
Demands for Goods
and Services
The expansion in demands for goods and services was quite modest
during 1971. The year began with an upsurge in real GNP, which
increased at an 8 per cent annual rate in the first quarter following a
4 per cent decline in the preceding quarter. But this rise reflected in
considerable measure a rebound in auto output and sales after the
end of the auto strike in late 1970.

In the second quarter the increase in real GNP was less than half as
large as that in the first quarter despite an impressive gain in residen-
tial construction activity and stockpiling of steel inventories in antici-
pation of a possible strike in midsummer. Federal defense spending
continued to be cut, and a further deterioration in U.S. foreign trade
eliminated the positive balance in net exports of goods and services.

6. CHANGE IN GNP
BILLIONS OF DOLLARS

CURRENT-DOLLAR

20

CONSTANT-DOLLAR .1
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Ql Q2 Q3 Q4
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NOTE.—Based on quarterly data (seasonally adjusted annual rates) from BE A, Dept. of
Commerce.
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Gains in industrial production were slight, growth in employment
was slow, and unemployment remained at around 6 per cent of the
civilian labor force. Furthermore, prices continued to increase rap-
idly during the first half.

The new economic program introduced on August 15 led to an
improvement in the outlook for economic activity. There were signs
that consumer confidence improved in response to the strong meas-
ures taken to control inflation. The prospect for consumer spending
was favorably affected by this as well as by fiscal measures included
in the program, such as proposals to remove the excise tax on autos
and to advance to the beginning of 1972 certain personal tax reduc-
tions previously scheduled for 1973. Prospective business spending on
capital goods was encouraged by a proposed investment tax credit.
The fiscal elements of the program were enacted, with some modifi-
cations, by Congress in December.

Final sales, measured in real terms, rose somewhat more rapidly
in the third quarter than in the second, spurred by a sharp increase

Table 2: GROSS NATIONAL PRODUCT

Item 1969 1970 1971
1971

III IV

GNP, current dollars

Inventory change

Final sales
Private 2

Federal
GNP, constant dollars

GNP in current dollars
GNP in constant (1958) dollars. . .
GNP implicit deflator (1958 = 100).

7.5
2.6
4.8

In billions of dollars l

929.1

7.4

921.7
822.6
99.2

724.7

974.1

2.8

971.3
874.1
97.2

720.0

1,046.8

2.2

1,044.5
946.9
97.6

739.4

1,020.8

3.1

1,017.7
921.4
96.4

729.7

1,040.0

4.6

1,035.4
939.4
96.0

735.8

1,053.4

- 1 . 2

1,054.6
957.0
97.6

740.7

Percentage change from preceding period
(at annual rates)

4.8
- . 6
5.5

7.5
2.7
4.6

13.7
8.0
5.4

7.8
3.4
4.2

5.2
2.7
2.5

1,072.9

2.4

1,070.4
970.1
100.3

751.3

7.6
5.8
1.7

1 Quarterly data are seasonally adjusted annual rates.
2 Adjusted to include State and local governments.
NOTE.—Basic data from Department of Commerce, BE A.
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in purchases of domestically produced autos after announcement of
the new economic program. However, liquidation of inventories, par-
ticularly excess steel stocks, resulted in a further slowing of the
growth in GNP (Table 2) . Late in the year over-all economic activ-
ity accelerated as inventory accumulation was resumed, as outlays
for residential construction continued to rise, and as the rate of real
business capital spending picked up. Surveys made late in the year
indicated that businesses planned a sizable increase in outlays for
plant and equipment in 1972.

Although the economy was showing increased evidence of upward
momentum late in the year, this momentum was not yet reflected in
a significant reduction in the unemployment rate or in an increase in
the rate of capacity utilization in manufacturing. The unemployment
rate remained at 6 per cent as growth in new jobs was offset by an
increase in the number of new jobseekers.

RESIDENTIAL CONSTRUCTION

Residential construction continued to expand vigorously throughout
1971, as mortgage funds were in ample supply and interest rates
were declining. Private housing starts rose from an average annual
rate of 1.3 million units in early 1970 to an average rate of 2.2 mil-
lion units in the final quarter of 1971. For the year as a whole, such
starts approached 2.1 million units—a new high, which surpassed by
7 per cent the record that had stood since 1950. There was some
shift in the mix away from the smaller, less expensive single-family
homes that had characterized the market in 1970 when subsidized
units had accounted for a larger proportion of the total. But builders
continued to feature a high proportion of townhouses and apartments
in an attempt to offset higher land and construction costs. In addi-
tion to the reqord number of housing starts, shipments of mobile
homes reached one-half million units, which also represented a new
high.

The improvement in housing starts was reflected in strong in-
creases in residential construction expenditures, which were still ris-
ing as the year drew to a close. Spending for new homes also helped
to keep consumer outlays for such durable goods as furniture and
appliances on a generally upward path. For 1971 as a whole over-
all expenditures for residential construction were some $10 billion,
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7. PRIVATE HOUSING ACTIVITY
MILLIONS OF UNITS

2.5

2.0
STARTS

1.5

1.0

^ I I ^ 0
1969 1970 1971

NOTE.—Bureau of the Census monthly data at seasonally adjusted annual rates, con-
verted to quarterly averages by Federal Reserve.

or 34 per cent, larger than in 1970; in real terms this represented a
gain of about 27 per cent.

CONSUMER INCOME AND OUTLAYS

Because of tax cuts, a Federal pay raise, and an increase in wages
and salaries that reflected the resumption of auto production and re-
lated activities following the strike, disposable personal income rose
by more than $20 billion in the first quarter of 1971, almost twice
the average quarterly increase in 1970. The rise in consumption al-
most equaled that in disposable income, with more than half of the
increase being attributed to renewed auto buying. Sales of domestic-
type autos in the first quarter were at an annual rate of 8.4 million
units—up sharply from the 5.4 million annual rate of the strike-de-
pressed fourth quarter of 1970. According to surveys, however, con-
sumers continued to be concerned about inflation and unemploy-
ment. For the most part, therefore, they remained cautious, and the
saving rate remained above 8 per cent.

Growth in consumer spending tapered off in the second quarter
despite a sizable further rise in disposable income. In real terms such
spending increased at an annual rate of about 4 per cent, but this
was less than half the rate in the preceding quarter.
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8. CONSUMER INCOME, OUTLAYS,
AND SAVING

PERCENTAGE CHANGE

15

1970

NOTE.—Based on seasonally adjusted annual rates data from BEA, Dept. of Commerce.
Income and expenditures are change from preceding quarter. Saving rate is percentage of
disposable personal income.

In response to the new economic program, sales of new domestic-
type autos, which had leveled off after the first quarter, spurted sharp-
ly to an average annual rate of 9.7 million units during the 90-day
period, mid-August to mid-November, when the price freeze and the
import surcharge were in effect and the proposal to remove the ex-
cise tax on autos was being considered. Sales of foreign auto models
fell during this period, in part because newly imported autos (subject
to the import surcharge) became more expensive relative to domes-
tic cars during the freeze, and later because of limitations on supply
as a result of the dock strikes. In late November and in December,
after the price freeze had ended, sales of domestic units dropped
back to an average rate of 8 million units.

Purchases of durable goods other than autos and of nondurable
goods and services rose moderately in the latter half of the year
(Table 3), and in real terms increases in total consumer spending
continued at about the 4 per cent rate of the second quarter. The
saving rate remained above 8 per cent until the fourth quarter when
it edged down to about 7.8 per cent as gains in consumption ex-
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Table 3: CHANGES IN MAJOR COMPONENTS OF GROSS NATIONAL
PRODUCT

In billions of dollars, except for saving rate

Item

Gross national product

Personal consumption expenditures
Durable goods
Nondurable goods
Services .

Saving rate {level, in per cent)

Fixed investment
Residential structures
Nonresidential.

Inventory change

Net exports of goods and services
Exports
Imports

Govt. purchases of goods and services
Federal

Defense
Other

State and local.

1969

64.9

43.4
5.9

16.8
20.8

6.0

11.5

9̂ 8

.3

- . 5
5.0
5.5

10.1
.4
.1
.2

9.8

1970

45.0

36.2
- 1 . 3
17.1
20.4

7.9

2.1
- 1 . 4

3.5

- 4 . 6

1.6
7.3
5.7

9.7
- 2 . 0
- 3 . 0

1.2
11.6

1971

72.7

46.3
11.9
13.9
20.5

8.2

16.8
10.2
6.6

- . 6

- 3 . 6
2.4
6.0

13.6
.4

- 4 . 0
4.3

13.3

1971 i

I

32.4

20.2
11.7
2.3
6.1

8.1

6.6
2.6
3.9

- . 6

2.0
3.0
1.0

4.2
.5

- 6
1.0
3.7

II

19.2

12.5
2.5
4.6
5.5

8.6

8.1
4.6
3.6

1.5

- 4 . 6
.3

4.9

1.7
4

- 1 . 2
.9

2.0

III

13.4

11.4
3.7
2.4
5.3

8.1

3.7
2.7
1.0

- 5 . 8

- . 1
1.7
1.8

4.2
1.6

- 1 . 2
2.8
2.6

IV

19.5

8.4
.8

3.1
4.5

7.8

5.0
1.7
3.3

3.6

- 4 . 6
- 7 . 8
- 3 . 2

7.0
2.7
1.2
1.5
4.3

1 Seasonally adjusted annual rates.
NOTE.—Based on data from BE A, Dept. of Commerce.

ceeded those in income and the increase in consumer instalment debt
accelerated.

BUSINESS INVESTMENT
The relatively small increases in 1971 in business spending for new
plant and equipment and for inventories were among the most im-
portant reasons for the sluggish economic growth during much of the
year. Business investment in new fixed capital, while increasing by
more than 6 per cent in current dollars, showed little change over
1970 in real terms. Businessmen's continued cautiousness in regard
to capital investment reflected several factors: the lack of ebullience
of consumer and business sales; the continued low rate of manufac-
turing capacity utilization—less than 75 per cent; and the continua-
tion of before-tax corporate profits at levels significantly below those
of 1968-69, although such profits did show a notable improvement
through midyear.
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Attempts were made to stimulate capital investment early in the
year through liberalization of depreciation allowances, but the meas-
ures proposed were subject to legal challenges until near the year-
end when the allowances, in considerably reduced form, were in-
cluded in the Revenue Act of 1971. This Act also included a 7 per
cent retroactive investment tax credit.

Investment was particularly weak in the manufacturing sector. De-
clines in spending were pronounced in the primary metals, machin-
ery, and transportation equipment industries; these industries suffered
not only from cutbacks in spending for defense and for aerospace but
also from sluggish demands generally. Investment was also cut by
railroads, where cyclical problems predominated, and by airlines,
where seating capacity was well in excess of passenger traffic. Capital
spending by electric utilities, communications, and commercial firms,
however, remained relatively strong throughout the period.

9. BUSINESS INVESTMENT AND
CAPACITY UTILIZATION

BUSINESS FIXED INVESTMENT

BILLIONS OF DOLLARS

110

100

90

1969 1970 1971

80

70

0

NOTE.—Fixed investment: Seasonally adjusted annual rates data from BEA, Dept. of
Commerce.
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The relatively low rate of inventory investment, which totaled only
$2 billion for the year 1971, reflected the relatively high ratio of
inventories to sales with which businesses had started the year. In
contrast to experience in previous cyclical downturns, total invento-
ries had not been reduced in 1970, and sluggish consumer demand,
lack of ebullience in capital spending, and the decline in spending for
defense purposes contributed to holding down inventory investment
in 1971.

Steel was stockpiled early in the year in anticipation that there
might be a strike in the steel industry when labor contracts expired
on July 31, but after that date steel stocks were sharply reduced, re-
sulting in an over-all net inventory liquidation during the third quar-
ter. Thus, stock/sales ratios, which had been declining irregularly
throughout 1971, ended the year at appreciably lower levels than
had prevailed at the beginning. Although inventory investment re-
mained modest in the fourth quarter, the swing from liquidation to
accumulation contributed importantly to the acceleration of growth
in GNP.

GOVERNMENT

Federal Government purchases of goods and services showed rela-
tively little net change from 1970 to 1971. Increased purchases for
nondefense purposes were about offset by further declines in defense
outlays. The average size of the Armed Forces was cut by nearly
371,000 from 1970, while civilian employment was little changed.
However, Federal spending was sustained by a Government-wide pay
increase early in the year and a further increase in pay of the armed
services in November; the latter increase was designed to facilitate
the building of an all-volunteer service.

On the other hand, purchases of military hardware declined fur-
ther. The cumulative effects of such cutbacks were severe on the de-
fense products industries and their suppliers. Production of defense
and space equipment edged down through April and remained slug-
gish thereafter, and at the year-end employment in defense products
industries was more than 100,000 below year-earlier levels.

In contrast to purchases of goods and services, total Federal Gov-
ernment expenditures rose substantially in the calendar year 1971
(Table 4) . Grants-in-aid to State and local governments, which ran
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Table 4: FEDERAL GOVERNMENT RECEIPTS AND EXPENDITURES
Federal Sector NIA Accounts
In billions of dollars

Item

Receipts
Expenditures

Purchases of goods and
services

Other
Surplus or deficit

Calendar year

1969

196.9
189.5

99.2
90.3

7.3

1970

191.5
205.1

97.2
107.9

-13 .6

1971

198.7
221.4

97.6
124.3

-23 .1

1971 i

I

196.5
212.7

96.4
116.3

-16 .2

II

197.7
221.4

96.0
125.4

-23.7

III

197.8
224.6

97.6
127.0

-26.7

IV

2 202.8
228.7

100.3
128.4

2 -25.9

1 Seasonally adjusted annual rates.
- Implied in calendar year totals.
NOTE.—Based on data from Dept. of Commerce, BEA. The Federal sector in the national

income accounts (Ĵ JIA) measures Federal receipts and expenditures as they directly affect
private incomes in the national accounts. Thus it excludes all Federal lending, which affects
private debt but not incomes. Also the timing in some transactions is on an accrual basis;
in others, on a delivery basis.

$5 billion more than in 1970, together with higher social security
benefits and increases in other transfer payments, boosted Federal
Government expenditures by about $17 billion from 1970. At the
same time, additional tax reductions enacted during the year—in-
cluding the auto excise tax reduction and the retroactive investment
tax credit—and a slower-than-anticipated rate of economic growth
caused increases in receipts to fall short of original expectations.
Consequently, the Federal budget deficit (national-income-accounts
basis) was $23 billion in calendar year 1971, nearly $10 billion
larger than in 1970.

The strong growth trend of recent years in purchases by State and
local governments continued in 1971; such purchases rose by over
$13 billion, nearly $2 billion more than the increase in 1970.
Wages paid by these governments continued to move up at a brisk
pace, but the gain in employment was somewhat less than the aver-
age for other recent years. This slowing reflected in large part resist-
ance by taxpayers to higher costs and reduced needs for hiring new
teachers because of a smaller rise in school enrollments. New Fed-
eral legislation subsidizing specific kinds of public service employ-
ment in State and local government had only a limited impact,
mainly because the program was operational only in the last few
months of the year.
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Demands for Goods
and Services

The stepped-up pace of economic expansion that became evident
in the fall of 1971 strengthened measurably in 1972, and at the
year-end growth was continuing at a very rapid pace. The new
economic policy that had been initiated in August 1971, including
a freeze on prices and wages followed by Phase II controls, con-
tributed to the faster economic expansion as well as to the easing
of inflationary pressures.

As employment and incomes rose strongly and inflationary ex-
pectations abated, consumers became more optimistic and they
increased their spending appreciably. Demands for housing continued
strong, and residential construction activity surpassed to a substantial
extent the very high levels reached in 1971.

Business attitudes improved with the growth in sales and the
better prospects for profits. New orders increased, and business com-
mitments and outlays for fixed investment began to add considerably
to the vigor of the expansion. As the year progressed, business also
stepped up the pace of inventory investment.

Governments, too, contributed to the large advance in over-all
spending in 1972. In contrast to these generally expansive demands,
net exports shifted from a small surplus in 1971 to a sizable deficit
in 1972, as the increase in imports far exceeded that in exports.

REAL OUTPUT

Measured in current prices, GNP increased rapidly in 1972—
by almost 10 per cent for the year as a whole. At the same time,
the rise in the GNP implicit price deflator slowed to 3 per
cent, as compared with a 5 per cent average increase for the two
preceding years. As a result, the increase in real GNP for the
year as a whole amounted to 6.4 per cent—more than twice the
1971 rise and the largest since 1966. Growth in real GNP was
rapid in every quarter of 1972; in the fourth quarter it was at an
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5. CHANGES IN GNP

CURBE

BILLIONS OF DOLLARS

40

REAL

1970 1971 1972

NOTE.—Based on quarterly data (constant-dollar series, 1958 dollars) at seasonally
adjusted annual rates, from Dept. of Commerce, BEA. Changes are from preceding quarter.

annual rate of 8.0 per cent, about double the economy's long-run
potential rate of expansion.

The surge of aggregate demands in 1972 resulted in sharp in-
creases in industrial output and nonfarm employment and in a
significant reduction in unemployment. Over the 12 months ending
in December industrial production increased more than 10 per
cent; consumer goods, business equipment, and materials all made
appreciable contributions to this expansion. Nonfarm payroll em-
ployment was 2.7 million persons, or almost 4 per cent, above a
year earlier. The unemployment rate declined during the second
half of the year to 5.1 per cent in December; a year earlier the
rate had been 6 per cent.

CONSUMER INCOME AND OUTLAYS

Personal income increased somewhat more sharply in 1972 than
in 1971—8.5 per cent for the year as a whole compared with
less than 7 per cent in 1971. Although the rate of growth in
average hourly earnings slowed, employment was up sharply and
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Table 1: GROSS NATIONAL PRODUCT

Type of measure

Current d o l l a r s . . . . . . . . . . .
1 9 5 8 d o l l a r s . . . . . . . . . . . . . .

Current dollars
1958 dollars

Implicit deflator (1958 = 10)). . . .

1970

, 7 ,

5.

1

0
5

5

1971 \

I
1,050 ' I

742

Percema

|

2*7 j
!

4 . 7 |

1

In biUio

,IJ2 I

1 ,

is ofdoiU

j

,HV-) ! i
767 i

gc cinnuc from pivc
uit annual raus

6.4

3.0 ,

12,0 !

5.1 !

1972

I I i
i

rs

784 -

11.4 i
9.4 !

1.8

Iff

( ,164

rioct

6.3

2.4

IV

\SI2

11.0
8.0

2.8

1 Quarterly data are seasonally adjusted annual rates.
NOTE.—Basic data from Department of Commerce, Bureau of Economic Analysis.

total wages and salaries Increased by 9.5 per cent, compared
with less than 6 per cent the preceding year. Transfer pay-
ments—for example, social security benefits and unemployment
insurance—also increased substantially, but less than they had in
1971. However, the growth in disposable personal income was
somewhat less than in 1971, because the gain In such income was
held down by a change in Federal income-tax-withholding schedules,
which resulted in sizable overwithholdings.

Nevertheless, consumers stepped up their spending and borrow-
ing briskly, responding to strong gains in employment, increased
overtime, and strengthened confidence as evidenced by surveys
relating to consumer attitudes about economic prospects and finan-
cial positions. The rate of personal saving for the year as a whole
declined to about 7 per cent of disposable income, from more than
8 per cent in 1971.

In current dollars, consumer spending was about S3 per cent
higher than in 1971. Purchases of new autos and household durable
goods were especially strong, but spending for nondurable goods
and services also rose considerably. Increases in the physical volume
of purchases were sizable for all three major categories, in real
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6. CONSUMER INCOME, OUTLAYS, AND SAVING
PERCENTAGE CHANGE

1972

NOTE.—Income and spending are changes from preceding quarter, based on quarterly
data at seasonally adjusted annual rates, from Dept. of Commerce, BEA. Saving rate is
personal saving as percentage of disposable personal income.

terms, total consumer spending was up 6 per cent, well above the
4 per cent increase recorded for 1971.

Sales of new automobiles—both domestic-type and imports—
reached a new high of 10.8 million units for the year, up from
10.2 million units in 1971. In the fourth quarter total auto sales
reached an annual rate of 11.7 million units, the highest of the
year. The sharp increase in purchases of household durable goods
was associated not only with rising incomes but also with the record
number of new housing units being completed and occupied. This
large increase in consumer spending for durable goods was facilitated
by a record increase in the use of instalment credit.

Consumer demands were still exerting a stimulating influence
on the economy at the end of 1972. Incomes were advancing with
exceptional rapidity as a result of continued strong gains in output
and employment and of a 20 per cent boost in social security bene-
fits, with initial payments on October 1. It is expected that the
unusually large amount of tax refunds anticipated for the first half
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of 1973 because of overwithholding during 1972 will add to both
disposable incomes and spending.

BUSINESS F I X E D I N V E S T M E N T

An important factor in the expansive thrust of the economy in 1972
was a marked increase in business spending for new fixed capital.
Outlays for new machinery and buildings were 14 per cent higher
than in 1971; measured in real terms this represented an increasee
of 10 per cent.

The rise in spending for business fixed capital reflected a number
of factors: the strong expansion in industrial production and an
associated rise in the rate of capacity utilization; the greatly improved
performance of aggregate profits; and the stimulative effects of a
further acceleration in depreciation schedules and the late-1971
restoration of the investment tax credit, which applies to purchases
of new equipment. For the year as a whole purchases of machinery
and equipment in current dollars were about 16 per cent above
the 1971 volume. Because the increase in prices of such goods in

7. BUSINESS FIXED INVESTMENT
RATIO SCALE, BILLIONS OF DOLLARS

120
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NOTE.—Quarterly data, at seasonally adjusted annual rates, from Dept. of Commerce,
BEA. Constant-dollar series is in terms of 1958 dollars.
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1972 was quite moderate, most of this large rise in outlays repre-
sented physical volume. In the equipment category, truck sales were
especially strong; the number of units sold was up 25 per cent from
1971. The increase in business outlays for new construction was
more moderate, with little change in real terms.

Most of the increase in fixed investment outlays in 1972 occurred
outside of the manufacturing sector. Expenditures by public utilities
rose strongly, reflecting continued sizable gains in demands for
energy as well as more rigorous standards for pollution controls.
Communications and commercial firms also increased their invest-
ment sharply. The increase in spending for new plant and equipment
by manufacturing firms in 1972 was much more moderate; how-
ever, the rise of 4 per cent contrasted with a decline of about
6 percent in 1971.

Late in 1972 businessmen's intentions to spend for plant and
equipment in the year ahead appeared to be in the process of
upward adjustment, reflecting—among other factors—rising orders
for hard goods and a growing backlog of such orders. The survey
taken by the Department of Commerce in December 1972 showed
plans for a 13 per cent rise in spending for new plant and equipment
in 1973, with larger increases being planned by manufacturers
than by other sectors of the economy. Earlier private surveys
taken in the autumn had indicated a rise of around 10 per cent.

INVENTORIES

An upturn in inventory investment finally developed in 1972. As
a general rule, inventory investment increases rapidly early in a
cyclical expansion, but in this one such spending had continued
quite moderate throughout the first year of recovery following the
fourth-quarter 1970 trough. This reflected in part the absence of
any net liquidation during the 1969-70 recession. Although re-
covery in sales in 1971 had resulted in a decline in inventory/sales
ratios, at the end of 1971 such ratios were still rather high for that
stage of the cycle.

Businessmen began to increase inventory investment in the second
quarter of 1972 in response to the continued rapid increases in
sales and production, and the rate of such accumulation accelerated
as the year progressed. Toward the year-end, accumulation reached
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8. BUSINESS INVENTORIES AND SALES
CHANGE, BILLIONS OF DOLLARS

12

INVENTORIES/SALES

1970 1971 1972

NOTE.—Dept. of Commerce data: Inventory change (NIA), quarterly data at seasonally
adjusted annual rates, from BEA. Inventories/sales ratio, based on book value and
sales data seasonally adjusted, from Bureau of the Census; book value, end of quarter;
sales, quarterly average.

an annual rate of $10 billion, as measured in the NIA accounts.
With sales gains outstripping inventory increases, the ratios of
inventory book values to sales in a number of areas were reduced
further, and by the end of the year they were approaching historically
low levels. Further growth in inventory accumulation is suggested
by these low ratios, as well as by rising backlogs of unfilled orders,
by more numerous reports of delays in deliveries, and by continuing
rapid increases in sales.

RESIDENTIAL CONSTRUCTION

Outlays for private residential construction, which had increased
sharply in 1971, advanced further in 1972. A record supply of
mortgage credit, available at relatively stable interest rates and on
liberal terms, supported a strong expansion in demands for both
new and existing dwelling units. For the year, residential outlays rose
25 per cent in current dollars and about 20 per cent in real terms.
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Private housing starts accelerated to a peak seasonally adjusted
annual rate of more than 2.4 million units in the first quarter of the
year, almost double the low rate reached 2 years earlier. While the
rate fluctuated thereafter below the first-quarter high, the 1972 total
came to 2.4 million units. This was 15 per cent more than in 1971,
the first year in which starts exceeded 2 million units.

Reflecting in part builders' attempts to adjust to further increases
in the cost of land and other items, multifamily structures—which
include condominiums—continued to account for more than two-
fifths of total starts. However, upgraded demands for these and
for other types of dwellings were also a conspicuous factor in
the over-all advance. Nonsubsidized units, which generally incor-
porate more space and other amenities than do units that receive
Federal subsidies, accounted for all of the rise in multifamily struc-
tures. In contrast, the number of subsidized starts—for which new
commitments were suspended altogether in early 1973—dropped

9. RESIDENTIAL CONSTRUCTION
RATIO SCALE, BILLIONS OF DOLLARS
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i I 2 0
MILLIONS OF UNITS

2.5

1.5

1970 1972

NOTE.—Dept. of Commerce data: Expenditures, quarterly data at seasonally adjusted
annual rates, from BEA. Constant-dollar series is in terms of 1958 dollars. Housing
starts, monthly data at seasonally adjusted annual rates, from Bureau of the Census.
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appreciably in 1972 from the highs reached in 1970 and 1971.
Shipments of new mobile homes, which are not included in housing
starts or in residential construction outlays, also achieved a new
high in 1972. Such shipments totaled about 575,000 units, an in-
crease of 15 per cent from 1971.

At the year-end demands for housing remained strong, vacancy
rates were relatively low, and mortgage funds were still in ample
supply at rates little changed from a year earlier. However, it ap-
peared unlikely that the number of starts in 1973 would match
the 1972 total in view of (1) the extent to which the backlog of
demand had been satisfied by sustained high levels of production
(2) the large and growing number of completions of earlier starts
in prospect, and (3) other factors.

GOVERNMENT OUTLAYS

Purchases of goods and services by the Federal Government rose
strongly in the first half of 1972 as the result of a Government-
wide pay increase in January and the rebuilding of defense inven-
tories depleted by activities in Vietnam. In the second half of
the year, however, defense purchases dropped sharply and nonde-
fense buying slowed; as a result, Federal purchases declined. For
the calendar year as a whole, Federal purchases rose about 8.5 per
cent—virtually all because of increased pay and higher prices.

State and local government purchases rose by about 10 per cent
in 1972—the same increase as in each of the past 3 years. Employee
compensation, as usual, accounted for much of the gain. Employ-
ment rose about 4.5 per cent; about one-third of this increase rep-
resented the number of jobs added under provisions of the Public
Employment Act—a program funded in large part by the Federal
Government. As in other recent years, there was little growth in
purchases of structures in 1972, in large part because the demand
for new educational structures has lessened.

During 1972 there was a dramatic improvement in the over-all
fiscal position of State and local governments. Although expendi-
tures continued to rise rapidly, revenues rose even faster, especially
in the fourth quarter when the first payments under the Federal
revenue-sharing program were received. As a result, State and
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local governments achieved a surplus of about $12 billion (NIA
basis) for the calendar year com pared with a surplus of less than $5
billion in 1971 and with deficits in 1967 and 1968. However, there
remained wide differences in the fiscal position of individual govern-
mental units.

Table 2: CHANGES IN MAJOR COMPONENTS OF GROSS
NATIONAL PRODUCT

In billions of dollars

Item 1970 1971 1972

GNP

Personal consumption expenditures . , .
Durable goods
Nondurable* goods
Services

Saving rate {level, in pt'r ci'ut^ , , .

Fixed investment.
Residential structures
Nonresidential . , . .

Inventory change

Exports.
Imports.

Govt. purchases of uooris ami ser\ices
Federal. . ,

Defense . . .
Other

Slate ami local .

46.1 :

37.3 |

18.' 5 {
V). 1 :

A 0 \

1.1
-•1.4 '

2. 4 j

- 2.9 •

1 . 7 •
7. 4
5.7 .

- J, 3 '
i.' i

i i . 3

74.0

48.1
1 3. 0
13,7
21. 5

16.1
t!. 4

- 1 . 3

2.9

6 T

13.8
!. 3

. 3 7
4. <S

12. 5

101.4

56.1
12 6
21.4
22. i

h ^

26.2
if. 4
14 h

2.3

4.9
7. 6

12.5

21.8
,N i)
4, 5
V h

I.V Si

1972 <

II \ III

31.0 30,3 ! 24.6

15.2
4.7
4.8
5.6

6, 4

3,2
I, 6

3.(1

1.8
4.4
2.6

1.5

6
4.2

15.
4.
4,
5.

•».

id .
4.
(>.

• - i .

-- 2

8.
5.
4.

3,

6
<)
* • )

8

2

5
3
3

3

5
7

0
8
2
5

17
2
8
s

4
I
3

4

4
2
S

2

.3

.9

.9
, 7

. -1

. 3
2

. I

.6

.6
7

" I

*4
<)

. 7

. 3

30.9

17.1
2. 2
8. 4
6. 5

7.6

7.9
2.6
5,4

2.3

- .1
5. 2
5. 3

3.7
_ | , 4
- I. l>

.6
5. 0

1 Derived from quarterly lotals at seasonally utfjasied annual
Nort»- --Basic data from Hept. of Commerce, Bf:A,
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Demands for Goods
and Services

1973 was a year of dramatic developments in the nonfinancial sector
of the economy. For the year as a whole, GNP in current dollars in-
creased by about 11.5 per cent, but higher prices accounted for
nearly half of this rise. The increase of 6 per cent in real GNP was
about the same as in 1972. But after reaching exceptionally rapid
and unsustainable rates in late 1972 and the first quarter of 1973—
averaging about 8.5 per cent per year—growth in real terms slowed
abruptly. In the fourth quarter it was down to an annual rate of
about 1.5 per cent.

The rapid pace of expansion early in the year was broadly based
among consumers, business, foreign trade, and government. The sub-
sequent slowing was attributable in part to the emergence of severe
pressures on supplies of many major materials, which acted to limit
output increases in key demand sectors. Output of materials was ap-

Table 1: GROSS NATIONAL PRODUCT

Type of measure

Current dollars
1958 dollars

Current dollars
1958 dollars

Implicit deflator

1971 1972 1973

1973 1

I II III IV

In billions of dollars

1,056
745

1,155
791

1,289
837

1,243
829

1,272
834

1,305
841

1,338
845

Percentage change from preceding period
(at annual rates)

8.0
3.2

4.7

9.4
6.1

3.2

11.6
5.9

5.4

15.2
8.7

6.1

9.9
2.4

7.3

10.6
3.4

7.0

10.5
1.6

8.8

1 Quarterly data are seasonally adjusted annual rates.
NOTE.—Dept. of Commerce data.
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proaching practicable capacity limits by late spring, with capacity
utilization rates for major materials industries reaching their highest
levels since World War II. These pressures on capacity, and the re-
lated tightness of supplies, were maintained throughout the remainder
of the year. The moderation of expansion in aggregate real output
during 1973 was broadly paralleled by a slowing of growth in in-
dustrial production—to an annual rate of little more than 1 per cent
in the fourth quarter, from a 10 per cent rate in the first quarter.

Although supplies and capacity in a number of industries were
subject to severe strains in 1973, demands in some important sectors
moderated over the course of the year. In particular, the volume of
consumer real purchases slowed after an extraordinarily large in-
crease in late 1972 and early 1973. Toward the close of the year—
when the oil shortage began to affect output and employment ad-
versely, both directly and through its effects on expectations—sales
of large-size automobiles in particular were sharply reduced. Pur-
chases of fuel and some services were also down, and for the fourth
quarter as a whole total consumer purchases in real terms declined.
Another factor contributing importantly to the over-all slowing in

INDUSTRIAL PRODUCTION

130

120

110

100

' B U S I N E S S EQUIPMENT
I I I

1970 1971 1972 1973

NOTE.—Federal Reserve indexes, seasonally adjusted.
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real growth was a sharp drop in residential construction activity in
the second half of the year.

In contrast, business demands for fixed capital were strongly ex-
pansive throughout the year. In fact, business equipment was the
only major category of industrial production that increased virtually
throughout 1973. But here too there were indications late in the year
of a slowing in the rate of expansion, in part because of supply
factors. And until late in 1973, supply constraints held inventory
investment at exceptionally low levels for a period of cyclical expan-
sion.

A major feature of 1973—and one that contributed materially to
over-all expansion—was a turnaround in net exports of goods and
services to surplus from a sizable deficit in 1972. Merchandise ex-
ports increased much faster than did imports, stimulated by strong
demand conditions in Western Europe and Japan, by crop shortfalls
in some countries, and by the decline in the value of the U.S. dollar
in foreign exchange markets.

Pressures on industrial resources, tight supplies of farm products
and other materials, strong demands abroad, and the oil crisis com-
bined to intensify inflationary pressures. Increases in unit labor costs
were also an important factor in the price rise, as gains in productiv-
ity came to a halt after the first quarter of the year while increases in
average compensation per employee rose faster than they had in 1972.

Demands for labor continued very strong until late in the year.
Payroll employment showed an exceptionally large increase, and the
unemployment rate in the fourth quarter averaged 0.6 of a percent-
age point less than a year earlier; toward the end of the year, how-
ever, unemployment was moving upward.

CONSUMER PURCHASES

Consumer spending was a dominant factor in shaping the contour of
GNP expansion in 1973. Consumer purchases of goods and services
rose to a 15 per cent annual rate in the first quarter—equivalent to a
9 per cent rate after adjustment for price increases. These large in-
creases were major influences in the strong first-quarter advance
shown in both current-dollar and real GNP. Expansion in consumer
spending slowed thereafter—to an annual rate averaging close to 10
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per cent for the second and third quarters, and then to 4.5 per cent
for the fourth quarter. Moreover, continued price advances largely
eroded these increases. For the year as a whole, however, real con-
sumer purchases increased by 5 per cent following a 6 per cent rise
in 1972.

The first quarter of 1973 was characterized by exceptionally
strong advances in consumer purchases of both durable goods and
nondurable goods. Continuation of the housing boom provided an
impetus to sales of furniture and appliances. In addition, unit sales
of new autos (domestic and foreign) reached a record 12V4 million
annual rate. A sharp increase in purchases of nondurable goods re-
flected in part an acceleration in food prices, but sales of some other
items—such as apparel—rose even faster in both current dollars and
real terms.

Outlays for both durable and nondurable consumer goods were

CONSUMER OUTLAYS AND SAVING RATE
PERCENTAGE CHANGE. « • • • • •

OUTLAYS

CURRENT- CONSTANT-
DOLLAR DOLLAR

1972 1973

NOTE.—Outlays: Changes from preceding quarter based on quarterly data at seasonally
adjusted annual rates; constant-dollar changes are based on 1958 dollars. Saving rate is per-
sonal saving as a percentage of disposable personal income. All data are from Dept. of
Commerce.
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maintained at relatively high levels during the second and third quar-
ters. Auto sales eased somewhat, however, and there was some de-
cline in real purchases of food, reflecting in part sharply rising prices
and the reduced availability of meat. Expenditures on services con-
tinued to increase throughout the first three quarters in both current
and constant dollars.

An outright decline—at an annual rate of close to 5 per cent—in
real consumer purchases in the fourth quarter, following the earlier
marked slowing, was attributable for the most part to emerging en-
ergy developments. Consumers cut back their purchases of new auto-
mobiles to an annual rate of 10 million units, off considerably from
the 11.7 million rate of the second and third quarters; smaller mod-
els were in strong demand, but dealers' stocks of large cars mounted.
Real purchases of gas and oil also declined, reflecting the administra-
tion's conservation program and rising prices.

AUTOS
MILLIONS OF UNITS

SALES

1970 1971 1972 1973

NOTE.—Sales: Monthly data at annual rates, seasonally adjusted by Federal Reserve;
domestic-type includes sales in the United States of cars produced in Canada. Inventory
data, seasonally adjusted, are for domestic-type cars only. Sales, from Ward's Automotive
Reports; inventories, from Motor Vehicles Manufacturers Association.
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Contributing to the upsurge of consumer demands in early 1973
were large gains in employment and wages, as well as the anticipa-
tion of unusually large refunds of personal income taxes during the
first half of the year, resulting from a step-up in withholdings in
1972. Strong growth in income helped to provide the basis for a
sharp increase in spending financed with instalment credit. The large
increase in social security benefits in late 1972 also stimulated con-
sumer spending to some extent.

Although consumer attitudes became more pessimistic as the year
progressed, consumer spending kept pace with the increase in nomi-
nal income in the middle two quarters, and the saving rate remained
close to the 5.9 per cent rate of the first quarter. With consumer de-
mands weakening appreciably in the fourth quarter, the saving rate
rose sharply to more than 7 per cent.

RESIDENTIAL CONSTRUCTION

Outlays for private residential construction, which had advanced
steadily since mid-1970, peaked early in the first half of 1973 and
fell sharply in the fourth quarter. The decline reflected a slowing of
demands in response to sharply higher interest rates and less favora-
ble nonrate mortgage terms as well as to a substantial further rise in
the costs of houses. The tightening of credit terms was particularly
evident after midyear as inflows of funds to mortgage lending institu-
tions were adversely affected by high yields on competitive invest-
ments. For the year as a whole, however, construction outlays were
down only slightly from the 1972 total in real terms and were 7.5
per cent higher in current dollars.

Private housing starts held at a near-peak seasonally adjusted an-
nual rate of 2.4 million units in the first quarter; after that they de-
clined rapidly to an annual rate of less than 1.6 million units in the
fourth quarter. For the year the number of starts totaled around 2
million units, about the same as in 1971 but down appreciably from
the record 2.35 million in 1972. Multifamily structures, including an
increased number of condominiums, accounted for nearly 45 per
cent of total starts in 1973. The continued relatively high proportion
of multifamily units was in part a response to further advances in
costs, especially for land and for building materials.
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RESIDENTIAL CONSTRUCTION
RATIO SCALE, BILLIONS OF DOLLARS

1971 1972 1973

NOTE.—Expenditures: Dept. of Commerce data at seasonally adjusted annual rates;
constant-dollar series is in terms of 1958 dollars.

Housing starts: Quarterly averages based on monthly figures at seasonally adjusted
annual rates from Dept. of Commerce.

Nonsubsidized starts, which include larger and more expensive
units, accounted for more than 90 per cent of the private residential
total—an appreciably higher figure than in other recent years. Feder-
ally subsidized starts—new commitments for which remained largely
under a moratorium instituted early in the year—were reduced to
the lowest level since 1968. Domestic shipments of new mobile
homes, which are not included in residential outlays or housing starts
even though they provide living accommodations, dropped considera-
bly through 1973 after reaching a peak in the first quarter. Never-
theless, the annual total of mobile home shipments was slightly
above the previous record of 576,000 units in 1972.

Mortgage markets tightened markedly through the summer of
1973. Although interest rates in such markets showed some easing
during the fourth quarter, they still remained at historically high lev-
els and continued to be a deterrent to new building and to sales of
old houses—particularly in States with relatively low usury ceilings.

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

1973



By late in the year, moreover, the energy crisis had raised new ques-
tions about methods of heating and the adequacy of transportation
—creating uncertainties for the future plans of lenders, builders, and
potential home-buyers alike.

BUSINESS FIXED INVESTMENT

Business fixed investment continued to provide strong support to the
economy during 1973. For the year as a whole, such investment rose
15 per cent in current dollars and about 10 per cent in real terms.
Both major categories of investment—equipment and construction
—recorded current-dollar increases of about 15 per cent over their
1972 levels. Replacement needs and net expansion each continued to
absorb about one-half of total outlays.

Many producers, after having added little to their capacity in re-
cent years, approached capacity constraints during the year. This was
particularly true of such major materials industries as steel, cement,
petroleum, and paper and was a significant stimulus to investment. A
strong corporate cash flow, a continued stimulus from the investment
tax credit, and a heightening of inflationary expectations also con-
tributed to the increase in such spending. Had it not been for mate-
rials shortages—caused in part by increased demands from abroad

CAPACITY UTILIZATION RATE

95

1971 1972 1973
NOTE.—Average output of major materials industries, seasonally adjusted, as a per-

centage of their potential capacity output. Federal Reserve data.
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and efforts on the part of domestic users to shift back to domestic
sources—capital spending probably would have shown an even
greater increase, as suggested by the fact that throughout the year
actual spending consistently fell short of earlier anticipations.

Plant and equipment expenditures rose much faster in manufactur-
ing industries than in the nonmanufacturing sector, in contrast to the
pattern in 1972. Many manufacturers, particularly major materials
producers, increased outlays so that they could meet the strong de-
mands for their products and also bring production facilities up to
the standards required by environmental regulation. Investment was
very strong for the primary metals, paper, and stone, clay, and glass
industries. Outside of the manufacturing sector, mining and public
utilities registered the strongest increases.

Toward the end of the year various surveys of plant and equip-
ment spending all pointed to sizable further increases in such spend-
ing during 1974, with manufacturers expected to continue the strong

BUSINESS FIXED INVESTMENT
RATIO SCALE, BILLIONS OF DOLLARS

110

90

1971

IN CONSTANT DOLLARS

I

1972 1973

NOTE.—Dept. of Commerce data at seasonally adjusted annual rates. Constant-dollar
investment is in terms of 1958 dollars.
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advance of 1973. However, the surveys were conducted before the
impact of the energy shortage could have been fully reflected in busi-
ness plans. Accordingly, as 1974 unfolds, further revisions in plans
are likely; some will be to take account of the availability and cost of
energy supplies, while others will be to meet the needs for increased
domestic energy output.

INVENTORIES

Inventory investment, which usually shows strong increases in a cycli-
cal recovery, remained very modest during the first three quarters of
1973, averaging an annual rate of only $4.5 billion as measured in

BUSINESS INVENTORIES AND SALES
CHANGE, BILLIONS OF DOLLARS

I INVENTORIES
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INVENTORY/SALES

15
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RATIO

1.7

1972 1973

1.5

NOTE.—Inventory change (NIA), quarterly data at seasonally adjusted annual rates, from
Dept. of Commerce.

Inventories/sales ratio, based on Dept. of Commerce seasonally adjusted data—end-of
quarter book value for inventories, and quarterly averages of monthly data for sales—for
manufacturing and trade establishments.
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the national income accounts (NIA). Increases in the book value of
inventories were much larger than the increases as measured on the
NIA basis; the difference reflected the very large inventory valuation
adjustments resulting from the sharp and widespread price increases
during the period. The dollar volume of sales advanced even more
rapidly than the book value of inventories, however, and the
inventory/sales ratio reached its lowest level since early in the Ko-
rean war.

Inventory accumulation was held to a low rate during most of the
year mainly by the influence of strong final demands and shortages
of major materials. Stocks of finished goods, for instance, were
drawn down in the primary metals and chemical industries; and un-
filled orders rose by exceptional amounts in many industries.

In the fourth quarter of 1973, inventory investment accelerated to
an annual rate of $18 billion. The step-up in inventory accumulation
appears attributable for the most part to the slowing of final de-
mands—particularly by consumers for large autos, and for residen-
tial construction. A large part of the accumulation was probably in-
voluntary, notably for new large-size automobiles. Nevertheless, at
the end of the year the inventory/sales ratio for total manufacturing
and trade remained quite low by historical standards.

EXPORTS AND IMPORTS OF GOODS AND
SERVICES

The U.S. balance of trade position underwent a dramatic transforma-
tion during 1973. Exports of goods and services rose by around 40
per cent from the previous year, while imports were up about 25 per
cent. As a result the balance on goods and services shifted from a
deficit of close to $4.5 billion in 1972 to a surplus of around $6 bil-
lion in 1973. Net exports, which had risen throughout the year,
jumped in the fourth quarter to an annual rate of about $13 billion,
reflecting some special developments in the services sector as well as
an improved U.S. trade position. In real terms, exports of goods and
services rose by about 20 per cent, with gains continuing through the
year. Real imports rose by less than 5 per cent, but after reaching a
peak in the first quarter they drifted down. While the favorable trade
balance contributed to expansion of the economy in 1973, it also
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added to inflationary pressures by placing further demands on al-
ready hard-pressed domestic capacity as well as on domestic supplies
of farm products and industrial products; in addition, the prices of
imports increased appreciably.

The turnaround in foreign trade reflected both the strong eco-
nomic expansion in Western Europe and Japan and the cumulative
effects of the depreciation of the dollar in terms of foreign curren-
cies. Expansion in exports was sharpest for agricultural products,
which were strengthened in part by widespread crop failures
abroad. But exports of nonagricultural products also rose sharply in
both current dollars and real terms. By year-end the value of the
dollar had risen substantially from its midyear low in terms of foreign
currencies. And large increases in the dollar value of imports were
in prospect because of sharp advances in petroleum prices.

FEDERAL GOVERNMENT

After registering a deficit of nearly $16 billion in calendar year
1972, the Federal budget (NIA basis) moved into balance in the
spring of 1973 and then into surplus in the second half of the year.
This shift was the result both of curbs on increases in expenditures
and of large revenue gains generated by rising incomes and prices.

Federal purchases of goods and services, which enter directly into
the GNP, rose by about 2 per cent in 1973, less than half as much
as in the previous year. In real terms, purchases declined about 6
per cent, as outlays for national defense dropped sharply. Non-
defense purchases, which are much smaller in dollar terms, rose less
than in 1972. An increase in total Federal grants-in-aid to State and
local governments reflected the fact that general revenue sharing, in-
troduced in the latter part of 1972, was in effect for all of 1973;
other grant-in-aid programs declined somewhat. A moderate increase
in wages and salaries paid by the Federal Government reflected
higher pay scales; during the year there was a slight decline in the
Federal civilian work force as a result of sharp cutbacks of civilian
employment in the Department of Defense.

Federal receipts rose by about $37 billion in 1973, compared with
$30 billion in 1972. Corporate profits tax accruals were up more
than 30 per cent for the year, although they changed little after the
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Table 2: CHANGES IN MAJOR COMPONENTS OF GROSS
NATIONAL PRODUCT

In billions of dollars

Item

G N P . . . .

Personal consumption expenditures .
Durable goods
Nondurable goods
Services . .

Saving rate {level in per cent)

F i x e d i n v e s t m e n t . . .
Residential structures
Nonresidential

Inventory change . .

N e t e x p o r t s o f g o o d s a n d s e r v i c e s . . . .
E x p o r t s
I m p o r t s . . . . .

G o v t . p u r c h a s e s o f g o o d s a n d s e r v i c e s . . . .
F e d e r a l

D e f e n s e . . . .
O t h e r

S t a t e a n d l o c a l

1971

78.4

49.6
12.3
14.9
22.3

8.1

15.4
11.5
3.8

1.6

- 2 . 8
3.4
6.2

14.8
1.9

- 3 . 0
4 .9

12.9

1972

99.7

59.3
13.8
21.2
24.3

6.2

25.2
11.3
13.8

- .1

- 5 . 4
7.2

12.6

20.7
6.3
2.8
3.6

14.3

1973

133.9

77.5
13.4
36.0
28.1

6.2

21.9
4.0

18.0

2.0

10.4
28.5
18.1

22.1
2.2

- .5
2 . 6

20.0

1973 »

I

43.3

26.8
9.3

11.5
6.0

5.9

8.7
2.1
6.6

- 3 . 6

3.5
10.0
6.5

7.9
2.8
1.9

.9
5 .0

II

29.5

16.2
.6

8.1
7.6

5.9

3.8
.6

3.2

- .1

2.8
7.5
4.7

6.7
1.8

1.9
5.0

III

32.5

20.4
.0

11.3
9.0

5.7

3.6
- .4

3.9

.2

4.8
7.3
2.6

3.7
- .5

.0
- .4

4 . 2

IV

33.0

9.2
- 7 . 2

8.0
8.4

7.3

- 1 . 4
- 5 . 2

3.8

13.3

5.2
11.9
6.6

6.6
.0

- 1 . 2
1.1
6 .6

1 Derived from quarterly totals at seasonally adjusted annual rates.
NOTE.—Dept. of Commerce data.

second quarter. Contributions for social insurance recorded similarly
large increases, in part because of an increase in tax rates. Personal
tax receipts and indirect business taxes, however, showed only mod-
erate growth. In 1972, personal tax receipts had been boosted be-
cause of substantial overwithholding.

STATE AND LOCAL GOVERNMENTS

State and local government expenditures continued to be strongly ex-
pansive in 1973, rising by about 13 per cent. In real terms the
increase was about half of that. Employee compensation and pur-
chases of goods and services accounted for the major portion of the
increase. Employment rose by nearly 400,000, a smaller advance
than that recorded in 1972. This smaller growth reflected a reduction
in the number of State and local employees hired under provisions
of the Public Employment Act. State and local construction expendi-
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tures were up by 8 per cent in 1973, but most of this was the result
of increased prices.

During 1973 the States and localities combined recorded a budget
surplus of $11 billion, $2 billion less than in 1972. Federal general
revenue sharing helped these governments to maintain a strong iscal
position in 1973 and at the same time to reduce substantially the
amount of their long-term borrowing. Furthermore, it provided funds
that were used for tax relief, a trend that is expected to continue in
1974.
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Demands for Goods
and Services

In 1974 the economic expansion that had been under way since late
1971 came to a halt. For the year as a whole, GNP in current dol-
lars increased about 8 per cent, but this rise was more than accounted
for by higher prices; real GNP declined by more than 2 per cent
compared with a 6 per cent increase in 1973.

The sources of the recessionary trend that developed during the
year were diverse. Early in the year the weakening of economic activ-
ity appeared to be selective, affecting mainly energy-intensive and
related activities. As the year progressed, however, reduced demands
became the dominant factor. By autumn the weakness in purchases
and in industrial production began to spread to nearly all sectors of
the economy. Employment dropped sharply in November and De-
cember, and by the year-end unemployment had risen to 7.2 per cent.
Employment fell further in January 1975, and the unemployment
rate rose to 8.2 per cent.

A major factor accounting for the dampening of demands in 1974

Table 1: GROSS NATIONAL PRODUCT

Type of measure

Current dollars
1958 dollars

Current dollars
1958 dollars

Implicit deflator

1972 1973 1974
19741

Ql Q2 Q3 Q4

In billions of dollars

1,158
793

1,295
839

1,397
821

1,359
831

1,384
827

1,416
823

1,430
804

Percentage change from preceding period
(at annual rate)

9.8
6.2

3.4

11.8
5.9

5.6

7.9
- 2 . 2

10.3

4.5
- 7 . 0

12.3

7.6
- 1 . 6

9.4

9.7
- 1 . 9

11.9

4.0
- 9 . 1

14.4

1 Quarterly data are seasonally adjusted annual rates.

NOTE.—Dept. of Commerce data.
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was the severe and pervasive rise in prices—the worst inflation since
the period immediately following World War II. Consumer prices in
December were 12 per cent above a year earlier. Wholesale prices
had risen even more than that, and for industrial commodities the
increase was more than 25 per cent. However, by year-end there were
indications of some abatement in price pressures, with prices of
sensitive industrial commodities down sharply and slower rates of
increase in wholesale and consumer prices.

The reduction in total output early in 1974 was associated largely
with the effects of the oil embargo. Most adversely affected were sales
of large-size cars, but recreational and other activities closely related
to the use of fuels were also hard hit. However, output of materials
and business equipment remained close to record levels. Shortages of
many products continued to be widely reported.

After the embargo ended in April, demands that had been

PRICES AND COMPENSATION
Percentage change from previous quarter

Wholesale price index

30

20

10

1971 1972 1973 1974

NOTE.—Changes based on quarterly data at seasonally adjusted annual rates. Compensa-
tion per manhour is for private nonfarm economy. Dept. of Labor data.
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depressed by the scarcity of oil showed signs of recovery; at the same
time output of business equipment and materials continued at high
levels. Nevertheless aggregate demand remained weak, and the econ-
omy as a whole never resumed its upward momentum. As time went
on, shortages became less acute, delivery times were shortened con-
siderably, and pressures on capacity eased.

All major sectors of private final demand weakened appreciably in
the final quarter of the year and the drop in real GNP—9.1 per
cent at an annual rate—was the largest since before World War II.
With real incomes continuing to fall, real personal consumption
expenditures for goods dropped sharply further—paced by a plunge
in sales of 1975-model automobiles. Outlays for residential construc-
tion continued to deteriorate, and housing starts fell to an 8-year low.
Around midyear, many firms began to cut back on their capital
spending plans, and by the fourth quarter outlays for business fixed
investment were down sharply in real terms.

The intensification of recessionary forces brought with it a marked
change in business inventory policies. Inventories had been rising
relative to final sales in real terms since early 1973. Even so, busi-
nessmen did not move quickly to trim excessive stocks. In the last

INDUSTRIAL PRODUCTION
1967=100

1971 1972 1973 1974
NOTE.—Federal Reserve indexes, seasonally adjusted.
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quarter, however, as final demands declined and the supply situation
improved, they made strenuous efforts to reduce stocks by cutting
production. Nevertheless, there was a sharp, involuntary build-up of
inventories, which resulted in further cutbacks in output and employ-
ment.

Through the summer, employment had continued to rise moderately,
even though output drifted downward. The labor market was slow to
adjust to sluggish demand conditions during this period, apparently
in part because of the inability of businesses to perceive the develop-
ing decline in economic activity in the face of continuing shortages of
materials and of the steady increases in prices.

By the final quarter of the year, however, pervasive weaknesses
in demand were unmistakable, and extremely rapid adjustments
occurred in the labor market. Large layoffs began in the automobile
industry and quickly spread to other industries, and employment fell
by a record 1.1 million in the final 2 months of the year. Unemploy-
ment rose among all labor market groups, and the rate reached 7.2
per cent by year-end. Nevertheless, output fell even more sharply
than employment, and productivity continued to decline; this sug-
gested the probability of further reductions in employment in early
1975.

CONSUMER PURCHASES

A dominant factor in the dampening of over-all economic growth in
1974 was the weakness in consumer spending. Acceleration in prices
caused a significant drop in the real purchasing power of wages and
in the real value of financial assets, which in conjunction with the
rise in unemployment led to a severe loss of consumer confidence.
Real consumer spending deteriorated very rapidly in the fourth quar-
ter, and for the year consumer purchases of goods and services de-
clined 2 per cent in real terms compared with an increase of close to
5 per cent in 1973.

In late 1973 and early 1974, new car sales were sharply reduced
because of the gasoline shortage. After the oil embargo was lifted,
more fuel became available, but at much higher prices, and with auto
prices also higher than in 1973, sales improved only moderately.
Sales of 1974 models were boosted during the summer mainly
because of manufacturers' announcements of sharply higher
prices for the upcoming 1975 models. But the increase proved to be
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short-lived; in the fourth quarter total auto sales plunged by 29 per
cent to a 7.4 million annual rate and sales of domestic models
dropped to a 6 million annual rate. This was the lowest sales rate in
14 years except for the strike-induced decline in 1970. Sales in early
1975 remained weak and further cutbacks of production and employ-
ment were instituted. However, the introduction of price rebates in
late January helped to provide some support for sagging automobile
sales.

Real outlays for other durable goods, such as furniture and appli-
ances, also weakened in 1974 but the decline was less than for autos.
Similarly, spending in real terms for nondurable goods such as food,
clothing, and gasoline was reduced. In contrast, although expendi-
tures for services slowed, they continued to increase at a faster pace
than the rise in prices.

Millions of units
15

1970 1972 1974

NOTE.—Sales, quarterly data at annual rates, seasonally adjusted by Federal Reserve;
domestic types include sales in the United States of cars produced in Canada. Dealers'
stocks, seasonally adjusted, for domestic-type cars only. Sales from Ward's Automotive
Reports; dealers' stocks from Motor Vehicles Manufacturers Association.
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Curtailment of real consumption was largely the consequence of
a large and rapid decline in real disposable income. From the fourth
quarter of 1973 to the fourth quarter of 1974 this decline amounted
to 4.2 per cent and was more than three times as severe as the loss
during the 1958 recession—up to then the largest erosion in real
income since the period immediately following World War II. Reduc-
tions in real disposable income were not caused solely by the fail-
ure of wages to keep pace with inflation; an increase in the social
security tax base and the impact of the progressive income tax levied
on inflated nominal incomes also reduced real income after taxes in
1974.

The adverse effect on consumer attitudes of sharply declining real
income and of rising unemployment was underscored by consumer
surveys during the year. By the fourth quarter consumers' appraisals

3ISPOSABLE INCOME,
SPENDING, AND SAVING

Change, billions of dollars

1971 1972 1973 1974

NOTE.—Expenditures and income are in terms of 1958 dollars; changes from preceding
quarter are based on quarterly data at seasonally adjusted annual rates. Saving rate is
personal saving as a percentage of disposable personal income. Dept. of Commerce data.
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of their financial condition and of the outlook for the economy were
more pessimistic than in any previous survey. While a fairly high
proportion of the respondents had indicated earlier in the year that it
was probably a good time to buy because of anticipated price in-
creases, by year-end many consumers held the view that it was neces-
sary to curtail spending because prices had become too high.

In each of the first three quarters of 1974 consumers lowered their
saving rate from the high rates associated with the oil embargo of late
1973. The rate increased again in late 1974 when consumers sharply
reduced their outlays for goods—in part in an attempt to maintain
liquidity as unemployment worsened, inflation remained acute, and
uncertainty about the future increased. Early in 1975 the administra-
tion began to take action to provide tax relief for both consumers
and business, which, if enacted, could increase confidence and pro-
vide some stimulus to consumer spending.

RESIDENTIAL CONSTRUCTION

The extremely sharp decline in private residential construction
activity, which had begun in 1973, continued to depress final de-
mands during 1974. In real terms, outlays fell more than a fourth
from the 1973 total. Private housing starts dropped from a peak rate
of 2.4 million units in early 1973 to about 1 million units in the

PRIVATE HOUSING STARTS
Ratio scale, millions of units

Total

.5

1970 1972

NOTE.—Quarterly averages based on monthly figures at seasonally adjusted annual rates.
Dept. of Commerce data.

18

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

1974



fourth quarter of 1974—the steepest decline in the post-World-
War-II period.

Record mortgage rates and curtailment of credit availability were
major depressants in the housing market. In addition, the increasing
costs of new homes, as well as the unusually large stocks of unsold
units still held by builders, constrained single-family starts in 1974.
Federal Government programs aimed at providing additional mort-
gage financing, generally at rates below those prevailing in the mar-
ket, were expanded considerably from the low level of 1973, and
these programs helped to cushion the decline in starts.

Much of the slump in housing starts in 1974 was in multifamily
units. This reflected higher costs of land, labor, and materials, as well
as the fact that many rental units—including those still under con-
struction—continued to overhang the market. Financial factors also
played a major role in reducing starts of condominiums and other
multifamily units during the year. Builders in recent years had
depended rather heavily on the real estate investment trusts for con-
struction financing, but the financial difficulties experienced by these
intermediaries in 1974 helped to cause a sharp decline in the avail-
ability of funds for construction and development purposes; under
these conditions, pressures on costs of such mortgage credit continued.

Prospects for housing activity improved toward the end of 1974,
as deposit flows to mortgage lending institutions increased—due to
declines in market rates of interest—and mortgage markets eased.
The likely extent of a recovery in housing, however, remains clouded
by the exceptionally large inventory of units still under construction
and the depressed levels of consumer confidence.

BUSINESS FIXED INVESTMENT

Business capital spending slowed and then declined during 1974,
marking the end of the investment boom that had provided expan-
sive support for economic activity since early 1972. Although cur-
rent-dollar investment outlays rose by about 9 per cent during 1974,
prices of capital goods increased by almost 10 per cent; thus real
outlays were off fractionally. In contrast to the pattern of the previous
2 years, spending for business construction was stronger than spend-
ing for equipment, reflecting in part the severe decline in business
purchases of motor vehicles.
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INVESTMENT AND ORDERS
Percentage change from previous period

JBUSINESS FIXED INVESTMENT

Nondefense capital goods: real

10

20

1971 1972 1973 1974

NOTE.—Changes in investment based on Dept. of Commerce data at seasonally adjusted
annual rates. Orders based on quarterly averages of seasonally adjusted monthly data from
Dept. of Commerce; deflation by Federal Reserve.

The downturn in real capital expenditures came late in 1974 and
reflected a variety of factors—the falling off in consumer and housing
demands, the sharp increase in the cost of capital equipment follow-
ing the lifting of price controls, the cumulative impact of tightened
financial markets, and the weakened cash-flow position experienced
by many business firms. Shortages, which had played a part in hold-
ing down capital expenditures early in 1974, became less of a prob-
lem as demand weakened; and as use of capacity eased, the need
for expansion of productive facilities became less urgent.

Capital outlays of most manufacturing industries remained strong
in 1974, supported to some extent by sustained worldwide demands
for materials during most of the year. Producers of capital goods,
nonferrous metals, paper, and chemicals increased their plant and
equipment expenditures substantially for the second year in a row.
Sharp gains were also recorded by petroleum and iron and steel pro-

20

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

1974



CAPACITY UTILIZATION IN MANUFACTURING
Per cent

1970 1972 1974

NOTE.—Utilization is average output, seasonally adjusted, as a percentage of potential
capacity. Federal Reserve data.

ducers. In sectors other than manufacturing, however, signs of a
downturn in real spending were evident fairly early in the year. The
energy crisis had a pronounced impact on outlays in the already
depressed commercial sector. Also, public utilities curtailed their
plant expansion programs as projections for long-term growth were
scaled down and as their financial positions deteriorated because of
increased fuel prices, higher interest costs, delays in obtaining author-
ity for higher rates, and a slowing in demands for power.

At the year-end, surveys of anticipated plant and equipment ex-
penditures suggested that there would be a significant decline in real
capital expenditures in 1975, with only industries in the materials-
producing sector showing any significant year-over-year increases.
Pointing in the same over-all direction was the marked decline in
real new orders for nondefense capital goods and in contracts for
nonresidential structures. Early enactment of the administration's
proposal for increasing the investment tax credit, however, could
bolster prospects for capital spending by the latter half of 1975.

INVENTORY INVESTMENT

Realization that an extensive adjustment was under way throughout
the economy caused businessmen to modify their inventory policies
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during the second half of 1974. The stock of inventories relative to
real final sales rose rather sharply until the summer when firms began
to make vigorous efforts to trim excessive stocks. Although consumer
and business demands deteriorated and there were sharp reductions
in output and employment in the fourth quarter, the ratio of inven-
tories to final sales rose even further—evidencing unintended accu-
mulation. Thus, there are prospects for a substantial liquidation of
stocks early in 1975, as businesses make further attempts to bring
inventories into line with sales.

During the first half of 1974 producers built up stocks of goods
that had previously been in short supply. This was true particularly
for materials, of which there had been widespread shortages since
mid-1973. But stocks of work-in-process also rose, in part because

BUSINESS INVENTORIES AND SALES
Billions of dollars

INVENTORIES/FINAL SALES
11958 dollars

30

1971 1972 1973 1974

NOTE.—Inventory change (NIA), Dept. of Commerce quarterly data at seasonally adjusted
annual rates.

Inventories/final sales, based on Dept. of Commerce seasonally adjusted data for end-of-
quarter book value of business inventories (estimated from inventory-change series) and
total GNP final sales expressed at monthly rates. Ratio calculated by Federal Reserve.
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of remaining production bottlenecks and also because sales expecta-
tions were still relatively optimistic. Late in the year, stocks of
materials rose sharply further, as did those of finished goods. The
accumulation of finished goods was involuntary for the most part and
was especially pronounced in the automobile industry where dealer
stocks reached record highs despite sharp cutbacks in production.

E X P O R T S A N D I M P O R T S O F GOODS A N D SERVICES

After having shifted from a deficit to a surplus in 1973, the U.S.
balance on goods and services moved back into deficit in 1974. Much
of this change was due to merchandise trade developments, but an
important part was also attributable to service-account transactions.
In the first half of 1974 the merchandise trade deficit totaled $3V6
billion at an annual rate. Most of the weakening in the first-half bal-
ance reflected the dramatic increase in the price of imported oil, par-
ticularly beginning in the second quarter after the Arab embargo on
oil shipments to the United States was lifted. In the second half the
trade deficit rose to about $8 billion at an annual rate. Although the
average price of imported oil leveled off at about $11.60 per barrel,
the value of oil imports rose as the volume increased. Meanwhile,
both the value and the volume of agricultural exports declined. Aver-
age prices of these exports rose, particularly in the fourth quarter,
but the volume of shipments was reduced because of disappointing
harvests.

For the year the value of merchandise imports rose by nearly 50
per cent, and the value of exports by about 40 per cent. In real terms,
however, imports declined somewhat while the volume of exports
increased by nearly 8 per cent. Some of these changes are due to
developments in agricultural and oil commodities, but 75 per cent of
all U.S. trade is in nonagricultural and nonfuel commodities. The
net of these transactions for the latter two groupings had a positive
effect on the over-all trade balance; that is, such transactions showed
a steady improvement during the year.

The volume of U.S. nonagricultural exports remained strong
throughout the first half even though foreign economic activity weak-
ened somewhat; in the second half there were sharper reductions in
economic activity abroad, and the volume of U.S. nonagricultural
exports began to decline. Weakening U.S. economic activity through-
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out the year resulted in a decreasing volume of nonfuel imports be-
ginning in the second quarter. Prices of both nonfuel imports and
nonagricultural exports increased by about 25 per cent during the
year.

The surplus in the balance on services increased in 1974 as a result
of sharply improved investment income, especially for the foreign
affiliates of U.S. oil firms. Partially offsetting this increase were higher
U.S. interest payments to foreigners as interest rates in this country
rose steeply.

FEDERAL GOVERNMENT

During periods of decline in economic activity, it is expected that
reduced incomes will tend to slow the growth in Federal receipts and
that the Federal deficit will increase, thereby partially cushioning the
effect of reductions in spendable incomes. But this did not occur
during the first three quarters of 1974. Instead, a large growth in
nominal incomes, generated mainly by a high rate of inflation, re-
sulted in a sharp increase in Federal revenues. In the face of continu-
ing curbs on expenditures, the Federal budget thus tended to become
somewhat more restrictive. However, a $7.6 billion deficit was
recorded, on an NIA basis, for all of 1974—a little more than the
deficit of almost $6 billion for 1973. The NIA deficit was quite small
through the first three quarters of the year, but during the final quar-
ter it increased sharply, sparked by higher unemployment benefits
and a moderation in the growth of tax receipts—each a result of the
deepening recession—as well as an increase in Federal pay scales.

Federal purchases of goods and services rose by almost 10 per cent
in 1974, substantially above the 1.6 per cent gain in 1973. In real
terms, however, total Federal purchases were down for the year. De-
fense spending, after having decreased slightly in 1973, rose mod-
erately, but in real terms it declined for the second consecutive year.
Real nondefense purchases, however, are estimated to have increased
sharply in 1974.

Federal transfer payments continued to grow much faster than
purchases of goods and services, reflecting in part a rapid rise in
unemployment benefits. The two-step, 11 per cent increase in social
security benefits and the Federal takeover of welfare for the aged,
blind, and disabled also added to the growth in transfer payments.
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Table 2: CHANGES IN MAJOR COMPONENTS OF GROSS
NATIONAL PRODUCT

In billions of dollars

Item 1972 1973 1974
19741

Qi Q2 Q3 Q4

GNP

Personal consumption expenditures...
Durable goods
Nondurable goods
Services

Saving rate (level in per cent)

Fixed investment
Residential structures
Nonresidential

Inventory change

Net exports of goods and services
Exports
Imports

Govt. purchases of goods and services
Federal

Defense
Other

State and local

103.1 136.9 101.8 14.8 25.0 32.5 11.7
61.9
14.5
21.3
26.1

76.2
11.9
38.3
26.0

6.6 8.2
23.4
11.2
12.2

23.2
3.2

20.0

71.8
-2 .5
42.2
32.2

7.8

1.6
-11.2

12.8

16.7
- . 4
12.3
5.0

8.9

—1.9
-5 .2

3.3

28.5
5.6

11.4
11.4

7.4

4.7
.4

4.2

32.2
6.6

13.2
12.4

-4.5
-14.6

2.5
7.6

6.6 8.5
-1.2
-2.6

1.5

-3.9
-5 .7

1.8

2.2 6.9 -2.0 -12.0 -3 .4 -4.8 5.7

-5.8
7.0

12.8

21.5
7.3
3.6
3.6

14.2

9.9
28.0
18.0
20.7
1.7

- . 4
2.1

19.0

-1.9
39.0
41.1
32.4
9.8
4.2
5.7

22.6

2.0
17.6
15.6

9.9
3.1

.5
2.6
6.9

-12.8
7.3

20.1

8.1
2.8

.8
2.0
5.3

-1.6
5.1
6.7
7.9
2.9
1.8
1.1
5.0

4.3
.7

-3 .5

10.1
5.6
5.1

.5
4.5

1 Derived from quarterly totals at seasonally adjusted annual rates.
NOTE.—Dept. of Commerce data.

Federal receipts grew by $33 billion in 1974, exceeding the pre-
vious record rise of $31 billion in 1973. Personal income tax receipts
increased 15 per cent—partly because of inflation; and contributions
for social insurance rose by 12 per cent, reflecting in part a further
increase in the taxable wage base.

Corporate profits tax accruals grew by 12 per cent, slightly less
than in 1973; a sizable number of firms appear to have shifted during
the year to the last-in, first-out method of inventory accounting.

STATE AND LOCAL GOVERNMENTS

State and local government purchases of goods and services rose by
13 per cent in 1974, a bit more rapidly than in 1973. In real terms,
however, the year-over-year increase was only about 3 per cent, and
by the final quarter real purchases were at about the same level as
they had been in the fourth quarter of 1973. Higher payments for
employee compensation accounted for a large part of the current-
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dollar Increase, and construction outlays—boosted in part by Federal
revenue-sharing funds—also showed a noticeable gain over 1973.
The rise in a¥erage earnings of State and local government employees
was off slightly from the 7 per cent increase in 1973. Employment
was moderately abo¥e 1973, but ¥ery little of the increase was the
result of Federally funded public employment programs,

Slackened growth in receipts reinforced the negative impact of very
stringent credit conditions on the Iscal position of States and local-
ities during 1974, For the State and local sector as a whole there was
a surplus of about $2 billion—down from the $9 billion surplus in
1973. The small over-all surplus in 1974 resulted entirely from con-
tinued net accumulations of savings in State and local retirement
funds, which were largely offset by deficits in other activities. In
1973 Federal revenue-sharing funds had resulted in a significant
accumulation of financial assets and a reduction in the amount of
long-term borrowing. State and local governments in 1974 used their
re¥enue~sharing funds largely to increase outlays for construction and
to reduce tax burdens, R
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