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GENERAL OVERVIEW

JLVEAL GNP declined about 2 percent
in 1974, after a 6 percent increase in the
preceding year. Inflation accelerated
from about 5% percent to about 10 per-
cent. The increase in civilian employ-
ment slowed from 2.7 million to 1.5
million, and the unemployment rate
rose from 4.9 to 5.6 percent.

In most other ways as well, economic
performance in 1974 fell short of that in
1973. For example, corporate profits,
excluding inventory profits, had risen
$13 billion in 1973, or 14 percent; in
1974, they appear to have been flat,
despite a multibillion dollar increase in
petroleum profits.

Calendar-year comparisons of broad
aggregates tend to obscure significant
in tray ear developments. These com-
parisons do not show either the unfavor-
able developments that began in 1973
in important segments of the economic
system, or the extent of the economic
deterioration that occurred during 1974.

Within-year patterns: 1973

In retrospect, it can be seen that
important weaknesses had appeared
early in 1973, long before the petroleum
crisis. Residential construction in real
terms had been sliding after the first
quarter, and so had sales of automobiles.
Business inventories had also become a
source of instability. Revised estimates
published in July 1974 showed that
earlier figures had substantially under-
stated inventory accumulation in the
second half of 1973. In particular, the
revised $29 billion annual rate figure
for the fourth quarter indicated that the
rate of inventory accumulation had
been unsustainable. More basically,
the overall inventory-sales ratio (as
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measured by the ratio of real stocks of
business inventories to real final sales
of business GNP) had risen throughout
1973 to a figure high in historical
perspective, indicating an inventory
overhang that was likely to depress
production in 1974.

Within-year patterns: 1974

Real magnitudes.—The basic cyclical
forces were obscured early in 1974 by
the petroleum crisis, to which the steep
decline of GNP in the first quarter was
largely attributed, and by the partial
recovery from that crisis in the second
quarter. Looking back, it can also be
seen that the weakness that had begun
in 1973 was spreading and that the
decline was accelerating.

In the third quarter, real GNP
declined at an annual rate of about 2
percent. In the fourth, the decline was
about 9 percent, only about 1 or 2
percentage points of which can be
attributed to the coal strike. It spread

to virtually all categories of GNP. Real
consumption was down substantially.
Most of the decline was in automobiles,
but other major components of con-
sumption also were weak. Residential
construction continued to decline, and
fixed business investment fell sharply.
Most of the drop in business invest-
ment was due to automobiles (15 per-
cent of which is allocated to fixed
business investment) and to trucks.
Real purchases of other types of
producers' durable equipment also re-
mained weak. Government purchases of
GNP—again in real terms—continued
flat. Net exports appear to have im-
proved somewhat, but this improve-
ment was due to a decline in imports
attributable to the decline in GNP.

Accumulation of business inventories
was sustained by a huge pileup of auto-
mobiles in dealers' hands. Because sales
continued below production during
most of the fourth quarter, a large
overhang of automobile inventories
remained at yearend. The underlying

Table 1.—Key Economic Magnitudes

position of inventories other than
automobiles is unclear, partly because
source data are incomplete. Also, the
situation is obscured by a temporary
reduction of coal inventories expected
for the quarter as a whole. With these
caveats, the fourth-quarter estimate of
nonfarm inventory accumulation of
goods other than automobiles shows
continued moderate accumulation.

Evidence of an accelerating slide in
the course of 1974 can be found also in
changes in employment and unemploy-
ment. The growth of employment
slowed during the year, and employ-
ment was down in November and
December, probably because many
employers decided to cut their work
force instead of maintaining it in antici-
pation of an improvement in demand
that seemed increasingly remote. The
unemployment rate had been creeping
up after reaching a low of 4.6 percent
in October 1973, just before the imposi-
tion of the petroleum embargo, and it
stabilized temporarily at 5.1 percent

Gross national product

Personal consumption expenditures __ .
Autos
Other

Fixed business investment

Residential construction - --

Change in business inventories

Net exports
Exports - --
Imports

Federal Government purchases
State and local government purchases

Corporate profits and inventory valuation adjustment

Net exports
Petroleum
Nonpetroleum

Implicit price deflators:

Gross national product

Personal consumption expenditures
Food
Energy

Unemployment rate (percent)

1972 1973 1974
1973:IV 1974:IV

Seasonally adjusted

Percent change

1972-73 1973-74 1973:IV-
1974:IV

Billions of constant (1958) dollars (quarters at annual rates)

792.5

527.3
43.5

483.8

83.7

34.3

7.0

-3.0
55.7
58.7

61.0
82.1

839.2

552.1
47.0

505. 1

94.4

32.9

10.8

4.6
66.6
62.0

57.3
87.0

821.1

539.9
38.1

501.8

94.1

24.0

8.2

9.0
71.6
62.6

56.3
89.5

845.7

546.3
41.6

504.7

96.0

29.8

20.0

7.9
68.9
61.0

56.4
89.3

803. 7

530.1
32.2

497.9

89.3

20.4

9.1

8.9
68.9
60.0

56.3
89.5

5.9

4.7
8.0
4.4

12.8

-4.0

19.6
5.6

-6.1
6.0

-2.2

-2.2
-18.9

-.7

-.3

-27.0

7. 5
1.1

-1.7
2.9

-5.0

-3.0
-22.5
-1.4

-6.9

-31.5

-.1
-1.8

-.3
.3

Billions of current dollars (quarters at annual rates)

92.2

-6.0
-1.6
-4.4

105.1

3.9
-3.5

7.4

105.4

2.0

106.4

9.3
-6.1
15.4

1.2

14.0 .3

Index numbers (1958 = 100)

146. 12

138.2
137.5
125.4

5.6

154. 31

145.9
155.2
135.6

4.9

170. 11

162.4
177.7

i 176. 8

5.6

158. 93

150.8
164.6
144.0

- 4.7

177. 68

169.2
185.2
180.6

6.5

5.6

5.5
12.8
8.1

10.2

11.4
14.5
30.4

11.8

12.2
12.5
25.4

Sources: Bureau of Economic Analysis, and Bureau of Labor Statistics.
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in the second quarter. Thereafter, it
began to rise abruptly, and reached
7.1 percent in December.

Prices and wages.—In constrast to
progressive deterioration in real GNP,
employment, and unemployment, some
signs of progress on the price-wage
front appeared in the fourth quarter.
Overall inflation became less severe.
The GNP deflator does not reflect this
because of some technical peculiarities
to which it is subject (see the discussion
of prices). It is preferable to use the chain
price index for private GNP, because
it is free of these peculiarities. The rise
in this index decelerated from the third
to the fourth quarter—from almost
14 percent to 11% percent.

The rise in wage rates also slowed,
according to the Bureau of Labor Sta-
tistics (BLS) Hourly Earnings Index.
This index covers the private nonfarm
economy, and is adjusted to exclude the
effects of overtime premiums in manu-
facturing and shifts in the distribution
of employment among high- and low-
wage paying industries. It comes closer
than other measures to being an accu-
rate indicator of wage-rate behavior.
This index accelerated in the first
three quarters, but slowed in the fourth.

Characteristics of the business
decline

These patterns strongly suggest that
a business cycle similar in many respects

to prior postwar cycles was taking its
course in 1973 and 1974. However, to a
much higher degree than prior cycles,
it had special characteristics; these
made diagnosis and prescription of eco-
nomic policies difficult.

1. The current business cycle and the
one immediately preceding it were
accompanied by stronger inflation than
were business cycles in the earlier part
of the postwar period. The tenacity of
inflation led to the introduction of the
New Economic Polic}^ in the summer of
1971 and its several subsequent phases.
There are many theories of inflation,
and important conflicts among them
have not been resolved. This is a large
gap in our understanding of the work-
ings of the economy.

Executive Level Vacancies at the Bureau
of Economic Analysis

BE A invites applications for two executive level positions: Associate Director for
Regional Economics and Chief Statistician. Both are rated at GS-16, $34,607-$36,000
per annum. Interested persons should write to George Jaszi, Director, Bureau of Economic
Analysis, U.S. Department of Commerce, Washington, D.C. 20230.

Associate Director jor Regional Economics

The Associate Director for Regional Economics reports to the Director of BEA and
directs BEA's programs of regional economic measurement and analysis. The measure-
ment program focuses on time series on personal income for States, metropolitan areas, and
counties. Work is underway to extend the measures beyond personal income. The analyt-
ical program, which focuses on the interpretation of regional economic change, includes
the preparation of long-range projections and impact models. The regional work is
carried out in two divisions by a staff of about 80, approximately half of whom are
economists.

Candidates should have a thorough command of regional economic theory and economic
accounting and its application to empirical research, and experience in supervising
research programs. Other requisites are ability to write clearly and to assist others to
do so, and familiarity with econometric and other forcasting techniques and with national
economic accounting.

Chief Statistician

The Chief Statistician reports to the Director of BEA and is the principal adviser to
Director on the statistical methodology, data sources, and estimating techniques that
underlie the work of BEA. The Chief Statistician plans, directs, and coordinates programs
related to the improvements of statistical methodology, monitors their execution, and is
also the principal auditor of all of BEA's statistical operations. The Chief Statistician
participates in the formulation and evaluation of the analytical work of BEA.

The content of the Chief Statistician's position is quite flexible, because it does not
carry the supervisory responsibilities of a line job. In particular, there is latitude in the
mix between \vork initiated and carried out by the Chief Statistician with the aid of a
few assistants and work in which the Chief Statistician serves as consultant.

The position requires a thorough knowledge of economic data sources and estimating
techniques. Other requisites are ability to write clearly and familiarity with econometric
techniques and with economic accounting.
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CHART 1

Real Gross National Product:
Changes From Preceding Quarter

Billions of 1958 $
25

PERSONAL CONSUMPTION EXPENDITURES

Total

- GOVERNMENT PURCHASES

I
1973 1974

Seasonally Adjusted at Annual Rates

U.S. Department of Commerce, Bureau of Economic Analysis

2. Judging from information that
admittedly is difficult to interpret,
capacity shortages may have been
unusually severe. However, the evi-
dence is not clear-cut. In the automo-
bile industry—widely cited as an ex-
ample in 1973—capacity was short
at the beginning of the year, but even
if it had been more ample, the extraor-
dinary demand for automobiles at
that time could not have been main-
tained. It is possible that in other
industries, especially the primary-
processing industries, capacity short-
ages did limit the growth of real GNP.

Capacity shortages may also have
been the cause of other peculiarities of
this cycle. The combination of acute
shortages in the primary-processing
industries with more ample capacity in
the advanced-processing industries that
produce capital goods helps explain the
unusual strength of total fixed business
investment, and the high rates of
inventory accumulation resulted partly
from stockpiling as a hedge against
supply shortages. Capacity shortages
may also have contributed to inflation.

3. Inflation was aggravated in 1973
by a steep rise in farm prices, which was
mainly due to worldwide supply short-
ages, and, subsequently, by the rise in
petroleum prices associated with the
embargo.

4. The petroleum and the food price
inflations reduced real purchasing power
and hence demand. Although this
effect is difficult to analyze and to
quantify, widely different techniques
corroborate that it may have been on
the order of $30 billion in 1974. As
regards petroleum, a shift of purchasing
power from U.S. consumers to foreign
nations and to domestic corporations
was involved. Only a small fraction of
the increased foreign purchasing power
was used to buy additional U.S. exports.
Also, in the period under review,
additional capital spending by petro-
leum companies fell short of the in-
crease in their undistributed earnings.
Hence, the depressing effect of the loss
of real income on consumer demand was
far from offset.

Higher farm prices resulted in a
shift in consumer purchasing power
from urban to rural groups. In this

case also, the net effect probably
reduced total demand for GNP. It
has been observed that farmers as a
group consume less out of additional
incomes than do urban consumers, and
the additional capital spending that
they undertook because their incomes
had risen probably did not fill the gap.

5. Inflation cut into the real wealth
of consumers and business and in this
way also contributed to reduced con-
sumer and investment spending. In-
cluded here is not only the direct effect
of higher prices, but also inflation-
induced declines in stock prices and
increases in interest rates that reduced
the market value of debt instruments.

6. Finally, and most speculatively,
it can be argued that the severity of
inflation and the prospects for its
continuation have undermined con-
sumer as well as business confidence,
and hence consumer and investment
spending, in a way that has no parallel
in earlier postwar recessions.

Economic policies

Throughout most of 1974, economic
policies were designed to combat infla-
tion, but toward the end of the year
concern about recession emerged, and
intensified. The need to deal with
recession complicated the task of eco-
nomic policy. Expansionary monetary
and fiscal policies entail the risk of
accelerating inflation because they in-
crease demand and raise inflationary
expectations. On the other hand, these
policies are likely to lead to an increase
in the utilization and productivity of
resources, and this will help offset
the inflationary tendencies that are
generated from the demand side. There
is wide disagreement as to the relative
potency of the two tendencies. It is
apparent, however, that the risks result-
ing from expansionary policies diminish
as the rate of utilization of the Nation's
economic resources declines.

Termination oj direct controls.—Wage-
price controls were terminated at the
end of April 1974. Phase IV, which
dates back to August 1973, provided
for controls on the passthrough of costs,
on profit margins, and on wages and
salaries. The only clearly visible effect
of decontrol was a one-time spurt in
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wage rates that reflected increases that
otherwise would have occurred earlier;
the immediate or subsequent effects of
decontrol on profits and prices will
remain a matter of conjecture.

Monetary and credit policies.—Mone-
tary and credit policies were stringent
during most of 1974. However, these
policies were eased during the fourth
quarter as concern about recession
mounted.

Short-term interest rates began to
decline in the third quarter. Initially,
this decline was due to a reduction in
the demand for money rather than to an
attempt by the Federal Eeserve to
increase its supply. Subsequently, the
Federal Reserve reduced the reserve
requirements to which deposits in
member commercial banks are subject;
approved a reduction in the discount
rates at which such banks can borrow
from Federal Reserve banks; and
stepped up open market purchases of
Federal securities, the effect of which
also is to permit an increase in the
deposit component of money.

Initially, it was difficult to diagnose
the aim of these policies. The reduction
in reserve requirements could be in-
terpreted as designed mainly to bring
about a lengthening in the time struc-
ture of deposits in order to improve the
banks' liquidity positions. The reduc-
tion in discount rates could be inter-
preted as a response to the decline in
market rates, rather than as an active
move to reduce them. The interpreta-
tion of open market operations was
subject to similar ambiguities. However,
the cumulative evidence, including ac-
tions taken by the Federal Reserve in
January 1975, strongly suggests that
the Federal Reserve did begin its anti-
recessionary efforts in the fourth quarter
of 1974 and that it stepped them up as
the quarter progressed.

Residential construction is the only
major economic activity generally rec-
ognized as strongly dependent on mone-
tary policy. But the effect is delayed,
mainly because changes in monetary
policy must first affect the thrift
institutions that specialize in mortgage
financing. Lower rates on short-term
market instruments have made interest
rates paid by savings and loan associa-

tions and mutual savings banks rela-
tively more attractive. The inflow of
deposits into these institutions and
their ability to make mortgage loans
are improving, although to date the
extent of the change has been small.
Special measures have been initiated
by the Federal Government to improve
the availability of mortgage funds, but
the slide in residential construction
was continuing at yearend.

Fiscal policy.—There is some evi-
dence that because of high inflation,
the Federal budget turned out to be
much more restrictive than was either
expected or appropriate. Corporate
profits taxes increased sharply last year.
These taxes are levied on profits that
include inventory profits, and inventory
profits are huge in periods of rapidly
rising prices because of the preponder-
ant use by business of the first-in-first-
out (FIFO) method of inventory ac-
counting. Higher taxes sharply reduced
the availability of internal corporate
funds for capital outlays. A similar,
though less dramatic, tendency affected
individual income taxpayers: Income
increases that were due to inflation
pushed these taxpayers into income
brackets that are taxed at progressively
higher marginal rates, and reduced the
purchasing power of these taxpayers.
Inflation also increased the restrictive-
ness of the budget because price
increases were not fully anticipated
when budget plans were formulated.
Inasmuch as programs are often held
to the planned dollar amounts, sub-
sequent price increases resulted in cuts
in real expenditures.

There are indications that these
restrictive effects of the Federal budget
are being reduced. Continued decelera-
tion of inflation would reduce corporate
tax liabilities and the impact of the rate
structure of the individual income tax.
In addition, corporate taxes may be
reduced further if the ongoing shift to
the last-in-first-out (LIFO) method of
inventory accounting continues, be-
cause under LIFO, inventory profits
are much smaller than under FIFO. A
deceleration of inflation also would
limit the erosion of the real equivalent
of a given dollar of Government
expenditures. In addition, many ex-
penditure plans will be adjusted in-

creasingty to catch up with past
inflation and to allow for prospective
inflation.

Factors in the business outlook

Barring the intrusion of major non-
economic events, the shape of the
near-term outlook is reasonably clear.
Real GNP is headed for a further
decline that will extend well into 1975,
and unemployment will rise. A decelera-
tion of inflation is the only favorable
development that may occur in the
first half of 1975.

Greater uncertainty attaches to the
severity of the recession. Recent devel-
opments have increased pessimism, but
allowance should perhaps be made for
the general tendency to give undue
weight to recent developments in as-
sessing the future. The greatest uncer-
tainty attaches to the vigor of the
eventual upturn: The course that the
economy will traverse in the meantime
is not known; Government policies are
subject to greater change as the time
horizon lengthens; and there is as little
known about the mechanics of inflation
in the forthcoming upturn as there is
known about it in the current recession.

A large further reduction in the real
volume of investment is in the offing.
Although the sharpest reduction in
residential construction may have oc-
curred in the fourth quarter of 1974,
the information on housing starts and
permits indicates a further substantial
decline in the first quarter of this year.
The BEA yearend plant and equip-
ment expenditures survey provides solid
ground for expecting a sharp and pro-
tracted drop in real business capital
outlays. As always, the behavior of
inventories is hardest to assess. But it
is certain that the accumulation of
automobile inventories will be less than
in the fourth quarter and very probable
that the accumulation of other business
inventories will be reduced also. It is
possible that inventories may be liqui-
dated. It is difficult to envisage a
substantial strengthening of real con-
sumption expenditures in the near term.
With the exception of automobile ex-
penditures, which fell to unexpectedly
low levels in the fourth quarter, a
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further decline is probable. Nor are
government purchases likely to provide
substantial stimulus in the first half
of the year. The increase in the Federal
deficit that will emerge will to a large
extent reflect the decline in the economy
rather than provide autonomous
support.

The outstanding income change that
seems likely is a further decline in
corporate profits; a reduction in in-
ventory profits will reinforce the reduc-
tion of profits originating in current
production.

Taking into account partial informa-
tion now available and the likely course
of real GNP, unemployment is bound
to rise. Even though the prospect is
for an increase in food and energy
prices, price and wage-rate inflation
may decelerate in the first half of 1975
in response to weakened demands.

By the second half of the year, the
the effects of ongoing monetary policy
and of special measures to aid the mort-
gage market will be causing an upturn
in the demand for housing. However,
several factors may limit the vigor of
the recovery. Thrift institutions may
decide to improve their liquidity posi-
tions before embarking upon a rapid
extension of mortgage loans; and con-
tinuing inflation may prevent a sub-
stantial improvement in mortgage
terms. Also, a large number of vacant
houses must be sold before new con-
struction is stepped up significantly.
Moreover, house prices have risen
relative to rents, and this may deter
potential buyers. Furthermore, many
will not want to incur the liabilities
associated with homeownership until
economic uncertainties have been re-
duced. In the rental market, the large
number of units in uncompleted build-
ings will retard the recovery of con-
struction. In addition, returns in this
market are unsatisfactory because rents
have not increased as much as land-
lords7 costs, and difficulties have af-
fected real estate investment trusts,
which have been a major source of
financing multiunit housing.

As the year progresses, economic
activity in general would be stimulated
if fiscal policy became less restrictive,

either for the reasons that have been
outlined or because of tax reductions
and expenditure increases. Fiscal pro-
grams have not been finalized by the
administration or approved by Con-
gress.

Data and estimating problems

Throughout the year, BEA has
drawn attention to deficiencies in the
source data and estimating techniques
on which its estimates are based.
These deficiencies always give rise to
errors, but the margin of error has
increased because of the severity
of inflation. Most important, inflation
has made it much more difficult to
estimate the inventory component of
current-dollar and real GNP, and
corporate profits and taxes. Earlier
issues of the SURVEY have explained
the problems that have been encoun-
tered and the manner in which BEA is
dealing with them (see, for instance,
the November issue). The following
comments discuss discrepancies that
have been noticed in the past year
between real GNP and the Federal
Reserve Index of Industrial Produc-
tion (IIP). The discrepancies may be
related to these problems and other
difficulties in converting current-dollar
GNP into real GNP during periods
of severe inflation.

Comparison between IIP and GNP.—
Real GNP and the IIP differ in cover-
age, and a one-to-one correspondence
between the two should not be expected.
The IIP excludes "nonbusiness" GNP,
i.e., GNP originating in the household,
government, and rest-of-the-world sec-
tors. The most important component
of business GNP that is omitted is
farm product. Other differences are
more subtle; they include the value
added in construction and similar
differences in coverage in the distrib-
utive and service industries.

It is not possible to strip down GNP
to make it exactly comparable with the
IIP, but partial adjustments can be
made. Preliminary results of such an
exercise suggested several conclusions:
(1) Discrepancies of magnitudes similar
to those that occurred in 1974 had
occurred also in prior years before

inflation escalated. (2) From 1973 to
1974, the IIP showed somewhat greater
strength than the comparable portion
of GNP. (3) On a quarterly basis, the
IIP showed greater strength through
the fourth quarter. (4) A difference
between the methods used for the
seasonal adjustment of automobile pro-
duction—an adjustment that is noto-
riously difficult—accounted for most
of the weaker performance of GNP in
the first quarter; in the second and
third quarters, on the other hand, the
IIP would have been even stronger
relative to GNP had there been no
difference in this respect, and in the
fourth quarter, it would have been
weaker.

In periods of relative price stability,
it is not difficult to construct a plau-
sible argument for the superiority of
real GNP. The deflation procedure by
which real GNP is derived uses value
and price information instead of infor-
mation on physical quantities, which
underlies the IIP. Information on
values and prices is much more ade-
quate than information on physical
quantities, and when data are lacking,
it is easier to impute for missing price
series than for missing quantity series.

Moreover, shifts between cheaper
and more expensive product lines are
registered by the deflation procedure
as changes in real production, as they
should be. In contrast, they are likely
to escape measurement based on physi-
cal quantities. The fact that values,
which always reflect transaction prices,
are sometimes deflated by price indexes
that reflect list prices, offsets these
advantages to an unknown extent.
List prices do not reflect premiums
and discounts and hence display a
spurious stability over the business
cycle. As a result, the deflation ap-
proach tends to exaggerate fluctuations
in the real volume of production. This
exaggeration affects only the relatively
small components of GNP that are
deflated by wholesale rather than
retail prices because retail prices re-
ported by BLS are transaction prices.

When physical measures of produc-
tion are lacking, the IIP often relies
on physical deliveries as a substitute.
As a consequence, inventory changes
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that occur prior to delivery are not
taken into account in the IIP, whereas
they are included in the inventory com-
ponent of GNP. In periods of rapid
inventory change, this also suggests
the superiority of GNP.

Moreover, in the short run, about
one-half of the IIP is based on series
on electricity consumption or on man-
hours adjusted for productivity. Use
of these series may give rise to sub-
stantial errors. The energy crisis and
its aftermath are likely to have upset
prior relations between electricity con-
sumption and industrial production.
Adjustment of man-hours for produc-
tivity is always suspect when there are
large changes in productivity.

The case for real GNP should not be
overstated, however. For instance, even
in normal times the statistical founda-
tions of the inventory component of
GNP are weak, and, as previously
noted, this weakness has been magnified
by the acceleration of inflation. More
generally, the deflation procedures un-
derlying real GNP are bound to have a
larger margin of error in periods of
inflation than in periods of relative price
stability. On the other hand, some of
the methodological weaknesses of the
IIP, particularly the extensive use of
electricity consumption and adjusted
man-hour series, may have increased
also the margin of error to which the
IIP is currently subject.

It would be unwarranted to take a
dogmatic position on whether real GNP
or the IIP was more nearly right in
depicting the true course of real output
in 1974. BEA and the Federal Reserve
Board have initiated a joint project to
reconcile the two measures; the com-
parisons that were made earlier are the
first result. It is expected that this
project will resolve some issues. How-
ever, past experience with similar at-
tempts to reconcile GNP with the IIP
points to intractable obstacles. A com-
plete reconciliation of the two measures
should not be expected. (A comparison
of the producers' durable equipment
component of GNP with a business
equipment series that is a byproduct of
the IIP is made in the discussion of
fixed business investment.)

PRICES, EMPLOYMENT,
AND PRODUCTIVITY

• Price performance worsened through
the first three quarters of 1974, but some
improvement was noticeable in the fourth.
Initially, a continued rise in food prices
and the sudden increase in energy prices
contributed disproportionately to the in-
flation. As the year progressed, a decel-
eration in food and energy prices was
more than offset by an acceleration in
other prices. In the fourth quarter, how-
ever, these other price increases tapered,
mainly due to a better performance of
prices of consumer goods other than food
and services.

• Conditions in the labor market de-
teriorated during 1974, especially in the
fourth quarter. The labor force increased
irregularly over the course of the year.
Employment grew slowly in the flrst three
quarters; a decline in the fourth quarter
almost wiped out the increase that occurred
in the earlier quarters. Unemployment at
flrst edged up and then increased rapidly
beginning in September.

• Productivity declined in each quarter
of 1974- The increase in hourly compen-
sation quickened in the second and third
quarters, but slowed in the fourth. In
combination, these two factors resulted in
a rapid increase in unit labor costs
throughout the year.

Prices
GNP prices

Implicit price deflators, such as
those shown in table 2, are byproducts
of the NIPA's. For any single com-
ponent or combination of components,
as well as for total GNP, they are
calculated as the ratio of the current-
and constant-dollar estimates. Ac-
cordingly, changes in the deflators
reflect, in addition to genuine changes
in the prices of individual goods and
services, shifts among goods and serv-
ices whose prices have risen at dif-
ferent rates since the valuation base
period. Most price indexes, including
the Consumer and Wholesale Price
Indexes reviewed later, do not reflect
such shifts.

The starting point of the table is the
implicit price deflator for GNP, which
is an index of the prices of the output of
the Nation's economy. Exports are part

of GNP, but imports are not because
they are foreign rather than U.S.
production. But inasmuch as imports
are included in the consumption, in-
vestment, government, and exports
components of GNP, they must be
subtracted from this total. In practice,
they are netted against exports. Anal-
ogously, import prices are included in
the several component deflators; they
are canceled out in the overall deflator
by an entry of opposite sign under
imports.

It is also useful to have a measure of
the prices of goods bought by U.S.
purchasers. Such a measure can be
derived by subtracting current- and
constant-dollar exports from GNP,
and adding current- and constant-
dollar imports, and then calculating
the implicit deflator. This measure is
shown in the table as the implicit de-
flator for GNP less exports plus imports.

The implicit deflator for GNP in-
creased about 10 percent in 1974—the
first annual double-digit increase since
the removal of World War II price
controls. The prices of goods and
services bought by all U.S. purchasers
combined increased somewhat more—
about 11 percent—because, as will be
detailed in the section on net exports,
prices of imports increased more rapidly
than those of exports.

Prices paid by consumers increased
about 11% percent. Food prices in-
creased substantially, as they had in
1973. After slowing in the second and
third quarters, their rate of increase
jumped again in the fourth. During
the year, the rate of increase in energy
prices declined from the huge rate in
the first quarter when the effects of
the increase in the price of imported
petroleum began to spread to domestic
purchases. In the fourth quarter, energy
prices actually declined due to reduc-
tions in the price of gasoline and oil.
Although food and energ}^ were respon-
sible for a major portion of the increase
in prices paid by consumers, the rate
of price increase of other items was
also very large in 1974—8% percent,
compared with 3% percent a year earlier.
The increase in the prices of these other
items accelerated through the third
quarter of 1974, but slackened some-
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what in the fourth. Prices of automo-
biles and parts, furniture and household
equipment, and apparel all rose less
rapidly.

The residual "other" shows the prices
paid by investors and government.
Year-over-year, these prices rose only
slightly less than the total. A marked
acceleration occurred in the fourth
quarter due to the sharp rise in the
prices of producers' durable equipment
and the pay raise of Federal employees.

Additional information useful for
price analysis—still within the NIPA
framework, but not included in table
2—is available. In particular, price
indexes are calculated on a chain
basis; this eliminates the effects of
shifts among GNP components. De-
velopments in the fourth quarter of
last year are clarified by the chain
price index for the private economy.
In contrast to the acceleration shown
by the implicit deflator for total
GNP, this index decelerated from an

annual rate of almost 14 percent in
the third quarter to 11% percent in
the fourth. The implicit deflator was
affected by two factors that should be
excluded in assessing price develop-
ments in the private economy. First,
it (and the component deflator for
personal consumption expenditures)
was raised by the decline in the share
of automobiles in the total GNP;
the increase in automobile prices since
the valuation base year 1958 has been
below average. Second, it includes
the pay raise for Federal employees,
which is not an increase in the prices
of goods and services produced by the
private econonry.

The Consumer Price Index

The Consumer Price Index (CPI)
increased about 11 percent in 1974,
somewhat less than the increase in
the implicit price deflator for personal
consumption expenditures. BEA now

Table 2.—Implicit Price Deflators

Gross national product...

Less: exports
Plus: imports

Equals: GNP less exports
plus imports.

Personal consumption ex-
penditures

Food
Energy 1

Other personal con-
sumption expendi-
tures

Other 2 _ _

Gross national product

Less: exports
Plus: imports

Equals: GNP less exports
plus imports

Personal consumption ex-
penditures

Food
Energy 1

Other personal con-
sumption expendi-
tures.

Other 2

1972 1973 1974

1973

I II III IV

1974

I II III IV

Seasonally adjusted at annual rates

Index numbers (1958 = 100)

146. 12

130.0
133.7

146.3

138.2
137.5
125.4

139.8

163.4

154. 31

150.6
155.6

154.7

145.9
155.2
135.6

144.5

173.2

170. 11

194.7
219.5

171.7

162. 4
177.7
176.8

156.9

191. 1

149. 95

137.1
141.2

150.3

141.4
145.6
129. 8

141.5

168.8

152. 61

144.8
152.2

153.2

144. 3
151.6
133.7

143.5

171.7

155. 67

155.0
158.7

156.0

147.0
158. 9
135.1

145.1

174.6

158. 93

164.8
170. 9

159.3

150.8
164.6
144.0

147.9

177.5

163.61

179.0
194.0

164.5

155.8
172.2
165.2

150.5

182.3

167.31

188.7
214.9

169.2

160.2
175.0
178.5

154.4

187.6

172.07

202.5
230.8

174.0

164.7
178.3
182. 2

159. 3

193.3

177. 68

209.6
238.8

179.5

169. 2
185.2
180.6

163.5

201.7

Percent change from preceding period

5.6

15.9
16.4

5.7

5.5

12.8
8.1

3.3

6.0

10.2

29.2
41.1

11.0

11.4

14.5
30.4

8.6

10.4

5.5

12.9
10.9

5.6

5.0

16.5
8.6

1.6

5.3

7.3

24.5
34.9

7.9

8.6

17.7
12.8

5.9

7.0

o o0. u

31.3
18.5

7.4

7.6

20.8
4.0

4.6

6.8

8.6

28.0
34.3

8.9

10.9

15.1
29.2

7.8

6.8

12.3

39.1
66.1

13.7

13.7

19.6
73.1

7.4

11.3

9.4

23.6
50.8

11.8

11.8

6.9
36.3

10.8

12.1

11.9

32.5
32.8

11.9

11.9

7.7
8.5

13.1

12.7

13.7

14.9
14.6

13.3

11.3

16.5
-3.4

11.1

18.6

1. Gasoline and oil, fuel and ice, and electricity and gas.
2. The change in business inventories has been excluded because the implicit pyice deflator "for thfc change in business

inventories is subject to large erratic movements that reflect shifts in the composition among items that have shown large
differences in their price rise as compared with the 11)58 valuation base period. Theisize of these errfttiO movements precludes
the use of these deflators in price analysis.

regularly publishes a quarterly recon-
ciliation of the two indexes. (The
November issue of the SURVEY carried
this reconciliation for the first three
quarters of 1974, and the reconciliation
for the fourth quarter will be carried
in next month's issue.)

Differences between the two indexes
stem from three major factors: the
shifting weights in the implicit deflator,
the different weights assigned to com-
ponents common to the two indexes,
and components not common to the
two indexes. The differences due to the
first two of these factors were relatively
small in 1974. In the first quarter, a
more rapid increase in the implicit
deflator was largely due to non-CPI
items. These include items deflated by
components of the Wholesale Price
Index, by prices paid by farmers for
family-living items, and by prices of
imputed services of financial inter-
mediaries. In the second quarter, the
differences in the contributions of
components not common to the two
indexes were large, but happened to be
offsetting. The major reason why the
CPI rose more rapidly than the implicit
deflator in the third quarter was the
contribution of items not in the deflator,
the largest of which was used auto-
mobiles.

The Wholesale Price Index

The Wholesale Price Index rose
about 19 percent in 1974, as compared
with 13 percent in 1973. Prices of indus-
trial commodities (excluding foodstuffs)
were responsible for the acceleration;
they increased about 22 percent, as
compared with less than 7 percent in
1973. Prices of farm products, and proc-
essed foods and feeds increased much
less than in 1973, about 11% percent as
compared with 30 percent.

The patterns within 1974 were
equally divergent. The farm-foods-feeds
component, which is subject to abrupt
changes in response to crop conditions,
declined for several months, through
June, and has since moved up sharply.
The industrial commodities component
slowed in the final months, reflecting
the broadly based weakness in in-
dustrial activity here and abroad.
Within that component, prices of crude
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materials declined and the price in-
creases of intermediate materials de-
celerated. It will take time for these
price changes to work their way through
to later stages of production. It is
not clear that there has been a per-
sistent change in the rate of increase
in prices of industrial finished goods.

Labor Force, Employment,
and Unemployment

The civilian labor force increased
2.3 million in 1974, slightly more than
in 1973. In contrast, the increase in
employment slowed from 2.7 million
to 1.5 million. The unemployment rate
rose from 4.9 to 5.6 percent. Average
weekly hours worked were down to
36.6 in 1974 from 37.1 in the two
preceding years.

After holding on a plateau in the
early part of 1974, the growth of the
labor force resumed through October
(chart 2). In November, the labor
force declined.

Employment and hours

The pattern of change in employment
was similar to that of the labor force,
but the plateau was more extended,
the subsequent growth weaker, and
the fourth-quarter deterioration greater.
From September to December, em-
ployment declined 1.4 million. In the
light of the weakening of economic
activity in the first three quarters, it is

surprising that employment was main-
tained as well for so long. It would
appear that employers had viewed the
weakness as temporary, and expected
demand to rebound once the petroleum
embargo had been removed. Given
these expectations, they would have
been mistaken to lay off experienced
workers, who had been difficult to
recruit in 1972 and 1973. By the
fourth quarter, however, it appeared
that the weakness of demand would be
greater and more prolonged, and the
number of layoffs increased sharply.

The BLS payroll survey of non-
agricultural establishments provides in-
dustry detail, which is not available
from the household survey, which
provides the interrelated information
on labor force, employment, and unem-
ployment. The 1974 employment
growth occurred in the service-pro-
ducing industries. Employment in
goods-producing industries declined
(table 3). The decline accelerated during
the year, and reflected conditions in
the construction and building materials
industries and in consumer goods in-
dustries other than automobiles. The
only noteworth}^ employment expansion
among goods-producing industries oc-
curred in nonelectrical machinery and
mining, and reflected the strength of
demand for capital goods and fuels. In
the automobile industry, a temporary
recovery in the second and third

Table 3.—Changes in Nonfarm Payroll Employment

[Thousands of workers]

Nonfarm payroll employment, total

Goods-producing

Mining
Construction
Manufacturing. .

Durables
Nondurables

Service-producing _

Transportation and public utilities-
Trade
Finance, insurance, and real estate. .
Services
Federal Government _ _ _
State and local government

1973

;
2,936

1,069

19
248
802
677
126

1,866

112
635
116
608
-8
405

1974

501

-914

37
-244
-706
-425
-280

1,415

-1
177
65

522
73

578

1973 i

I II III IV

1974 i

I II III IV

Seasonally adjusted

918

384

4
80

301
255
47

533

21
227
32

182
-16

86

734

279

-2
67

214
177
37

455

32
160
29

126
-8
117

570

188

8
74

105
116

-10

382

22
126
29

143
-10

72

714

218

9
27

182
129
52

497

37
122
26

157
26

130

193

-99

12
10

-121
-108
-14

292

20
20
24
90
19

120

313

-67

7
-60
-14

23
-36

380

-11
111

17
132
18

110

326

-127

11
-108
-30
-6

-24

453

-10
148
10

151
31

125

-331

-621

7
-86

-541
-335
-206

290

0
-102

14
149

5
223

quarters was followed by widespread
plant shutdowns and heavy layoffs
in the fourth quarter. The growth of
employment in the service-producing
industries accelerated through the third
quarter; in the fourth quarter, con-
tinued increases in most of these in-
dustries were partly offset by a reduc-
tion in retail trade employment.

Through the third quarter, adult
women accounted for most of the em-

CHART 2

Labor Force, Employment,
and Unemployment

Millions of persons

74 -

Percent

8
UNEMPLOYMENT RATE

i i i I t i i... i I i t

1968 69 70 71
Seasonally Adju

72
sted

73

1. Changes are calculated from quarterly averages.
Source: Bureau of Labor Statistics. U.S. Department of Commerce, Bureau of Economic Analysis

74

Data: BLS

75-1-2

566-750 O - 75 - 2
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Table 4.—Selected Unemployment Rates

[Percent]

Total

Selected demographic groups

Adult men
Adult women . .
Teenagers
Household heads _ .
White
Negro and other races.

Selected industries

Goods-producing:

Manufacturing
Durable _ _ __ _ _ . .
Nondurable

Construction.. . _ ....

Service-producing:

Transportation and public utilities
Trade
Finance and services
Government

1972

5.6

4.0
5.4

16 *>.
3.3
5.0

10.0

5.6
5.4
5 7

10.3

3.5
6.4
4.8
2.9

1973

4.9

3.2
4.8

14 5
2. 9
4.3
8.9

4.3
3.9
4 9
8.8

3.0
5.6
4.3
2.7

1974

5.6

3.8
5.5

16.0
3.3
5.0
9.9

5.7
5.4
6.2

10.6

3.2
6.4
4.6
3.0

1973

I II III IV

1974

I II III IV

Seasonally adjusted

5.0

3.4
5.0

14.7
3.0
4.5
9.0

4.7
4.4
5 1
8.9

3.0
5.7
4.5
2.5

4.9

3.3
4.8

14.7
2.9
4.4
9.0

4.4
3.9
5 2
8.8

3.0
5.5
4.2
2.9

4.7

3.1
4.8

14.3
2.7
4.2
9.0

4.0
3.6
4 5
9.2

2.9
5 8
4.0
2.8

4.7

3.0
4.7

14.3
2.8
4.2
8.6

4 2
3.7
4 8
8.8

3.1
5.6
4.3
2.6

5.2

3.5
5.1

15.3
3.0
4.7
9.3

5.2
5.0
5.5
8.5

2.9
6.0
4.6
2.7

5.1

3.5
5.0

15.1
3.1
4.7
9.0

5.0
4.8
5 3

10.0

3.1
6.1
4.3
3.0

5.5

3.7
5.4

16.1
3.2
5.0
9.5

5.4
4.8
6 4

11.4

3.5
6.4
4.5
3.0

6.5

4.7
6.5

17.5
4.0
5.9

11.8

7.4
7.0
7 9

13.7

3.6
7.3
5.2
3.1

Source: Bureau of Labor Statistics.

ployment increase, because many
women were taking jobs to supplement
family incomes that were being eroded
by inflation. The employment decrease
during the fourth quarter affected
adult men and teenagers as well.

Part of the 1974 drop in average
weekly hours occurred at the time of
the petroleum embargo. There was no
recovery subsequently, and a further
drop occurred in the fourth quarter.
In manufacturing, the reduction in
hours primarily reflected a cutback in
overtime, although the size of the de-
cline in some industries suggests a
shortening of the basic workweek.
(Data separating overtime from regular
hours are not available for individual
industries.) In contrast to the typical
cyclical pattern, hours in nondurables
industries declined about as much as
in durables. This was largely the result
of exceptional weakness in the textile
and apparel industries.

Unemployment

By industry, the 1974 increase in
unemployment was much sharper in the
goods-producing than in the service-
producing industries (table 4). By
demographic group, it was sharper for
adult men than for adult women and
teenagers, because many women and

teenagers leave the labor force when
they cannot find employment. During
the year, the pattern of increase was
very similar. The percentage of unem-
ployment due to layoffs rose from 39 in
1973 to 43 in 1974, that due to quits
fell from 16 to 15, and that due to new
entrants and reentrants fell from 46 to
42. This shift became more pronounced
in the course of the year.

To cushion the impact of rising un-
employment, yearend legislation liber-
alized the terms of unemployment
insurance programs. Coverage was ex-
tended to groups not previously eligible,
such as farm workers and domestics.
Also, for most workers, the duration of
benefits was extended by 3 months to
a maximum of 1 year. The provisions

are triggered at specified rates of
National or local unemployment.
In addition, Congress authorized a
substantial expansion in public service
employment.

Productivity, Hourly Compen-
sation, and Unit Labor Cost

The nonfarm business sector

BLS calculates output per man-hour
and related measures for the private
nonfarm economy, i.e., the total less
government and farming. The behavior
of both of these sectors is very different
from that of the rest of the economy,
and they are therefore excluded. An-
other reason for excluding government
is that no allowance can be made for
productivity changes in measuring its
output.

In the calculations shown in table 5,
BEA made additional exclusions that
result in series on output per man-hour,
compensation per man-hour, and unit
labor cost that cover the nonfarm busi-
ness economy. First, the rest-of-the-
world sector was excluded. The output
of that sector is measured largely by
the net inflow of property income into
the United States, which, as will be
explained later in this Review, showed
large fluctuations. From the standpoint
of analyzing developments in the do-
mestic economy, it was desirable to
exclude this output. From the stand-
point of measuring output per man-
hour, there is an additional reason for
this exclusion: Man-hours attributed to
the rest-of-the-world sector are minis-
cule. Second, the household sector of
the GNP was also excluded. This was

Table 5.—Output and Compensation Per Man-hour, and Unit Labor Cost in the Nonfarm
Business Economy

[Percent change from preceding period]

Output per man-hour. _ .

Compensation per man-hour

Unit labor cost. ._ ._ _

1973

2.3

7.3

5.0

1974

-2.7

8.5

11.5

1973

I II III IV

1974

I II III IV

Seasonally adjusted at annual rates

3.4

10.8

7.1

-0.9

6.1

7.0

-0.4

5.8

6.3

-0.3

9.1

9.5

-7.3

7.7

16.1

-0.3

10.8

11.2

-2.5

10.3

13.1

-3.9

8.5

12.9
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done because, as in the case of govern-
ment, no allowance is made for produc-
tivity change in measuring the output
of this sector.

Output per man-hour in the nonf arm
business economy declined 2.7 percent
in 1974, as compared with an increase of
2.3 percent in 1973. The increase in
compensation per man-hour accelerated
in 1974. This acceleration, in combina-
tion with the 1974 decline in produc-
tivity, resulted in a very sharp increase
in unit labor costs—11.5 percent as
compared with 5.0 percent.

On a quarterly basis, the declines in
output per man-hour began in 1973.
They were particularly sharp in the first
quarter of 1974, when the petroleum
shortage had its major impact, and in
the last quarter, when the general eco-
nomic decline became pronounced. An
acceleration in compensation per man-
hour began in the fourth quarter of
1973, but the rate of increase tapered in
the fourth quarter of 1974. The increase
in unit labor costs, which was striking
in the first quarter of 1974, reflected the
productivity decline in that quarter.

Measures of hourly earnings

The calculations shown in table 5
reflect changes in industry mix. For
instance, the production declines in the
automobile industry—an industry in
which output per man-hour is higher
than average—contributed to the sever-
ity of the first- and fourth-quarter
productivity decreases. For many pur-
poses, it would be desirable to have
measures that are free of mix effects.
Unfortunately, such measures are avail-
able only for hourly earnings.

BLS calculates an Hourly Earnings
Index (HEI) that covers the private
nonfarm economy. It adjusts for pre-
miums earned for overtime in manufac-
turing and for shifts in the distribution
of employment among high- and low-
wage paying industries. Although it
does not cover supervisory workers, it
comes closer than any other measure
to being an indicator of wage rate be-
havior. The percentage changes in this
index follow.

1973 1974

Quarters at seasonally adjusted annual rates

Year

I
II.

III
IV

6.4%

5.3
6.5
7.7
7.2

8.0%

6.3
9.7

11.0
9.8

If allowance is made for differences
in coverage, in particular the exclusion
of emplo3^er contributions for social in-
surance from the HEI, the movement
of the compensation series and HEI is
very similar. Because it excludes these
contributions, which typically increase
in the first quarter, the HEI shows a
smaller first-quarter increase than the
compensation series. The acceleration
from the first to the second quarter,
which is partly due to the one-time
increase in wage rates that occurred
after the abolition of wage controls at
the end of April 1974, according!}' is
larger in the HEI.

PERSONAL INCOME AND
CONSUMPTION

• Personal income grew less rapidly
in 1974 than in 1973, and quarterly
increases tapered during 1974, mainly
because oj the progressive decline in
economic activity. Disposable income
performed even less well because oj in-
creases in eflective tax, rates that were
largely induced by inflation. Real dis-
posable income declined in 1974-

• Personal consumption expenditures
were unusually weak—and not only be-
cause oj the slump in the demand for
automobiles.

Personal and Disposable
Income

Personal income increased 9 percent
in 1974, as compared with 11% percent
in 1973. Income of farm proprietors was
the main factor in the deceleration, as it
had been in the acceleration that oc-
curred in 1973. Nonfarm income in-
creased 10 percent in both years.

Slower growth in wages, salaries, and
other labor income was approximately
offset by a step-up in transfer payments.
The latter increased 18% percent in
1974, as compared with 14 percent in
1973. Liberalized social security and
veterans' benefits, and higher unem-
ployment insurance payments were the
major factors in the increase.

On a quarterly basis, the course of
several of the components of personal
income was uneven during 1974 (chart
3). Wages, salaries, and other labor
income followed the course of current-
dollar GNP. The increase was small in
the first quarter and even smaller in
the fourth. Farm proprietors' income
dropped in the first two quarters and
stabilized thereafter. Transfer payments
increased fairly steadily, with unem-
ployment insurance benefits making
an increasing contribution as the year
progressed.

Personal taxes increased much more
in 1974 than in 1973—13 percent as
compared with 6% percent. The size of
yearend tax settlements contributed to
this step-up; inflation, which pushes
taxpayers into income brackets that are
taxed at progressively higher marginal
rates, was an increasing!}" important
factor. Disposable personal income—
personal income less personal taxes—
increased 8% percent in 1974, as
compared with 12% in 1973. It accel-
erated through the third quarter; in
the fourth, its rate of increase tapered
to 6% percent. Real disposable income
declined 2% percent in 1974, after an
increase of 6% percent in 1973. It
reached its peak in the fourth quarter
of 1973 and declined each quarter
thereafter.

Personal Consumption
Expenditures

Personal consumption expenditures
in real terms declined 2 percent in
1974, after a 4% percent increase in
1973 (table 6). This was the first year-
over-year decline in the entire postwar
period. By far the largest decline was in
automobiles. However, all other goods
components of consumption shown in
the table were down as well—not only
those related to energy. Energy-related
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CHART 3

Components of Personal Income
Billion $ (Ratio scale)
1,000

800

600 -

400 -

300 -
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100 -

Wages, Salaries,
and Other Labor Income

20 -

10
1968 69 70 71 72 73 74

Seasonally Adjusted at Annual Rates
* Business and professional proprietors' income, rental income, and
dividends, less personal contributions for social insurance.

U.S. Department of Commerce, Bureau of Economic Analysis 75-1

services declined, and all other services
showed only a very small increase.

Real expenditures for automobiles
began to slide long before the petroleum
shortage. They picked up temporarily
in mid-1974 as consumers anticipated
price increases on 1975 models. This
aggravated the steep decline that oc-
curred in the fourth quarter. Expendi-
tures for other durables were weak also.
Part of the weakness was in mobile
homes and furniture and household
furnishings, and paralleled the decline
in demand for residences. Except for
energy-related items, which recovered
in the second quarter, and some erratic
movements indicated for food, which
may have been due to deficiencies in
the deflation procedure, nondurable
goods and services were weak through-
out the year.

As is usually the case, personal saving
was difficult to interpret; very little is
known about saving behavior, and there
are deficiencies in the estimates. These
estimates are not broken down into
analytically significant components and,
because they are derived residually, are
subject to large statistical errors. The
only regularities that were discernible
in 1973 and 1974 were the well-known
ones for saving to vary directly with
farm income and inversely with ex-
penditures for automobiles.

Many factors tended to depress per-
sonal consumption in 1974, in addition
to the obvious effects of declining
economic activity on personal income
and of the progressive increase in

effective tax rates on disposable income.
Among these are supply shortages and
the uncertainties created by inflation
and rising unemployment. The less
transparent effects of the inflation of
petroleum and food prices were dis-
cussed in the first section of this Review.

PROFITS, SOURCES AND
USES OF FUNDS, AND
FIXED INVESTMENT

• Corporate profits earned in domestic
production were poor in 1974, although
this is not apparent from the book profits
total that is often cited. Book profits
were inflated by huge inventory profits.

Table 6.—Personal Consumption Expenditures in Current and Constant Dollars

Personal consumption expenditures

Durables
Autos and parts l

Other durables

Nondurables
Food
Energy2 ..- . .. .
Other nondurables

Services . ..
Energy3 .. _ . . . _
Other services

Personal consumption expenditures

Durables
Autos and parts J

Other durables. . ....

Nondurables .
Food
Energy 2

Other nondurables

Services
Energy 3

Other services .

Personal consumption expenditures...

Durables
Autos and parts '
Other durables

Nondurables
Food.
Energy 2

Other nondurables ...

Services
Energy3 .. . ... .. .. ..
Other services

1972 1973 1974

1973

I II III IV

1974

I II III IV

Seasonally adjusted at annual rates

Billions of current dollars

729.0

118.4
49.0
69.4

299.7
143.7
32.8

123.1

310.9
18.4

292 5

805.2

130.3
53.1
77.2

338.0
165.1
37.8

135.1

336.9
20.0

316.9

877.0

127. 8
46.2
81.5

380.2
187.8
47.6

144.7

369.1
22.4

346. 7

781.7

132.4
55.6
76.8

323.3
155.9
35.5

131.9

325.9
19.4

306.5

799.0

132.1
54.5
77.6

332.7
160.9
37.3

134.4

334.2
19.7

314.5

816.3

132.4
55.1
77.3

343.8
169.1
38.3

136.4

340.1
20.7

319.4

823.9

124.3
47.2
77.1

352.1
174.5
40.2

137.5

347.4
20.3

327.1

840.6

123.9
44.0
79.9

364.4
180.1
42.4

141.9

352.4
20.0

332.4

869.1

129.5
46.6
82.9

375.8
183.5
48.3

144.0

363.8
21.3

342.5

901.3

136.1
52.8
83.3

389.0
191.3
50.1

147.6

376.2
23.8

352.5

896.8

121.5
41.4
80.1

391.5
196.6
49.7

145.3

383.8
24.6

359.2

Billions of constant (1958) dollars

527.3

104.9
43.5
61.4

220.2
104.5
26.4
89.4

202.2
14.5

187.7

552.1

113.6
47.0
66.6

228.6
106.4
27.6
94.6

209.9
15.0

194.9

539.9

103.4
38.1
65.3

223.8
105.7
25.1
93.0

212.8
14.5

198.3

552.9

117.2
49.8
67.4

228.7
107.1
27.5
94.1

207. 1
14.8

192.3

553.7

115.7
48.4
67.3

228.3
106.2
27.8
94.4

209.7
14.9

194.8

555.4

114.3
48.1
66.2

230.0
106.4
28.1
95.4

211.2
15.5

195.7

546.3

107.2
41.6
65.6

227.4
106.0
27.0
94.4

211.7
15.0

196.7

539.7

105.2
38.5
66.6

223.9
104.6
23.9
95.4

210.6
13.9

196.8

542.7

106.8
39.3
67.5

223.6
104.8
25.0
93.9

212.2
14,1

198.2

547.2

107.8
42.4
65.4

225.8
107.3
25.5
93.0

213.7
15.1

198.6

530.1

93.7
32.2
61.5

221.7
106.1
26.0
89.6

214.7
15.2

199.6

Percent change from preceding period, constant (1958) dollars

4.7

8.3
8.0
8.4

3.8
1.9
4.6
5.8

3.8
3.9
3.8

-2.2

-9.0
—18.9
—2.1

—2.1
—.7

—9.2
—1.7

1.4
—3.3

1.8

8.2

28.2
32.6
25.1

5.9
4.2
.4

9.5

.9
-15.4

2.3

0.6

—5.2
—11.1

—.7

—.6
-3.5

4.0
1.5

5.2
2.7
5.4

1.2

—4.6
2 4

—6.2

2.8
.8

5.3
4.4

2.8
18.5
1.7

-6.4

—22.6
—44.2
—3.4

—4.3
—1.5

—14.7
—4.3

.9
-13. 7

2.1

—4.7

—7.4
-26.1

6.2

6.0
—5.1

-39.1
4.5

—1.9
—26.4

.2

2.2

6.5
8.2
5.5

.5

.8
19.2

—6.4

3.1
5.5
2.9

3.4

3.6
35.7

—12.2

3.9
9.8
8.8

-3.6

2.7
32.5

.8

—11.9

—42.9
—66.8
—21.7

—7.1
—4.2

7.8
—14.0

2.0
2.2
2.0

1. Excludes mobile homes. 2. Gasoline and oil, and fuel and ice. 3. Electricity and gas.
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Profits earned in production by domestic
nonfinancial corporations were down
$®y2 billion. Changes in the industrial
composition oj these profits were un-
usually large; petroleum companies reg-
istered a multibillion dollar gain, which
was partly offset by a large reduction in
the profits oj automobile manufacturers.

• The decline in profits adversely
affected the incentive to invest, and also
the ability of corporations to finance
investment through internal funds. More-
over, nonfinancial corporations faced in-
creased financial stringency in 1974-

• In current dollars, fixed business
investment remained high throughout the
year. In the second half of the year,
real outlays were eroded by inflation.

• Residential construction continued
to decline in 1974, mainly because of
stringent monetary and credit policies.
The decline was aggravated by other

factors.

Corporate Profits

Disposition of profits

Before-tax profits advanced about 15
percent, compared with 23% percent
in 1973. This estimate and others for
the year 1974, which appear in table 7,
are informed guesses, because only
fragmentary information for the fourth

quarter of the year is available now. All
of the 1974 increase occurred in the
first three quarters (chart 4). In the
fourth quarter, profits declined.

Before-tax profits consist of profits
from current production and of "inven-
tory profits/' The latter are generated
b}^ inventor\r accounting methods used
by business because, according to these
methods, the excess of the replacement
cost of inventories used up over their
acquisition cost is reflected in profits.
In 1974, inventory profits reached un-
precedented levels because rapid infla-
tion resulted in ver}^ large differences
between replacement and acquisition
costs. At their peak in the third quarter,
corporate inventory profits were at an
annual rate exceeding $51 billion, com-
pared with less than $18 billion in 1973.

In fact, inventory profits accounted
for the entire increase in before-tax
profits in 1974. On the NIPA basis,
according to which inventories used up
are valued at their replacement cost,
1974 profits appear to have held about
even with the 1973 figure of $105 bil-
lion. Also, before dropping in the fourth
quarter of 1974, profits had moved
within a narrow range since the first
quarter of 1973.

Profits tax liability is incurred on
inventory as well as NIPA profits, and

Table 7.—Corporate Profits

[Billions of dollars]

Corporate profits before tax

Inventory valuation adjustment

Corporate profits and inventory valuation ad-
justment .

Rest of the world -
Domestic -

Financial institutions ._

Nonfinancial corporations

M anufacturing

Nondurable goods
Petroleum refining ...
Other nondurable goods

Durable goods -
Motor vehicles
Other durable goods

Trade
Transportation .
Communication
Electric, gas, and sanitary services
All other nonfinancial. .

1973

122.7

-17.6

105.1

7.3
97.8

19.6

78.2

47.6

21.5
5.1

16.3

26.1
6 0

20.1

13 4
1.4
3 7
4.1
7.9

1974

141.0

-35.5

105.4

9.2
96.3

20.6

75.7

46.8

30.8

16.0

1973

I II III IV

1974

I II III

Seasonally adjusted at annual rates

120.4

-16.5

103.9

7.0
96.9

18.7

78.2

48.6

20.9
4.8

16.1

27.6
7.9

19.7

12.9
1.8
3.6
4.1
7.3

124.9

-20.0

105.0

7.0
98.0

19.4

78.6

48.4

21.5
5.5

16.0

26.9
7.4

19.5

13.8
1.3
3.6
3.8
7.6

122.7

-17.5

105.2

7.4
97.9

19.8

78.1

47.1

21.4
5.3

16.0

25.7
5.1

20.7

13.0
1.1
3.9
4.5
8.4

122.7

-16.3

106.4

8.0
98.3

21 \

77.9

46.4

22.1
4.9

17.2

24.3
3.8

20.5

13.9
1.5
3.6
4.2
8.4

135.4

-27.7

107.7

13.2
94.5

20.8

73.8

46.2

26.9
7.5

19.4

19.3
.2

19.1

12.6
1.1
3.4
2.5
7.9

139.0

-33.4

105.6

7.9
97.7

20.7

77.0

46.8

29.7
10.0
19.7

17.1
1.0

16.1

13.5
2.1
3.4
2.6
8.6

157.0

-51.2

105.8

8.8
97.1

20.7

76.4

48.6

33.3
13.6
19.7

15.3
1.1

14.2

9.8
2.3
3.3
3.0
9.4

accordingly it also increased substan-
tially in 1974. However, the effective
tax rate—the percentage that profits
tax liability is of before-tax corporate
profits—continued its decline of recent
years. With the nominal tax rate essen-
tially unchanged, the decline in the
effective tax rate in 1974 was princi-
pally due to rapidly increasing foreign
tax credits and to the increasing share
of domestic petroleum profits, which are
taxed at below-average rates.

Dividends increased $3 billion in
1974. Through the third quarter, in-
creases were larger than earlier, due
partly to the release of dividends from
limitations placed on them under wage-

••••••••••••I CHART 4

Corporate Profits and Gross Saving
Billion $
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* Undistributed profits and IVA plus capital consumption allowances.

U.S. Department of Commerce, Bureau of Economic Analysis 75-1
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price control programs. A dividend
payout ratio calculated on the basis of
undistributed profits, including the
inventory valuation adjustment (IVA)
that converts book profits into NIPA
profits, rose sharply to a record high in
the third quarter, after near stability in
1973.

Undistributed profits and IVA had
leveled out in 1973 and declined sharply
in 1974. Capital consumption allow-
ances must be added to undistributed
profits and IVA to obtain a measure of
internally generated funds. These allow-
ances continued their historic uptrend,
and accordingly, total internal funds
were maintained better than undistrib-
uted profits and IVA alone. Neverthe-
less, these funds—labeled gross saving
in the lower panel of chart 4—turned
down after reaching a peak in the fourth
quarter of 1973.

Profits by industry

Profits from abroad rose about $2
billion in 1974. First-quarter figures
included the extraordinary profits due
to higher petroleum prices that accrued
to the United States prior to increased
foreign participation in these profits.
Thereafter, these profits were lower
because of increased income payments
to foreigners. On a NIPA basis, do-
mestic profits decreased $1% billion in
1974, after an increase of $11 billion
in 1973. Financial institutions posted
a $1 billion gain, which was smaller
than in recent years and more than
accounted for by increases in the profits
of Federal Reserve banks. In contrast,
profits of nonfinancial corporations de-
clined $2% billion. Except for non-
durables manufacturing, profits of all
industries shown in table 7 were stable
to sharply declining. Profits of most
nondurables manufacturing industries
increased; by far the largest increase
was in petroleum refining. In the
durables manufacturing industries, the
bulk of the multibillion dollar drop was
due to the precipitous decline in profits
of automobile manufacturers. Only
profits of primary metals producers
showed a substantial increase.

Nonfinancial corporations

The 3.2 percent decline in profits of
domestic nonfinancial corporations was

due more to the decline in their real
output than to the decline in unit
NIPA profits. The former declined 2.4
percent, the latter 0.7 percent. Cost
increases more than absorbed the 9.5
percent increase in the price of output
produced by nonfinancial corporations.
The increase in unit labor cost—which
can be viewed as the excess of hourly
compensation increases over pro-
ductivity gains—amounted to 11.3 per-
cent, compared with 4.0 percent in
1973. Unit nonlabor costs increased
9.5 percent, compared with only a
slight increase in the earlier year.
Most of these costs—interest, capital
consumption allowances, and indirect
business taxes—are overhead costs,
and increase substantially per unit when
the number of units produced declines.

Sources and Uses of Funds

Stringency in financial markets in-
tensified in 1974 until the third quarter,
when conditions began to ease. This
can be seen from chart 5 in terms of the

behavior of interest rates. Monetary
policy was the major factor determin-
ing the course of financial develop-
ments. However, many other factors
were at work, particularly inflation.
As will be seen from the subsequent
discussion, there is no clear evidence
that business investment demand was
significantly affected by the financial
stringency. Its restrictive effect on the
demand for GNP worked primarily
through the demand for residences.

Table 8, which shows the sources
and uses of funds of nonfinancial cor-
porations, suggests some very tentative
conclusions that are relevant to the
analysis of the financial stringency.
Among the sources of funds, it repro-
duces, with some differences that are
explained in a note appended to it, the
gross corporate saving item that has
just been discussed. This item is labeled
"internal sources." The capital expendi-
ture item shown as a use of funds is
based on the fixed business investment
and inventory estimates that are dis-
cussed later.

Table 8.—Sources and Uses of Funds of Nonfinancial Corporations
[Billions of dollars]

Total sources of funds

Internal sources .

Undistributed profits and inventory valu-
ation adjustment ..

Undistributed profits
Inventory valuation adjustment. .

Capital consumption allowances

External sources

Financial markets
Equity issues .
Debt

Long- term ...
Short-term

Bank loans.
Trade debt
Other sources

Total uses of funds

Capital expenditures . .

Fixed investment
Change in inventories

Book value . .
Inventory valuation adjustment. .

Acquisition of financial assets
Liquid assets
Trade credit .. . . .
Other assets

Discrepancy (sources less uses)

1973

176.2

84.6

17.1
34.7

-17.fi
67.5

91.6

67.2
7.4

59.7
27.1
32.6
30.6
19.6
4.8

162.4

121.5

108.6
12.9
30.5

-17.6

40.9
6.9

24.1
9.9

13.8

19741

202.8

80.2

8.7
46.1

-37.4
71.5

122.6

84.1
5.5

78.5
32.2
46.3
32.8
27.5
11.1

189.8

127.9

116.9
11.0
48.4

-37.4

61.9
18.8
35.7
7.4

13.0

1973

I II III IV

1974

I II III

Seasonally adjusted at annual rates

175.6

83.7

17.8
34.3

-16.5
65.8

91.9

73.9
7.0

68.9
24.3
42.5
51.7
11.3
6.7

159.8

112.7

104.1
8.7

25.2
-16.5

47.1
19.1
14.7
13.3

15.7

182.3

83.6

16.3
36.3

-20.0
67.2

98.7

70.7
8.7

62.0
30.2
31.7
26.6
25.9
2.2

167.9

117.7

107.6
10.1
30.1

-20.0

50.2
13.7
26.1
10.5

14.3

173.4

84.8

17.0
34.5

-17.5
67.8

88.6

66.1
5.1

60.9
30.2
30.7
27.8
16.0
6.4

158.1

120.4

110.9
9.5

27.0
-17.5

37.7
11.1
22.5
4.1

15.3

173.6

86.3

17.4
33.7

-16.3
69.0

87.3

57.9
8.9

49.1
23.6
25.5
16.3
25.3
4.0

163.7

135.2

112.0
23.2
39.5

-16.3

28.5
-16.0

33.1
11.5

10.0

200.0

85.1

15.2
42.9

-27.7
69.9

114.9

78.0
6.2

71.8
30.5
41.4
30.9
28.3
8.6

187.0

128.8

111.4
17.4
45.1

-27.7

58.2
15.2
38.0
5.0

13.0

206.5

80.3

8.9
42.3

-33.4
71.4

126.2

89.7
5.0

84.7
36.3
48.3
40.9
28.7
7.8

192.5

131.4

119.0
12.4
45.8

-33.4

61.1
13.4
38.4
9.3

14.0

202.0

75.2

2.0
53.2

-51.2
73.2

126.8

84.6
5.4

79.1
29.9
49.2
26.6
25.4
16.9

189.8

123.4

120.3
3.1

54.3
-51.2

66.4
27.9
30.6
7.9

12.2

1. First three quarters at seasonally adjusted annual rates.
Board and Bureau of Economic Analysis.
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As noted earlier, internal sources of
corporate funds peaked in the fourth
quarter of 1973 and subsequently con-
tracted. The taxation of inventory
profits contributed to this result. Also,
the matching of internal sources and
capital expenditures was made more
difficult by the large changes in the
industrial composition of profits. Capi-
tal expenditures were maintained some-
what better than internal sources and,
consequently, the gap between the two
widened. However, the widening of the
gap does not appear to have been large
by historical standards, although the
size of the gap was much larger than
in some earlier postwar recessions.

The table shows massive movements
in external sources and in acquisitions
of financial assets. This information
may shed more light on the nature of the
financial stringency. Corporations in-
curred unusually large debts of all
kinds—short-term, long-term, trade,
and other. At the same time, they
acquired unusually large amounts of
financial assets, mainly liquid assets and
trade credits. The picture that emerges
is one of unusual churning of financial
transactions. This may have been an
element in the explanation of the
financial stringency that affected the
U.S. economy in the past year. Indus-
trial information on sources and uses of
funds would be required to trace these
interrelated transactions.

The table also shows that the growth
of bank loans was large early in 1974.
This growth has often been linked to
the rise in the book value of inventories,
because inventories are often financed by
bank loans. In studying the link be-
tween loans and inventories, it seems
proper to compare changes in loans with
changes in book-value inventories,
rather than with the NIPA inventory
component. Book-value changes, which
are based largely on FIFO, are the
best approximation to the net borrow-
ing that would be needed to acquire
inventories if they were financed by
loans: Loan repayments would cor-
respond to the FIFO measure of in-
ventories used up; loan extensions
would be reflected correctly by all
accounting methods. However, an error
that is sometimes committed should be
avoided. It would not be consistent to

SURVEY OF CURRENT BUSINESS

compare capital expenditure figures
that include changes in the book value
of inventories with internal sources of
funds figures whose undistributed
profits component excludes inventory
profits, and to calculate a gap between
capital expenditures and internal
sources on this basis.

15

Fixed Business Investment

After a 13 percent increase in 1973,
real investment was flat in 1974 as a
whole and declined in the second half
of the year (table 9). The biggest
deterioration was in automobiles and
trucks, but other types of equipment

CHART 5

Interest Rates

Percent

12

10

SHORT-TERM

Prime Commercial Paper
(4-6 Months)

10

LONG-TERM

A r . , . . . n . . . . I . . . . . i . . . . . 1 . . , i . i
ite and Local (Bond Buyer)

1968 1969 1970 1971

U.S. Department of Commerce, Bureau of Economic Analysis

1972 1973 1974

Data: FRB, HUD, Moody's, Bond Buyer & Treasury
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and, to a lesser extent, construction
weakened as well. Current-dollar in-
vestment was maintained better than
constant-dollar investment, especially
in the second half of 1974, when the
rise in prices of producers' durable
goods accelerated.

It would appear that declining sales
are causing business to take a pessi-
mistic view about the future. This is
suggested by responses to the plant
and equipment expenditures (P & E)
survey question that asks manufacturers
to evaluate the adequacy of their
capacity in light of prospective sales.
In September, respondents owning 6
percent of gross assets in manufacturing
reported that their capacity was exces-
sive, as compared with a recent low of
3 percent in December 1973 and March
1974. The corresponding percentage for
inadequate capacity fell from 54 to 51.
The reduction in capacity utilization
that occurred through September was
slight. It is impossible to tell whether
investment has already been affected by
the pessimism that has been developing.

Inflation has contributed in many
ways to the unfavorable investment
experience and outlook. One particular
way has not received much attention.
There is some evidence that if capital
budgets are formulated without ade-
quate allowance for future inflation,
business will adjust its real expenditures
downward rather than the budgeted
figures upward. This is particularly
likely to occur if the business outlook is
unfavorable.

Environmental regulations have often
been mentioned as factors that have
reduced business investment. On the
other hand, additional investment ex-
penditures were incurred in order to
conform to them. On the basis of avail-
able evidence, it is not possible to
determine whether these offsetting ef-
fects have overall been large or small,
and what their net result has been.

Investment by industry

The nonresidential fixed investment
component of GNP, which has been
discussed so far, is not available on an
industry basis. However, the P & E
expenditures survey, whose relation to
the GNP component is discussed later,
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does provide industrial information,
although only in terms of current dol-
lars (chart 6). It is apparent from this
Survey that investment by nondurable
goods manufacturers as a whole was
much stronger than investment by
durable goods manufacturers. The bet-
ter showing of nondurables was entirely
due to investment by petroleum, chemi-
cal, and paper manufacturers. In the
durables group, primary metals showed
outstanding strength. In iionmanu-
facturing, there was a great deal of
variation. Air transportation, utility,
communication, and commercial in-
vestment were relatively weak. These
differential patterns are generally in
line with what would be expected on
the basis of industrial information on
profits and capacity utilization.

Investment outlook

According to the P & E expenditures
survey taken in late November and
December, business investment will
increase 4% percent from 1974 to 1975.
The implied increase from the fourth
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quarter of 1974 is even less—2%
percent. The results of this survey
represent a progressive reduction in
investment plans. Private investment
surveys taken in September and October
indicated year-over-year increases of
10 percent or more, and a followup
survey taken in November indicated
an increase of 8 percent. This progressive
deterioration, the worsening business
outlook, and experience with past
P & E surveys taken in similar cyclical
circumstances, suggest that the 1974-75
increase in actual investment outlays
may turn out to be less than 4%
percent.

It is impossible to say with any
degree of precision what the most
recent investment plans imply for
real investment expenditures in 1975.
The P & E expenditures survey does
include a question about the increase
in the prices of plant and equipment
that investors expect to purchase.
However, as can be seen from chart 7,
these expectations do not provide any
guide as to the actual course that these

Table 9.—Fixed Investment in Current and Constant Dollars

Fixed investment

Nonresidential

Structures. _ . ...
Producers' durable equipment

Autos, trucks, and buses
Other

Residential -.

Fixed investment

Nonresidential

Structures
Producers' durable equipment

Autos, trucks, and buses
Other .

Residential

Fixed investment. __

Nonresidential

Structures
Producers' durable equipment

Autos, trucks, and buses
Other

Residential .. - _.

1972 1973 1974

1973

I II III IV

1974

I II III IV

Seasonally adjusted at annual rates

Billions of current dollars

170.8

116.8

41.1
75.7
20.4
55.3

54.0

194.0

136.8

47.0
89.8
23.9
65.8

57.2

195.6

149.6

52.2
97.4
22.5
74.8

46.0

189.0

130.5

44.6
85.9
24.4
61.5

58.5

194.4

135.6

46.2
89.4
23.4
66.0

58.7

197.1

139.0

47.9
91.1
24.6
66.5

58.1

195.5

141.9

49.3
92.6
23.3
69.3

53.6

193.6

145.2

51.3
93.9
21.6
72.3

48.4

198.3

149.4

52.2
97.2
22.9
74.3

48.8

197.1

150.9

51.0
99.9
25.3
74.6

46.2

193.2

152.7

54.3
98.4
20.2
78.2

40.5

Billions of constant (1958) dollarrs

118.0

83.7

23.8
59.8
17.4
42.4

34.3

127.3

94.4

25.4
69.0
20.1
48.9

32.9

118.1

94.1

26.2
67.8
17.5
50.3

24.0

127.1

92.2

24.7
67.4
20.9
46.5

35.0

128.4

94.3

25.1
69.2
19.9
49.3

34.1

127.7

95.1

25.6
69.5
20.5
49.0

32.6

125.8

96.0

26.0
70.0
19.3
50.6

29.8

122.7

96.3

26.7
69.7
17.7
52.0

26.4

122.2

96.5

26.6
69.9
18.2
51.7

25.7

117.7

94.1

25.4
68.7
19.4
49.2

23.6

109.7

89.3

26.2
63.1
14.7
48.5

20.4

Percent change from preceding period, constant (1958) dollars

7.9

12.8

6.4
15.3
15.7
15.2

-4.0

-7.2

-.3

3.4
-1.7

-13.1
3.0

-27.0

17.8

24.7

14.0
29.0
44.5
22.7

1.8

4.2

9.6

6.2
10.9

-18.3
26.4

-9.3

-2.1

3.5

8.1
1.8

13.1
-2.5

-16.4

-6.0

3.6

6.6
2.6

-21.0
13.8

-30.2

-9.5

1.6

10.7
-1.6

-30.1
11.2

-39.1

-1.7

.6

-.9
1.2

13.2
-2.7

-9.8

-14.0

-9.5

-16.6
-6.7
29.8

-17.5

-29.2

-24.4

-18.9

11.8
-28.5
-67.3
-6.2

-43.6
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CHART 6
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for additions to existing plant by pri-
vate nonagricultural business except
real estate and the independent profes-
sions. Nonprofit institutions are also
excluded. The P & E series omits about
one-quarter of capital formation as
measured by the nonresidential fixed
investment component of GNP.

Because it is limited to equipment,
the FRB series is more nearly compara-

. ble with the producers' durable equip-
ment (PDE) component of nonresi-
dential fixed investment. The FRB
series measures the output of firms pro-
ducing equipment. PDE measures pur-
chases of equipment by the business
sector. The FRB series includes, and
PDE excludes, exports, Government
purchases, and the change in inven-
tories of finished goods and work in
process held by producers of equipment.
In addition, it excludes, and PDE
includes, imports and several types of
equipment used by business, the most
important of which are passenger
cars, that FRB classifies in other
components.

Statistically, the three series are
largely independent of one another.
The P & E series is based on informa-
tion collected from business on its

i i . . . f . . . I i . i i . . . I . . . I i . . I. . t i i . .
1968 69 70 71 72 73 74 75

Seasonally Adjusted at Annual Rates
• Expected

U.S. Department of Commerce, Bureau of Economic Analysis 75-1-6

prices will take. Real investment will
be down in 1975. Judging from frag-
mentary information, the decline may
be put at between 5 and 6 percent.

Alternative measures of fixed busi-
ness investment

Nonresidential fixed investment may
be compared with two other broad
measures of business investment: the
P & E series, and the gross value of the
output of business equipment compiled
by the Federal Reserve Board (FRB)
in its measurement of industrial pro-
duction. To make comparisons, al-
lowances must be made for differences
in definition.

The P & E series measures expendi-
tures for new plant and equipment and

17

expenditures for new capital. Non-
residential fixed investment is estimated
from a variety of sources.1 As noted in
the first section, FRB uses various
indicators of physical volume in the
construction of its output index. For
the business equipment component, the
indicators are largely derived from data
on electricity consumed and man-hours
worked.

On the basis of rough allowances for
the definitional differences among the
three measures, the adjusted P&E series
increased 11% percent from 1973 to
1974, as compared with a 9 percent
increase in the nonresidential fixed
investment series. Quarterly increases
during 1974 in the former series were
also somewhat larger. The adjusted
FRB series shows no change from 1973
to 1974 in comparison with a 2 percent
decline in constant-dollar PDE. The

1. For structures, the major source is the Census Bureau
series on the value of new construction put in place, most
of which is estimated from reports on work done on a sample
of construction projects. For PDE, the basic source for
current estimates is the Census Bureau series on manufactur-
ers' shipments of capital goods. Imports and transportation
and trade margins are added, and exports and government
purchases are deducted. Truck and passenger car purchases
are estimated by using unit sales of retail dealers.

To express PDE in real terms, it is deflated largely by
components of the BLS Wholesale Price Index. Wholesale
prices for capital goods collected by BLS represent quotations
from orders placed during the month rather than for de-
liveries. Beginning with the estimates for the first quarter
of 1971, BEA has used a procedure for deflating PDE in
which such prices are lagged by an estimate of the interval
between order and delivery.

CHART 7

Percent Change in Capital Goods Prices

Expected by Respondents

Actual Reported by Respondents

Implicit Price Deflator for
Nonresidential Fixed Investment
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adjusted FRB series declined more
than PDE in the first quarter of 1974,
but in the following quarters, it showed
more investment.

CHART 8

Housing Starts and Mortgage Financing
Millions of units
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Data: HUD, FRB, Census

U.S. Department of Commerce, Bureau of Economic Analysis 75-1-8
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Residential Construction

In real terms, residential construction
suffered its worst decline in the entire
postwar period. It declined 27 percent
in 1974, as compared with 4 percent in
1973. The decline began in early 1973
and intensified during 1974.

Starts in multiunit buildings were
affected more severely than single-unit
starts. The former declined 78 percent
from a plateau in 1972 and early 1973
to the fourth quarter of 1974, as com-
pared with 44 percent for single-family
units (chart 8). Mobile homes, which
are presently classified as personal con-
sumption expenditures in the NIPA's,
have become an important source of
low-cost housing. Contrary to their
behavior during former construction
declines, shipments of mobile homes
fell very sharply along with starts of
conventional dwellings.

As in previous housing contractions,
monetary and credit policies and con-
ditions have played the major role.
However, some other factors have con-
tributed more than they did in the
past. Temporary overbuilding was one
of these factors. The ratio of new houses
for sale to houses sold is extraordinarily
high by historical standards (chart 9).
The number of rental units in unfinished
buildings is also high, and the rental
vacancy rate has risen steadily since its
recent low in 1970.

Prices of new single-family houses
have increased sharply. For rental units,
costs common to both single-unit and
multiunit markets have not fully been
passed forward into rents and have re-
sulted in financial difficulties for both
the operators and the financers. Both
of these inflation-related developments
retarded new construction. In addition,
the uncertainties created by inflation,
and also by unemployment, may have
made would-be homeowners reluctant
to assume the financial responsibilities
associated with ownership.

The Federal Government took several
actions in 1974 to bolster mortgage
markets. One approach was to aid
saving and loan associations. This was
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done by permitting the Federal Home
Loan Bank Board to make low-interest
advances to them. This aid was ex-
hausted during 1974. A more general
approach was to increase the ability
of the federally sponsored credit agen-
cies to purchase mortgages in the
secondary market in order to enable
the former holders of these mortgages
to make additional mortgage loans.
(1) On two occasions, new funds were
made available to expand the "Tan-
dem" plan, which provides a secondary
market for federally backed mort-
gages. (2) The Federal Home Loan
Mortgage Corporation was permitted
to buy conventional mortgages at
below-market interest rates. (3) Sec-
ondary market assistance for conven-
tional mortgages was extended to
include financing of the sales of existing
houses. These actions led to stepped-up
lending by these federally sponsored
credit agencies (chart 8). The same
kind of assistance will be available in
1975.

CHART 9

Ratio of Sales to Unsold Homes
and Rental Vacancy Rate

Ratio

10
New Homes for Sale
to New Homes Sold*
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Percent
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CHANGE IN BUSINESS
INVENTORIES

Business inventories were a major
factor in the economic developments of
1974. As noted in the first section of this
Review, inventory accumulation rose
in the fourth quarter of 1973 to an
unprecedented annual rate of $29
billion (table 10). Even in retrospect,
it is not clear to what extent the accum-
ulation was involuntary or voluntary,
and if the latter, whether it was moti-
vated by a desire to restock or by the
expectation of price increases or supply
shortages. However, it was clear as
soon as the figure became known, that
such a rate was unsustainable and that
it would depress production in 1974.

In general, this actually happened.
Rates of inventory accumulation fell
progressively in the first three quarters.
Preliminary and incomplete source data
indicate a rise in the fourth quarter.
As is often the case, changes in dealers7

automobile inventories were a major
factor in the total change. In particular,
they accounted for most of the first-
quarter deceleration in accumulation,
and for the fourth-quarter rise. Accumu-
lation of inventories other than of
automobiles declined in the second and
third quarters, and showed no change
in the fourth.

As in the fourth quarter of 1973,
accumulation of automobile inventories
was involuntary in the fourth quarter
of 1974. The imbalance between sales
and production was huge in the quarter;
the accumulation of inventories in the
first quarter of 1975 will be less than in
the fourth quarter of 1974. It is very
probable that the accumulation of
other inventories will be reduced also.
It is possible that business inventories
as a whole will be liquidated.

Inventory-Sales Ratios

Additional perspective on inventory
developments is provided if the total
stock of inventories is related to
production or sales. The ratios in
chart 10 show this kind of information.
A major advantage of these ratios is
that they are expressed in real terms—
unlike the conventional inventory-sales
ratios, which are expressed in book
values and are deceptive in times of
rapid inflation such as we are ex-
periencing. Also, they can be related
directly to the NIPA's and therefore
can be fitted more easily into the
picture of the economic process that
the NIPA's provide. Unfortunately,
much of the component detail that is
required to interpret the overall ratios
shown in the chart is not available.

The upper panel of the chart pro-
vides a characterization of inventory
developments that is similar to the
one just provided in terms of inventory
change. The inventory ratio rose slowly
early in 1973, steeply at the turn of the
year, more moderately through the
third quarter, and steeply again in the
fourth quarter. The ratio has a major
shortcoming: It is not possible to
distinguish situations in which the
ratio is high because of reduced sales
from those in which it is high in relation
to ratios that would be desired at
capacity-level operations. The two situ-
ations have very different implications.
For instance, in the analysis of the role
of inventories in an economic downturn,
the latter would suggest that inven-
tories had a causal role. In contrast,
the former would suggest that the
imbalance was caused by a reduction in
sales that could be temporary. In this
case, there would be a better chance
that the imbalance would be corrected
by a recovery of sales rather than by a
prolonged inventory liquidation.

An attempt to deal with this problem
is made in the lower panel of the chart.
In this panel, inventories are related
to the total output of the economy
rather than to the final sales of its
business sector. However, this is not
important in the present context. The

Table 10.—-Change in Business Inventories in Current and Constant Dollars

Change in business inventories

Change in dealers' auto inventories ...
Change in other business inventories..

Change in business inventories

Change in dealers' auto inventories.. .
Change in other business inventories . .

Stocks of business inventories

Change in business inventories

Change in dealers' auto inventories.
Change in other business inventories _

1972 1973 1974

1973

I II III IV

1974

I II III IV

Seasonally adjusted at annual rates

Billions of current dollars

8.5

-.4
9.0

15.4

1.1
14.3

13.4

-.9
14.2

10.0

.4
9.6

10.7

.8
10.0

11.8

-.8
12.6

28.9

4.0
24.9

16.9

-5.6
22.4

13.5

-2.9
16.5

8.7

-.3
9.0

14.4

5.3
9.1

Billions of constant (1958) dollars

7.0

-.4
7.5

212.9

10.8

1.1
9.7

223.7

8.2

-.9
9.1

231.9

7.3

.4
6.9

214.8

7.8

.7
7.1

216.7

8.0

-.7
8.8

218.7

20.0

3.8
16.1

223. 7

10.6

-5.1
15.7

226.4

8.2

-2.7
10.8

228.4

5.0

-.3
5.3

229.7

9.1

4.5
4.6

231.9

Change from preceding period, constant (1958) dollars

3.8

1.5
2.3

-2.6

-1.9
-.6

-1.5

-2.2

0.5

.3

. 2

0.2

-1.4
1.7

11.9

4.6
7.4

-9.4

-8.9
-.5

-2.4

2.4
-4.8

-3.2

2.3
-5.5

4.1

4.8
-.7
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CHART 10

Ratios: Real Business Inventory
Stocks To GNP*

Ratio
.330

.320

.310

.300

.290

.280

Inventories to Final Sales
of Business GNP• \

.260 -

.250
1968 69 70 71 72 73

Seasonally Adjusted

* Stocks, end of quarter; GNP, annual rate.

U.S. Department of Commerce, Bureau of Economic Analysis 75-1-10

significant feature of the panel is that
inventories are related to "potential"
(i.e., capacity) output—the dashed
line—and contrasted with inventories
related to actual output—the solid line.
Two interesting observations emerge:
Recent inventory-potential output ra-
tios are much lower in historical per-
spective than inventory-actual output
ratios; the increase in inventory-actual
output ratios that occurred during
1974 was due to a cyclical decline in
sales rather than to the accumulation
of inventories.

NET EXPORTS AND IN-
TERNATIONAL CAPITAL
FLOWS2

• In real terms, net exports of goods
and services continued to improve sharply
in 1974) despite reduced agricultural ex-
ports. Current-dollar developments were
dominated by petroleum transactions. The
current-dollar trade balance was in deficit
as a result of a tripling of the bill for
petroleum imports. Petroleum transactions
had a favorable influence on the service

balance; the latter includes net investment
income from abroad.

• Capital flows also were dominated
by petroleum-related developments. U.S.
banks helped finance the deficits of some
of the petroleum-consuming countries,
especially in the first half of the year.
This was partly offset by the placement in
the United States of surplus revenues of
the Organization of Petroleum Exporting
Countries (OPEC).

• The dollar exchange rate weakened
somewhat in 1974- This was most pro-
nounced in the first quarter; subsequently
the dollar recovered before weakening
again toward the end of the year.

Net Exports

In real terms, net exports of goods
and services about doubled in 1974,
following an even more substantial im-
provement in 1973. During 1974, net
exports were high in each quarter of the
year (table 11). In current dollars, de-
velopments were very different. The
export surplus declined to about $3
billion from about $4% billion in 1973,
with most of the decline occurring in
the second quarter. The difference be-
tween the real and current-dollar figures
was due mainly to a four-fold increase
in prices of imported petroleum. This
increase had its major impact in the
second quarter after the Arab embargo
ended (chart 11).

Merchandise trade

In real terms, merchandise exports
increased substantially in 1974, after
an even larger increase in 1973 (chart
12). The increase, which reflected the
movement of nonagricultural exports,
followed the cyclical course of economic
activity abroad. Agricultural exports
were down from their abnormally high
level in 1973, and also quarter by

2. Within the NIPA's, transactions with the rest of the
world are summarized by a statement that closely resembles
the more detailed balance of payments accounts. On the
left-hand side of that statement there is entered the export
component of GNP, i.e., sales of goods and services to abroad.
On the right-hand side, imports from abroad and transfer
payments to foreigners are entered. The major component
of transfer payments is U.S. grants to foreign governments.
Imports and transfer payments help finance foreign pur-
chases of U.S. exports. To the extent that they fall short of
exports, foreigners incur liabilities to the United States. In
the opposite case, the United States incurs liabilities to
foreigners. The balance of the two represents net foreign
investment. In the following discussion, the focus will be on
exports and imports, and on some of the capital flows that
were of particular interest in the period under review. In
the NIPA's, these are part of net foreign investment.

quarter during 1974. Nonagricultural
exports changed little on a quarterly
basis. In current dollars, exports showed
much larger increases over the entire
period.

Merchandise imports, in real terms,
after having increased sharply in 1973,
were flat in 1974. This reflected the
movement of nonpetroleum imports,
and followed the course of domestic
business activity. Because of the Arab
embargo and the increase in petroleum
prices, which led to economies in the
use of petroleum, the volume of petro-
leum imports was lower in 1974 than
in 1973. It recovered after the embargo,
but did not regain its late 1973 level.
The increase in the petroleum bill con-
tributed about $18 billion to the $32
billion increase in the current-dollar
value of total merchandise imports. All
other imports combined contributed
about $15 billion. On the average, the
prices of these imports rose 25 percent—
much less than petroleum prices. The
magnitude of their contribution to the
change in dollar value is due to the fact
that they account for a much larger
part of the total.

Because of the increase in petroleum
prices, the petroleum trade deficit rose
from $7% billion to $24% billion in 1974
(chart 13). Excluding petroleum, net
merchandise exports rose from $8 bil-
lion to $19% billion.

Services 3

Petroleum-related developments dom-
inated changes in service transactions.
Most of the increase in the net inflow
of investment income was from the
operations abroad of U.S. petroleum
producers. This was partly offset by
a reduction in net investment income
that was due to increased foreign
participation in these operations.

There was only a small net increase
in nonpetroleum direct investment in-
come, because foreign business activity
slowed substantially. Reflecting higher
interest rates here and abroad, and
large increases both in U.S. bank claims
on foreigners (mainly petroleum-con-
suming countries) and in liquid liabilities
to foreigners (mainly petroleum-produc-
ing countries), other income receipts and

3. The subsequent discussion is based on data for the first
three quarters of 1974.
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Table 11.—Net Exports of Goods and Services in Current and Constant Dollars 1

21

Net exports of goods and services _ .

Exports

Merchandise
Agricultural
Nonagri cultural

Direct investment income receipts .
Petroleum ...
Nonpetroleum _

Other services _ . _

Imports

Merchandise -
Petroleum
Nonpetroleum

Direct investment income payments
Petroleum
Nonpetroleum ,

Other services.

Net exports of goods and services .

Exports

Merchandise
Agricultural
N onagri cultural

Direct investment income receipts
Petroleum
Nonpetroleum.

Other services

Imports _ _. .

Merchandise
Petroleum
Nonpetroleum .

Direct investment income payments
Petroleum
Nonpetroleum

Other services

Net exports of goods and services

Exports _. ...

Merchandise
Agricultural
N onagri cul tur al

Direct investment income receipts
Petroleum
Nonpetroleum.

Other services

Imports

Merchandise
Petroleum _
Nonpetroleum

Direct investment income payments -
Petroleum 2

Nonpetroleum 2

Other services

1972 1973 1974

1973

I II III IV

1974

I II III IV

Seasonally adjusted at annual rates

Billions of current dollars

-6.0

72.4

48.8
9.5

39.3

6.9
2.8
4.1

16.7

78.4

55.8
4.7

51.1

.7

.1

.6

22.0

4.3

101.0

70.3
17.9
52.4

9.4
4.3
5.1

21.3

96.6

69.8
8.1

61.7

.9

.3

.6

26.0

3.0

141.7

138.6

-0.7

88.8

60.9
14.7
46.2

8.8
3.4
5.4

19.1

89.5

64.7
6.1

58.7

.5

.1

.4

24.3

0.5

95.4

66.7
16.5
50.2

8.8
3.9
5.0

19.8

94.9

68.2
7.2

61.0

.8

.1

.7

26.0

6.6

103.7

72.6
19.0
53.6

9.3
5.1
4.2

21.8

97.1

70.3
8.3

62.0

.8

.1

.6

26.0

10.9

116.0

80.9
21.2
59.7

10.8
5.0
5.8

24.4

105.1

76.0
10.7
65.3

1.6
1.0
.6

27.5

11.6

132.6

89.2
23.6
65.6

18.5
12.2
6.2

24.9

121. 0

89.5
19.4
70.1

3.2
2.7
.5

28.3

-0.7

140.8

96.4
22.8
73.5

18.1
12.5
5.6

26.4

141.5

102.9
27.2
75.7

7.8
7.0
.8

30.8

-1.4

146.4

98.5
20.5
78.1

19.0
13.5
5.5

29.0

147.8

108.8
28.7
80.0

7.7
7.0
.6

31.4

2.8

147.0

144.2

Billions of constant (1958) dollars

-3.0

55.7

37.1
7.8

29.3

5.2
2.1
3.1

13.5

58.7

42.3
4.4

37.9

.5

.1

.4

15.8

5.0

67.1

45.8
9.9

35.8

6.0
2.8
3.3

15.3

62.1

45.0
6.0

39.0

.6

.2

.4

16.6

9.6

72.8

63.2

1.4

64.8

43.7
10.1
33.6

6.2
2.4
3.8

14.9

63.4

46.3
5.4

40.9

.3

.1

.3

16.8

3.5

65.9

45.4
10.0
35.3

5.8
2.5
3.3

14.7

62.4

45.0
6.1

38.9

.5

.1

.4

16.9

5.8

66.9

45.8
9.6

36.2

5.8
3.2
2.6

15.3

61.1

44.4
6.3

38.2

.5

.1

.4

16.2

9.1

70.6

48.1
9.8

38.3

6.3
2.9
3.4

16.3

61.5

44.5
6.3

38.2

1.0
.6
.4

16.1

11.7

74.1

49.4
9.9

39.5

9.4
6.2
3.2

15.3

62.3

45.2
5.3

39.9

1.8
1.6
.3

15.3

8.5

74.4

51.2
9.4

41.7

8.2
5.6
2.5

15.0

65.8

45.6
5.9

39.7

4.3
3.9
.4

16.0

8.4

72.4

48.6
8.4

40.3

8.0
5.7
2.3

15.8

64.0

44.7
6.2

38.6

4.0
3.6
.3

15.3

9.6

70.2

60.6

Percent change from preceding period, constant (1958) dollars

20.4

23.5
27 9
22.3

16.7
30.7
7.0

13.2

5.8

6.4
35.7
3.0

4.2

8.5

1.8

45.3

54.6
84.2
46.4

27. 2
4

63! 0

28.6

17.4

21.1
102.5
13.5

17.0

7.0

16.5
-1.6
22. 0

-24. 6
22. 0

-46.3

-4.3

-6.3

-11.1
54.4

-17. 9

2.8

6.5

3. 6
-17.5

10.4

4.1
161. C

-57.4

16.1

-7.8

-4.7
13.8

-7.3

-15.1

24.3

22.0
10.4
25.3

32.0
-34.4
169.3

28.6

2.4

.4
-.5

.3

-15.4

21.1

10.8
2.4

13.0

409.0
(2)
-20.3

-21.3

5.7

7.0
-47. 9

19.0

-14.7

1.6

15.6
-16.8

24.8

-43.0
-32.6
-59.9

-7.0

24.3

3.2
51.7

-2.4

14.3

-10.0

-18.6
-38.1
-13.3

-8.9
2.4

-30.5

22.0

-10.4

-7.0
18.5

-10.5

-14.7

-11.6

-19.9

1. Net exports of goods and services in this table include statistical revisions that have not been carried through into the published net exports component of GNP.
2. Figures omitted because of erratic movement.
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payments both rose markedly, with
some net gain in the inflow.

A narrowing in net payments for
travel and transportation and an in-
crease in receipts from U.S. military
agency sales were the main factors
contributing to a decline in the deficit
on other services.

CHART 1 1

Net Exports
GOODS AND SERVICES

Billion $
16

Billion (1958)$
1 16

MERCHANDISE TRADE

24 -

16

-8

-16

16

Excluding
Petroleum

Total

7

24

16

SERVICES

Total

' Excluding
Petroleum
Income*

_L

16

1973 1974 1973 1974

Seasonally Adjusted at Annual Rates

Data: Census, converted to balance-of-payments basis

and, for constant dollars, rebased from 1967 to 1958.

* Direct investment income of petroleum industry.

U.S. Department of Commerce, Bureau of Economic Analysis

SUEVEY OF CURRENT BUSINESS

Capital Flows

As is well known, the high price of
petroleum has increased the purchasing
power of OPEC without in the short run
commensurably increasing its purchases
of goods and services from the consum-
ing countries. This was reflected in
short- and long-term capital flows from
OPEC to the consuming countries and
also resulted in capital flows among the
latter. The flows among the consuming
countries arose because the extent to
which a given consuming country in-
curred liabilities to OPEC generally did
not correspond to OPEC's willingness
to buy from or lend to it. Available data
are not sufficient to trace systematically
these interrelated capital flows, which
are severely testing the international
payments mechanism. The following
discussion draws attention to important
capital flows of this type that can be
identified in the U.S. balance of
payments.

Because of a rise in short-term loans
and credits to petroleum-consuming
countries, bank-reported capital out-
flows approached $15 billion in the
first nine months of the year; they were
concentrated in the first half. This was
four times as much as in the correspond-
ing 9 months of 1973, and was a record
amount. Most of these loans and credits
were extended to Japan and Latin
America (European petroleum-consum-
ing countries financed their petroleum
imports by borrowing mainly in the
Eurodollar market). These outflows
were offset as OPEC invested about $8
billion of its surplus revenues in short-
term U.S. Government and private
money market instruments. Petroleum-
related transactions also affected direct
investment, mostly through changes in
intercompany accounts. These changes,
which were large and volatile from
quarter to quarter, were in response to
special short-term situations confronting
the international petroleum companies.

Among capital flows not specifically
related to petroleum, the net inflow
through transactions in U.S. and for-
eign securities ceased in 1974. Net
foreign purchases of U.S. stocks fell

January 1975

sharply as the stock market slumped.
New bond issues sold abroad by U.S.
corporations also declined, due to the
removal of U.S. foreign investment con-
trols in late January, the high cost of
borrowing, and unsettled market
conditions.

The exchange rate of the U.S. dollar
against the currencies of most leading
industrial countries weakened some-
what in 1974, with rather wide swings
in both directions. The trade-weighted
exchange rate of the dollar, with May
1970 equal to 100, fell from 88 percent
in January to 82 percent in April. It
recovered to 86 percent in September,
and stood at 84 percent in December.
Among the factors influencing the
exchange rate were the export balance,
capital flows, and short-term interest
rates. As noted earlier, the export
balance deteriorated sharply early in
the year, but improved thereafter, and
petroleum-related capital outflows were
also unfavorable in the first half of the
year. There was a sharp runup in
U.S. short-term interest rates during
much of the first half of the year, but
these rates began to decline in the
summer.

CHART 12

Merchandise Exports and Imports

Billion $
120

EXPORTS

80 -

40 -

IMPORTS

Current $

1958$

1973 1974 1973 1974

Seasonally Adjusted at Annual Rates

Data: Census, converted to balance-of-payments basis and,
for constant dollars, rebased from 1967 to 1958.

U.S. Department of Commerce, Bureau of Economic Analysis
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Selected Merchandise Trade Balances
Billion $

CHART 13

Billion $

30

20

10

-10

-20

-30

TOTAL PETROLEUM

AND
PRODUCTS

Total

NONPETROLEUM PRODUCTS

Agricultural Nonagricultural

D Curr€flt *

• 1958$

30

20

10

-10

-20

-30

Note.-1974 estimated from data for 11 months.

Data: Census, converted to balance-of-payments basis and, for constant dollars, rebased from 1967 to 1958.

U.S. Department of Commerce, Bureau of Economic Analysis

Outlook

Continued weakness in U.S. and
foreign markets and a general easing of
commodity prices will moderate in-
creases in both exports and imports of
goods and services in 1975. The mer-
chandise trade balance will continue to
be heavily influenced by a large bill
for petroleum imports and by the
impact of high petroleum prices on the
U.S. and other leading economies. It
will remain in deficit, probably not
much changed from 1974.

Assuming no further large rise in
petroleum prices, a decline in direct
investment income receipts of the
petroleum industry will be the dominant
factor in service transactions. The
magnitude of the decline will depend
upon the timing and extent of further
takeovers by the producing countries.

GOVERNMENT PURCHAS-
ES AND NIPA STATE.
MENTS

• Real government purchases increased
little in either 1973 or 1974, and were

flat throughout 197'4- Current-dollar
government purchases have been rising.

• Other Federal expenditures, mainly
transfer payments, were up by large
amounts. Inflation increased receipts,
mainly through personal income and
corporate projits taxes. Receipts from
progressive individual income taxes
increase rapidly in inflation, and so do
receipts from corporate taxes, because the
latter are levied on a profits base that
includes inventory profits, which were
large because of inflation. Progressive
income taxes and corporate taxes are the
mainstay of the Federal revenue structure.
Accordingly, the Federal Government has
until recently not been jar from being
near budget balance, even though its
expenditures have increased rapidly.

• The State and local government sur-
plus, in contrast, has declined even though
the increase in expenditures was more
moderate; State and local governments
rely mainly on indirect business taxes,
which are much less responsive to inflation
than are direct taxes.

• Due to the intensification of the
economic downturn, a large Federal deficit
emerged in the fourth quarter; the deficit
will continue to rise in 1975. State and
local deficits are likely to emerge.

Government Purchases

In current dollars, government pur-
chases increased more in 1974 than in
1973—$32% billion as compared with
$21 billion (table 12). These increases
reflected inflation; real purchases have
changed little since early in 1972.

Federal purchases

Federal purchases were up much
more in 1974 than in 1973. In real terms,
they were almost flat, after declining
in 1973.

Current-dollar national defense pur-
chases increased $4 billion in 1974.
They increased throughout the year;
the fourth-quarter increase was par-
ticularly large. On a year-over-year
basis, about one-half of the increase
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was due to higher payroll costs,
reflecting the full-year effect of the
October 1973 pay raise, a retroactive
pay raise in mid-1974, and a 5% percent
raise in October. The effect of these pay
raises was partly offset by a continued
decline in the size of the Armed Forces.

Procurement changed little in 1974.
Other types of defense spending—
operations and maintenance, research
and development, and construction—
increased moderately. The costs of
operations and maintenance, which is
the largest of these items, were in-
creased by the rise of food and petro-
leum prices.

Nondefense purchases increased
about $5% billion—much more than in
1973—and continued to increase in
the course of the year. Accelerated
spending for supplies and materials
accounted for $3% billion of the in-
crease, and was due to both inflation
and higher real volume. Payroll in-
creases contributed about $1 billion.
Commodity Credit Corporation inven-
tories were reduced $% billion in 1974,
as compared with $1% billion in 1973,
and thus added $1 billion to the
increase in nondefense purchases.

State and local purchases

In current dollars, State and local
government purchases were up some-
what more in 1974 than in 1973, al-
though employee compensation in-
creased less. Current-dollar purchases
of structures increased more, and the
total of all other purchases continued
to increase by large amounts. However,
the real increase was small, and halted
during the year.

State and local borrowing was about
the same in 1974 as in 1973, as market
conditions remained fairly favorable:
Borrowing costs, although they rose
from 5 to 7 percent during the year,
were less than 1 percentage point
higher than the 5 percent average in
1973. A delayed spending of revenue-
sharing funds and of Federal grants
that had been impounded in 1973

accounted both for the step-up in the
purchases of structures and for the
concentration of purchases in the first
half of the year.

Federal Sector of the NIPA's

Expenditures

Federal purchases are only one com-
ponent of expenditures. The remaining
Federal expenditures have the common
characteristic of providing purchasing
power to other sectors of the economy.
Together with receipts, total expendi-
tures constitute a statement of the
Federal sector, which by economic
accountants is viewed as a budget in
the NIPA framework (chart 14). The
main categories of expenditures other
than purchases of goods and services
are transfer payments, net interest
payments, subsidies, and grants-in-aid
to State and local governments. The
total of these expenditures increased
$24 billion in 1974, as compared with
$17 billion in 1973.

Grants-in-aid, interest, and subsidies
combined increased somewhat less,

mainly because of lower subsidies to
farmers. Transfer payments to persons
accounted for much of the $24 billion
increase in nonpurchase expenditures,
as well as for their quarterly pattern
and for most of their year-over-year
acceleration.

Social security and medicare benefits
increased almost $10 billion in 1974.
Social security benefits were raised 7
percent across the board in April and
about 4 percent in July; legislation
effective in July 1973 had extended
medicare benefits to disabled persons
under 65. The Federal program of
supplemental security income, which
was initiated January 1, 1974 and re-
placed federally aided State assistance
programs to the aged, blind, and
disabled, accounted for over $4 billion
of the gain in transfers. Unemployment
benefits increased to almost $3 billion
as the number of unemployed grew and
more of them became eligible for ex-
tended benefits. The total of other trans-
fer payments increased about $5 billion.
It includes such items as food stamps,
payments to veterans, and civilian

Table 12.—Government Purchases of Goods and Services in Current and Constant Dollars

Government purchases of
goods and services

Federal .
National defense
Other.. . . . .

State and local

Government purchases of
goods and services

Federal
National defense
Other

State and local

Government purchases of
goods and services

Federal . . .
National defense
Other

State and local .

1972 1973 1974

1973

I II III IV

1974

I II III IV

Seasonally adjusted at annual rates

Billions of current dollars

255.7

104.9
74.8
30.1

150.8

276.4

106.6
74.4
32.2

169.8

308.8

116.4
78.6
37.9

192.4

269.0

106.4
75.0
31.4

162.6

273.3

106.2
74.0
32.2

167.1

276.9

105.3
73.3
32.0

171.6

286.4

108.4
75.3
33.1

177.9

296.3

111.5
75.8
35.7

184.8

304.4

114.3
76.6
37.7

190.1

312.3

117.2
78.4
38.8

195.1

Billions of constant (1958) dollars

143.1

61.0

82.1

144.4

57.3

87.0

145.9

56.3

89.5

144.1

58.9

85.2

143.9

57.7

86.2

143.7

56.2

87.5

145.7

56.4

89.3

146.0

56.3

89.7

145.8

56.3

89.5

145.9

56.5

89.4

322.4

122.8
83.5
39.3

199. 6

145.8

56.3

89.5

Percent change from preceding period, constant (1958) dollars

0.9

-6.1

6.0

1.1

-1.7

2.9

3.1

-1.9

6.7

-0.6

-8.1

4.9

-0.4

-10.0

6.4

5.5

1.7

8.1

0.9

-1.0

2.1

-0.6

-.1

-1.0

0.2

1.5

-.6

-0.1

-1.4

.7
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and military pensions, and reflected a
large increase in the number of re-
cipients as well as cost-of-living
adjustments.

Receipts

Federal receipts increased a little
more in 1974 than in 1973—$33 billion as
compared with $31 billion—as the effect
of weakening economic activity was

CHART 14

Federal Receipts, Expenditures,
and Surplus or Deficit: Change From
Preceding Quarter

Billion $
20

10

-10

20

10

RECEIPTS

Imlll

-10

20

EXPENDITURES

Total,

Purchases

-30
1973 1974

Seasonally Adjusted at Annual Rates

U.S. Department of Commerce, Bureau of Economic Analysis 75-1-14

more than offset by that of mounting
inflation.

The effects of inflation were particu-
larly pronounced for personal taxes
and corporate profits taxes. Personal
taxes accounted for over $17 billion of
the total revenue gain. Higher final
settlements by farmers and others on
their 1973 liabilities contributed. The
major factor, however, was the in-
flationary rise in incomes, which sub-
jected an increasing number of taxpay-
ers to higher marginal withholding
rates.

Corporate profits tax liabilities ad-
vanced about $5% billion. They in-
creased at a steady pace through the
third quarter, but declined in the
fourth when both inventory profits
and profits earned in current production
fell. According to BEA calculations,
corporate tax liabilities in 1974 were
reduced by about $2 billion because of
a shift by corporations from FIFO
to LIFO; LIFO generates much lower
inventory profits than FIFO. The
effective corporate tax rate was a little
lower in 1974 than in 1973, for reasons
that were given in the discussion of
corporate profits.

Contributions for social insurance
recorded another large increase—over
$9 billion—almost entirely in social
security contributions. About half of
the advance was attributable to the
January 1, 1974 increase—from $10,800
to $13,200—in the earnings base.

Deficits

The Federal deficit was up slightly
from 1973. During the first three
quarters it moved within the narrow
range of between $2 and $3 billion.
In the fourth quarter, however, it
increased to over $20 billion.

The deficit is expected to increase
further in the first half of 1975. Even
without legislated tax cuts, personal
tax growth will probably be moderate,
reflecting a deceleration in the increase
of the total wage bill and the prospect
of large tax refunds mainly because
inflation increased overwithholding in
1974. In addition, low 1974 capital
gains will reduce final tax settlements.

Corporate taxes are likely to decline
cyclically. Also, further shifts from
FIFO to LIFO may occur, and this
would reduce tax liabilities. On the
expenditures side, recession-related
transfer payments and grants will
show large increases.

State and Local Budgets

Expenditures and receipts

State and local government expendi-
tures other than purchases changed
little from year to year or during the
year. The large current-dollar increases
in total expenditures that can be seen
in chart 15 are due to purchases.

State and local government receipts
grew about $14 billion—a little less
than in 1973. The economic slowdown
was the major factor. Also, fewer tax
rates were increased and fewer new
taxes imposed than in earlier years. On
balance, tax law changes lowered re-
ceipts by approximately $1 billion.

Each of the major types of NIPA
receipts increased less than in 1973.
Within the indirect business tax cate-
gory, there were compositional changes
that were related to the energy situa-
tion. Rents and royalties, severance
taxes, and other receipts related to
the exploitation of mineral resources
increased. However, gasoline taxes were
almost flat, after a 10 percent increase
in 1973. The unfavorable showing of
State and local corporate profits taxes
is traceable to the fact that in States
that impose such taxes, industries
predominated whose profits were dis-
appointing in 1974, e.g., the automobile
and related industries in Michigan and
Ohio. Industries whose profits increased
tended to be concentrated in States
that do not have corporate profits
taxes or tax profits lightly, e.g., the
petroleum industry in Texas and
Oklahoma. Personal taxes were affected
by individual income rate tax reduc-
tions and rebates.

Deficits

State and local surpluses declined
from about $9 billion in 1973 to less
than $2 billion in 1974, and the down-
trend continued throughout the year.
In the fourth quarter, a small deficit
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developed. If the surpluses of State
and local insurance funds are excluded,
State and local budgets were in deficit
by $8 billion for 1974. The first sub-
stantial deficit—about $5 billion—oc-
curred in the fourth quarter of 1973;
in the fourth quarter of last year, the
deficit amounted to more than $10
billion.

Sizable deficits are likely to emerge
in 1975. Expenditures will continue to

CHART 15

State and Local Receipts, Expenditures,
and Surplus or Deficit: Change From
Preceding Quarter

Table 13.—Gross National Product by Sector of Origin in Constant Dollars

Billion $
10

RECEIPTS

.••••III
-5L_L_J I 1 1

10
EXPENDITURES ^^

Total ̂ ^^ |

Milllll
SURPLUS OR DEFICIT

1 I L.

1973 1974

Seasonally Adjusted at Annual Rates

U.S. Department of Commerce, Bureau of Economic Analysis

Gross national product

Less: Households, institutions, rest of
the world, and general government- ..

Equals: Business product

Farm
Auto - -
Residential construction
Other

Gross national product _ .

Less: Households, institutions, rest of
the world, and general government -

Equals: Business product

Farm
Auto -.-
Residential construction ...
Other

1972 1973 1974

1973

I II III IV

1974

I II III IV

Seasonally adjusted at annual rates

Billions of constant (1958) dollars

792.5

83.1

709.4

26.0
39.1
34.3

610.1

839.2

86.0

753.1

27.4
44.2
32.9

648.7

821.1

87.0

734.1

27.5
33.6
24.0

648. 9

832.8

85.6

747.3

28.1
46.3
35.0

637. 9

837.4

85.6

751.8

27.5
45.2
34.1

644.9

840.8

86.4

754.4

25.8
43.6
32.6

652.3

845.7

86.5

759.2

28.2
41.6
29.8

659.6

830.5

89.6

740.9

27.0
29.2
26.4

658.4

827.1

85.7

741.4

28.7
32.6
25.7

654.4

823.1

86.5

736.6

28.6
38.9
23.6

645.5

803.7

86.4

717.3

25.7
33.8
20.4

637.4

Percent change from preceding period, constant (1958) dollars

5.9

3.6

6.2

5.5
13.1

-4.0
6.3

-2.2

1.2

-2.5

.4
-23.9
-27.0

.0

9.5

8.1

9.6

30.0
50.7
1.8
6.9

2.2

.3

2.4

-8.4
-8.6
-9.3

4.4

1.6

3. 6

1.4

-21. 9
-13.5
-16.4

4.7

2.3

.6

2.5

41.4
-17.5
-30.2

4.5

-7.0

14.9

-9.3

-15.5
-75.7
-39.1

-.7

-1.6

-16.2

m 2

27.5
54.7

-9.8
-2.4

-1.9

3.7

-2.5

— 1.0
104.5

-29.2
-5.4

-9.1

-.5

-10.1

-35.4
-42.9
-43.6
-4.9

rise, mainly due to wage and price in-
flation; the growth of own-source reve-
nues will remain depressed, although
some states might increase taxes if
Federal taxes are reduced; and Federal
grants may not fill the gap.

GNP BY SECTOR

The pattern of decline examined in
terms of the conventional demand com-
ponents can be examined also in terms
of real output by sector (table 13).
Ideally, the output of each subsector
within the business sector should be
calculated as its sales less the value of
raw materials consumed. Actually, only
farm product is calculated in this way.
The automobile and residential con-
struction estimates include some raw
materials from other sectors, and the
large residual of "other" output is
reduced by this amount. For this and

some other reasons, the measures are
far from perfect, but they help explain
the working of the economy.

The decline in residential construc-
tion intensified in the second half of
1974, following a pattern of irregular
decline, which had started in the second
quarter of 1973. Automobile production
was at its low in the first quarter and
declined again sharply in the fourth
after partial recoveries in the second
and third. As noted earlier, the decline
in automobile production also had
begun in the second quarter of 1973. As
usual, farm output moved irregularly.
The decline in the "other" category,
which started in the first quarter of
1974, intensified in the second and
third quarters even though it includes
energy-related components, which
showed some recovery. The fourth-
quarter decline in this category was
about the same as in the third quarter.
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January 1975 SURVEY OF CURRENT BUSINESS 27

In fourth quarter, current dollar GNP rose $11% billion; real GNP declined 9 percent (annual rate)
In December: The unemployment rate rose to 7.1 percent

Wholesale prices declined 0.2 percent; consumer prices rose 0.7 percent

CHART 16
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28 SURVEY OF CURRENT BUSINESS January 1975

• Personal income advanced about $5 billion in December
• In fourth quarter: Consumer spending declined $4V2 billion
• Fixed business investment increased $1% billion; residential outlays declined $5% billion

CHART 17
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January 1975 SUKVEY OF CUREENT BUSINESS

In fourth quarter: Inventory investment rose $5% billion
Net exports were up $4% billion
Federal Government purchases rose $51/2 billion, State and local spending $41/2 billion

29

CHART 18
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• CHART 19

• In December: Industrial production declined 2.8 percent
• Bank credit fell sharply; money supply was little changed
• Short-term interest rates declined; bond yields were unchanged

INDUSTRIAL PRODUCTION MONEY, CREDIT, AND SECURITIES MARKETS
Billion $ Billion $
720 | 1 380

PROFITS AND COSTS

640 -

560 ~

480 -

400

1967= 100

160

140 -

100 -

80

Percent

Monthly (Dec.)

Billion $

150

- 340 125 -

-300 100 -

- 260

220 50

Billion $

Quarterly (Ml)

150

125

100

75

25 50

CORPORATE CASH FLOW AND PROFITS**

Cash Flow After
Dividends

. Profits After Tax

i i I i i i i f i
Monthly (Dec.) Quarterly (III) BEA

Percent Percent

95

90

8.1)

80

MANUFACTURERS' CAPACITY UTILIZATION
, RATE*

All Manufacturers

>r — ̂-s
\ \ \ 1 1 i

x

1 S 1

16

12

8

0

INTEREST RATES AND BOND YIELD

QO-Dav

~ Commercial Paper f\

\r\ f \
Corporate Aaa (Mood/s) A^-l

~ \ - Y * AM

^

N 3-Month
Treasury Bill

V^-^fs11"

s

24

16

8

0

.ft

COMPENSATION AND REAL OUTPUT PER MAN-HOUR
PRIVATE ECONOMY

- (Change From Previous Quarter) **

Compensation _•

_| Output

mT . n.mnm.

Quarterly (III) BEA Monthly (Dec.)

BillionS 1941-43=10 Percent

52

44

36

20

DURABLE GOODS MANUFACTURERS * /\

New Orders f\ ^.j r* *

\

i t I t t 1 i t t i i

Shipments

;>̂

140

120

100

an

6O

STOCK PRICES

/f^

Standards and

XA
Poor's 500 V

i 1 1 1 i 1 1 1 1 1 1

r\
I 1 1 i i 1 i i 1 i i

24

16

8

-8

s

"JJJfm °

.
Quarterly (III)

3

= E
S 5 ~

i i i

f '
BIS

UNIT LABOR COSTS PRIVATE ECONOMY
(Change From Previous Quarter) **

1 ..
1972 1973 1974 1972 1973 1974 1972

Monthly (Nov.) Census Monthly (Dec.)

illl
1973

Quarterly (III)

,11
1974 BLS

* Seasonally Adjusted ** Seasonally Adjusted at Annual Rates

U.S. Department of Commerce, Bureau of Economic Analys

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

January 1975


