
CHAPTER 2

Economic Developments and Policy in 1974

LAST YEAR WAS VERY DIFFICULT for the American econ-
omy. The decline in output and the rise in prices were the greatest for

any peacetime year since the early post-World War II period. Unemploy-
ment rose and living standards fell (Chart 1). The year started with the
economy in the grip of an energy crisis brought on by the Arab oil embargo
and by the spiraling price of imported oil. The decline in output attributable
to the embargo was subsequently halted and partly reversed. That recovery
was not strong enough to overcome forces of contraction, some of which
had been present earlier and some of which emerged only late in the year.
In the closing months of 1974, demand and output were falling rapidly and
unemployment was climbing sharply. The overall rate of inflation continued
to be very high, although signs of a slower price rise could be seen in whole-
sale and retail markets.

The pronounced deterioration in demand and the severe recession have
been the dominant events of the past few months, but for most of 1974
aggregate demand reflected numerous crosscurrents. Demand by business
for new plant and equipment was strong for a good part of the year, especially
in industries producing basic materials that had been in short supply. Supply
shortages provided business with a potent stimulus to build up inventories,
but this influence diminished as the year progressed and disappeared after
the summer. Homebuilding suffered its worst decline in 30 years, mainly
but not entirely because of disrupted mortgage markets. Consumers sus-
tained large reductions in real income and cut back their real expenditures,
especially for energy and automobiles.

At the start of 1974, economic policy makers found that the scope of
policy had been stretched far beyond the traditional issues of demand
management. In the forefront was energy policy, which sought to con-
centrate the embargo-caused shortage within the household sector in order to
minimize the impact on the industrial sector and employment. Because of the
worsening inflation, demand management continued to aim at restraint,
even though it was recognized that the oil embargo and the steep rise in
oil prices would mean a loss of real income. Much of this loss was already
showing up at the start of 1974 in the form of reduced purchases of energy
and energy-related goods and services by consumers, businesses, and
governments.
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Chart 1

Changes in GNP, Real GNP, GNP Price
Deflator, and the Unemployment Rate
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SOURCES: DEPARTMENT OF COMMERCE AND DEPARTMENT OF LABOR.
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Looking at prospects for 1974 a year ago, the Administration saw a weak
first half and a recovery setting in by midyear, led by an upturn in housing
and a recovery of the automobile industry from its depressed condition at
the start of 1974. The Administration also expected a slower rate of inflation
after early 1974, associated with a deceleration of the price rise in petroleum
and in farm and food products.

The recovery in the homebuilding industry did not materialize despite
special efforts by the Administration—notably in May—to bolster mortgage
markets. Housing starts sank progressively lower as interest rates soared to
record highs in midsummer, draining funds out of thrift institutions. Con-
sumers obtained no relief from inflation and continued to sustain cuts
in real income despite an acceleration of the rise in wages. Although some
recovery in the automobile industry occurred, the upturn was abruptly re-
versed in the final quarter of 1974. With domestic and foreign demand
softening during the summer, supply conditions improved noticeably. Many
basic materials that were in short supply at prices prevailing in midsummer
could be obtained with little difficulty by the start of the fourth quarter,
steel being a major exception.

The severe weakening of demand and the sharp decline in output in the
fourth quarter came suddenly. By midsummer there had been a scaling
down of expectations regarding the strength of demand in the near term; but
the common expectation, shared by the Administration, was for slow growth.
For example, at the time of the Summit Conference on Inflation in Sep-
tember there was a fairly broad consensus among economists that little
change in output would occur in the ensuing few quarters, and most projec-
tions of real gross national product (GNP) fell within the narrow range
of a small increase and a small decrease. That meant rising unemployment.
There was little anticipation of the collapse of demand, output, and
employment in the motor vehicle industry, or the less severe but widespread
declines elsewhere that marked the closing months of 1974 and the start
of 1975.

DEMAND AND OUTPUT

GNP in 1974 was 8 percent greater than it was in 1973, with a 10 per-
cent rise in prices (as measured by the GNP deflator) and a 2 percent de-
cline in output (Table 2). From the fourth quarter of 1973 to the fourth
quarter of 1974, the price rise was 11.8 percent and the output decline, 5.0
percent. The pattern of overall demand and output change within the year
shows pronounced decreases in the opening and closing quarters, but if
attention is confined to real final sales the fourth quarter decrease dwarfed
those in the first 3 quarters. Over half of that decrease was in consumer and
business purchases of automobiles and trucks. Consumer spending apart from
automobiles also slumped noticeably after having remained about unchanged
in the first 3 quarters of 1973. The bulk of the fourth quarter drop in
purchases of producers' durable equipment reflected lower purchases of
autos and trucks, but spending on other types of equipment also declined.
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The decrease in residential construction was substantial. One important
reason for the smaller drop in total output than in total final sales from
the third to the fourth quarter was the inability of motor vehicle producers
to liquidate unwanted stocks of recently built automobiles.

TABLE 2.—Changes in gross national product in current and constant dollars, 1968 to 1974

[Percent]

Component

CURRENT DOLLARS

Percent change:

Total GNP

Personal consumption expenditures...
Durable goods
Nondurable goods
Services

Gross private domestic investment
Business fixed investment
Residential structures

Government purchases
Federal purchases _ .
State and local purchases

Addendum:

Final sales
Domestic final sales _ .

Change in billions of dollars:

Inventory accumulation
Net exports of goods and services

CONSTANT (1958) DOLLARS

Percent change:

Total GNP

Personal consumption expenditures...
Durable goods
Nondurable goods .
Services. __

Gross private domestic investment
Business fixed investment
Residential structures._.

Government purchases
Federal purchases
State and local purchases

Addendum:

Final sales
Domestic final sales.

Change in billions of dollars:

Inventory accumulation
Net exports of goods and services

1968
to

1969

7.6

8.1
8.1
6.5
9.7

10.3
10.9
8.3

5.2
.0

10.3

7.6
7.7

.7
- . 6

2.7

3.6
5.3
2.1
4.5

5.0
6.0
2.2

- 1 . 2
- 5 . 9

4.0

2 7
2.8

.3
- . 8

1969
to

1970

5.0

6.6
.6

7.3
8.2

- 1 . 9
2.1

- 4 . 3

4.5
- 2 . 6
10.9

5.4
5.3

- 3 . 3
1.7

- . 4

1.8
- 2 . 1

2.6
2.7

- 6 . 4
- 3 . 6
- 6 . 3

- 4 . 5
- 1 2 . 5

3.6

- . 1
- . 3

- 2 . 8
2.1

1970
to

1971

8.0

8.0
13.8
5.5
8.5

12.8
4.0

37.2

6.7
1.5

10.8

7.8
8.2

1.8
- 3 . 8

3.3

4.0
10.4
2.3
2.9

7.4
- . 6
31.1

.0
- 5 . 3

4.5

3.1
3.5

1.4
- 2 . 8

1971
to

1972

9.8

9.3
14.0
7.7
9.2

16.7
11.7
26.2

9.2
7.5

10.4

9.6
10.2

2.2
- 5 . 8

6.2

6.2
13.4
4.2
5.0

12.5
9.1

17.9

2.7
.2

4.7

6 0
6.3

1.7
- 2 . 5

1972
to

1973

11.8

10.5
10.1
12.8
8.4

16.8
17.1
5.9

8.1
1.6

12.6

11.3
10.4

6.9
9.9

5.9

4.7
8.3
3.8
3.8

10.5
12.8

- 4 . 1

.9
- 6 . 1

6.0

5.5
4.5

3.8
7.6

1973
to

19741

7.9

8.9
- 1 . 9
12.5
9.6

- . 2
9.4

- 1 9 . 6

11.7
9.2

13.3

8.1
8.3

- 2 . 0
- 1 . 9

- 2 . 2

- 2 . 2
- 9 . 0
- 2 . 1

1.4

- 8 . 5

- 2 7 . 1

1.0
- 1 . 7

2.9

- 1 . 9
- 2 . 4

- 2 . 6
4.4

1 Preliminary.

Source: Department of Commerce, Bureau of Economic Analysis.

BUSINESS FIXED INVESTMENT

Demand for capital goods held up well into the summer but weakened
considerably late in the year. Many capital goods industries were producing
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at capacity last year, as were industries like steel, which are very heavily de-
pendent on capital goods production. Large backlogs led to long waiting
times for equipment deliveries. The strength of demand showed up in rising
investment starts (in real terms) by manufacturers and public utilities from
the first half to the third quarter, and by rising real appropriations by large
manufacturers. New orders for capital goods in real terms remained high
through July but declined after that, especially in the final quarter. Increasing
costs of materials and labor were reflected in sharply accelerating price
increases for capital goods, which were particularly large in the 6 months
following the end of price controls on April 30.

Business held fairly closely in overall terms to the annual plant and equip-
ment expenditure plans projected early in 1974. On the basis of 3 actual quar-
ters and 1 anticipated quarter it appeared that companies in the Department
of Commerce survey were raising outlays by 12 percent from 1973 to 1974,
compared to a rise of 13 percent projected in the survey published in early
March. It is possible that the very small shortfall in current dollars is larger
in constant dollars, but the figures needed for a careful comparison in real
terms are not available. In addition, data for the fourth quarter submitted
by companies in October and November suggest that projected outlays
were being scaled back from plans for the last quarter made earlier last year.

Because of the need to expand capacity, demand by manufacturing
companies showed the greatest strength last year, with outlays up some 20
percent over 1973. About half represented a real increase, and most
of it came from work started prior to 1974. Starts of new manufacturing
projects in the first 3 quarters of 1974 were up about 11 percent over the 1973
average in current dollars, or approximately 3 percent in real terms. This
followed real increases in starts amounting to 23 percent and 30 percent in
L972 and 1973. Several factors contributed to the deceleration. Profits
(inclusive of the inventory valuation adjustment, or IVA) of manufacturing
companies in the first 3 quarters of 1974 were unchanged from 1973 and were
down substantially, excluding profits of domestic petroleum firms. Capac-
ity utilization in 1974, while high, was a little lower than in 1973. Extremely
high interest rates also discouraged new investment.

Electric and gas utilities substantially increased the physical volume of
new projects started in the first 3 quarters of 1974. At the same time they
made little change in the physical volume of plant and equipment outlays,
scaling back those they had intended to make early last year. Data
on backlogs suggest that the utilities have been stretching out projects
already started and scheduled to be completed over the next few years. The
utilities have suffered a sharp reduction in profits—the worst since before
World War II—as a result of the leveling in energy consumption and the
lag of rate adjustments behind cost increases. High interest rates have also
led to deferrals of expenditures until financing conditions are more favor-
able. In addition, utilities have completely eliminated some projects from
their long-term plans, but the magnitude of such cutbacks is uncertain.
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The complete elimination of projects, particularly those scheduled to be
started some years from now, probably reflects a reconsideration of the
expected growth rate in energy consumption in the light of the rise in
energy prices.

INVENTORY INVESTMENT

It is difficult to analyze the course of inventory investment over the past
year or so because the official estimates themselves are subject to more than
the usual uncertainties. During 1974 there were very large revisions in the
statistics for 1973 and early 1974. Prior to the revision of the income and
product accounts in July 1974, total inventory investment for 1973 was esti-
mated to be $8.0 billion, whereas the current estimate for 1973 is $15.4 bil-
lion. The corresponding figures for the first quarter of 1974 are $5.5 billion
a.nd $16.9 billion. Before the revision the ratio of nonfarm stocks to output
or to final sales in real terms as of the second quarter appeared to be close to
the post-World War II average. After the revision the ratio looked clearly
high. The difficulties with the statistics stem from inadequacies in the
basic data pertaining to inventory book values and from difficulties in
adjusting book values to GNP concepts. The problem has become compli-
cated recently because, with the rapid rise in prices, many companies have
been shifting their accounting systems to the last in, first out (LIFO)
method. When prices are rising, the shift has the effect of reducing inventory
book values, profits, and profits tax liabilities from what they are under the
more commonly used first in, first out (FIFO) or average cost methods. The
issue is discussed more fully below in connection with profits and the inven-
tory valuation adjustment.

Changes in the accumulation of automobile stocks (treated more fully
in connection with consumer spending) had a pronounced influence on the
rate of nonfarm accumulation (Table 3). The general explanation of the
nonauto inventory investment total is that stocks were low in relation to out-

TABLE 3.—Change in nonfarm business inventories in constant (1958) dollars, 1973-74

[Billions of dollars; seasonally adjusted annual rates]

Period

1973: 1. _
II
III
IV _

1974: 1
II
III
IV .

Total
nonfarm

5.4
6.3
6.2

17.9

8.7
6.4
3.9
8.8

Auto

0.4
.7

- . 7
3.8

- 5 . 1
- 2 . 7

- . 3
4.5

Other

5.0
5.6
6.9

14.1

13.8
9.1
4.2
4.3

Source: Department of Commerce, Bureau of Economic Analysis.
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put or sales through 1972 and 1973, and so businessmen made special efforts
to increase their holdings. Expectations of further price increases strength-
ened the motive for further accumulation. The buildup of stocks appears
especially heavy in late 1973 and early 1974; the latter period coincided with
the phasing out and elimination of price controls. When final sales failed to
improve after the first quarter, businessmen, realizing that stocks on hand
and on order were too high, began to reduce their commitments and in the
summer were making small production adjustments. Aggregate stocks were
not cut in any quarter of 1974, however, and as sales weakened the pace of
production cutbacks accelerated in the closing months of the year.

HOUSING

Despite initiatives by the Administration and Congress to support mort-
gage markets the downturn in starts and homebuilding that began in early
1973 continued last year. Housing accounted for fully half of the decline in
real output from 1973 to 1974 and was the only major market sector to
decline throughout the year. The current decline, which has clearly been
the most pronounced since the end of World War II, followed one of the
most extended rises in housing activity on record.

In the spring of 1974 there were signs that the housing downturn might
be coming to a halt. The outflow of funds from thrift institutions during
the summer of 1973—the process known as disintermediation—reversed in
late 1973 and early 1974 as short-term interest rates declined. On a seasonally
adjusted basis, starts leveled out in the neighborhood of 1.6 million units
in the first half, while sales of single-family homes in the March-May
period were almost one-fourth greater than they had been in the December-
February period. The recovery was aborted, however, when market interest
rates turned up again, reaching historical highs in July and August. Outflows
from thrift institutions were heavier and lasted longer than they had in
1973, mortgage commitments were cut back, and starts fell to an average of
989,000 units in the fourth quarter. The large overhang of unsold units
undoubtedly contributed to the low rate of starts.

CONSUMER INCOME AND SPENDING

From 1973 to 1974 real disposable income fell 2^4 percent, the first an-
nual decline since 1947. Both the decline and its magnitude were highly
unusual. In other recession years real after-tax income rose by varying
amounts, ranging from 0.4 percent in 1949 to 4.1 percent in 1970. The
consequence of last year's real income reduction was a decline in real con-
sumer spending of 254 percent, the first decrease since 1942. It is also pos-
sible that last year's drop in real spending was affected by the decline in real
money balances and the stock market.

The decline in real disposable income occurred in spite of a 9.0 percent
rise in nominal personal income and a rise of 8.6 percent in wages and
salaries. Large as these increases were, they were smaller than the 11.4
percent increase in consumer prices (as measured by the deflator for per-
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sonal consumption expenditures). Part of the rise in consumer prices was a
reflection of the increased cost of energy to the Nation. The value of U.S.
imports of crude oil and refined products alone rose by $18 billion last year,
and a significant portion of that was reflected in higher consumer prices.
The transfer of real income from U.S. residents to foreigners might have
been compensated for by offsetting policies of demand management, but
the Administration did not choose that course because of the seriousness of
the inflation problem and the expectation of a recovery in economic activity
during 1974.

There was also a shift of income last year from consumers to domestic
oil producers; and to the extent that some of this did not return to the
personal income stream via dividends and wages and salaries of workers
newly employed by the oil companies or their suppliers and contractors, con-
sumers sustained at least a temporary loss of purchasing power.

Last year's decline in real disposable income was greater than the decline
in real personal income. Despite declines in real personal income in some
earlier recessions, real disposable income has never declined (annually)
because of the automatic working of the tax system. Last year's perverse
behavior of the tax system reflected the unusual coincidence of a decline in
real income in a period of rapid inflation. As inflation increased nominal
income, taxpayers were drawn into higher brackets under the progressive
tax system and were thus required to pay a larger share of their total income
in taxes.

Last year's decline in aggregate real consumer spending was concentrated
on expenditures for automobiles and parts and for energy. On balance, all
other real spending was about the same as in 1973. Shifts in consumer
spending during 1974 were dominated by the effects of the oil crisis in early
1974, by a partial recovery from those effects in the middle of the year, and
by a sharp reduction in auto demand coinciding with the price increases for
the new 1975 models in the last quarter of the year (Table 4).

Real consumer expenditures for energy (gasoline and oil, fuel oil and coal,
electricitv, and natural gas, measured in 1958 prices) fell about 7 percent
from 1973 to 1974 after having risen every year in the postwar period. In
the 3 preceding years these real outlays had risen at an annual rate of
4^2 percent. The 1974 decline in energy consumption accompanied a 29
percent rise in energy prices as measured in the consumer price index
(GPI), or 30 percent as measured by the applicable consumption deflator.
The energy price rise was 16 percent greater than the rise in the overall
GPI. This too was a reversal of postwar experience, which had seen fairly
steady declines in the relative price of energy products. Real energy outlays
declined in the first quarter of 1974 to a level 12 percent below the 1973
average. They increased steadily thereafter so that by the fourth quarter the
decrease from the 1973 average was only V/2 percent.

On the surface the data for relative energy prices and real personal
consumption expenditures for energy suggest a much greater price elasticity

42

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



TABLE 4.—Personal consumption expenditures in constant prices, 1973-74

[Seasonally adjusted annual rates]

Period

1973
19743

1973: 1
II
III . .._
IV

1974: 1
II
III
IV»

Percent change:
1973 to 1974 3. . . .

Personal consumption expenditures
(billions of 1958 dollars)

Total

552.1
539.9

552.9
553.7
555.4
546.3

539.7
542.7
547.2
530.1

- 2 . 2

Autos
and parts

50.8
40.8

54.0
52.4
51.7
44.9

41.8
42.5
45.0
33.8

-19 .7

Energy i

42.6
39.6

42.3
42.6
43.6
42.1

37.8-
39.1
40.5
41.1

- 7 . 0

All other

458.7
459.5

456.6
458.7
460.1
459.3

460.1
461.1
461.7
455.2

.2

Addendum: Dealer sales of new cars3

(millions of units)

Total

11.5
8.9

12.5
12.2
11.7
9.8

9.2
9.2

10.3
7.1

-22.6

Domestics

9.7
7.5

10.5
10.3
10.0
8.2

7.7
8.0
8.8
5.8

-23 .0

Imports

1.8
1.4

1.9
1.8
1.7
1.7

1.6
1.2
1.5
1.3

-20 . 4

1 Gasoline and oil, electricity and gas, and other fuel.
3 Total dealer sales, including sales to persons, business, and government.
3 Preliminary. Percent change for sales of new cars based on unrounded data.

Source: Department of Commerce, Bureau of Economic Analysis.

than had been widely expected at the end of 1973 and early 1974. As is
pointed out elsewhere in the Report, part of the price increase was not
measured, insofar as people had to wait in line to buy gasoline. In addition,
part of the consumption response represented voluntary conservation efforts
and the effect of Government regulations limiting automobile speeds to
55 miles per hour. Also, a milder than normal winter in 1973-74 caused fuel
oil consumption to be abnormally low. One should note that the full con-
sumption-dampening effects of higher oil prices have not yet occurred, since
in the long run consumers have greater opportunities to adapt their con-
sumption habits to the higher energy costs.

After having weathered the energy crisis in late 1973 and early 1974,
auto demand in the fourth quarter of 1974 was in a state of collapse. Why
this happened is still not entirely clear. About a year earlier, at the start
of the 1974 model year, the consensus forecast projected a decline in auto
sales from the boom rates of the 2 preceding years. The outbreak of the war
in the Middle East in early October 1973, the embargo in late October,
and the oil price rise in late December raised concern among consumers about
the availability of gasoline and led to sharper than anticipated cutbacks in
purchases, particularly for larger cars. Their concern was exacerbated by the
gasoline shortages of January and February 1974. Gasoline, which was sub-
ject to price ceilings and to allocation by the Federal Energy Administra-
tion, could be purchased in much of the country only by waiting in line for
long periods, and frequently it could not be obtained at all. Sales of new
large cars were especially poor. Consumer resistance to large cars on the
used car market was manifested in an unusual 15 percent decline in prices
from September 1973 to March 1974. Increased supplies of gasoline at fill-
ing stations during March and an end to the embargo in late March brought
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a pickup in domestic car sales and in car output as well. The sales improve-
ment was concentrated in the larger cars, partly at the expense of small cars.
Sales of imported cars, which had held up well during the winter, declined.

It was common knowledge during the summer that the new 1975 models
would show large price increases. Purchasing of the lower-priced 1974
models was consequently quite heavy. In October, when the new models were
introduced, sales fell far more than expected, and in November and Decem-
ber sales fell still more. With production substantially above the sales rate,
auto manufacturers initiated massive production cuts and layoffs in order to
reduce inventories.

The sales drop of late 1974 cannot be adequately explained by variables,
such as income, income change, relative prices, and automobile stocks held by
consumers, that have been used with some success in econometric estimates
in the past. One suggested explanation is the extremely low state of con-
sumer confidence late in 1974, but this would imply a lack of confidence
over and above the uncertainties engendered by declining real incomes,
rising unemployment, and rising prices. Two peculiarities of the data are
worth pointing out. Suggested retail prices for new 1975 cars introduced in
October 1974 were about $400 higher than prices for the outgoing 1974
models. Only two-thirds of the price rise is included in the price indexes, the
other one-third representing federally mandated "quality improvement"
associated with emission controls. Consumers may have viewed the entire
amount of the rise as pure price increase. The second point concerns social
security taxes. In 1974, the taxable earnings base under social security was
raised by law from $10,800 to $13,200. This tax rise added $4.2 billion
(annual rate) to Federal receipts, half of which affected personal income.
According to the conventions used in the income and product accounts, the
increase in taxes became fully effective in the first quarter of 1974. In actual
practice, however, the increase in the tax meant larger payroll deductions in
the fall of the year for persons affected by the rise in the base.

In terms of full-year changes consumers reduced their real spending on
nondurable goods other than gasoline and fuel oil and on furniture and
appliances but raised their spending on services. Purchases of clothing and
shoes declined throughout the year, especially in the fourth quarter, while
spending on furniture and appliances weakened after midyear.

Table 5 shows the distribution of real disposable income into saving,
autos and parts, energy, and all other personal outlays. The slight increase in
outlays other than for autos and parts and energy, in the face of declin-
ing real income from 1973 to 1974, raises this share at the expense of
savings, energy, and autos and parts. The adjustment seems to have been
facilitated by the fact that the 1973 share of income devoted to saving
and to autos and parts, which are sometimes viewed as a form of saving
and investing, was high by historical standards.
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TABLE 5.—Disposition of real disposable personal income, 1960—74
[Percent]

Disposition of real income 1960-72
average

100.0

6.6
93.5

91.0
6.8
6.9

77.4

2.5

13.3

1973

100.0

8.2
91.8

89.1
8.2
6.9

74.0

2.7

16.4

19741

100.0

7.8
92.2

89.5
6.8
6.6

76.2

2.7

14.6

Total disposable income.

Personal saving..
Personal outlays.

Personal consumption expenditures.
Autos and parts
Energy 2
All other

Transfers and interest

Addendum: Personal saving plus expenditures for autos and parts

1 Preliminary.
2 Gasoline and oil, electricity and gas, and other fuel.

Note.—Detail may not add to totals because of rounding.

Source: Department of Commerce, Bureau of Economic Analysis.

NET EXPORTS

Exports of goods and services rose 39 percent from 1973 to 1974, while
imports increased by 43 percent according to preliminary estimates. As a
consequence, net exports fell from $4 billion to $2 billion. In real terms
exports rose by 8 percent while imports were up only 1 percent. The sta-
bility in real imports reflected the weak domestic economy and the reduction
in petroleum imports. Implicit in the figures just cited is a worsening of the
terms of trade as import prices rose 41 percent and export prices 29 per-
cent. This deterioration in the terms of trade provides part of the answer
to the decline in real incomes last year. The GNP deflator, which measures
the price of domestic output, rose 10.2 percent from 1973 to 1974. However,
prices of supplies available for U.S. purchasers (the implicit deflator of
GNP less exports plus imports) rose 11 percent.

COMPARISONS OF OUTPUT CHANGE
More than a usual amount of uncertainty surrounds the behavior of real

output in the first 3 quarters of 1974. The economic facts of these quarters
and their interpretation are of some importance because they had a bearing
on the stance of policy makers. The Administration believed that the growth
of output was being constrained by supply factors as well as by weak demand.
Despite the reduction in automobile production and in homebuilding, the
steel industry, to cite one important example, was operating at capacity for
much of the year, mainly because of high demand for capital goods. Conse-
quently, given the behavior of other major indicators, there were genuine
questions about how much output fell in the first quarter and whether it did
not rise at all after that. Solid evidence supporting another pattern of real
GNP behavior is not available, but there are suggestions that output possibly
behaved a little differently, and that the recession phase of the cycle started
later in the year. Table 6 compares growth rates (annualized) for real GNP
and for the Federal Reserve Board (FRB) index of industrial production.
Compared to real GNP the FRB index fell half as much over the 3 quarters.
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TABLE 6.—Changes in industrial production, and nonfarm payroll employment and man-hours
associated with two- and three-quarter declines in real gross national product, selected periods,

1948-74

Period

TWO-QUARTER CHANGES

1948 IV to 1949 II
1953 II to 1953 IV
1957 III to 1958 1
1960 1 to 1960 III
1969 III to 1970 1
1973 IV to 1974 I I . .

THREE-QUARTER CHANGES

1953 II to 1954 1
1960 1 to 1960 IV
1973 IV to 1974 III

1973 IV to 1974 1
1974 1 to 1974 II
1974 II to 1974 III

Percent change

Real
GNP

- 1 . 9
- 1 . 8
- 3 . 9
- . 6

- 1 . 1
- 2 . 2

- 3 . 2
- 1 . 3
- 2 . 7

- 1 . 8
- . 4
- . 5

Industrial
production

- 6 . 3
—4.7
- 9 . 6
- 3 . 7
- 3 . 3
- 1 . 2

- 7 . 6
- 6 . 0
- 1 . 3

- 1 . 7

- . 1

Nonfarm
payroll

employment

- 2 . 7
- 1 . 1
- 2 . 6
- . 3

.6

.7

- 2 . 3
- . 9
1.1

.2

.4

.4

Private
nonfarm

employee
man-hours

- 4 . 0
—2.4
- 4 . 2
- . 4
- . 3
- . 5

- 4 . 4
- 1 . 9
- . 4

- . 4

.1

Sources: Department of Commerce (Bureau of Economic Analysis), Department of Labor (Bureau of Labor Statistics),
and Board of Governors of the Federal Reserve System.

It declined less than GNP in the first and third quarters of 1974, and in the
second quarter rose rather than declined. The behavior of the two measures
through the first 2 or the first 3 quarters of 1974 stands in marked contrast
to other periods when real GNP has declined.* On those occasions the de-
cline in industrial production was always sharper than the decline in real
GNP. The behavior of real output in the first 3 quarters of 1974 also appears
puzzling when labor market behavior is examined. Employment in nonfarm
establishments rose by 1.1 percent from the fourth quarter of 1973 to the
third quarter of 1974, whereas during the output declines of 1960 and
1953-54 employment also declined.

It might be argued that, even though the industrial sector held up rela-
tively well in the first 3 quarters of 1974, output in the nonindustrial sector
of the economy was weaker than in the past, partly because of the energy
crisis. Quarterly output data by detailed industry are not available. The only
comprehensive independent data are man-hours, which rose 0.3 percent
in the nonindustrial sector from the fourth quarter of 1973 to the third
quarter of 1974, in contrast to a 1.3 percent decline in man-hours in the
industrial sector. This comparison as well as those cited above raise the
possibility of labor hoarding. Many industries were unable to meet produc-
tion schedules in 1974 because of various disruptions: materials shortages
were common for much of the year, skilled labor was scarce in certain occupa-
tions, and strike activity rose. It is not clear why labor hoarding should
have been especially large in the nonindustrial sector. Bottlenecks were

*The 3-quarter pattern would not be altered if real gross domestic product (GDP)
were substituted for real gross national product. It should be noted that from the
first to the second quarter, when GNP declined, GDP was unchanged.
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presumably greatest in manufacturing, but manufacturing output and
productivity held up better in the first 3 quarters of 1974 than did real GNP.

No indicator of output is free of measurement problems. The FRB index,
for example, had problems last year associated with efforts by business to con-
serve electric power consumption because in some industries production is
measured by power consumption. The measurement of changes in real GNP
becomes very difficult when rates of inflation are very high and particularly
when they change. This is especially so when output is not changing very
much in either direction, which was the case for several quarters of 1973 and
1974. For the most part, real output is obtained by deflating various series
measured in current dollars. Particularly in nonconsumption sectors there are
numerous problems with the current dollar series. The deflation process itself
also poses difficulties in these sectors. The various wholesale price indexes
leave much to be desired, and the time distribution of prices embodied in the
current dollar series takes an uncertain shape, subject to change from one
quarter to another. As noted below, the measurement of inventory changes
is an especially acute problem.

PRICES, WAGES, AND PROFITS

The 11.0 percent rise in the GPI from 1973 to 1974 was the largest annual
increase since 1947 (Table 7). Although the rate of increase during the year
was fairly steady from quarter to quarter, there were important shifts in the
composition of the rises. Following the termination of controls on April 30,
1974, increases in food and fuel prices, which dominated changes in the GPI
early in the year, gave way to increases over a broader range of goods and
services. At the same time increases in wage rates began to accelerate, and
since output per man-hour was falling, unit labor costs rose rapidly. But
price increases for nonfinancial corporations as a group nearly kept pace
with unit labor and nonlabor costs over the 3 quarters for which data are
available, with the result that profits per unit almost matched those of 1973.

PRICES
Although prices of goods and services sold in final markets and measured

by both the CPI and the GNP deflator advanced at consistently high rates
from one quarter to the next during 1974 (Table 7), price weakness—in the
form of slower rates of increase and, to some extent, price reductions—devel-
oped in the spring and summer in crude and intermediate industrial product
markets. By late 1974 these changes were showing up to some degree in prices
of finished goods. From September to December, prices of finished goods
other than food in the wholesale price index (WPI) rose more slowly than
in the preceding 3 months. So did the nonfood commodity component of the
CPI, which reflected both the slower price rise at earlier stages of fabrication
as well as some shading of trade margins associated with the softening in
consumer demand. Still it will take several more months before the weak-
ness in crude and intermediate industrial commodity prices is fully trans-
mitted and reflected in the CPI and the GNP deflator.
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TABLE 7.—Changes in selected price measures during 1974

[Seasonally adjusted]

Price measure

1974 1973 IV
to

1974 IV i

1973
to

19741

Percent change; annual rate 2

GNP implicit price deflator:

Total G N P . .

Private GNP

GNP fixed (1967) weight price deflator:

Total GNP

Personal consumption expenditures

Consumer price index:

All items

Food..
Directly purchased energy3
All other items

Consumer price index:

All items

Food. . .
Directly purchased energy3

All other items

12.3
12.9

12.7
14.6

14.2

19.4
70.7
8.6

9.4
9.9

11.1
12.0

10.3

3.1
22.3
11.9

11.9
12.6

12.7
12.3

14.2

12.3
3.7

15.3

13.7
13.7

11.9
9.2

10.1

14.6
1.2
9.6

11.8
12.2

12.0
12.0

12.2

12.2
21.6
11.3

10.2
10.6

10.6
11.4

11.0

14.4
29.3
8.3

Percent contribution to change4

100.0

38.6
27.8
33.6

100.0

7.2
12.4
80.4

100.0

22.1
3.5

74.4

100.0

28.1
.4

71.5

100.0

24.6
11.4
64.0

100.0

31.5
16.2
52.4

1 Preliminary for GNP price deflators.
2 Changes in GNP price deflators based on quarterly data; changes during 1974 are from preceding quarter. Changes

in consumer price indexes based on data for last month in quarter: for example, 1974 I change is change from December
1973 to March 1974.

3 Gas and electricity, fuel oil and coal, and gasoline and motor oil.
4 Detail may not add to totals because of rounding.

Source: Department of Labor, Bureau of Labor Statistics.

Crude and Intermediate Materials
Some slowdown in crude industrial commodity prices began to occur in

August 1973, when the rate of growth of output was slowing, but it came to
an abrupt end with the outbreak of war in the Middle East in October.
From then until the spring of 1974, crude industrial materials prices rose
sharply even though industrial output fell. Several measures of these prices
appear in Chart 2. The continued existence of shortages and their role in
limiting increases in output in early 1974 perhaps explain the continued
rise in crude commodity prices in the face of the drop in production.

Chart 3 plots 6-month rates of change in the WPI indexes for intermediate
industrial goods and for producer finished goods, and consumer finished
goods other than foods. The rise in the intermediate materials price index
began to slow in September. In the last 4 months of 1974 it rose at an
annual rate of 9.6 percent, compared to 39.5 percent in the first 8 months
of the year. This marked slowdown in the intermediate industrial com-
modity index, which accounts for 59 percent of the relative importance of
the WPI industrial component, reflects widespread deceleration in many
price series and absolute declines in others. Sizable declines were registered
from September to December in such commodity categories as cotton, wool
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Chart 2

Prices of Raw and Crude
Industrial Commodities
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Chart 3

Changes in Wholesale Industrial Prices
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and manmade textile products, leather, lumber and wood products, build-
ing paper and board, and nonferrous metals.

These developments at the intermediate stage of production began to be
reflected in finished goods prices late in the year. On the basis of 6-month
spans, the WPI for consumer nonfood finished goods reached a peak rate of
change of 26.8 percent in June, then slowed to about half that pace by the
end of the year. At first the slowdown reflected the leveling and subsequent
decline in gasoline prices and a marked slowdown in the rate of increase
of apparel prices. By year-end the slowdown became more pervasive, ex-
tending to other consumer nondurable goods and to consumer durables,
whose price increases had continued to accelerate generally for most of 1974.

Prices of foods at the farm level showed substantial increases in 4 of the
last 6 months of 1974, caused largely by the bad weather that cut harvests
below expectations. Between July and November sugar prices rose by 123
percent.

The decline in crude and intermediate industrial commodity prices to-
gether with the decline in manufacturing and trade margins more than
offset the rise in food prices in the latter part of the year. This fact is re-
flected in the overall slowdown in the rise in prices of commodities in the
GPI market basket during the last 3 months of the year. From September
to December they increased at an annual rate of 10.3 percent compared to
14.0 percent in the preceding 3 months. The decline in the rate of increase
for nonfood commodities was especially pronounced—7.3 percent as against
16.2 percent over the preceding 3 months.

Prices of services, the other major CPI component, also rose somewhat
more slowly late in the year. They had accelerated to a rate a little over
13 percent in the summer, as a result of sharp increases in prices of medical
care and other labor-intensive services, a marked boost in gas and electricity
rates, and the rise in mortgage interest rates.

The deflator for gross national product is derived in large part from the
GPI and to a lesser extent from various WPI components. It is calculated as a
quarterly average, and during 1974 its movements roughly paralleled those
of quarterly changes in the CPI, particularly when adjustments are made
to hold constant the weights in the deflator. For the year as a whole the
deflators on various bases increased somewhat less than the 11.0 percent
advance registered by the CPI.

WAGE RATES

Private nonfarm wage rates, the major element in employee compensation
per man-hour, rose 8.0 percent from 1973 to 1974 as measured by the Labor
Department's adjusted average hourly earnings index for production and
nonsupervisory workers. This was substantially less than the rise in con-
sumer prices, and it followed a year of virtually no change in real wages sim-
ilarly measured. The hourly earnings index (first column of Table 8) holds
constant the mix of employment by industry and excludes the effect that
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T A B L E 8.—Components of percent change in compensation per man-hour in the private nonfarm
sector, 1965-74

[Percent]

Period

Change from pre-
ceding year:

1 9 6 5 . . . .
1966
1967
1968
1 9 6 9 . . . .

1970
1 9 7 1 . .
1972
1 9 7 3 . .
19742

Change from pre-
ceding quarter: 3

1973: 1
II
Ill
IV

1974: 1
II
Ill
|V2

Production workers

Hourly
earnings i

3.7
4.1
4.9
6.3
6.6

6.6
7.1
6.5
6.4
8.0

5.3
6.5
7.7
7.2

6.3
9.7

11.0
9.8

Overtime in
manufacturing

0.1
.3

- . 3
.2

- . 1

- . 2
.0
.1
.2

- . 2

.4

.3
- . 4
- . 3

- . 3
- . 1

.3
g

Industry
shifts

0.0
.1
.1

- . 2
.2

- . 5
- . 3
- . 8

.2
- . 1

- 1 . 0
.8
.8
.4

- . 6
- . 8
- . 3

.1

Employees
other than
production

workers

- 0 . 4
.7
.9

- . 3

.7
- . 9
- . 4
- . 2

.7

2.8
- 1 . 6
- 1 . 3

.8

2.1
2.6

- 1 . 1
- 1 . 5

Benefits, all
employees

0.2
.6
.0
.3
.3

.3

.7

.7

.8

3.9
.3

- . 7
.4

.4
- . 1

.2
1.8

Compensation
per man-hour,
all employees

3.6
5.8
5.6
7.3
6.7

6.9
6.6
6.1
7.4
8.7

11.4
6.3
6.1
8.5

7.9
11.3
10.1
9.3

1 Adjusted for overtime in manufacturing and interindustry shifts.
2 Preliminary.
> Seasonally adjusted annual rates.

Source: Department of Labor, Bureau of Labor Statistics.

changes in overtime in manufacturing have on average hourly earnings. In
the 4 quarters ending in the first quarter of 1974, increases in the index
averaged 6.9 percent, fluctuating between annual rates of 6.3 percent and
7.7 percent. The rate of increase accelerated markedly after the end of
controls on April 30, and averaged 10.2 percent during the last 3 quarters
of 1974. The acceleration was widespread, affecting all major industry
groups.

The wage-rate increases in the last two-thirds of 1974 reflected pressures
placed on employers by workers whose real incomes had not kept pace
with inflation during 1973 and early 1974. The high rate of past inflation,
besides inducing a sharp rise in strikes, led to a considerable step-up in the
size of first-year wage increases (Table 9). It also led workers and their
unions to raise their expectations about the size of future price increases.
To hedge against such prospects, broadened use was made of escalator
clauses in labor agreements. During 1974, such clauses were newly incorpo-
rated in agreements covering 869,000 workers, the largest increase in work-
ers so covered since 1971. At the end of December 1974, 5.3 million workers
of the 10.3 million covered by private nonfarm collective bargaining agree-
ments affecting 1,000 or more workers had escalator clauses in their contracts,
the largest percentage of such workers ever covered by these clauses.
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TABLE 9.—Changes in major collective bargaining settlements, 1973-74

Type of change and industry group

1973

III

19741

III IV

Percent

Current quarter settlements:

First year wage change (annual rate).

Percent of workers covered by cur-
rent quarter settlements a

Effective wage-rate change:3

Total effective changes

Adjustment resulting from:
Current decision
Prior decision
Escalator provision

Manufacturing
Nonmanufacturing excluding con

struction _
Construction
Transportation and public utilities..
Wholesale and retail trade
Services

5.5

12

6.2

18

5.8

10

5.5

13

6.2

5

9.2

15

11.1

16

10.3

5

Quarterly percent changes

1.2

.3

.6

.1

1.0

1.4

L3
1.3
1.4

1.9

1.0
.7
.3

1.9

1.6
2.9
1.5
1.9
1.8

2.3

.9

.9

.5

2.1

2.9
1.0
4.0
2.0
2.0

1.2

.5

.3

.3

1.6

.8

.3

.5
1.0
1.2

1.2

.3

.6

.3

1.4

1.3
.6

1.3
1.4
.9

2.9

1.6
.9
.5

3.5

1.7
4.3
.9

3.7
1.9

3.4

1.9
.9
.5

3.0

3.9
3.1
4.7
3.1
2.5

1.5

.7

.3

.5

1.9

1.2
.8
.6

1.8
1.0

1 Preliminary.
2 Percent of estimated number of workers under major collective bargaining settlements.
3 Effective wage-rate changes are wage-rate changes actually going into effect per worker under major contracts in the

respective quarters resulting from major collective bargaining settlements, made that calendar year, plus deferred in-
creases in accordance with prior year contracts plus escalator adjustments.

Note.—Data relate to settlements covering 1,000 or more workers in private nonfarm industries.
Detail may not add to totals because of rounding.

Source: Department of Labor, Bureau of Labor Statistics.

The effect of broadened use of escalators and the sharp rise in 1974 in
the CPI made wage increases effected through cost-of-living clauses a some-
what more important element in total wage increases in 1974 compared to
1973. The full effects of last year's record inflation on escalator clauses will
not be evident until the final quarter of the current year.

Compensation per man-hour (last column of Table 8) is not adjusted for
changes over time in manufacturing or for interindustry shifts, but it is
a more useful indicator of labor costs to employers than adjusted hourly
earnings because of its comprehensiveness. Despite the shift in employment
away from high-wage industries in 1974 and the decline in manufacturing
over time, compensation per man-hour rose more rapidly than adjusted
hourly earnings in 1974. This was mainly a reflection of rapid wage increases
for employees other than production workers.

NONFINANGIAL CORPORATIONS

Some perspective on recent wage changes and their relation to profits and
prices is provided by Table 10, which pertains to nonfinancial corporations.
The table shows first of all that unit labor costs rose almost three times as
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TABLE 10.—Changes in prices, costs, and profits per unit of output for nonfinancial corporations,
1969 to 1974

(Percent change]

Item
1969
to
1970

4.5

6.3

7.1
.8

11.9

9.6
9.2
31.0

-17.9

—1.4

1970
to
1971

3.6

2.2

7.1
4.8

4.6

4.8
5.9
.0

10.9

3.2

1971
to
1972

1.9

1.8

6.3
4.4

-1.0

.8
-2.4
—2.6

9.8

8.5

1972
to
1973

3.4

4.0

7.4
3.2

.7

-.8
.0
8.1

4.1

7.8

1973
to

19741

Percent change per unit of output:

Prices _

Employee compensation...

Compensation per man-hour.
Output per man-hour

Other costs.

Capital consumption allowances.
Indirect business taxes 2
Net interest

Profits plus inventory valuation adjustments

Percent change in output

9.5

11.3

9.0
- 2 . 0

9.5

9.8
8.1

12.5

- . 7

- 2 . 4

1 Preliminary. Compensation per man-hour and output per man-hour estimated by the Council of Economic Advisers.2 Includes business transfer payments less subsidies.3 Before taxes.
Sources: Department of Commerce (Bureau of Economic Analysis) and Department of Labor (Bureau of Labor

Statistics).

fast in 1974 as in 1973, a result not so much of rising compensation
per man-hour as of the decline in productivity. The year-over-year
decrease was the first since 1958, when this productivity series was begun. A
second contrast with 1973 is the sharp rise in costs other than labor costs.
Many of these in aggregate tend to be relatively fixed and consequently rise
most rapidly per unit when output rises more slowly or declines. Third, even
though real wages declined, so did profits. According to preliminary esti-
mates, profits before taxes and including IVA fell about 3 percent, of which
about 2j4 percent represented the drop in output while the remainder re-
flected lower profits per unit. The profits performance is much poorer
when allowance is made for petroleum profits. Domestic profits of oil com-
panies approximately doubled from 1973 to 1974, while those of all other
nonfinancial corporations fell by about 11 percent.

Last year was the second successive year in which the performance of both
profits plus IVA and real nonfarm wages was mediocre or poor. The reason
is that key elements of the 1973 and 1974 price rises reflected in the con-
sumer prices originated outside the corporate sector. In 1973, a good part
of the price rise reflected increased income of farm proprietors, while in
1974 the further rise was significantly affected by prices paid to foreign oil
producers.

The profits just cited are those as measured in the national income
accounts, and they include the IVA. Profits before taxes as reported by non-
financial corporations to stockholders and used as the basis for calculating
tax liabilities—that is, profits excluding the IVA—rose 16 percent, following
increases of 21 percent in 1972 and 26 percent in 1973.
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Profits data are currently subject to a good deal of uncertainty, whatever
basis is used, because many companies are changing their methods of account-
ing. Even if there were no changes in accounting, the large increases in
prices and shifts in their rate of increase would make the calculation of the
IVA more difficult than usual.

Recent shifts in accounting methods for the purpose of reducing tax liabili-
ties involve large sums and are probably more widespread than at any time
since the years following the end of World War II. Most companies use the
FIFO or average cost method of accounting, under which items are charged
out to costs of goods sold in the same order that they are charged in to in-
ventories. When prices are rising, the prices at which items are charged to
costs will ordinarily be lower than the prices of items in closing inventories,
that is, those purchased in the most recent period. The FIFO method has
the effect of inflating closing inventories and profits. Under an alternative
system, LIFO, the items bought in the most recent period are the first to
be charged to costs, so that what is left in closing inventories will be lower in
price. In periods of rising prices, profits will be lower in this system than
those calculated under FIFO.

In calculating the inventory change component of GNP, the Department
of Commerce attempts to estimate the change in the physical volume of in-
ventories during a quarter and to value the change at prices current during
the quarter. This calculation is an approximation of the results obtained
through the LIFO system. The difference between the GNP inventory
change figure and the change in the book value of inventories is the inven-
tory valuation adjustment, and it has ordinarily been deducted from cor-
porate profits and proprietors' income for purposes of national income
calculation. It is sometimes referred to as "inventory profit." This portion
of profit can be used for other investment or dividend payments only if the
inventories are liquidated.

Profits are also affected by inflation through the use of historical costs
rather than replacement costs in calculating depreciation. The Department
of Commerce has estimated that, other things being equal, the use of replace-
ment rather than historical costs to calculate depreciation would reduce
the share of profits as a percentage of gross corporate product in 1974 by
approximately 3 percentage points.

REAL INCOME

Table 11 brings together several measures of nominal and real income and
earnings, some of which were discussed earlier in this chapter. From 1973 to
1974, per capita personal income in real terms (1958 dollars) declined 2.8
percent, by far the largest of the four annual declines since the earlv post-
World War II period. For reasons already noted, real taxes per capita also
rose so that real per capita disposable income declined bv 3.4 percent.

Transfer payments on a per capita basis continued to increase rapidly
from 1973 to 1974, although the increase in real terms (5.7 percent) was
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TABLE 11.—Changes in selected measures of income, earnings y and taxes; 1969—74

[Percent change; annual rate]

Measure

Per capita personal income measures:

Personal income
Wage and salary disbursements and other labor

income
All other earned income
Transfer payments.

State unemployment insurance
other . : : : : "

Personal contributions to social insurance
Personal taxes.. _ _
Disposable personal income

Compensation per man-hour:
Private nonfarm employees *

Earnings of production or nonsupervisory workers in private
nonfarm industries:

Average hourly earnings
Average weekly earnings

Median usual weekly earnings of full-time wage and salary
workers;*

All 16 years and over
Males 25 years and over
Females 25 years and over

Median annual family income:
All families
Families with male head
Families with female head

Addendum:
Personal consumption expenditures deflator
Consumer price index

Current dollars

1969
to

1973

7.9

7.2
7.7

14.6
18.9
14.5
11.8
5.7
8.2

6.8

6.6
6.1

*6.0
•6.3
«7.7

6.3
6.8
4.7

4.3
4.9

1972
to

1973

10.9

9.5
15.9
13.4

- 2 3 . 1
15.4
23.0
5.4

11.8

7.4

6.8
6.8

8.4
9.3
8.5

5.6
6.2

1973
to

19742

8.3

8.0
4.9

17.9
70.0
15.9
11.3
12.1
7.6

8.7

7.7
6.2

6.3
7.9
8.3

11.3
11.0

Constant dollars *

1969
to

1973

3 5

2 8
3.4
9.9

15.0
9.9
7.3
1.4
3.8

1.7

1.6
1.1

81.2
•1.7
«2.8

1.3
1.8

—.2

1972
to

1973

5 0

3 8
9.9
7.6

-26 .3
9 1

16.8
.0

6.0

1.1

.7

.5

2.1
2.9
2.2

1973
to

1974 2

- 2 8

—3 0
- 5 . 8

5.7
50.0
4.1
.0
.6

- 3 . 4

- 2 . 1

- 3 . 1
- 4 . 3

- 4 . 1
- 1 . 9
- 2 . 2

1 Per capita personal income measures deflated by the personal consumption expenditures deflator. All other measures
deflated by the consumer price index.

2 Preliminary.
8 Compensation excludes employer contributions to social insurance.
* Data related to earnings in May of each year.
' Changes from 1969 to 1972. Data for 1973 not exactly comparable with data for earlier years because of changes in-

troduced in 1973 in the collection and tabulation of the May data.

Sources: Department of Commerce (Bureau of Economic Analysis and Bureau of the Census), Department of Labor
(Bureau of Labor Statistics), and Council of Economic Advisers.

below the average for recent years. Transfers now make up more than
12 percent of personal income. To some extent the rise in transfer payments
reflected the onset of the recession. The increase in unemployment not only
led to a 50 percent increase in real unemployment insurance benefits, but it
also probably increased the number of persons eligible for welfare benefits
such as food stamps arid Aid to Families with Dependent Children (AFDC).
Excluding unemployment benefits, real per capita transfers rose by 4.1
percent.

The major factor underlying the decline in real per capita personal income
was the sharp decline in real earnings of wage and salary workers, whose in-
come makes up about 70 percent of personal income. This decrease in real
earnings of wage and salary workers is also evident in other available meas-
ures of earnings from various sources.
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Real hourly earnings of production or nonsupervisory workers in private
nonagricultural establishments fell, and their real weekly earnings fell
still more, since hours worked per week for this group declined from 37.1
in 1973 to 36.6 in 1974. The more comprehensive measure of employees' real
earnings, compensation per man-hour, declined by 2.1 percent excluding
employers' contributions for social insurance.

Since information is not given on the characteristics of persons holding the
jobs included in the establishment series, one cannot tell to what extent
average earnings are affected by changes in the experience or skill mix of
workers. Over the past decade the rapid rise in the proportion of workers
with less market experience—young people and women—had a depressing
effect on average annual earnings.

What the monthly establishment data do not show can be seen in earnings
data that are now being collected each May from households. They provide
information on all wage and salary workers, with specific demographic
breakdowns. As indicated in Table 11, from May 1973 to May 1974 the
usual weekly earnings of all full-time workers declined on the average by
about the same amount as weekly earnings of production workers. However,
the decline for adult men and adult women was not as great as the overall
drop.

Data on earnings or income of families and individuals are not yet avail-
able for 1974. Undoubtedly the real income of most groups fell and probably
by more than weekly earnings would suggest, because of the increase in unem-
ployment and the resulting decline in weeks worked per year. Income data on
an annual basis are now available for 1973, which was a year of strong
increase in real family income compared to the whole period 1969-73.
The gains of 1973 may well have been canceled, however, by the losses of
1974.

LABOR MARKET DEVELOPMENTS

Labor markets underwent major changes last year (Table 12). From the
fourth quarter of 1973 to the fourth quarter of 1974 unemployment increased
by 1.8 million and the unemployment rate increased from 4.7 to 6.6 percent
(Chart 4). Accompanying this rise was a continued strong growth in the
civilian labor force participation rate, particularly among women and
youths. Civilian employment rose through most of the year but fell very
sharply in the last 2 months of 1974, so that in December it was half a mil-
lion lower than a year earlier. An analysis of the general nature of unemploy-
ment appears in Chapter 3.

The rise in unemployment during 1974 was not continuous, but
occurred mainly in two separate spurts, from the fourth quarter of 1973 to
January 1974 and in the 4 months after August 1974. The year started
with a sharp rise in the unemployment rate, from 4.7 percent in the fourth
quarter of 1973 to 5.2 percent in January 1974, largely as a result of layoffs
attributable directly or indirectly to the energy crisis. The employment effects
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TABLE 12.—Labor market indicators, 1973-74

[Percent; seasonally adjusted]

Indicator 1973 1974 1973
IV

1974

III

Millions of persons

Civilian labor force
Employment
Unemployment

Civilian labor force participation rate >

UNEMPLOYMENT RATES

All civilian workers ._
Labor force time lost2

Unemployed 15 weeks or longer3

State insured *

Occupation

White-collar workers.

Blue-collar workers

Industry

Nonagricultural private wage and salary workers «.
Construction
Manufacturing

Durable goods.__
Nondurable goods _

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

Government workers
REASON FOR UNEMPLOYMENT 6

Job losers
Job leavers.

Reentrants and new entrants _

STRIKE ACTIVITY

Days idle as percent of estimated working days7 . .

88.7
84.4
4.3

91.0
85.9
5.1

89.8
85.6
4.3

90.5
85.8
4.7

90.6
86.0
4.7

91.4
86.4
5.0

Percent

60.8

4.9
5.2
.9

2.7

2.9
5.3

4.8
8.8
4.3
3.9
4.9
3.0
5.6
4.3
2.7

1.9
.8

2.2

.14

61.2

5.6
6.1
1.0
3.6

3.3
6.7

5.7
10.6
5.7
5.4
6.2
3.2
6.4
4.6
3.0

2.4
.8

2.3

.24

61.1

4.7
5.2
.9

2.7

2.9
5.4

4.8
8.8
4.2
3.9
4.8
3.0
5.5
4.3
2.6

1.8
.8

2.1

.16

61.3

5.1
5.6
.9

3.2

3.1
6.0

5.3
8.6
5.0
4.8
5.4
2.9
6.0
4.6
2.7

2.2
.8

2.1

.09

61.1

5.1
5.6
1.0
3.3

3.1
6.1

5.3
10.0
5.0
4.7
5.3
3.1
6.1
4.3
3.1

2.2
.8

2.2

.34

61.4

5.5
6.0
1.1
3.4

3.3
6.6

5.6
11.3
5.6
5.0
6.5
3.4
6.4
4.5
3.0

2.3
.8

2.4

.33

91.8
85.7
6.1

61.4

6.6
7.2
1.2
4.3

3.7
8.3

6.9
13.4
7.5
7.3
7.9
3.6
7.3
5.2
3.2

3.1
.9

2.6

1 Civilian labor force as percent of civilian noninstitutional population.
2 Hours lost by the unemployed and persons on part-time for economic reasons as a percent of potentially available labor

force hours.
3 Unemployment rate calculated as a percent of civilian labor force.
4 Insured unemployment understate programs as a percent of covered employment.
5 Includes mining not shown separately.
8 Unemployed as percent of civilian labor force.
7 Not seasonally adjusted. 1974 is preliminary.
Source: Department of Labor, Bureau of Labor Statistics.

of the energy crisis tended to be highly concentrated. During the period of
the embargo, from November 1973 to March 1974, the number of private
nonfarm payroll jobs fell by 8,000, but the declines in energy-related sectors

were substantially greater (Table 13).
A partial recovery from the worst effects of the energy crisis helped

stabilize the unemployment rate at approximately 5.2 percent in the first
half of 1974. In the spring and summer quarters employment showed
moderate increases that reflected divergent trends. Continued weakness in
housing brought steady decreases in employment in contract construction,
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Chart 4

Unemployment Rate
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^/UNEMPLOYMENT AS PERCENT OF CIVILIAN LABOR FORCE; QUARTERLY.

SOURCE: DEPARTMENT OF LABOR.

and sluggish demand and the need to trim inventories brought decreases in
employment in nondurable manufacturing. Employment in motor vehicles
regained some of the ground lost in the winter, but durable goods employ-
ment was otherwise almost unchanged. The rise in nonfarm employment that
did occur was attributable largely to trade, services, and State and local
governments.

The unemployment rate increased rapidly during the last few months in
the year, rising from 5.4 percent in August to 7.2 percent in December. In
the fourth quarter the general weakening in demand and output brought
widespread layoffs in both nondurable and durable manufacturing—notably
in motor vehicles—as well as in trade. The continuing decline in construc-
tion exacerbated the deteriorating situation.

The increase in unemployment in the last quarter was very large among
blue-collar workers, particularly operatives, for whom the jobless rate in-
creased by 2.5 percentage points to 9.6 percent. However, even wholesale and
retail trade experienced a sharp seasonally adjusted increase in unemploy-
ment, especially in December, a reflection of the weakness in retail sales.

From 1973 to 1974 the civilian labor force rose by 2.6 percent, a very
large increase by postwar standards. The 2.2 percent rise from the fourth
quarter of 1973 to the fourth quarter of 1974 was less than the increases
during 1972 and 1973 but slightly above the trend rate. Continuing past
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T A B L E 13.—Changes in employment in the private nonfarm economy: total and selected energy-related
industries, November 1973 to March 1974

[Seasonally adjusted]

Change in employment

Industry

Total private nonfarm

Energy-using:
Motor vehicles and equipment _.
Gasoline service stations
Motor vehicle dealers, retail
Other transportation
Hotel and other lodging places..

Substitutes for imported oil:
Oil and gas extraction
Coal mining _.

Source: Department of Labor, Bureau of Labor Statistics.

trends, the civilian labor force participation rate increased in 1974. It rose
0.4 percentage point to the post-World War II record high level of 61.2
percent. Participation rates did not increase among all demographic
groups. The rate decreased for men, aged 55 and over, chiefly as a conse-
quence of earlier retirement. However, the trend toward earlier retirement
was slowed, presumably because of the effects of inflation on fixed incomes,
including private pensions. Participation rates for women aged 25 to 54
continued their dramatic long-run increase, with the rate of increase some-
what higher than in recent years. As writh older men, labor force participa-
tion rates decreased for women over 55 years of age. The rate increased
sharply for young persons aged 16 to 24 of both sexes, reflecting the con-
tinued increase in participation for students, later marriage for women,
a later age at which they begin childbearing, and greater participation
among young mothers.

FISCAL POLICY IN 1974

Fiscal policy turned out to be tighter during 1974 than was anticipated
last February in the 1975 budget, largely because the unanticipated ac-
celeration of inflation lifted Federal revenues. In February 1974, a rising
budget deficit was projected for calendar 1974. The projected in-
crease in the deficit from 1973 to 1974, however, was not due to an expan-
sionary shift in fiscal policy. Rather, the operation of the automatic
stabilizers was expected to raise the budget deficit because it was
anticipated that the economy would grow at less than its potential. The fact
that economic activity was weaker than projected should have caused an
even larger deficit automatically at given rates of inflation. In fact, however,
there was no automatic fiscal stabilization to cushion the decline in real
income since the revenue-reducing effect of lower real incomes was offset
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by the revenue-increasing effect of inflation. Furthermore, the growth in real
Federal spending was reduced. As a result, the actual deficit remained small
and showed no tendency to rise until the fourth quarter of 1974.

In February 1974, the Administration estimated that unified budget out-
lays would be $274/2 billion and receipts $270 billion for fiscal 1974, leaving
a deficit of $4/2 billion. While the deficit turned out to be only $1 billion
lower, actual outlays fell $6 billion below the February estimate. The $3-
billion increase in proprietary receipts, primarily oil and gas royalties and
lease payments, is treated as an offset to outlays in the unified budget, and
this accounts for part of the decline. Although the rate of growth of outlays
was 1 percentage point less than that of GNP from fiscal 1973 to fiscal 1974,
receipts grew by 4 percentage points more. The disproportionate rise in
receipts is attributable largely to high rates of inflation.

FEDERAL EXPENDITURES

On the national income accounts (NIA) basis, actual Federal expenditures
rose from $264 billion in calendar 1973 to $298/2 billion in 1974 (Table 14),
a rise of 13 percent. This increase was unusually large in nominal terms and
exceeded the rise in GNP; but it was small in real terms, considering
the 10 percent rise in the GNP price deflator from 1973 to 1974. In fact, the
use of specific deflators appropriate for the major components of Federal
spending suggests that real Federal expenditures increased by only 2 per-
cent from 1973 to 1974. Furthermore, even in nominal terms most of the

TABLE 14.—Federal Government receipts and expenditures, national income accounts
basis, calendar years 1973-74

[Billions of dollars]

Receipt or expenditure category 1973

1974

February
1974 budget
projection1 Actual 2

Federal Government receipts.

Personal tax and nontax payments
Corporate profits tax accruals
Indirect business tax and nontax accruals.
Contributions for social insurance

Federal Government expenditures.

Purchases of goods and services
Defense . _
Other

Tra nsfer payments
Grants-in-aid to State and local governments
Net interest paid
Subsidies less current surplus of government enterprises.
Less: Wage accruals less disbursements

Surplus or deficit ( — ) .

258.5

114.1
43.7
21.2
79.5

264.2

106.6
74.4
32.2
95.5
40.5
16.3
5.3
.0

- 5 . 6

289.8

131.8
43.3
26.9
88.6

301.5

117.0
78.4
38.6

116.8
45.9
20.5
1.4
.0

-11.7

291.1

131.2
49.1
22.0
88.7

298.6

116.4
78.6
37.9

117.0
43.7
18.8
2.1

- 7 . 6

1 February 1974 projected percent changes applied to revised 1973 actual data. Excludes transfer of $2.1 billion worth
of rupees to the Indian Government, which was included in the February budget. This transfer was not included in NIA
expenditures as was originally anticipated.

2 Preliminary.

Note.—Detail may not add to totals because of rounding.

Sources: Department of Commerce (Bureau of Economic Analysis) and Office of Management and Budget.
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major expenditure components turned out to be lower than projected in
February; only transfer payments were slightly higher.

The distribution of Federal expenditures in 1974 continued to shift to-
ward transfer payments and away from purchases of goods and services,
especially for defense. While purchases rose 9 percent from 1973 to 1974,
transfer payments increased by 23 percent. The small rise that did occur in
defense purchases was due largely to increased costs of operation and mainte-
nance, including higher fuel costs. As in the previous year, the effect of pay
increases on personnel expenditures was offset to some extent by the con-
tinuing reduction in the size of the Armed Forces, as the transition to an all-
volunteer system was completed. Federal nondefense purchases rose, in
part because of the 4.8 percent pay increase for civilian employees
in October 1973 and the 5.5 percent increase in October 1974. While net
purchases by the Commodity Credit Corporation declined, other nonde-
fense purchases, including expenditures for medical research and veterans'
hospitals, rose.

Several factors contributed to the large rise in Federal transfer payments
to persons from 1973 to 1974. Old-age, survivors', and disability (OASDI)
benefit rates were increased by 7 percent in April and by an additional 4
percent starting in July 1974. From 1973 to 1974, the number of benefici-
aries of old-age and survivors' insurance rose by 3J/2 percent while the number
of disabled beneficiaries climbed by more than 9 percent. The increase in
social security benefits under the OASDI programs thus accounted for
almost one-third of the $21-billion increase in Federal transfer payments to
persons. In addition, hospital and medical insurance benefits (medicare)
increased by $2.5 billion. The supplemental security income program,
which was initiated in 1974 to replace federally aided State programs of
assistance to the aged, blind, and disabled, increased Federal transfer pay-
ments by $4 billion while reducing grants to State and local governments
by $1}4 billion. The costs of the Food Stamp Program climbed by over $1
billion to $35/2 billion in 1974. Unemployment insurance benefits jumped
by $3 billion, and smaller increases occurred in veterans' benefits and in
civil service and military retirement programs. Net transfer payments to
foreigners increased little.

As a result of nonrecurring factors, mainly the shift to transfers under
the supplemental security income program, Federal grants-in-aid to State
and local governments grew at a slower rate than total expenditures from
1973 to 1974, increasing from $401/2 billion to $44 billion. Increases in edu-
cation programs, some of which had been deferred in 1973, and in medic-
aid accounted for most of the $35/2 -billion rise. Grants for general revenue
sharing continued at the rate of $6 billion per annum.

FEDERAL RECEIPTS
Federal receipts (NIA) rose from $258/2 billion in calendar 1973 to an

estimated $291 billion in calendar 1974, an increase of I2/2 percent com-
pared to the 8 percent rise in nominal GNP. The rise in receipts during a
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period when real GNP declined by 2 percent is explained by the dispropor-
tionate impact of 10 percent inflation on the tax liabilities of individual
taxpayers and corporations.

In particular, inflation has raised the share of personal income that is
paid in Federal income taxes because personal exemptions, low-income
allowance and standard deduction limits, and tax brackets are fixed in
nominal terms. Income taxes account for about 95 percent of personal tax
and nontax payments in Table 14. Personal income minus transfer pay-
ments—a rough proxy for income subject to the personal income tax—
rose 8 percent from 1973 to 1974, but this increase produced a 15 percent
jump in personal tax receipts. The 6/2 percent rise in the real Federal tax
burden of persons was distributed regressively by income classes, because
those generally low- and moderate-income taxpayers who do not itemize de-
ductions are subject to larger percentage increases than most higher-income
individuals.

Inflation may have increased the average tax rate of corporations even
more than that of persons. As explained earlier in this chapter, during
periods of rising prices, taxable book profits tend to be overstated because
the cost of goods sold does not fully reflect the current replacement costs
of inventories and of capital goods used in production. Even though profits
as measured on the NIA basis did not rise from 1973 to 1974, and al-
though profits, including not only the inventory valuation adjustment
but also a "depreciation valuation adjustment," have fallen, corporate profits
tax accruals rose by 12^2 percent because book profits increased by 15 per-
cent. The shift of many firms to LIFO inventory accounting prevented this
disparity from being even greater and is estimated to have reduced corporate
profits tax accruals by $2 billion belowr what they would otherwise have been
in 1974.

Federal contributions for social insurance rose by 11J/2 percent in 1974.
Social security contributions (OASDHI) account for about three-fourths
of the receipts for social insurance, with other retirement programs and unem-
ployment insurance taxes making up the bulk of the remainder. Since the
number of workers contributing to social security at any time during
the year is estimated to have increased by 2 percent from 1973 to
1974, almost all the rise in contributions for social security was due to the
increase in taxable wages and salaries per employee. The maximum amount
of annual earnings subject to the 11.7 percent payroll tax on employers and
employees combined was raised from $10,800 in 1973 to $13,200 at the
beginning of 1974. This statutory increase accounted for about $4 billion
of the $9-billion increase in contributions for social insurance. The tax base
was raised to $14,100 at the start of 1975.

BALANCES OF THE FEDERAL BUDGET

Actual Federal budget deficits (NIA) remained remarkably small and con-
stant until late in 1974. From the third quarter of 1973 through the third
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quarter of 1974 the seasonally adjusted quarterly deficits clustered in the $1-
billion to $3-billion range (Table 15), even though the unemployment rate
rose from 4.8 percent to 5.5 percent.

The full-employment surplus continued to rise through the third quarter
of 1974 as it had throughout 1973, with full-employment receipts rising by
about 2 percentage points faster per quarter than full-employment expendi-
tures. Over the entire 6 quarters from the first quarter of 1973 to the third
quarter of 1974 the full-employment surplus rose by $35 to $36 billion. The
increase was equivalent to 12 percent of 1974 full-employment expenditures.
Only once since the Korean war was there a comparable rise in the full-em-
ployment surplus relative to expenditures, and this occurred between the final
quarter of 1958 and the first quarter of 1960. However, very little of the shift
in 1958-60 was due to inflation. When the rate of inflation is low, changes in
the full-employment surplus are a measure of the budgetary implications of
shifts in discretionary fiscal policy at the constant level of resource utilization
expressed in official estimates of potential GNP at current prices. The higher
the rate of inflation, the less this interpretation applies, since the effect of
inflation on either the actual budget or the full-employment budget is
generally not neutral.

In fact, changes in the full-employment budget surplus in the last 2
years have not been due mainly to discretionary fiscal policy shifts but to
changes in the relation between Federal expenditures and receipts that have
resulted from high and variable rates of inflation. Since the first quarter of
1973 there have been no major statutory tax changes, apart from annual
increases in the taxable earnings base under social security. Hence, most of
the increase in the Federal full-employment budget surplus has been
due to the slow growth of real Government expenditures in 1973 and in
the first half of 1974, and to unlegislated increases in taxation through the
rise in average tax rates induced by inflation.

If inflation had continued at the same 7.4 percent annual rate that was
registered in the GNP deflator from the fourth quarter of 1972 to the fourth
quarter of 1973, and if the actual IVA is used, then estimated full-employ-
ment receipts would have been $8/2 billion lower in the third quarter of
1974 (annual rate). Since the IVA would, in fact, have been considerably
less than the $51.2 billion recorded in the third quarter if the rate of inflation
had not risen, allowing for this fact would reduce full-employment tax
receipts by another $5 to $7 billion in that quarter, because taxable cor-
porate profits would have been lower. (Taxable corporate profits at full
employment since 1973 are estimated at 8% percent of potential GNP
in current dollars plus the actual IVA.) If prices had risen less rapidly
in 1974, the measured shift toward restraint would have been less, since
unanticipated increases in inflation initially raise Federal expenditures
much less than Federal taxes, which respond almost immediately.

Uncertainty about the rate at which potential output grew in 1974 affects

the reliability of the full-employment budget estimates more than in pre-
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vious years. If potential GNP in constant dollars, that is, the output normally
consistent with 4 percent unemployment, grew by only 3 percent from the
fourth quarter of 1973 to the fourth quarter of 1974 because of the reduced
availability of energy supplies, the full-employment budget surplus would be
$2/2 billion lower in the third quarter of 1974 than currently estimated. In
the full-employment estimates in Table 15, potential output growth was
assumed to be 4 percent each year through 1974.

After adjusting for increases in the rate of inflation and the possi-
bility of reduced potential growth at the rate of 3 percent in 1974, the full-
employment budget surplus would still have grown by between $17 billion
and $20 billion from the first quarter of 1973 to the third quarter of 1974,
or by around $3 billion per quarter. Even at its 1973 rate, inflation would
have caused the increase in full-employment receipts greatly to exceed the
rise in full-employment expenditures last year.

An additional complication arises because the composition of expenditures
has changed increasingly from purchases of goods and services to transfers.
As recently as 1969, Federal purchases were more than half of expenditures;

T A B L E 15.—Actual and full-employment Federal and State and local government receipts
and expenditures, national income accounts basis, calendar years 1971—74

(Billions of dollars; seasonally adjusted annual rates]

Calendar ysar

Actual:

1971 . .
1972
1973 . . . . .
1974 1

1973: 1
II
III
IV

1974: 1
II
III

Full-employment: *

1971
1972
1973
19741

1973: 1
II
Ill
IV

1974: 1
II
III

Federal Government

Receipts

198.5
227.2
258.5
291.1

249.1
255.0
261.8
268.3

278.1
288.6
302.8

216.4
232.4
265.9
319.9

253.8
261.2
270.2
278.3

296.1
312.9
333.0

Expendi-
tures

220.3
244.7
264.2
298.6

260.2
262.4
263.4
270.6

281.0
291.6
304.7

217.9
242.7
263.1
296.5

258.9
261.2
262.5
269.7

279.4
290.1
302.6

Surplus
or deficit

( - )

-21.9
-17.5
-5.6
-7 .6

-11.2
-7 .4
-1.7
-2 .3

-2 .8
-3 .0
-1 .9

- 1 . 5
-10.3

2 8
23.4

-5 .1
- . 1
7.7
8.6

16.6
22.9
30.4

State and local government

Receipts

152.2
177.2
193.5
207.7

190.3
192.0
194.6
197.3

200.6
205.3
210.9

159.3
182.0
196.0
220.5

191.7
194.0
197.4
200.8

208.3
215.9
224.2

Expendi-
tures

148.8
164.9
184.4
206 0

177.0
181.7
186.2
192.7

197 4
203.3
208.8

148.8
164.9
184.4
206.0

177.0
181.7
186.2
192.7

197.4
203.3
208.8

Surplus
or deficit

(-)

3.4
12.3
9.2
1.7

13.2
10.4
8.4
4.6

3 2
2.0
2.1

10.5
17.2
11.6
14.5

14.7
12.3
11.2
8.1

10.9
12.6
15.4

Combined
surplus

or
deficit
(-)

-18.5
-5.1

3.5
-5.9

2.1
3.0
6.7
2.3

.4
-1 .0

.2

9.0
6.9

14.4
37.9

9.6
12.2
18.9
16.7

27.5
35.5
45.8

1 Preliminary.
3 The net increase in overwithholding of personal income taxes is not included in full-employment receipts.
Note.—Detail may not add to totals because of rounding.
Sources: Department of Commerce (Bureau of Economic Analysis), Office of Management and Budget, and Council of

Economic Advisers.
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by 1974 they had fallen to less than 40 percent. Transfer payments to per-
sons have a smaller impact on aggregate demand than purchases because
not all of the transfer payments are spent by the recipients. Thus the aggre-
gate demand resulting from a given total of Federal expenditures is less if
these expenditures are weighted increasingly toward transfer payments.
While the previous adjustments would make the shift in the Federal full-
employment budget surplus considerably smaller than shown in Table 15,
this adjustment would work in the opposite direction by showing less growth
in the weighted than in the unweighted expenditures.

THE STATE AND LOCAL AND THE COMBINED BUDGET BALANCES

In fiscal 1973, State and local governments registered a surplus of $12
billion (NIA basis), while the Federal Government had a deficit of $15
billion. The advent of general revenue sharing and the rapid growth of
the economy may have boosted the State and local government surpluses
temporarily during this time. As expenditures accelerated subsequently,
State and local surpluses declined from a record $19 billion in the fourth
quarter of 1972—the first quarter in which a general revenue sharing pay-
ment was made—to $2 billion in the second and third quarters of 1974.
The surplus of less than $2 billion registered for calendar 1974 was
far from sufficient to meet the actuarial funding obligations imposed on
pension plans for the employees of State and local governments. Since the
surplus of the social insurance funds approached $10 billion, other State
and local funds had a deficit of $8 billion.

Budgetary reserves are now so tight that the rise in State and local
expenditures will have to slow considerably to adjust to the reduced growth of
receipts, or taxes will have to be raised in a declining economy. The
full-employment surplus of State and local governments that held fairly
steady in 1973 and in the first half of 1974 is thus expected to rise sharply
in 1975.

While inflation has caused a disproportionate rise in Federal receipts,
State and local government receipts have grown little if any in real terms.
Though the relative importance of indirect business tax and nontax
accruals is falling rapidly, such receipts still account for more than 50
percent of total receipts of State and local governments. These taxes have
barely kept up with inflation. Losses in receipts from the lag in property tax
assessments and collections rise with the rate of inflation, and items whose
prices have risen disproportionately in recent years, such as food, are fre-
quently exempt from sales taxation. Finally, the yield of ad rem taxes, which
are levied, for instance, in the form of a given number of cents per gallon of
gasoline or spirits, is invariant to inflation by definition, unless the tax laws
are changed.

At all levels of government combined, fiscal activity has become signifi-
cantly less expansionary since the end of 1972. In 1972 the increase in the
full-employment surplus of State and local governments offset much of the
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expansionary thrust of Federal fiscal policies. This surplus then changed
little from the second quarter of 1973 to the second quarter of 1974. It did
not begin to reinforce the increasing thrust of Federal fiscal policy toward
restraint until the second half of 1974.

MONEY AND CREDIT

Inflation and recession were reflected in the money and credit markets
last year. As the year began, interest rates were declining from the peaks
reached in the summer of 1973. The decline continued until March, and then
most interest rates rose steadily until August, when they began to decline
again. Interest rates typically decline in the early stages of recession. What
was not typical was that even after declining, interest rates remained high,
probably because of the persistent anticipation of high rates of inflation.

Stock prices also fell in 1974. By the end of the year, stock price indexes
stood well below the lowest point reached during the 1970 recession.
There exists no dependable theory of stock market prices. Yet last year's
trend in the market probably had to do with the high level of interest rates
as well as with a profits record that has been poor for some time, if adjust-
ments are made for specific components of book profits that reflect merely
the inflationary revaluation of inventories and of fixed capital consumption.

Mortgage-lending thrift institutions suffered a contraction in deposits as
depositors shifted to higher-yielding assets, particularly during the summer
months. By late in the year, however, deposits were again flowing into thrift
institutions as market rates of interest fell relative to rates paid on deposits.
Until late in the year commercial banks faced rapidly growing loan demands
that led them to borrow heavily from the Federal Reserve at times and to
keep their reserve holdings close to the legal minimum. The ability of banks to
expand deposits further or to absorb drains of reserves was impaired. Along
with a number of other factors this liquidity squeeze contributed to a few
bank failures both here and abroad.

MONETARY AGGREGATES

The goals of monetary policy underwent several important changes during
1974. The aim of Federal Reserve operations, at least until late in the
year, was to moderate further the growth rates of the monetary aggregates
in order to slow both the expansion of total spending in the economy and the
rapid rise in bank credit. Growth rates in monetary aggregates and in total
spending tend to move in similar patterns, and the underlying policy objective
was to provide monetary and financial conditions that would be consistent
with an abatement of inflationary pressures. Because of the uncertainties
associated with the economic effects of the oil embargo, monetary policy
actions in late 1973 and early 1974 were allowed to depart temporarily from
the longer-term monetary objectives. During the second and third quarters
of the year, as the economy was recovering from the initial impact of the
embargo, the Federal Reserve acted to bring down the growth rates of the
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aggregates, so that they would be more in keeping with the longer-term
targets. By October, however, the signs of weakness developing in the econ-
omy began to prompt a return to a slightly more expansive set of monetary
actions. These actions, including reductions of legal reserve requirements,
first led to a reduction of the outstanding borrowings of the commercial banks
from the Federal Reserve but are expected to show soon in the monetary
aggregates.

For the year as a whole the growth of the monetary aggregates decelerated
significantly, as is indicated in Table 16. From the fourth quarter of 1973 to
the fourth quarter of 1974, monetary aggregates, as measured by either Mi,
Ms, or Ma grew at rates that were 1 to 2 percentage points lower than the
rates of the preceding year. The acceleration in prices last year meant a
somewhat more pronounced effect than is indicated by the numerical size of
the monetary deceleration. Real balances declined as a result of a monetary
policy that was unwilling to accommodate economic expansion until the
steepness of the price trend was reduced.

The policy of monetary restraint did cause strains in credit markets. Yet
even if monetary policy had been such as to permit rapid inflation, large
strains would have developed. If lenders fear long-lasting steep inflation
they insist on interest rates that rise steeply with the maturity of the loan,
but given the uncertainties of the outlook, such terms entail large risks for
the borrower.

Monetary policy actions are the major determinant of growth in monetary
aggregates. One measure of monetary policy is the rate at which the Federal
Reserve System adjusts member bank reserves available to support private
deposits. A more comprehensive measure of policy actions, the adjusted
monetary base (defined in footnote 1 to Table 16) has served as a guide to the
effects of policy actions on monetary aggregates in recent years. Money
growth rates sometimes diverge from growth rates in these measures of
monetary policy, but money does tend to grow rapidly when reserves and
base money grow rapidly. This is true, as is the inverse, even for short peri-
ods such as from the first to the second half of 1974.

Several developments beyond the control of policy makers affected growth
rates in monetary aggregates during 1974. One such factor was the remark-
able growth in large negotiable certificates of deposit (CD's) issued by
banks—42 percent from December 1973 to December 1974. Banks are per-
mitted to pay competitive interest rates on these deposits, and they were
induced to do so last year by the strong demand for bank loans. Although
large certificates of deposit are not included in M1? M., or M.{, reserves that
the banks must hold against them do reduce the amount of reserves available
to support deposits that are included in measures of the money stock. Thus,
given the rate of expansion in bank reserves, the rapid growth in CD's led to
slower growth in M1; M2? and M:{.

The public also increased its holdings of currency relative to its holdings
of demand deposits and total deposits during 1974, a shift that reduced

67

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



TABLE 16.—Measures of monetary growth and monetary policy, 1972—74

[Percent; seasonally adjusted annual rates]

Period

Change from corresponding period a
year earlier:

1972: IV
1973: IV
1974: IV3

Change from preceding quarter:

1974: 1
II
Ill
IV 3

Measures of monetary growth

Mi

Demand
deposits

plus
currency

7.7
6.3
5.1

5.9
7.4
3.6
3.5

M2

Mi plus
time deposits

other than
large CD's

10.9
8.9
7.8

9.9
8.5
6.4
6.6

M3

M2 plus
deposits at
nonbank

thrift
institutions

12.9
8.9
7.0

9.4
7.5
5.3
6.0

Measures of monetary policy

Adjusted
member bank

reserves
available

to support
private

deposits 1

9.1
9.4
9.1

5.3
16.1
12.7
2.7

Adjusted
monetary

base 2

8.0
7.6
8.4

8.6
9.1
5.4

10.4

1 Adjusted by Federal Reserve Board to reflect the effects on available reserves of changes in required reserve ratios.
2 "Adjusted monetary base" is member bank reserves plus currency held by the public and by nonmember banks,

adjusted for reserve requirement changes and shifts in deposits.
3 Preliminary.

Sources: Board of Governors of the Federal Reserve System and Federal Reserve Bank of St. Louis.

the growth rates of Mi, M2, and M3. While currency grew at a 9.9 percent
rate from December 1973 to December 1974, demand deposits grew at
only 2.9 percent, and total deposits—excluding large CD's—at 7.3 percent.
Currency tends to grow faster than demand deposits when interest rates

rise, because demand for currency is less interest-elastic than the demand
for demand deposits.

Concurrently, the public increased its holdings of time and savings
deposits relative to demand deposits. The rise in interest rates paid on time
and savings accounts relative to the zero legal rate paid on demand deposits
probably played a large role in this development. The smaller required
reserve ratios on time and savings deposits permitted banks to increase the
stock of these deposits much more than they curtailed the stock of demand
deposits. The result was that M2 and M3, which include time and savings
deposits other than large CD's, grew much faster than Mi, which does not.

INTEREST RATES

Interest rates on most of the debt instruments included in Chart 5 rose in
1974 to the highest levels ever recorded in the United States. Inflation and,
more importantly, the expectation of continuing rapid inflation were major
factors underlying these high interest rates. When lenders of money expect
prices to rise, they demand an inflation premium—a higher rate of interest—
to protect the real value of their loans. Borrowers, also expecting higher
prices and incomes, are willing to pay interest rates that would force them out
of the market in periods of stable prices.
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Chart 5

Interest Rates
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Although interest rates reached unprecedented heights in 1974, they gen-
erally remained well below the rate of inflation. For instance, 3-month
Treasury bill rates averaged well below 9 percent for 1974, while prices rose
an average of more than 10 percent. The real rate of interest on bills was
thus negative, and those who held bills through the year transferred real
wealth to the borrower, the U.S. Treasury in this case. Although similar
transfers occurred throughout the financial markets, the largest were prob-
ably transfers from owners of ordinary deposits in thrift institutions to some
of the mortgage holders who borrow from these institutions.

Legal interest rate ceilings for deposits of banks and thrift institutions
(regulation Q) placed these institutions at a competitive disadvantage, par-
ticularly during the summer and early autumn months when market interest
rates were highest. Commercial banks were generally more successful than
thrift institutions in paying competitive interest rates to their deposi-
tors, mainly by issuing large certificates of deposit on which they legally
could pay a competitive rate of interest. These deposits, as noted earlier,
grew very rapidly during 1974. Thrift institutions issued similar instruments
on a much smaller scale. Since their portfolios contained a large proportion
of old mortgages yielding low-interest returns, they were less able than banks
to compete for funds by paying higher interest rates to depositors. Some
banks also attracted funds by issuing variable interest rate bonds through
their holding company affiliates. Legislation passed in October enables the
Federal Reserve Board and the Federal Deposit Insurance Corporation
(FDIC) to apply regulation Q to obligations issued by all federally insured
depository institutions, but neither the Federal Reserve Board nor the FDIC
has yet adopted regulations in this regard.

CREDIT MARKETS

Transactions in U.S. credit market in 1974 reflected the rapidly chang-
ing economic climate. The nominal value of net new funds raised in 1974
(annual rate for first 3 quarters) increased to $194 billion from the $187-
billion rate of 1973. The proportions of funds raised by categories of
borrowers also changed. As shown in Table 17, corporations and foreigners
increased their shares of total borrowings in 1974 while other borrowers,
notably governments at all levels and households, decreased theirs.

The increase in corporate borrowing reflected a more rapid increase in
requirements to finance fixed capital investment and inventories than in in-
ternal funds available for such expenditures. Nearly all of the large rise in
profits from 1973 to the first 3 quarters of 1974 was in the form of inventory
profits and was not available for new fixed capital investment.

The increase in corporate borrowing was concentrated in the short-term
markets. The strained liquidity of the banking system caused a sharp slow-
down in the expansion of business borrowing from the banking system, and
a large increase in business borrowing through the commercial paper market.
Total corporate borrowings from longer-term capital markets rose slightly
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TABLE 17.—Net funds raised in U.S. capital markets by nonfinancial
sectors, 1968-74

Period

1968-73 average

1973

1974: average of 3
quarters3r

I
II
111 3_

1968-73 average

1973

1974: average of 3
quarters'

L . . .
I I .
111 3

Total
U.S.

Govern-
ment

State
and
local

govern-
ment

House-
holds

Farm
and

nonfarm
noncor-
porate

business

Corpo-
rate

busi-
ness1

Foreign *

Federally
sponsored

credit
agencies *

131.7

187.4

194.3

177.3
206.5
199.1

Billions of dollars; seasonally adjusted

12.5

9.7

8.6

8.7
2.1

15.1

12.7

12.3

14.5

14.5
17.4
11.5

43.5

72.8

54.2

51.4
53.6
57.6

12.3

17.9

15.5

10.7
18.7
17.0

annual rates

46.5

67.2

84.1

78.0
89.7
84.6

4.3

7.5

17.5

14.1
25.1
13.3

8.4

19.6

18.3

9.3
24.3
21.2

Percent of total

100.0

100.0

100.0

100.0
100.0
100.0

9.5

5.2

4.4

4.9
1.0
7.6

9.6

6.6

7.5

8.2
8.4
5.8

33.0

38.8

27.9

29.0
26.0
28.9

9.3

9.6

8.0

6.0
9.1
8.5

35.3

35.9

43.3

44.0
43.4
42.5

3.3

4.0

9.0

8.0
12.2
6.7

6.4

10.5

9.4

5.2
11.8
10.6

1 Includes equity issues.
3 Not included in total since these agencies function as financial intermediaries between borrowers and lenders, and are

not final borrowers.
Includes issues of the Federal Home Loan Banks (FHLB), Federal Home Loan Mortgage Corporation (FHLMC), Federal

Intermediate Credit Banks, Federal Land Banks, Federal National Mortgage Association (FNMA), and the guaranteed
securities (backed by mortgage pools) of the Government National Mortgage Association (GNMA).

3 Preliminary.

Note.—Detail may not add to totals because of rounding.

Sources: Board of Governors ofthe Federal Reserve System, FHLB, FHLMC, and GNMA.

as a significant increase in corporate bond issues was only partly offset by a
decline in both corporate mortgage and equity financing.

The substantial increase in foreign debt raised in the credit markets in
1974 was related to two factors. The first was the use of U.S. banks as inter-
mediaries in channeling funds from the Organization of Petroleum Exporting
Countries (OPEC) to the oil-importing nations. The second factor was the
removal in January 1974 of several regulations by the United States, includ-
ing the Interest Equalization Tax and the Federal Reserve Voluntary
Foreign Credit Restraint Program, which had been designed to discourage
or restrict foreigners from raising funds in U.S. capital markets.

To the extent that increased foreign borrowing represents a "recycling" of
oil money, foreign participation in U.S. credit markets is likely to remain
high and will probably increase, at least for some time, beyond
the level reached during the first 3 quarters of 1974. To the extent that
this increase represents the effect of eliminating controls on foreign lending,
foreign participation is likely to remain above the levels prevailing when
controls were in force. Activity is likely to decline from its current high
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levels, however, as the portfolio adjustment part of the increase stemming
from the removal of the controls is dissipated.

ASSISTANCE TO THE MORTGAGE MARKET

In response to the deteriorating conditions in the housing industry, the
Federal Government has provided substantially increased assistance to the
mortgage market through its sponsored credit agencies. Typically these
agencies increase liquidity in the mortgage market by providing advances
to, and purchasing mortgages from, mortgage lenders. They do this with
funds raised either by issuing debt instruments or by selling interests in pools
of mortgages they have purchased. As a result of these activities, thrift insti-
tutions and other mortgage lenders obtain funds at federally subsidized in-
terest rates and thus are able to make additional mortgage loans.

Prior to 1973, net mortgage purchases by the federally sponsored credit
agencies had never amounted to more than $6.5 billion in any one year. In
1973 net purchases were $10 billion, and it is estimated that mortgage pur-
chases of $15 billion or more were made by these agencies in 1974. Part of the
substantial increase in 1974 is attributable to special programs authorized
during the year for the purchase of up to $16 billion in residential mort-
gages, primarily on new homes, at interest rates below the market. Under
the so-called Tandem Plan the Government National Mortgage Association
(GNMA) was twice authorized to purchase FHA/VA home mortgages—
200,000 units valued up to $6.6 billion on January 21 and 100,000 units
valued up to $3.3 billion on May 10. Under the January 21 program com-
mitments amounting to $4.8 billion were made for 200,000 units. On May
10 the Federal Home Loan Mortgage Corporation (FHLMC) was au-
thorized to purchase $3 billion of conventional mortgages from the member
institutions of the Federal Home Loan Bank system. On October 18 pur-
chases of $3 billion in conventional mortgages were authorized under the
auspices of a new GNMA Tandem-type plan that utilizes the services of
FNMA and FHLMG.

By the end of 1974 commitments to purchase roughly $10^ billion in
mortgages had been made under these programs, while $3^2 billion re-
mained to be committed. Of the $10^2 billion, purchases amounting to over
$4 billion had actually been made.

In 1974, the Federal Home Loan Banks (FHLB) provided assistance to
the mortgage market by making net advances of $6.5 billion to savings and
loan associations. Included in this total is nearly the full amount of $4 billion
in internally subsidized advances authorized on May 10. These advances,
while substantial, were down slightly from the record $7 billion in net ad-
vances made during 1973. Several times during 1974 the Federal Home
Loan Bank Board also lowered the required liquid asset ratio for its member
thrift institutions, freeing additional funds for mortgage investment.

The maximum allowable interest rate on Veterans' Administration (VA)
and Federal Housing Administration (FHA) guaranteed mortgages was
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increased administratively in several steps after January 21, 1974, from 8^4
percent to 9}4 percent, in response to rising market interest rates. It was
then lowered to the 9 percent rate permitted at the end of the year, as market
rates declined. Maximum loan ceilings and coverage rates for VA and FHA
guaranteed mortgages were also raised by the Housing and Community De-
velopment Act of 1974.

Finally, the Administration has continued to press for passage of the
Financial Institutions Act, first introduced in 1973. This act would, among
other things, broaden the lending powers of thrift institutions and phase out
interest rate ceilings on deposits at commercial banks and thrift institutions.

ENERGY DEVELOPMENTS IN 1974

The oil embargo of October 1973 and the energy price changes which
accompanied and followed it helped shape the performance of the economy
during 1974. The embargo was over in March, the shortages it created had
mostly passed by midyear, but adjustments to higher prices will continue
for some time.

In economic terms, the embargo and the accompanying reductions in
OPEC output were restrictions of supply which supported the announced
price increases for exported oil. The U.S. Government used price controls
and a quantitative allocation program at the wholesale level to dampen the
price increase. These actions did not necessarily reduce the harmful effects
of the embargo, but they did change the form in which those effects were
imposed on the public. Instead of paying still higher prices for oil, consum-
ers suffered inconvenience and uncertainty in obtaining supplies and paid
higher prices for substitutes. As a whole, the Nation used available fuel sup-
plies less efficiently and thus obtained less benefit from them because
price controls and allocation were imposed. Because of these actions the
United States may have experienced less inflation and probably achieved
lower unemployment than would otherwise have occurred. Analysis of this
period thus requires examination of the change in the cost of energy and its
effects on production, consumption, net energy imports, and inventories.

COSTS OF HIGHER ENERGY PRICES

One of the costs incurred because of the large increase in the relative
price (including inconvenience and unavailability) of energy was the loss
in current output. The higher energy price was transmitted into greater
price changes for some products than for others. Sales of the products bear-
ing relatively greater price increases, and of complements to them, de-
clined, causing unemployment and excess capacity in some industries. Some
of those unemployed resources could not be transferred easily to the produc-
tion of less energy-intensive goods, even if demand for those products existed.
The more specialized the labor and capital services, the longer the delay
before they can adjust to new patterns of demand and production. Some of
the highly specialized factors of production thus may have become perma-
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nently unemployed because they had no alternative uses. In terms of
labor, this unemployment sometimes took the form of destruction of human
capital because skills were no longer marketable. The increase in the
price of energy also led to a reduction in aggregate demand which, because
it was not offset by macroeconomic actions, lowered output as well. Ex-
penditures fell because the income that was transferred abroad as a result of
higher oil prices was not fully matched by an increase in foreign demand
for goods and services. Additionally, the change in the relative price of
energy was so large that it may have disrupted consumption and investment
plans and lowered actual expenditures. Given sufficient demand, the loss
per unit of time declines as resources gradually adjust, but the loss in
accrued output is permanent. When resources are unemployed, net capital
formation is depressed along with current consumption. To some degree
then, the large increase in the price of imported energy led to some perma-
nent reduction in the potential output of the economy.

Beyond the sharp short-run losses in output, consumption and investment
are lowered even when employment rebounds. Resources are diverted to
adjusting the economy to patterns of production and consumption that
accord with the new relative price of energy. Expansion of energy pro-
duction, the substitution of capital for energy, and the "premature" re-

placement of a portion of the capital stock all absorb resources. These ad-
justments make the shortfall in production less than if the adjustments were
not made. However, the added output is at the expense of consumer and
alternative investment goods that could otherwise be produced. These ad-
justments are still in progress, and will continue so long as they lead to fuller
and more effective employment of resources. The largest part of the loss in
output from this process occurs in the intermediate period when the capital
stock is being revised, but to the extent that capital formation is reduced,
there is again a permanent loss in the ability of the economy to satisfy wants.
The economy is, of course, constantly in the process of adjusting to changed
relative prices. The energy episode requires comment only because of the
size and suddenness of the change which took place.

The above effects reduce the total output of the economy. In addition,
the increase in the bill for imported energy means that the benefit the
domestic economy derives from its production is reduced because greater real
resources are relinquished to the oil exporters. If oil exporters increase their
current imports of goods produced in the United States, this transfer is
immediate. To the extent that oil exporters hold dollars in banks or invest
in assets (stocks, bonds, certificates of deposit, real estate, and the like) for-
merly held by U.S. citizens, they secure claims to future output of this econ-
omy. Most of the increase in oil revenues of the exporting countries has taken
this latter, capital account form in various Western countries.

The shift in the relative price of all energy was initiated by the change in
the price of imported oil. The structure of the U.S. energy market is such
that the price of the approximately 15 percent of energy imported as oil sets
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the unconstrained domestic energy price as well. Average domestic oil and
natural gas prices, however, have not been allowed to rise to the price of
imported oil and gas. Prices to consumers instead reflect the composite of
imported and controlled domestic prices. The result has been that the amount
of energy demanded has been larger than it would otherwise have been.
Most of the additional energy demanded is supplied by imports of oil.
Because of price controls more oil is imported, and it is consumed in produc-
ing goods and services of less value than those which must be surrendered to
acquire it.

More extensive analysis of the way the change in the price of energy
affected the major industrialized countries is found in Chapter 7. At this
point, however, examination of the course of energy prices since January 1,
1973, is useful in understanding these and other energy developments
during 1974.

PRICES
The recent rise in all energy prices was caused by the increase in the price

of imported oil, a result of the increase in payments to oil-exporting
governments. The pattern of increase in these payments per barrel is shown
by the tax-paid f.o.b. cost of "Saudi Arabian Light," a common reference
for world crude oil prices. The tax-paid cost of this oil was approximately
$1.10 per barrel in January 1971, $1.55 the following January, and $1.62
in January 1973. The cost rose to $3.15 in October 1973 and to $7.11 in

January 1974. Changes in pricing and sales arrangements after the first of
1974 make it difficult to compare current Persian Gulf prices with those
of earlier periods. Some inferences may be drawn, however, from the
change in the landed cost of crude as reported by the Federal Energy Admin-
istration (FEA). The oil from Saudi Arabia that landed in the United States
in December 1973 (presumably shipped prior to the embargo) carried an
estimated landed cost of $5.49. The estimated comparable cost after the
embargo ranged from $11.50 to $12.00. The effect of this pattern of changes
as it was carried through to the average refiner acquisition cost of imported
crude is shown in Table 18. The percentage of total refinery inputs from
foreign and domestic sources is also indicated.

The average refiner acquisition cost of domestic oil was affected also by
the price control program. The wellhead price of controlled oil was set at
$5.25 throughout 1974, but the price of domestically produced oil was not
subject to control if it fitted one of three categories: new, released, or
stripper. New oil is the amount produced from a property in excess of
the amount produced during the same month of 1972, subject to some
adjustments. Released oil is old oil from the same property equal to the
amount of new oil produced. Stripper oil is that produced from properties
where the average production during the previous month was less than 10
barrels per well per day. The proportion of uncontrolled crude tended to
decline during 1974, falling from 40 percent in January to 33 percent in
September and 34 percent in October.
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T A B L E 18.—Refiner acquisition cost of crude petroleum and percent
crude petroleum in refinery inputs^ 1973-74

Month

1973: September
October.
November
December

1974: January..
February
March.
April
May
June

July
August
September
October
November 2

Cost (per barrel)

Composite

$5.44
6.54

7.46
8.57
8.68
9.13
9.44
9.45

9.30
9.17
9.13
9.22
9.41

Imported

$4.54
4.91
6.49
8.22

9.59
12.45
12.73
12.72
13.02
13.06

12.75
12.68
12.53
12.44
12.53

Domestic

$5.65
5.95

6.72
7.08
7.05
7.21
7.26
7.20

7.19
7.20
7.18
7.26
7.46

of imported and domestic

Percent of refinery inputs 1

Imported

28
29
27
24

22
20
22
26
30
31

32
30
30
31
32

Domestic

72
71
73
76

78
80
78
74
70
69

68
69
70
69
68

1 Stocks are assumed to be in the refinery stream and do not figure in this calculation. The base is the sum of im-
ports and domestic production.

2 Preliminary.

Sources: Department of the Interior (Bureau of Mines) and Federal Energy Administration.

The rise in the proportion of domestic oil subject to control occurred in
part because properties were unable to maintain the production increases
over the same month in 1972 that were initially induced by greater demand
and the higher oil prices of 1973 and 1974. In time, as new oil discoveries
come into production, uncontrolled oil will rise as a proportion of the total.
Meanwhile the controls system explains the pattern in the cost of acquiring
domestic oil reported in Table 18. The price of uncontrolled oil did not rise
fast enough to offset all of the decline in its part of the total. This price
ranged between a low of $9.82 and a high of $9.98 during the first 8 months
of 1974. It rose rapidly in the next 3 months, however, reaching $10.83 in
November.

The price of coal, which is not controlled, rose rapidly during 1974. It
was pulled upward by the increase in the price of its major substitute,
residual fuel oil. The price of residual fuel oil is not controlled because most
of it is imported. The price of the other major fuel, natural gas, also in-
creased, but not as much as that of petroleum or coal. Because most natural
gas is sold under long-term contracts, its average price is slow to respond to
an increase in demand. Federal controls on the price of gas sold for interstate
resale restricted the price change still further. Because of price control pro-
visions that permit only the pass-through of costs, the price of refined
petroleum products rose approximately with the cost of crude oil to refin-
eries. Electric power prices responded largely to increases in the cost of fuel
inputs. Table 19 shows that there were substantial increases only in coal
prices from 1964 to 1972. Prices rose fastest for refined petroleum products
in the last quarter of 1973 and the first quarter of 1974. The bulge in coal
prices occurred 2 quarters later. Natural gas prices have risen less than those
of the other two primary fuels.
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TABLE 19.—Changes in wholesale frices of selected fuels, 1964 to 1974

[Percent change; quarterly rate]

Period

Average quarterly change:

1964 to 1969
1969 to 1972 .
1972 to 1973
1973 to 1974

Change from 3 months earlier:

1973: March
June
September
December . .

1974: March....
June. . . . .
September
December

Coal

0.9
4.6
3.0

11.1

.9
3.7
3.5
8.1

7.7
24.0
15.6
15.2

Natural
gas

0.3
1.4
2.3

3.0
3.3
1.6
7.1

3.3
3.0

12.2

Refined
petroleum
products^

0.5
.7

5.1

9.5
6.0
3.2

24.2

29.7
10.9
2.0

Electric
power

0.1
1.5
1.7

3.1
1.1
2.4
4.1

11.6
9.3
6.4

1 Through February 1973 there were no lags in this series. Since March 1973, index numbers of the major products in
this series refer to prices of the previous month. The unlagged portion of the series has a very small weight.

Note.—The price changes shown in this table have been calculated from the wholesale price index, adjusted for the
lags embodied in some fuel price series. For example, changes shown in this table from June to September 1973, would be
presented in the wholesale price index as changes in natural gas prices from August to November, in refined petroleum
products and electric power prices from July to October, and in coal prices from June to September.

Source: Department of Labor, Bureau of Labor Statistics.

The price increases at the wholesale level were carried forward to con-
sumers, though the proportional increases obviously were smaller. Gasoline
prices rose 35 percent from September 1973 (before the embargo) to Decem-
ber 1974. The increase for home heating oil was significantly greater—
69 percent—primarily because crude oil cost makes up a much larger part
of the final price of home heating oil than it does of gasoline. The price
of residential gas heating service rose 28 percent and of residential electricity
25 percent over the same September 1973-December 1974 period.

PRODUCTION
The increase in the relative price of energy during the past 2 years

and the expectations that preceded it have induced additional invest-
ment in energy-producing industries. Still more investment would have been
forthcoming had there been greater certainty about government policy
here and abroad and if specialized resources had been available. The situa-
tion in the petroleum industry, which includes natural gas as well as crude
oil, is indicative. Activity takes place in four stages: geological (seismic) ex-
ploration and selection of sites, exploratory drilling, development drilling, and
production. Table 20 presents data on drilling for the past 6 years and some
information on geological activity, which serves as a leading indicator for
drilling. The low point for seismic exploration came in 1970 and for drilling
in 1971. The increase in drilling in late 1973 and in 1974 was substantial.
In addition to the increases in wells actually drilled, still more drilling
would have taken place if shortages of equipment and skilled labor had not
restrained investment during late 1973 and all of 1974. Very little well-
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T A B L E

Monthly average:

1969
1970
1971
1972
1973
19741

1974: 1
II
Ill
IV i

20.—Indicators of domestic petroleum

Period

ndustry investment, 1969—74

Crews
engaged

in seismic
exploration

246
190
221
252
250
300

Exploratory
wells

808
641
577
628
622
727

666
679
724
838

Development
wells

1.874
1,702
,577
,646

1,594
1,924

,869
1,895

2,194

1 Preliminary.
Sources: American Petroleum Institute and Society of Exploration Geophysicists.

drilling capacity (rotary rigs) was idle for lack of work, but shortages of
pipe idled or slowed some rotary rigs and delayed completion of some wells.
The backlog of orders for rigs and other oilfield equipment increased during
much of this period because production facilities were working at capacity.
The equipment shortages in part were the result of the general price control
system, that inhibited production and prevented efficient allocation of the
material that was available. To some extent they also resulted from the
lags inherent in expansion of large, capital-intensive production facilities.
The long decline in oilfield activity from its peak in 1956, when 58,000
wells were drilled, to 1971, when a low of only 27,000 wells of all types
were completed, left the oilfield equipment industry unprepared to meet the
requirements placed upon it.

Investment in the past has not been large enough to prevent the recent
decline in crude oil and natural gas output. Crude oil production in 1974
totaled 3.2 billion barrels, nearly 4 percent less than in 1973. Marketed pro-
duction of natural gas in 1974 is estimated to be 3.3 percent lower than in
1973. Preliminary estimates show a 2.3 percent decline in the production
of natural gas liquids from 1973 to 1974. Increased drilling so far has only
slowed the rate of decline from what it otherwise would have been. It now
appears that domestic petroleum output may stabilize or even rise in 1977
when Alaskan reserves begin to produce, but no turnaround can be expected
before then. Natural gas supplies will not be forthcoming from Alaska until
the 1980's. Oil and gas production rates at the end of this decade, however,
can be strongly influenced by Government policy and by price behavior
during 1975 and 1976. The pattern of fuel production since 1963 is shown
in Chart 6.

Coal prices rose earlier than the prices of other fuels and on average have
risen more, but the increased revenues per ton did not flow through in their
entirety to incentives to expand production. In part they were absorbed by
increased costs due to the changes in health and safety standards. In addition,
when these standards were introduced, production capacity was lost because
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Chart 6

Domestic Energy Production

INDEX, 1967=100

140

130

120

110

100

90

80 J I | | | I I I I

1964 1966 1968 1970 1972 1974
* COAL INDEX FOR 1974 EXCLUDES STRIKE MONTHS OF NOVEMBER AND DECEMBER.

SOURCE: BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM.

some mines could not profitably comply and were abandoned. In part the
price increases were also offset by uncertainty due to legislation designed to
reduce industrial pollution. Because of this legislation, the anticipated market
for high-sulfur coal fell. Potential producers may have anticipated that Fed-
eral pollution standards could not be met by coal-burning facilities or that
States might impose more stringent controls. Finally, uncertainty about the
costs of possible mandated standards for strip mine reclamation discouraged
the opening of new mines and induced equipment manufacturers to defer
expansion of their production facilities. Despite these factors, the higher
prices for coal have elicited expanded capacity and greater output. New
mines have opened, and during October, the month prior to the 1974 strike,
total output reached a modern peak, the highest output since 1947. Produc-
tion in 1974 was estimated to be 590 million tons, almost the same as in 1973.

Labor disputes and the unscheduled memorial walkout lasted approxi-
mately 7 weeks and resulted in the loss of an estimated 35 million tons of coal
production, about 5 to 6 percent of potential. Until the last quarter of 1974
coal production had been running 5.5 percent ahead of 1973. The gain was
more than eliminated in the last 3 months when output fell to about four-
fifths of the comparable period in 1973. Inventories were somewhat depleted
because of the strike, and some export sales were lost, but the strike's dis-
ruptive effect was minimal except for the steel and railroad industries. Indus-
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trial production losses from the strike were reduced by the planned overhauls
which took place in some of the major coal-using industries and by the soften-
ing of the economy.

Output from the other major sources of energy—nuclear power plants
and hydro stations—was constrained by capacity limitations. Production was
not affected during 1974 by changes in the relative price of fossil fuels.
The role of hydropower and nuclear power in U.S. energy production
remains small.

CONSUMPTION

A combination of increasing relative energy prices (including supply con-
straints during the embargo), declining economic activity, and voluntary
conservation measures caused a drop in energy consumption in 1974 com-
pared to the previous year—the first since 1958. Total annual consumption
of energy for the past 10 years and year-to-year rates of increase are shown
in Table 21.

T A B L E 21.—Gross consumption of energy by major source, 1965—74

Year

1965
1966
1967..
1968
1969

1970.
1971
1972
1973
1974 a

Total energy
consumption

Amount
(quadril-

lion
Btu's)

53.3
56.4
58.3
61.8
65.0

67.1
68.7
71.9
74.7
72.7

Percent
changel

4 1
5.8
3.3
6.0
5.2

3.3
2.3
4.7
3.9

- 2 . 7

Percent of total energy consumption

Total

100.0
100.0
100.0
100.0
100.0

100.0
100.0
100.0
100.0
100.0

Petro-
leum

43 6
43.2
43.5
43.8
43.8

44.0
44.5
45.8
46.4
46.0

Natural
gas

30 2
30.9
31.3
31.7
32.3

32.8
33.2
32.0
30.6
30.1

Coal

22 3
22.1
21.0
20.5
19.6

18.9
17.6
17.3
17.9
18.3

Hydro-
power

3.9
3.7
4.0
3.8
4.1

4.0
4.1
4.1
3.9
4.2

Nuclear

0.1

.1

.2

.3

.6

.8
1.2
1.4

1 Based on unrounded data.
2 Preliminary estimate by Council of Economic Advisers.
Note.—Detail may not add to totals because of rounding.
Source: Department of the Interior, Bureau of Mines (except as noted).

The use of primary energy for the production of electric power was sig-
nificantly depressed. The consumption of electric power historically has
risen at a rate of about 7 percent per year. In 1974, however, there was no
increase at all over 1973. This absence of usual growth occurred despite the
fact that some of the fuel price increases have yet to flow through to electric
utility rates.

The consumption of coal was about the same in 1974 as in 1973, despite
the fact that energy use in aggregate declined. Coal use in electric utilities
was increased by 5 to 6 million tons, roughly 1 percent, through special
efforts to convert facilities from oil to coal and through more intense use of
coal generating plants. In addition to the oil shortage, the gap between the
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cost of oil used by electric generating stations and the cost of coal widened,
increasing the incentive to use coal. Nevertheless there have been generally
adequate supplies of coal for electric generation. The major market for coal
has been steam electric plants, and air quality controls have made the eco-
nomic use of much additional steam coal impractical or impossible in existing
facilities.

The consumption of oil, on the other hand, was restricted by lack of sup-
ply during the embargo and by lack of markets afterward. The allocation
policies in force during the embargo required reductions in consumption,
first to maintain and then to increase inventories. Some of the reduction in oil
usage was later made up; most was not. Other fuel developments, especially
the growing shortages of natural gas, increased the quantity of petroleum
consumed. In late 1974, when oil was freely available, more petroleum and
petroleum products were used directly and for generating electricity than
would have been used had natural gas been available. Despite these stimuli
to demand, total consumption of petroleum fell during 1974, reflecting both
its increased price and the economy-wide decline in output. One major
source of this decline was in motor vehicle fuel use. Gasoline consumption
fell by about 2 percent as miles traveled on highways declined by approxi-
mately 3 percent, the first year-to-year decline since World War II. The drop
in fuel consumption and miles driven occurred despite the fact that there
were 5.3 million more registered vehicles in 1974 than in 1973.

The pattern of consumption of energy by source over the past 10 years is
shown in Table 21. The striking shift evident there is in the role of natural
gas. After years of rapid growth, natural gas has been losing its market share
since 1971. The shift against natural gas has been caused by lack of supply,
not by a change in consumer preference or price. The relative price of gas,
already lower than other fuels on an energy-contained basis because of
regulation, fell even further against its competitors during 1974. As a con-
sequence, the amount demanded, shortages, and nonmarket allocation all
reached higher levels in the gas industry in 1974 than before. The natural
gas situation is discussed below.

IMPORTS AND EXPORTS
The United States, a net importer of petroleum and natural gas and an

exporter of coal, has been a net importer of energy for two decades.
For a decade and a half petroleum imports were restricted to protect domes-
tic oil producers against low-priced foreign oil. Since May 1973, however, no
quantitative restrictions have been in force. High-priced foreign petroleum
now supplements domestic supplies and fills the gap between energy demand
and domestic energy supply. For this reason, increases in U.S. energy produc-
tion (except for coal) relative to energy consumption lead directly to reduc-
tions in oil imports. Gross imports of petroleum and petroleum products rose
from about 21 percent of consumption in 1965 to 36 percent in both 1973
and 1974. In absolute terms, imports in 1974 fell to 6.0 million barrels a day,
3 percent below 1973.
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Goal is the only fuel the United States now exports on balance, with ship-
ments of from 10 to 12 percent the size of the domestic market. Metallurgical
coal has found large and expanding markets abroad. Steam coal has moved
into foreign markets to some degree, and development of lower-sulfur
western mines may increase this trend. Exports of coal have not interfered
with the meeting of energy demand through domestic supplies, though the
external market has raised the price of coal inputs for both steam and metal-
lurgical coal uses.

Natural gas is imported by pipeline and in minor amounts in liquefied
form. The primary source of pipeline imports is Canada; small quantities
are exported to Mexico and in a liquefied form from Cook Inlet, Alaska, to
Japan. The imports from Canada have played an important role in the
energy supply of some regions. According to some interpretations of recent
Canadian policy announcements, however, those imports (as well as imports
of oil from that nation) may be restricted in the future unless substantial
discoveries of new Canadian reserves are made. Already pipeline companies
have been required to accept sharply higher prices as of the first of 1975 or
face supply cutoffs at the end of 1976. The restriction of gas exports would
create serious problems for West Coast consumers, just as restriction of Cana-
dian oil exports will harm the "Northern Tier" refiners of the Midwest.

INVENTORIES

The disruption in the petroleum supply in 1973-74 and the coal strike of
1974 made it clear how important adequate fuel inventories are to the con-
tinued smooth functioning of the economy. The adequacy of inventories is
partly a function of the consumption rate. More importantly it is a function
of the probability of unpredictable variations in consumption or in the rate at
which supplies are made available. End-of-month primary inventories for
the past 3 years, as measured by the number of days' consumption they rep-
resent, are shown for crude oil and important petroleum products in Table
22. These data indicate that inventories measured in this way did not
decline during 1974 even though the embargo lowered total oil supplies. The
regulations imposed by Government, voluntary conservation, a warmer than
normal winter, and the expectation of even higher prices in the future con-
tributed to maintaining inventories at pre-embargo levels. A drawdown of
inventories would have reduced the actual cost of the embargo to the econ-
omy. However, it would also have increased the vulnerability of the United
States to a further tightening of the embargo, a sudden deterioration in the
weather, or an embargo which persisted beyond the actual termination point
of the 1973-74 episode.

Both crude oil and product stocks approached new highs for the season
as 1974 drew to a close. If inventories retain their current relation
to consumption, an embargo during early 1975 would find the United
States better prepared than it was in October 1973. Unfortunately, these
inventories may be drawn down for commercial reasons. A change in price
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TABLE 22.—Petroleum inventories expressed as days of consumption, 1972-74

[Days]

Month

March:
1972
1973
1974

June:
1972
1973
1974

September:
1972
1973
1974 .

December:
1972
1973
19742.

Months of oil embargo:

1973: October
November
December __

1974: January
February
March
April.

Crude i

21.6
18.9
20.4

21.8
18.3
19.9

19.6
18.2
20.4

19 2
18.9
19.6

18.3
19.2
18.9

19.2
20.5
20.4
20.6

Gasoline

37.0
31.9
35.8

29.4
29.9
32.9

31.0
32.0
34.5

33.4
33.7
34.7

32.1
30.4
33.7

37.5
35.9
35.8
34.7

Distillate

29.2
33.6
41.0

58.7
57.1
77.2

86.3
71.5
91.8

36.5
53.3
59.9

69.6
57.1
53.3

47.4
38.9
41.0
44.1

Residual

19.2
14.6
18.8

25.6
19.9
31.5

28.5
20.7
30.1

17.5
18.4
25.7

21.6
16.7
18.4

15.3
15.0
18.8
21.1

1 Crude stocks divided by average daily runs to stills.
2 Preliminary.
Sources: Department of the Interior (Bureau of Mines) and Federal Energy Administration.

expectations or in world oil market conditions may bring a rapid deteriora-
tion of the national petroleum inventory position. The threat of disrupted
supplies does not by itself guarantee retention of "excess" inventories by
commercial firms. Even though firms might expect a disruption, there is no
incentive for them to maintain expensive inventories to be used in that event
so long as they expect Government allocation and price controls to deny
them the inventory profits that might be earned. Consequently, although
inventories are now high, they cannot be considered secure.

Coal inventories were depleted during the coal strike but not danger-
ously so. By year-end, inventories were being rebuilt at a satisfactory rate.
The other fuels are not subject to inventory or else, like natural gas, inven-
tories are limited to working stocks and some supplies for seasonal balance.

NATURAL GAS: A SPECIAL CASE

The only fuel in seriously short supply at the end of 1974 was natural
gas. The shortage of natural gas became more severe during 1974 and is
likely to get still worse in 1975. The shortage is taking the form of curtail-
ments of deliveries under existing contracts and of failure among potential
consumers to obtain supplies at the going price.

The shortage of natural gas exists because the price of gas has been held
below the market-clearing level by Federal Power Commission (FPC) regu-
lations. The FPC is required by statute to regulate the wellhead price of
natural gas sold for resale in interstate commerce. It controls the price of
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approximately 60 percent of the gas produced in the United States. The
average price paid by interstate pipeline companies for regulated gas was
27 cents per thousand cubic feet in October 1974. That price was clearly
belqw the market-clearing level, as indicated by the higher price of gas sold
under unregulated conditions (though that price too is held down indirectly
by regulation), and by the price of natural gas substitutes.

The price of natural gas was below the price of its substitutes prior to the
energy price escalation of 1973, and the differential increased markedly
during the succeeding period. A rough measure of the price differential
is seen in the price difference in terms of energy content of coal, oil, and
gas in electric power plant use (Table 23). These data are the more
striking because gas requires no on-site storage and burns more cleanly
than other fuels. Buyers would be willing to pay a slight premium for gas
if it were available. Instead, as shown in the table, the average price of gas
is below the price of both coal and oil

TABLE 23.—Average price paid by utilities for major fuels, 1972-74

{Cents per million Btu's]

1972: III
IV

1973:1
II
III

1973: October
November
December

1974: January _ .
February
March
April .
May
June

July
August . -
September

Period Coal

37.0
37.3

38.7
39 6
40.1

41 9
44.0
45.5

51.4
56.9
60 8
64.0
65.8
69.5

72.9
77.3
79.1

Oil

57.7
61.0

66.2
70 5
77.4

88.9
104.0
121.1

162.7
187.3
189 1
187.2
187.9
195.1

196.4
196.2
195.4

Gas

30.3

31.2
33 6
34.2

35.5
35.7CO

 
CO

 00

42.5
43.6
44.0
47.9

49.8
51.8
52.4

Source: Federal Power Commission.

Because consumers were increasingly unable to obtain all the gas they
would have liked at the regulated price, nonprice rationing of natural gas
increased during 1974. Precise estimates of the quantity of gas which would
have been consumed if supply had been forthcoming are not available.
Recorded shortfalls of contractually obligatory sales amounted to about
9.6 percent of the volume called for during September 1973-August 1974.
These curtailments are expected to reach about 16 percent during the like
1974-75 period. The sales forgone under contractually "interruptible"

contracts were approximately 38 percent of the contract volumes during
the September-August period of 1973-74 and are expected to reach 58
percent in the same 1974-75 period. Because of the priority allocation system
adopted by the Federal Power Commission most of these shortages are
borne by industrial consumers, including electric utilities.
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The effect of regulating the price of natural gas has been to increase the
demand for its substitutes, especially imported oil. The reasons are twofold:
First, the quantity of natural gas consumed by those who have preferential
access to it has been increased, leaving less for other consumers. Those thus
denied gas by regulation consequently consume more oil than they otherwise
would. Second, the lower price for natural gas has caused less of it to be
produced. Because imported oil makes up the difference between the de-
mand for and the domestic supply of energy, the gas shortfall during 1974
was made up partially through greater consumption of higher-priced oil.
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