
products were a major source of employment in the locality.

To assist in the adjustment of communities seriously affected by defense
cutbacks, the President on March 4, 1970, set up an Interagency Economic
Adjustment Committee under the chairmanship of the Secretary of Defense.
The Committee brings together two kinds of agencies. One group has eco-
nomic adjustment itself as a primary function; this includes the Manpower
Administration of the Department of Labor, the Economic Development
Administration, the Small Business Administration, the Department of Agri-
culture, and the Council of Economic Advisers. The other group carries on
functions that significantly affect the location of economic activity although
this effect may not be the main purpose; this includes the Departments of
Interior, Health, Education, and Welfare, Housing and Urban Development,
and Transportation, as well as the General Services Administration. The
Department of Defense, drawing upon its long experience with base-closings
and similar problems, provides leadership as well as other resources.

The fundamental purpose in the Committee's approach is to assure that
all the services and facilities of the Federal Government are available to the
affected communities. Although the Committee provides general guidance
and support, its work is carried on by task forces organized for each com-
munity being served. The task force visits the community and assists the
local leaders, whose initiative is indispensable, to prepare a plan for action.
Heavy emphasis is placed on the involvement of the private sector in the
community leadership structure and the execution of the economic adjust-
ment plan. The plan would be tailored to the local situation; there is no
common blueprint. Each plan would attempt to mobilize private, municipal,
State, and Federal resources to create an economic base which will utilize
the local labor and capital. The Federal contribution to the combined effort,
in addition to advice, may include economic and engineering surveys, public
facilities grants, small business loans, surplus real property, and funds for
manpower training programs, as well as Federal expenditures to carry out
a variety of programs. Not all of this help is available or would be useful in
each case. Moreover, some hardships and dislocations are unavoidable as
cutbacks are made in areas where defense employment has been a large part
of the total. However, the Committee's operations have served in a number
of cases to ease the transition from defense-related industry.
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PRICES AND WAGES

The purpose of slowing down the rise in demand from 1969 to 1970
was to moderate the rise of prices. On this subject two things can be said.
First, the evidence for the year suggests that the purpose is being achieved:
the rate of inflation is subsiding and the impact upon different prices and
costs is approximately in line with what might have been expected. Prices,
first of raw materials and then of finished goods, began rising less rapidly;
and wages of unorganized workers also began to rise more slowly, although
the rate of increase for organized workers has not yet shown this change.
Second, the process of disinflation during the year, given the degree of eco-
nomic slack that has existed, has been disappointingly slow.

PRICES, COSTS, WAGES, AND PRODUCTIVITY

The rate of inflation for the most comprehensive price measure, the GNP
deflator, reached a peak in the first quarter of 1970; in the next three
quarters it recorded smaller rates of increase than in the first (Table 15).
The difference is accentuated by the fact that the first-quarter index includes
a Federal Government pay raise, which had the effect of adding 1.2 per-
centage points to the annual rate of increase in that quarter. The movement
of the deflator within the year was slightly upward in the third quarter and
sharply upward in the fourth, but these changes are mainly a reflection of
the auto strike, given the nature of the deflator.

The deflator employs current period weights and is sensitive to shifts in
output toward or away from goods and services whose prices have risen
much more or much less than the average since the index base period
(1958). The price of new automobiles has risen much less than average

since 1958, and the overall deflator is greatly influenced by shifts in auto
production. This is brought out clearly in Table 15, which shows the de-

TABLE 15.—Changes in GNP deflators {total and excluding autos) and in real gross auto
product, 1969 1-1970 IV

[Seasonally adjusted]

1969: 1
II
III
IV

1970: 1
II . .
Ill
IV i

Quarter

Percentage change from preceding quarter

Implicit price deflators
(annual rates)

Total GNP

4.7
5 0
5.6
4.9

6 4
4 3
4 6
5.7

GNP excluding
autos

5.2
4 5
6.1
4.7

6 2
4.9
4.2
4.2

Real gross
auto product

2.8
- 9 . 8

7.5
- 5 . 3

- 1 3 9
13.7

- 3 . 3
-36 .8

1 Preliminary.

Source: Department of Commerce.
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flator, the deflator calculated by excluding auto GNP (column 2), and the
associated movement in real auto GNP (column 3).

A partial solution to this problem is provided by the use of base period
weighted indexes, which is the method used to construct conventional
indexes like the consumer price index and wholesale price index. It is not an
ideal solution mainly because weights may become outdated as relative prices
and buying habits change. For such a purpose the Commerce Department
has calculated three alternative measures of total price change that use base
period weights; for two of these alternatives the weights are fixed (columns
2 and 3 of Table 16). All three of the alternatives show a retardation of the
price rise as compared to the first quarter, but in varying degrees. Two of the
three show an acceleration from the third to the fourth quarter.

Although it is helpful to look at prices for the whole economy a better
picture is obtained by looking at the private nonfarm sector, where some of
the relationships among prices, costs, and wages may be seen. When this is
done for the past 2 years or so it is apparent that both the rate of price in-
creases and the rate of wage increases have been fairly stable (Table 17).
However, the rate of increase of productivity improved markedly after the
first quarter of 1970 and correspondingly reduced the rate of increase of unit
labor costs. During the earlier quarters, the rapid rise of unit labor costs was
absorbed in a reduction of other components of price, essentially in profits
per unit. As unit labor costs slowed down, profits per unit recovered some-
what later but they remained exceptionally low.

More cost detail is available for the nonfinancial corporate sector. Here
too it may be seen that a slower rise in unit labor costs from the first to the
third quarter was not matched by a slower rise in prices. All nonlabor costs
taken together continued to rise very rapidly, even though the pace was
somewhat less than it had been over the preceding half year. Profits per unit

TABLE 16.—Alternative measures of price changes for gross national product,
1969 1-1970 IV

[Seasonally adjusted annual rates]

Percentage change from preceding quarter

Quarter

1 9 6 9 : I
II
III
IV

1 9 7 0 : I
II
III
IV i

i Preliminary.

Source: Department of Commerce.
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Implicit
GNP

deflator

4.7
5.0
5.6
4.9

6.4
4.3
4.6
5.7

Alternative deflators for GNP

1958
weights

4.5
5.2
6.5
5.3

6.4
5.1
4.9
4.9

I
1965 IV
weights

4.5
5.0
6.1
5.0

5.9
5.0
4.7
5.0

•

Chain

4.5
4.9
6.0
4.9

5.9
5.0
4.4
5.0
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TABLE 17.—Changes in costs and prices in the total private nonfarm economy and in
nonfinancial corporations, 1967 III to 1970 HI

Item

Total private nonfarm economy:

Labor compensation per man-hour
Output per man-hour . . .
Unit labor costs
Real compensation per man-hour
Prices (deflator)

Nonfinancial corporations:

Total price per unit of output i

Labor compensation
Corporate profits and inventory valuation adjust-

ment. .
Other costs

Capital consumption allowances
Indirect business taxes plus transfer payments

less subsidies
Net interest

Percentage change (seasonally adjusted annual rates)

1967 III
to

1968 III

7.2
2.5
4.5
2.7
3.5

2.5

2.4

3.6
2.2

.0

2.0
13.0

1968 III
to

1969 III

6.8
.0

6.8
1.2
4.5

3.7

5.6

- 5 . 8
5.5

3.7

4.9
15.4

1969 III
to

1970 III

7.0
1.4
5.5
1.2
4.7

4.2

5.7

-12 .4
9.2

8.9

9.3
10.0

1969 III
to

1970 1

7.2
- 1 . 3

8.6
1.1
4.5

4.1

8.5

-25 .5
10.7

11.0

9.5
13.8

1970 1
to

1970 III

6.8
4.2
2.5
1.3
4.9

4.2

3.0

2.9
7.7

6.9

9.0
6.3

* Current dollar cost per unit of 1958 dollar gross product originating in nonfinancial corporations.

Sources: Department of Labor and Department of Commerce.

rose moderately as businessmen attempted to bolster margins that had been
squeezed badly in the preceding half year and had declined the year before.
Even with the rise in the second and third quarters of 1970, unit profits were
lower than at any time since 1961, except for early 1970.

CONSUMER PRICES

The consumer price index increased at a seasonally adjusted annual rate
of 5.6 percent from the end of 1969 to November 1970 after a 6.1-percent
rise during 1969; the latter was the largest increase since 1947. There was
little evidence of a slowdown in the first half of 1970, when the total index
rose at an annual rate of 6.0 percent; but from June to November the rate of
advance eased to 4.6 percent (Table 18 and Chart 4). Sharply reduced rates
of increase for food and more moderate reductions in the rise of service prices
accounted for the general deceleration from June to November. Because
services carry a larger weight than food in the CPI, the slowdown in the total
CPI from the first to the second half of 1970 was influenced more by services,
with its lesser slowdown, than by food, with its sharp deceleration. Prices of
nonfood commodities showed about the same rate of increase in both periods.

Prices of services continued to rise much more rapidly than average in
1970 but slowed down from a 9.2 percent annual rate of increase in the
first half to 7.1 percent in the second. Most of the broad categories of serv-
ices showed a similar pattern. The most pronounced slowdown, although
rates were very high to begin with, occurred in household services excluding
rent, where as a result of easing in credit markets interest rates leveled out
after very sharp increases in the first half (mortgage interest rates are in-
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TABLE 18.—Changes in consumer prices, 1969-70

[Seasonally adjusted except as noted]

Group

All Items

Food --

Commodities less food

Durable commodities*
New cars - . _.
Household durable commodities...

Nondurable commodities
Apparel commodities
Other nondurable commodities * . _
Fuel oil and coal

Services 5

Rents .
Household services less rent
Transportation services
Medical care services
Other services.

Special groups:
Housing5

Apparel and upkeep
Transportation
Health and recreation 5

Percentage change (annual rate)*

1969

First
half

6.4

6.2

5.3

5.6
2.4
5.1

5.0
5.7
4.6
6.0

7.7
3.1
9.6
8.0
9.3
4.3

6.6
5.4
7.0
5.3

Second
half

5.9

8.2

3.5

3.4
2.0
1.7

4.0
5.0
3.3

7.1
4.3
9.4
9.0
4.8
5.2

6.8
5.0
3.5
4.9

1970

First
half

6.0

3.3

4.6

5.5
1.9
2.8

3.6
2.9
4.1
7.0

9.2
4.0

11.1
11.8
8.8
6.1

8.0
3.2
6.1
6.0

Second
half 3

4.6

.9

4.5

5.3
8.7
3.2

4.1
5.0
4.2
8.9

7.1
4.5
8.3

10.4
7.4
5.3

6.7
4.7
6.9
5.4

Contribution to
total percentage
change in 1970 2

First
half

6.0

.7

1.9

.9

.0

.1

.9

.3

.6
.0

3.3
.2

1.6
.6
.5
.4

Second
half s

4.6

.2

1.8

.9

.2

.2

1.0
.5
.6
.1

2.6
.2

1.2
.5
.4
.3

1 Percentage change over the period indicated, i.e., from December 1968 to June 1969 for the first half of 1969.
2 Based on the relative importance of groups in the December 1969 index, not seasonally adjusted. Calculations by Council

of Economic Advisers.
3 June to November; December not available.
4 Includes some groups not listed.
5 Not seasonally adjusted.

Source: Department of Labor (except as noted).

eluded in the service section of the CPI). Cuts in conventional mortgage
rates in late 1970 are already being reflected in the CPI, but the reduction,
announced in early December, in the maximum permissible rates on VA
and FHA mortgages will not be apparent until January and February,
respectively.

Perhaps the greatest disappointment on the price front has been the be-
havior of nonfood commodities, which in the past have typically responded
with a lag to a weakening in demand. In the second half of 1969, for ex-
ample, there was some suggestion that this pattern would be repeated, since
prices rose at a distinctly slower pace than was evident in the first half of that
year. However, the rate of inflation in this category accelerated in the first
half of 1970 to 4.6 percent and failed to slow down in the second, at least
through November.

The most pronounced acceleration was evident for new cars. Car prices
failed to show the usual discounts this past summer, apparently because
dealers expected a strike. In October and November, substantially higher
suggested retail prices on the 1971 models were announced by car manu-
facturers. The BLS index for new cars in November showed a 5-percent
rise over a year earlier, the largest such gain in over 10 years.
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Chart 4

Changes in Consumer Prices

PERCENTAGE CHANGE FROM 6 MONTHS EARLIER
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An acceleration of price increases was also evident in apparel, where de-
mand has not been strong and where competitive markets are the rule. The
failure of these prices to slow down would support the cost-push explana-
tion of price behavior unless what we now see is only the prelude to a very
slow response to the weakening in demand. Prices of fuel oil and coal and
gasoline also rose more rapidly in the second half.

Retail food prices continued to increase in the first quarter of 1970 after
having risen sharply in the final quarter of 1969. Although the rise from
March to November was only 1 percent at an annual rate some decline
might have been expected in view of falling farm prices. Two conditions
explain the fact that food prices did not fall. First, about 60 percent of the
final costs of food are accounted for by the spread between farm prices and
the retail prices of food purchased for home consumption. In 1969 this
spread rose 1.9 percent, somewhat more than in previous years. But in the
third quarter of 1970 the spread broadened substantially to 7.1 percent above
the spread in the same period a year earlier. The spread normally widens
when farm prices are falling and narrows, at least temporarily, when farm
prices are rising. In part, the sharp gains in 1970 reflect the acceleration of
the increases in wages and other processing and marketing costs that have
resulted from the inflation of the late 1960's. The second factor was the
continuing rapid rise in the prices of food eaten away from home, a reflection
of substantial increases in restaurant operating costs.

WHOLESALE PRICES—INDUSTRIAL

Wholesale prices rose 2.3 percent from December 1969 to December
1970 after a 4.7-percent rise during 1969. The pronounced slowdown was
mainly a reflection of the easing of upward pressures on prices of farm
products and foods, which had led the inflationary surge in 1969. The slow-
down in the rise of industrial products was much smaller—from 3.9
to 3.6 percent. The deceleration of the WPI within 1970 was mainly a reflec-
tion of industrial prices, which advanced at a 3.8 percent annual rate
from December to June and at a 3.4 percent rate from June to December
(Table 19 and Chart 5).

Prices of several industrial categories either declined or rose more slowly
in the second half than in the first—textiles, paper, metals, furniture, and
nonmetallic mineral products—and for some of those that accelerated, such
as hides and rubber, the rate of inflation from June to December was not
high. Prices of metals and metal products declined in the second half after
rising at a 10-percent rate from the beginning of 1969 to mid-19 70. The
falling world market for copper and other nonferrous metals was a major
factor in this development. Prices of ferrous and nonferrous scrap dropped
late in the year. Prices of iron and steel mill products rose little after midyear
following exceptionally large increases in the first half.

Prices of three important groups showed accelerated increases during
1970—fuel, transportation equipment, and machinery and equipment. A
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TABLE 19.—Changes in wholesale prices, 1969-70

[Seasonally adjusted except as noted]

Commodity group

All commodities..

Farm products
Processed foods and feeds..
Industrial commodities

Textile products and apparel
Hides, skins, leather, and related products..
Fuels and related products and power
Chemicals and allied products
Rubber and plastic products
Lumber and wood products
Pulp, paper, and allied products
Metals and metal products
Machinery and equipment
Furniture and household durables..
Nonmetallic mineral products
Transportation equipment2

Miscellaneous products

By stage of processing:

Crude materials for further processing
Intermediate materials, supplies, and components.
Finished goods (including raw food and fuel)

Consumer finished foods
Other consumer nondurable goods..
Consumer durable goods
Producer finished goods

Percentage change (annual rate) l

1969

First half Second half

5.3

10.5
9.0
3.6

.6
3.7
4.5
1.0
1.0

-7 .3
5.3
9.5
3.3
2.5
5.6
.6

3.9

16.2
4.1
4.6

8.1
2.5
2.0
3.4

4.2

5.8
4.7
4.2

2.9
2.3
3.3
1.4
5.3

-9 .5
3.1

10.0
5.2
2.0
4.1
4.8
3.7

1.3
3.8
5.0

7.9
4.0
2.2
5.5

1970

First half Second half

2.6

-5.3
1.0
3.8

1.0
.3

3.5
3.1
.4

-5.2
4.2
9.0
4.1
3.0
5.0
1.2
6.5

2.0
4.3
1.3

-2 .8
2.6
2.7
3.7

2.1

- 3 . 4
.7

3.4

-1 .7
1.9

17.3
2.6
2.4

- 3 . 6
1.5

-2 .8
4.6
2.0
4.6

11.1
2.6

-5 .0
2.3
3.1

-2 .0
4.8
5.9
6.2

1 Changes are shown over the period indicated; i.e., December 1968 to June 1969 for first half of 1969.
2 Not seasonally adjusted.
Source: Department of Labor.

variety of supply problems, discussed in Chapter 4, was mainly responsible
for substantial rises of spot prices of coal, coke, petroleum, and gas. Electric
power rates quickly responded to these increased costs of primary energy
with the largest increases in many years. Rising costs, chiefly of labor, in the
face of sluggish demand were the key factors in the accelerated rise in
equipment prices.

FARM PRICES

Prices received by farmers reached high levels in early 1970, after a rise
that began late in 1968. Reduced supplies of livestock commodities, particu-
larly of eggs and hogs, accounted for much of the increase. Fruit and vege-
table prices also rose substantially, but field crop prices were relatively stable
in the early part of 1970. As a whole, farm prices were 8J4 percent higher
in the first quarter of 1970 than in the first quarter of 1969.

Beginning in April, farm prices started a downward path, and by October
they were lower than a year earlier. Prices of livestock led the declines. A
sharp increase in supplies of hogs in the third and fourth quarters continued
the downward pressure on livestock prices.

Crop prices followed a pattern just the reverse of livestock. After sta-

55

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



Chart 5

Changes in Wholesale Prices
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bilizing in the first quarter, crop prices were stronger through the remainder
of the year. To some extent the rise in these prices was a consequence of
Federal cropland adjustment programs, which had diverted substantial
acreage from production in the past 2 years, and the large stocks of com-
modities built up earlier were thus somewhat diminished. In addition, export
demand, particularly for wheat and soybeans, was strong during the year.
But the most important influence was an unexpected loss of 15 percent of
the anticipated corn crop because of poor weather in the western corn belt
and a new strain of corn leaf blight, which spread from the South into several
major States in the corn belt.

Higher crop prices in the second half of 1970 were more than offset by
declining livestock prices, so that farm prices as a group declined through
the year. Because prices were relatively high early in 1970, however, the
1970 average exceeded that of 1969 and indeed was the highest since the
peaks of 1951-52.

WAGES AND COMPENSATION

The large wage increases that have become common in recent years con-
tinued with few exceptions in 1970. Compensation per hour in the
private economy increased by 7.1 percent in 1970, showing little change from
the 7.2-percent rate of increase in 1969. Although increases in average gross
hourly earnings (Table 20) were smaller in 1970 than in 1969 in all in-
dustries except contract construction and wholesale trade, most of this
slowdown appears to have been due to reductions in overtime and to relative
and absolute declines in employment in high-wage industries. Large num-

TABLE 20.—Increases in average gross hourly earnings of private nonagricultural production
or nonsupervisory workers, 1960-70

Industry

Total private-

Mining
Contract construction.
Manufacturing . .

Durable goods
Nondurable goods..

Wholesale and retail trade..

Wholesale trade..
Retail trade

Finance, insurance, and real estate..
Services
Transportation and public utilities..

Percentage change per year

1960
to

1965

3.2

2.3
3.7
2.9

2.8
2.9

3.5

3.1
3.7

3.4
25.7
2 5.2

1965
to

1966

4.5

4.5
5.1
4.2

3.9
3.8

4.9

4.6
4.9

3.3
5.9
2.6

1966
to

1967

4.7

4.6
5.7
4.0

3.4
4.9

5.2

5.5
5.2

4.5
5.5
4.2

1967
to

1968

6.3

5.0
7.3
6.4

6.3
6.6

7.1

5.9
7.5

6.6
6.1
5.6

1968
to

1969

6.7

7.5
8.4
6.0

6.3
6.2

6.7

5.9
6.5

6.2
8.2
6.1

1969
to

19701

5.9

6.7
9.2
5.3

5.0
5.8

5.9

6.5
6.1

5.1
8.0
6.1

1 Preliminary.
2 Data not available for years 1960 through 1963; percentage change from 1964 to 1965.

Note.—Data relate to production workers in mining and manufacturing, to construction workers in contract construction,
and, generally, to nonsupervisory workers in all other industries.

Source: Department of Labor.

57

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



bers of relatively high-wage automobile workers were, of course, off the
payroll during the General Motors strike and their omission accentuated the
apparent slowdown in average earnings. Moreover, quarterly data show that
in most industries hourly earnings were rising more rapidly in the second
half of the year than in the first.

Wage increases negotiated under major collective bargaining agreements
continued to accelerate in 1970. Median first-year increases in wages and
benefits were 12.4 percent compared to 10.9 percent in 1969 and 8.1 percent
in 1968 (Table 21). Median increases averaged over the life of the contract
were 8.8 percent in 1970, indicating the continuation of "front-end loading"
of collective bargaining agreements.

Reports of large wage increases in individual collective bargaining agree-
ments can give a misleading view of wage and compensation changes in the
entire economy. Although the collective bargaining calendar was heavy in
1970, only about 6 percent of the civilian labor force was involved in major
collective bargaining settlements during 1970, that is, settlements involving
1,000 or more employees. Furthermore, the size of settlements and the pattern
of increases during the past few years have varied widely among industries.

First-year wage settlements in manufacturing industries, which include
about 50 percent of all the workers covered by agreements negotiated in

TABLE 21.—Wage and benefit decisions, i

Measure

Major collective bargaining situations'.2

Wage and benefit change (packages):

Over life of contract
First year - - -

Negotiated wage-rate increases averaged over
life of contract:

All industries -

Manufacturing
Nonmanufacturing

Negotiated first-year wage-rate increases:

All industries - -

Manufacturing
Nonmanufacturing

Wage increases in manufacturing:

All establishments

Union establishments
Nonunion establishments

Median an

1965

3.3
(3)

* 3 . 3

<3)
(3)

3.9

4.1
3.7

3.7

3.6
4.0

fiual perceni

1966

4.0
5.8

3.9

3.8
3.9

4.8

4.2
5.0

4.2

4.1
4.4

age rate of

1967

5.2
7.3

5.0

5.1
5.0

5.7

6.4
5.0

5.3

5.5
5.0

\965-70

increase in decisions reached in—

1968

6.0
8.1

5.2

4.9
5.9

7.2

6.9
7.5

6.0

6.5
5.0

1969

7.4
10.9

6.8

5.8
8.5

8.0

7.0
10.0

6.2

6.9
6.0

19701

8.9
12.4

8.8

6.6
12.3

10.2

8.0
15.7

7.0

7.7
5.5

i Preliminary. Based on final dafa for first 9 months.
» Except for packages, data are for contracts affecting 1,000 workers or more. Package cost estimates are limited to settle-

ments affecting 5,000 workers or more (10,000 in 1965). The package cost of a few settlements affecting relatively few
workers has not been determined.

' Not available.
* Based on settlements affecting 10,000 workers or more.

Note.—Possible increases in wages resulting from cost-of-living escalator adjustments (except those guaranteed in
the contracts) were omitted.

Source: Department of Labor.
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1970, averaged 8.5 percent (mean). Quarterly increases in negotiated first-
year wage adjustments in manufacturing have shown no acceleration since
the second quarter of 1969. During the same period, mean first-year wage
adjustments in nonmanufacturing rose substantially, from 10.7 to 15.1
percent.

Wage rate increases in nonmanufacturing industries accelerated much
more rapidly than those in manufacturing (Table 21), mainly because of
the large settlements in contract construction and trucking. First-year wage
increases in construction were 15.7 percent in the first 9 months of 1970; in-
creases over the life of the contract were 13.4 percent. As shown in Table
22, over 50 percent of the construction workers affected by these settle-
ments received first-year wage increases of 15 percent or more, compared to
only 5 percent of similarly affected manufacturing workers.

The contrast between the rate of increase in wages in manufacturing and
the rate in nonmanufacturing is also evident in the deferred wage adjust-
ments that go into effect in 1971. Deferred increases averaged 4.9 percent in
manufacturing, as compared to 10.8 percent in nonmanufacturing and 13.3
percent in construction.

Changes in overall wage rates reflect both the proportion of workers re-
ceiving increases and the size of the increases they receive. Although new
wage increases for nonunion workers in manufacturing have been lower
than those for unionized workers since 1963, median increases in
overall (effective) wages for nonunion workers have exceeded those for
unionized workers in 4 out of 5 years ending with 1969. The prevalence of
long-term collective bargaining agreements in recent years has resulted in a

TABLE 22.—First-year changes in wage rates in collective bargaining agreements
covering 1,000 workers or more negotiated in the first 9 months of 1970

Type and amount of wage-rate actionl

Percent of workers affected

All industries

100

1
6

25
20
10
5

33

2,601
13.2
10.2

Manufacturing

100

1
11
46
31
3
2
5

1,009
8.5
8.0

Nonmanufacturing

Total

100

1
2

12
12
15
6

52

1,592
16.0
15.7

Construction

100

(2)

(2)
5

11
14
16
53

504
17.5
15.7

Total increases.

Under 5 percent
5 and under 7 percent...
7 and under 9 percent...
9 and under 11 percent..
11 and under 13 percent.
13 and under 15 percent.
15 percent and over

Number of workers (thousands)_
Mean adjustment (percent)
Median adjustment (percent)

1 Percent of estimated average hourly earnings, excluding overtime.
2 Less than 0.5 percent.

Note.—Data are preliminary.
Detail will not necessarily add to totals because of rounding.

Source: Department of Labor.
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more sluggish response of overall wage changes of unionized workers to eco-
nomic conditions, but the new increases they received were correspondingly
larger.

Agreements negotiated in the first 9 months of 1970 called for wage
increases for unionized workers in manufacturing that were higher than those
specified in agreements in the same period of 1969, and almost all workers
received some increase. For the nonunion sector, however, both the relative
number of workers receiving increases and the size of the increases they
received in 1970 were lower than in the first three quarters of 1969. Hence,
overall wage increases in the nonunion sector of manufacturing can be ex-
pected to show a significant slowdown for the year as a whole.

WHY IS THE INFLATION SO STUBBORN?

Even though there are now signs that the rate of inflation is subsiding,
it is certainly also true that the inflation has been and remains exception-
ally persistent. Observation of previous inflationary experience, such as that
of 1955-57, suggests that, while the absolute level of prices is unlikely to fall,
the rate of increase of prices is likely to decline after a moderate lag as slack
in the economy emerges. More sophisticated econometric analysis of the rela-
tion between the behavior of prices and a large number of variables that
might help to explain it—such as the level and rates of change of unemploy-
ment, the gap between actual and potential output, past prices, and the
like—did not generally predict the rate of inflation experienced in 1970,
given the actual conditions in 1970.

Though the reasons for the stubbornness of the inflation in 1970 are not
fully clear, two main explanations are usually offered. One relates the per-
sistence of the inflation, after corrective measures have been taken, to the
duration and magnitude of the preceding inflationary boom and to the his-
torical context in which it occurred. The other would trace the cause to
structural changes in the economic system, especially but not exclusively con-
nected with the concentration of economic power.

The first explanation relies heavily on the momentum built up by the
inflationary pressure which began in mid-1965 and continued well into
1969, although by then steps had been taken to curb it. This was already
a long inflation that had reached a rate not equaled since the first quarter
of 1951, and it generated a momentum exponentially greater than, al-
though not qualitatively different from, that experienced earlier. The mean-
ing of "momentum" can be illustrated by the behavior of wages. There
were in 1970 a large number of built-in wage increases—the second- and
third-year increases provided for by contracts negotiated in 1968 and
1969. Since these contracts had been negotiated in highly inflationary cir-
cumstances, the second- and third-year increases they provided were large,
larger than the corresponding increases of earlier years. Many new con-
tracts negotiated in 1970 were successors to those that had been arranged in
1967, a year when demand was weak and some thought that the inflation
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might be ending. There was naturally great pressure in the new 1970 con-
tract negotiations to catch up not only with the wage increases others had
already gained but with the increases that had already occurred in the cost
of living. After so many years of rising prices there was also a strong desire to
incorporate in wage increases some protection against cost-of-living increases
expected for the future.

These demands and expectations were not confined to union members.
They were also present in the relations between unorganized workers and
their employers. Such demands might not always have been fully met, but if
they were to be resisted a marked or long period of economic slack and con-
sequently poor profits would be required. This was especially true because the
expectation of continued inflation had pervaded the whole system. Such an
expectation, whose origins and strength may not be found entirely in price
statistics, may have a powerful effect. For example, the outbreak of the
Korean war revived the memories of World War II shortages and inflation
and probably caused more inflation in 1950 than the objective situation
justified. Similarly, in the late 1960's the fact that prices kept rising, despite
the jawboning of 1966, despite the slowdown of 1967, and despite the tax
increase of 1968 fortified the expectation of more inflation.

The momentum of inflation was not confined to wages. It can also be seen
in the lagged rise of interest costs, taxes, regulated rates, and other costs or
prices that joined the inflationary stream late and have kept it running.

The other explanation of the persistent inflation is that the structure of
economic power and the motivation behind its use have changed in ways
that push prices and wages up more violently. Various observers with dif-
ferent viewpoints are impressed with the apparently irresistible agglomera-
tions of power represented by large corporations or unions. It is difficult to
find objective evidence that this powrer on either side has increased in recent
times, but it may have. There may also be in the economic sphere, as appar-
ently in other aspects of our social life, a new impatience and restiveness about
the use of power. The militancy of many union members may be a mani-
festation of the more general disinclination to have regard for authority.

These hypotheses are intended to explain the same phenomenon, and
for the time being they may lead to the same results. But in a longer view
they have different implications. The implication of the first is that persist-
ence in general restraint of demand will finally check the momentum of the
cost-price spiral and lead to a reasonably stable price-cost level. It is not
a theory of a permanent dilemma between rapid inflation and high un-
employment; it is only a theory of slow response. The second does imply
that a permanent change in the response system has occurred, which could
not be controlled by ordinary anti-inflationary policy but might require
revision of economic and even social structures.

The two theories are not necessarily exclusive. It may be that the
economic power structure, though it is not radically different from that
of two decades ago and would not on its own cause persistent inflation,
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does tend to prolong a high rate of inflation, once such a movement is
generated by excessive demand. Reduction in the rate of inflation would
still be achievable in the face of that type of structure, but it would come
faster if the economic system were more competitive.

All of the foregoing discussion is based on the assumption that what we
observe about the behavior of prices and wages in the published statistics is
an accurate representation of events in the real world. We do not wish to
suggest that in broad terms what is actually occurring is different from what
the statistics indicate. But the statistics are far from perfect; and improved
statistics, particularly at a time of transition like the present, would be of
genuine help both to the policymaker and to the public at large. For the past
several months, for example, there have been scattered reports of discounting
from list prices in a number of industries. List prices tend to be reported in
the industrial component of the wholesale price index. It may well be that
discounting is not uncommon at present, just as premiums above list price
may have been common when excess demand was the rule. Similarly, our
data on wage rate changes in the non-unionized sector of construction and
other industries leave much to be desired.

The problem goes beyond prices and wages and indeed can be extended to
virtually all aspects of our economic statistics. Although this country has
better statistics than any other country, the appropriate criterion is not
whether we rank first but whether our data are doing the job that has to be
done. There is some evidence of a lag. For example, if we take account of
the Federal resources that have been devoted to the development of eco-
nomic statistics since 1963 we find that the level of support has remained the
same while the real economy has increased by almost one-third. Furthermore,
we find we are asking much more of our data than formerly. If policy is
aimed at achieving specific responses in economic activity, we must have
more accurate statistical tools for measuring such changes. Better statistics
are the surest way we now have of improving our economic knowledge.

WAGE-PRICE POLICY

The persistence of inflation during 1970 in the face of mounting unem-
ployment heightened interest in the possibility of doing something more
direct about rising prices and wages, in addition to restraining demand.
This subject had been under almost continuous consideration in the Admin-
istration since February 1969. During 1969 certain steps had been taken,
mainly with respect to the construction industry. In 1970, as the period
of general excess demand was left behind, opportunities for direct action
increased. In the absence of excess demand it was less likely that restraint
exerted upon particular prices and wages would only cause some others
to rise more, and it was more likely that the restraint would exert a cumu-
lative anti-inflationary effect. Moreover, it was more probable that large price
increases would result rather from inertia and erroneous expectations than
from equilibrium adjustments to market conditions.

62

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



The Administration took action designed to supplement the effects of fiscal
and monetary policy on inflation in two ways. First, it sought to improve the
functioning of markets so that they would be less likely to generate unneces-
sary price and wage increases. Second, it sought to help business, labor, and
the public at large to recognize the kinds of behavior that would favor
progress towards a lower rate of inflation.

Actions to make the market a less likely source of inflationary pressure
continued to focus heavily on the construction industry, where costs had
kept on rising sharply. Steps were taken to increase the supply of skilled
labor, encourage technological advances, reduce the cost of seasonal varia-
tion in construction activity, and improve the structure of collective bargain-
ing in the industry.

The Administration also conducted a study of pricing procedures in the
copper industry which may have contributed to subsequent price reductions.
Restrictions on importation and production of crude oil were relaxed in
order to restrain price increases for that commodity. Two, more general,
measures were the establishment of an interagency Regulations and Pur-
chasing Review Board, to determine where Federal actions were driving up
prices and costs, and a National Commission on Productivity, to recom-
mend public and private measures that would increase productivity and
thus, among other things, hold down the rise of costs and prices. (The activi-
ties of both of these bodies are described in later chapters of this report.)

The Administration's attempts to inform the public about the nature and
consequences of inflationary wage and price behavior were embodied in two
major addresses by the President, in June and in December. In his June
address the President announced that he was asking the Council of Economic
Advisers to prepare a periodic Inflation Alert to "spotlight the significant
areas of wage and price increases and objectively analyze their impact on the
price level." The Council has published two issues of the Inflation Alert and
intends to continue its publication at approximately quarterly intervals. The
more general findings in the 1970 issues of the Inflation Alert are described
in Chapter 2.

FINANCIAL DEVELOPMENTS IN 1970

The effects of the easier monetary policy of 1970 were evident through-
out the money and capital markets, though other forces had a counter effect.
Long-term interest rates had reached historical highs at the end of 1969
as a result of heavy demands for credit and the tight monetary policy then
being pursued. After some decline early in 1970, these rates were surpassed
in June 1970, when greater .uncertainties in foreign and domestic affairs,
due particularly to increased tensions over developments in Southeast Asia
and the reorganization of the Penn Central Railroad, produced an increased
demand for liquidity. But since the middle of 1970 long-term bond rates
have declined, as signs of a weakening in inflationary pressures became
plainer and as other tensions subsided.
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Rates on high-grade (Aaa) corporate bonds and municipals showed the
most decline (Chart 6). The rate on Baa corporate bonds has remained
almost unchanged. The spread between the Aaa and Baa bonds reflects the
premium that investors demand for holding riskier securities. This spread
typically increases during slack periods, when the economic outlook is uncer-
tain. The demand for liquidity precipitated by the Penn Central reorganiza-
tion, however, placed an added premium on quality investments. Short-term
rates reached their peaks at the end of 1969. Rates turned upward in May
and June of 1970 but did not surpass their previous highs. Since mid-1970,
short-term rates have declined substantially, showing more improvement
than long-term rates.

From the last, part of November 1970 through the middle of December
there was a sharp decline in both short- and long-term interest rates. The
Aaa corporate bond rate dropped 46 basis points to 7.59 percent, and the
Treasury bill rate fell 50 basis points to 4.78 percent between November 20
and December 18. Explanations for this abrupt decline in rates commonly
point to four causes: the reduction in the demand for short-term credit be-
cause of the General Motors strike, expectations of an easier money policy,
the present and expected sluggishness of business, and a reduction of infla-
tionary expectations. It is still not certain, however, how important each of
these causes has been and why, aside from the strike, they became so
powerful in November and December.

Greater fluctuations in short-term rates compared with long-term rates
are consistent with the past cyclical behavior of interest rates. The traditional
behavior of these rates was accentuated during 1970 by the character of
the demand for funds during the year. Table 23 lists the funds raised in
the credit markets during 1969 and 1970 by type of credit market instru-
ment. During 1970, corporations made special efforts to improve their
liquidity positions by turning much of the short-term debt accumulated in
1969 into long-term obligations. This is why the supply of new corporate
bonds in the second and third quarters of 1970 was substantially above the
flow during 1969, and why the equity market was tapped despite depressed
stock prices. The pronounced slowdown in bank loans not elsewhere classi-
fied (which include commercial and industrial loans) during the second
and third quarters of 1970 compared with the same period in 1969 confirms
this pattern of financing. The large volume of corporate bond flotations last
spring and summer explains why long-term bond rates did not decline more
during that period, just as the weak demand for bank loans was a major
factor causing a series of cuts in the prime rate charged by commercial
banks, from 8.50 percent to 6.75 percent by the end of the year and to 6.00
percent early in 1971.

Many State and local governments were forced to postpone security is-
sues during the last half of 1969 because of rising interest rates and statutory
limitations on the interest rates that could be paid. A liberalization of these
statutory ceilings, combined with lower interest rates later in the year, ac-
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Chart 6

Interest Rates

PERCENT PER ANNUM
12

10

8 -

6 -

2 -

SHORT-TERM

_ PRIME COMMERCIAL

PAPER

V
A\

/
3-MONTH TREASURY

~ (New Issues)

I I I I I I I I I I I I I I I I I I I I I I I I I I I I I I

EURO-DOLLAR /

DEPOSIT RATE /

(3-Month) N . J

*

A / y

FEDERAL RESERVE

DISCOUNT RATE

BILLS

| | | | I II I I I I I I I I I II I I

v \ \\\
/V *• \v

/ v

I 111 I I I I I I I

v
\

ll

_

\
**̂ — —

-

I I I I I

1965 1966 1967 1968 1969 1970

12

10 -

6 -

2 -

LONG-TERM

—

CORPORATE
\
\

-

I I I I I I I I I I I I I

Aaa

**

11

BONDS

' N

M i l l

FHA NEW HOME

MORTGAGES

J

v. .*• ^

U.S.

I I I I

\
\

GOVERNMENT BONDS

I I I I I I I I I I I I I I I I I I

/ *
/

• \
\

I l l l

/

\ HIGH-GRADE

MUNICIPAL BONDS

I I I I I I I I I I I I I I

—

-

I I I I I I

1965 1966 1967 1968 1969 1970

SOURCES: TREASURY DEPARTMENT, BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM, FEDERAL

HOUSING ADMINISTRATION, MOODY'S INVESTORS SERVICE, AND STANDARD & POOR'S CORPORATION.

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



TABLE 23.—Funds raised in credit markets by nonfinancial sectors, 1969—70
[Billions of dollars, seasonally adjusted annual rates]

Financial sector

Total funds raised by nonfinancial sectors._. . . .

U.S. Government2

All other nonfinancial sectors

Corporate equity shares
State and local government securities
Corporate and foreign bonds. . .
Mortgages
Bank loans not elsewhere classified
Consumer credit
Open-market paper . . .
Other

1969

1

88.9

- 5 . 3

94.2

.2
10.2
15.8
28.6
16.4
9.9
5.1
7 9

II

88.8

- 1 3 . 3

102.0

3.2
9.8

13.3
28.6
19.5
10.4
3.9

P 3

III

93.4

3.7

89.7

5.3
6.7

12.8
26.8
11.5
8.8
3.2

14.6

IV

82.2

.4

81.8

9.2
7.1

11.1
25.4
9.7
8.4
1.2
9.6

1970

1

80.0

3.3

76.7

6.3
9.2

14.7
22.5

7.8
4.8
5.0
6.4

II

101.3

17.2

84.1

6.2
11.0
22.3
23.6
4.5
6.2
2.2
8.1

III i

103.0

18.8

84.2

5.6
11.7
19.7
27 2
4.5
6.4

.5
8.8

1 Preliminary.
2 Includes public debt securities and budget agency issues.

Source: Board of Governors of the Federal Reserve System.

counts for the increase in security issues by State and local governments
from the last half of 1969 to the second and third quarters of 1970.

FINANCIAL INTERMEDIATION AND THE MORTGAGE MARKET

Mortgage rates tend to be sticky and have declined relatively little in
response to monetary ease. For example, the rate on FHA-insured mortgages
declined from a high of 9.29 percent in March to 8.90 percent at the be-
ginning of December. However, according to preliminary estimates, mort-
gage rates declined sharply during December. As can be seen in Table 24,
savings flows to the mortgage institutions, such as savings and loan associa-
tions and mutual savings banks, which were severely depressed in the second
half of 1969, rose substantially in the second and third quarters of 1970.

Much of the total net outflow of deposits in the second half of 1969
and the inflow during the second and third quarters of 1970 can be attrib-

TABLE 24.—Flows of savings deposits through savings institutions, 1969-70

[Billions of dollars, seasonally adjusted annual rates]

Institution

Total net increase

Savings deposits at commercial banks..

Large certificates of deposit..
Other time deposits

Savings at savings and loan associations.
Savings at mutual savings banks
Savings at credit unions

1

6.5

- 6 . 8

-16.7
9.9

8.0
3.8
1.6

1969

II

.6

- 7 . 9

-15.4
7.5

4.6
2.7
1.2

III

-15.7

-21.5

-12.3
- 9 . 2

3.0
1.5
1.3

IV

-3.6

-7.8

-3.5
-4.3

.5
2.4
1.4

1970

17.9

12.8

5.3
7.5

1.8
1.6
1.6

II

42.3

26.6

7.6
19.1

9.8
4.3
1.5

III i

87.9

65.7

32.4
33.2

15.5
5.2
1.5

i Preliminary.

Source: Board of Governors of the Federal Reserve System.
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uted to the movement of large certificates of deposit (CD's) at commercial
banks. For example, the suspension of deposit ceilings on large CD's in
June 1970 stimulated a huge inflow of these deposits between the second
and third quarters. In addition to generally easier monetary conditions
(and lower rates on competing open market securities), the inflow of funds
to savings and loan associations and mutual savings banks during the sec-
ond and third quarters of 1970 was encouraged by the increase in January
1970 in the legal deposit rates that the Federal Home Loan Bank Board
and the Federal Deposit Insurance Corporation permitted such institutions
to pay. At the same time, similar action by the Federal Reserve Board in
increasing the maximum rate that commercial banks may pay on most
categories of time and savings deposits also contributed to large inflows of
time deposits into commercial banks (Table 24).

To some extent savings and loan associations and savings banks used
these inflows of deposits during the second and third quarters of 1970 to
restore their liquidity positions rather than to make mortgage loans.
Each of these institutions, for example, increased its holdings of Govern-
ment securities significantly during the second and third quarters. For this
reason the mortgage-supporting activities of the Federal Home Loan Banks
and the Federal National Mortgage Association (FNMA) during 1970
were quite essential and entailed amounts that almost matched the sub-
stantial operations in the last half of 1969. For example, FNMA made net
purchases of home mortgages at a seasonally adjusted annual rate of $5.0
billion during the first three quarters of 1970, as compared to a rate of $5.6
billion in the last half of 1969.

The enactment in July of the Emergency Home Finance Act of 1970
created the Federal Home Loan Mortgage Corporation to supplement the
mortgage-market activity of FNMA. During the year, this new corporation
purchased $326 million of loans that had been made with the guarantee of
the Federal Housing Administration and the Veterans Administration. In
December, the Federal Home Loan Mortgage Corporation began to pur-
chase participations in conventional mortgage loans, introducing a national
market for these mortgages for the first time. The Federal National Mort-
gage Association is also preparing to create a secondary market for conven-
tional mortgages.

In December 1970, the Federal Housing Administration and Veterans
Administration lowered the maximum rates permitted on FHA- and VA-
insured mortgages from 8.5 percent to 8.0 percent. (In January 1971 rates
were further reduced to 7.5 percent.) Such action does not by itself reduce
mortgage rates, but lowers the maximum rate that can be paid on mortgages
that are insured by the FHA and VA. Lowering these ceiling rates when
market conditions require a higher rate would reduce the availability of
funds for such mortgages. However, since conditions in the money and
capital markets seemed to warrant a lower mortgage rate, the only problem
being the sluggish behavior of this rate, it was hoped that the lowering of
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the FHA and VA ceilings would stimulate a downward movement in actual
rates. Present indications are that market rates have begun to decline.

THE STOCK MARKET

Stocks traded on the securities exchange suffered substantial declines in
the first half of 1970. For example, the New York Stock Exchange index of
all stocks (December 31, 1965 = 50) declined 19 percent from a level of
50.86 in December 1969 to 41.15 in July 1970. By the end of December 1970
the index had recouped nearly all of its loss and stood at 50.23. The sharp
decline in stock prices in May 1970 and their depressed state through July
were due in part to the increased tensions over developments in Southeast
Asia and the Penn Central reorganization. Throughout the first half of 1970
investors were concerned with inflation, the stabilization policies needed to
control it, and the extent of the business downturn that would result from
control measures.

Although it is often assumed that stock prices move with prices of real
goods, and hence mirror any inflation, this is not always the case, as events in
1970 again demonstrated. Profit expectations were uncertain, and the threat
of a return to relatively tight monetary policy to ensure success on the infla-
tion front created further uncertainty among investors. These factors com-
bined to produce a large erosion in the value of equities. Progress on the
inflation front, evidence before the auto strike that the upturn in business
activity was getting underway, an end to the decline in corporate profits by
midyear, and the maintenance of a moderately expansionary monetary policy
all helped to stimulate the stock market recovery.

An important side effect of the excessive exuberance in the stock market
that accompanied the inflation, and the subsequent steep decline in stock
prices as anti-inflationary policies were instituted, has been unusual strains
on the institutions of the market. At least 30 broker-dealer firms have ceased
to operate since mid-1968. Although most of these companies were relatively
small, a few larger firms had to merge with stronger ones.

The stock exchanges have voluntarily maintained a fund to reimburse
customers of firms that have failed. The experience after 1968, however,
indicated that a more formal arrangement for greater consumer protection
was needed. The Securities Investor Protection Corporation, which was
established by Congress in December 1970 with support from the Adminis-
tration, insures investors against financial loss (within specified limits) caused
by the bankruptcy of their brokerage firm.

LIQUIDITY SQUEEZE

The concern over a possible "liquidity crisis" mounted in mid-1970 when
the Penn Central Railroad filed for reorganization. The immediate stress on
the financial markets in June was lessened by the Federal Reserve Board's
suspension of interest rate ceilings on 30- to 89-day certificates of deposit
issued by large commercial banks. The Federal Reserve Banks also made it
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clear that the borrowing facilities at the discount window would be fully
available to banks needing to accommodate their customers. Commercial
banks were thus able to bid more freely for funds in the open market,
to borrow from the Federal Reserve, and to channel the funds thus obtained
into business loans. As summarized in Table 24, there were huge inflows of
time deposits to commercial banks in the third quarter. Borrowings at the
Federal Reserve did, in fact, increase to $1.36 billion in July after having
averaged $940 million during the first half of 1970.

Corporate liquidity is a general term that refers to the ability of a firm to
make payments as obligations fall due. A firm faces a liquidity crisis if its
near-term obligations threaten to exceed its ability to raise the cash needed
to cover payments. Bankruptcies can result, of course, simply from an uneco-
nomic operation, when costs, for example, persistently exceed revenues. In
a liquidity crisis funds to cover immediate obligations may be temporarily
lacking even though a firm's prospects for long-term profits are satisfactory.

The question whether a genuine liquidity crisis existed in mid-1970,
in the sense that firms otherwise sound were going bankrupt because of
a liquidity squeeze, can be answered in the negative. It is quite true that
certain statistical measures of business liquidity showed substantial de-
clines from 1968 through mid-1970. But these declines can be explained in
part by the longer trend toward more efficiency in managing corporate
reserves of cash and marketable securities.

Much of the reduction in overall liquidity can be attributed to the re-
action of the more liquid corporations to tighter monetary conditions and
high interest rates, although some firms had overextended themselves finan-
cially. A comprehensive analysis of this point and of overall corporate
liquidity in 1970 is presented in Appendix A. Confronted by high in-
terest rates during 1969, business firms in general relied on short-term
credit, with the intention of converting this short-term debt into long-term
liabilities during 1970 at lower interest rates. Since many firms experienced
low earnings in the first half of 1970, this need to refinance short-term debt
made the demand for long-term funds in the capital market particularly
heavy in 1970 (Table 23). A sharp increase in interest rates thus occurred
and some borrowers were inevitably squeezed out of the capital markets.
Nonetheless, there was no liquidity crisis if this term is taken to connote sky-
rocketing interest rates, a complete absence of bids for established securities,
and numerous bankruptcies of sound corporations. The actions of the Fed-
eral Reserve and the resiliency of the money and capital markets led to sig-
nificantly improved financial conditions during the second half of 1970.
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APPENDIX

Measures of Changes in Fiscal Policy

When the effects of budget policy on the overall economy first came to
general attention 35 years ago, the expansiveness of the budget was com-
monly measured by changes in the actual deficit or surplus. This measure
can be grossly misleading, however. Even if existing tax and spending legis-
lation remains unchanged, the actual budget balance will rise and fall, as
changes in incomes influence tax receipts and call for different unemploy-
ment and welfare payments. In fact, the actual deficit can rise in the face of
restrictive policy actions of Government. For example, a fall in tax revenues
can coincide with an increase in tax rates if incomes decline sufficiently.
A given change in the actual deficit (or surplus) between two years has a
very different significance if economic activity is rising between those two
years than if it is falling.

Clearly, a need has existed for a better measure of Government budget
policy and its effects—one that would show what effects were the result of
tax and expenditure decisions and what effects the economy itself had exerted
on the budget. There are a number of possible solutions to the problem.
Econometric models, for example, can be used to estimate the impact of
various combinations of tax rate and expenditure changes on the level of
economic activity. Different models utilize different assumptions regarding
the nature and relative importance of various determinants of economic
behavior, and therefore they provide different estimates of the economic
impact of various fiscal policy changes. Consequently, fiscal policy
analysts cannot place too much reliance on the results of a particular model,
although the distribution of estimates provided by a variety of available
models is a useful guide.

For the purposes of public discussion, it is convenient to use simple
measures of the stance of fiscal policy which summarize the more complicated
policy changes used in the complex models. As noted below, however,
considerable care must be exercised in using simple measures of changes in
fiscal policy to estimate the effects of these policies on economic activity.

One simple measure of changes in policy can be obtained by calculating
the effect of changes in revenue and expenditure legislation at a particular
level of economic activity. This technique abstracts from the effect of changes
in economic activity on the budget and provides a clearer view of purely
discretionary policy changes. For example, at the level of economic activity
prevailing in 1970, changes in tax rates occurring during 1970 reduced
revenues by roughly $9 billion while expenditures increased by about $15
billion. In other words, exogenous policy actions during 1970 provided a
fiscal stimulus of $24 billion.

While changes in the surplus or deficit at a given level of money GNP
provide a convenient measure of discretionary policy changes, fiscal policy
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planning requires a measure containing somewhat more information. Because
the labor force and productivity normally rise and prices rarely fall, money
GNP normally grows. Consequently revenues also rise and over time the
budget surplus would tend to grow rapidly if spending and tax rates remained
unchanged. Spending and tax programs that would yield an unchanged
surplus in an economy with a constant GNP would thus tend to hold down
growth at the normal rate by generating larger and larger surpluses.

It has been found of interest to ask how the surplus or deficit would change
if the economy moved along a specific path. Conceptually, any number of
growth paths could be selected for this purpose; it is the change in the budget
position along the assumed path that will indicate whether the budget policy
has been or will be restrictive relative to that path—that is, whether the
budget is tending to push the economy above or below the assumed path.

In order to give the measure more relevance it is common to select a
growth path that has some normative significance. The full employment
growth path has been used most frequently since the concept of a full em-
ployment budget was developed and publicized by the Committee for Eco-
nomic Development in 1947. Changes in the full employment surplus meas-
ure changes in spending and tax legislation as well as the effect of full
employment growth on revenues. The difference between the full employ-
ment budget balance and the actual balance reveals the effects of short-run
variations in economic activity around the full employment growth path.

A particular target growth path could serve as an alternative to the full
employment path. Sometimes this path is identical to the full employment
path, but in 1970 it was necessary to be below full employment temporarily in
order to moderate the inflationary pressures which had become excessive in
1969 and early 1970. In other circumstances the desired path may be steeper
than the full employment growth path, if it is necessary to regain full em-
ployment from a less than full employment position. The target path budget
would reveal the effect of discretionary tax and spending changes and the
effect of target growth on tax revenues, but would abstract from the effect
on the budget of deviations of economic activity away from the target.

Method of Computation

The figures for the full employment budget provided in Tables 1 and 25
are computed in the following manner: First, the full employment growth
path is estimated in terms of the real value of production. Second, the real
growth path is converted into current dollar terms using the actual rate of
price inflation. This step suffers from the difficulty that a revenue change
resulting from price changes would alter the estimate of the full employ-
ment surplus even though there were no changes in discretionary tax and
expenditure policies. One way out of this difficulty might be to convert
real output to money income using the inflation rate that would have
occurred if the economy had actually been at full employment. But this
figure is so difficult to estimate, if indeed there is any unique rate, that the
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actual inflation rate despite its shortcomings is used as a convenient
approximation.

Next, full employment income must be distributed into various tax bases,
such as corporate profits, personal income, and other categories. The cal-
culations used in this chapter are based on an estimate of the distribu-
tion which would emerge if the economy were actually operating continuously
at full employment. For the purposes of comparing full employment budgets
at different points of time it is important that a constant distribution pattern
be used. Otherwise the estimates would shift with distributional changes that
are unrelated to fiscal policies.

Average tax rates are then estimated for different types of income under
current legislation. On the basis of these estimates full employment revenues
can then be calculated. Full employment expenditures are estimated by
adjusting actual expenditures to allow for the difference between actual
outlays on unemployment compensation and those that would occur at full
employment.

It is clear that the full employment estimate depends on numerous as-
sumptions and that these create the possibility of error. This problem should
not, however, be exaggerated. For most purposes interest focuses on changes
between years, and if the assumptions are consistent between years the errors
in the estimated changes in the budget position are likely to be small. More-
over, estimates of the full employment budget for the future are probably
subject to less error than estimates of the actual budget, because the actual
future path of the economy is more variable and uncertain than the full
employment path.

The Full Employment Budget as a Measure of Fiscal Impact

The absolute level of the full employment surplus or deficit is of limited
significance for indicating how much restraint or stimulus the budget would
exert on the economy if it followed the full employment path, or indeed for
indicating which of these directions its influence would take. Changes in
the full employment surplus from period to period are much more important
indicators of how much fiscal policy is moving toward contraction or expan-
sion. The fact that the full employment budget has a surplus does not imply
that the budget is not having an expansionary impact on the economy; the
effects may be expansionary if the surplus is declining. Similarly a budget
with a deficit may be restrictive if the deficit is declining.

Although changes in the full employment budget balance provide a
convenient summary measure of changes in fiscal policy, they do not tell
the whole story. A given change in the balance may exert a different force,
depending on whether the change stems from a change in transfer payments,
purchases of goods and services, corporate taxes, personal taxes, or other
instruments of fiscal policy. Results vary because different policy changes
affect economic behavior differently, even though the same amounts of
money are involved. Some of the most important differences can be con-
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sidered in complex models of the economy, but no model can capture all
of the subtle effects of fiscal policy. For example, virtually identical policy
changes may have different results depending on circumstances. A long-
anticipated increase in Social Security benefits may have a different
consequence from that of an unexpected increase. Similarly, a permanent
cut in income taxes probably has a more powerful impact than an equivalent
reduction that is known to be temporary. Conceptually models could be
constructed to take account of such differences, but they would be extremely
difficult to manage.

Recent Changes in the Full Employment Budget

The table below illustrates changes in the full employment budget during
the last decade. If fiscal policy changes are measured by the annual change
in the surplus relative to full employment GNP, the largest stimulus of the
decade came with the tax cut of 1964. The largest shift toward restraint
came in 1969, or, on a 2-year basis, in 1968 and 1969.

The full employment budget can be computed by using either national
income accounting concepts or the concepts applied in deriving the unified
budget, which appears in the President's annual budget statement. Econo-
mists generally favor the national income accounting approach in the belief
that on balance it provides a more accurate measure of fiscal effects; but
both concepts have advantages and disadvantages.

On both the expenditure and revenue sides these concepts embody im-
portant differences of timing. In the national accounts budget, purchases
of goods and services are recorded when delivery is made. The unified
budget records them when checks are issued for payment; this might occur
before or after delivery. It is sometimes argued that neither method of tim-
ing truly captures the fiscal impact and that for such a purpose the timing
of orders should be used.

TABLE 25.— The full employment receipts and expenditure estimates, national income accounts
basis, 1960-70

Calendar year

Billions of dollars

Receipts I Expenditures

1960
1961
1962
1963
1964

1965
1966
1967
1968
1969 .... ..

1970

105.0
109.2
113.8
121.8
119.2

124.2
139.3
153.1
175.7
203.3

212.0

92.0
100.4
109.4
112.8
117.5

123.2
142.9
163.6
181.7
191.7

205.3

Surplus or
deficit ( - )

13.0
8.8
4.4
9.0
1.8

1.0
-3 .6

-10.5
-6 .0
11.7

6.7

Change in
surplus from

preceding year

8.3
- 4 . 2
- 4 . 4

4.6
- 7 . 2

-4 .6
-6 .9

4.5
17.7

- 5 . 0

Change as a
percent of

full employ-
ment GNP

1.5
- . 7

1
'.7

- 1 . 1

- . 1
- . 6
- . 9

.5
1.9

- . 5

Note.—Detail will not necessarily add to totals because of rounding.

Source: Council of Economic Advisers.
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On the revenue side the unified budget again uses cash receipts. In the
national income accounts budget most receipts, such as corporate income
and excise taxes, are recorded on an accrual basis, but personal income taxes
are recorded when paid by individuals. Steps are now being taken to put
the unified budget more on an accrual basis.

The national accounts budget omits the direct lending activities of Gov-
ernment except for Commodity Credit Corporation (CCC) "nonrecourse"
commodity loans, which are treated as expenditures rather than loans. The
unified budget also treats as expenditures CCC loans as well as foreign loans
made on noncommercial terms and domestic loans where repayment may
be waived. A unified budget deficit can be computed for the expenditure
account alone, or it can be defined to include the net lending not already
considered in the expenditure account. In fiscal 1970 such lending amounted
to $2.1 billion.

Neither budget considers the loan guarantee and insurance programs of
Government, and besides these there are a number of Government-sponsored
lending institutions which operate outside of the budget. During fiscal 1971
it is expected that Government net guaranteed and insured loans will in-
crease by about $13 billion, while the increase in the net lending of Govern-
ment-sponsored institutions will be about $8 billion.
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