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1974 —A Year of Inflation, Production Cutbacks, 
and Oil-Induced Payments Deficits

NORMAN N. BO W SH ER

I n  TERM S of economic achievement, the year 1974 
was like a “hangover”, with current performance be
low potential as a result of previous excesses. Inflation 
intensified, production declined, and the unemploy
ment rate rose. It was a year characterized by numer
ous adverse developments as well as one of adjustment 
following a prolonged expansionary spree beginning 
in the mid-1960s.

Economic developments in any year are heavily 
influenced by actions taken in previous years. Price 
increases in 1974, which were sizable indeed, re
sulted, in part, from previous actions which stimulated 
aggregate demand. At the same time, the ability of 
the economy to satisfy this expanding demand was 
reduced by developments such as the adverse world
wide food situation, the limiting of oil output by pro
ducing nations, and price controls. Although most of 
these developments occurred before 1974, they had 
important impacts on the timing and magnitude of 
price increases in 1974.

Production in 1974 also reflected earlier develop
ments. Previous expansionary actions had pushed 
up output rapidly to levels above maximum efficiency 
in many industries. This situation was aggravated by 
the combination of price controls and environmental 
improvement regulations which discouraged expan
sion and caused abandonment of some marginal pro
ductive processes. Also, sharply higher prices for some 
items in late 1973, gasoline for example, caused con
sumers to alter their consumption patterns. This, in 
turn, caused production to decline in certain lines, 
while in other markets shortages could be avoided 
only by sharply higher prices.

Judged solely by output and price performances, 
the year 1974 was a dismal failure. Prices rose faster 
than in any year since the inflation began in 1965, 
and real output of goods and services fell substan
tially. Yet, despite the course of events leading up to 
the year and the momentum of inflationary pressures 
as the year began, there were some encouraging de
velopments during the year. Acceleration of inflation

was apparently halted. Although production declined, 
a deep recession was avoided. Economic freedom was 
restored with the removal of restraints on wages and 
prices, and the process of eliminating shortages in
duced by the controls began as firms once again re
sponded to incentives provided by market forces.

FRAMEWORK OF ANALYSIS
The chief monetary development in the years pre

ceding 1974 was a sustained rapid growth in the 
nation’s money stock. This earlier growth in the money 
stock is reviewed here because it is consistent with the 
view that the trend growth of money over a four- or 
five-year period has a dominant effect on the trend of 
prices. Marked changes in the growth rate of money 
around a trend, lasting about two quarters or more, 
have a significant influence on production and em
ployment, but as the new trend is fully reflected in 
prices, the production and employment effects 
disappear.

The analysis used here does not deny the existence 
of many exogenous forces which may have short-run
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economic impacts. These forces include the operation 
of an oil cartel, a widespread crop failure, and some 
institutional changes, such as elimination of price and 
wage controls. Similarly, fiscal actions have economic 
effects which generally last for several quarters.

BACKGROUND
On balance, the actions of the Government were 

very stimulative to the economy in the four years 
preceding 1974. The nation’s money stock was in
creased at an average 7 percent annual rate from 
early 1970 (a period marked by recession) to the end 
of 1973. By comparison, from 1964 (the last year of 
relatively stable prices) to 1970, the money stock rose, 
on average, at a 5 percent rate; in the previous decade 
money increased at a 2 percent average rate.

The growth of the money stock is determined 
within a narrow band by the growth of the monetary 
base. The base, the primary sources of which are 
Federal Reserve credit and monetary gold stock, rose 
at a 7.5 percent rate from early 1970 to the end of 
1973. Earlier, the base had risen at a 5 percent rate 
from 1964 to 1970, and at a 2 percent pace in the 
previous ten years.

Fiscal actions of the Government were also expan
sionary in the four years preceding 1974. Government 
expenditures, using the national income accounts 
budget, rose at about a 9 percent annual rate from 
early 1970 to the end of 1973. This was about the 
same as the rapid pace of the 1964 to 1970 period,

which included the sizable military build-up for Viet
nam. From 1955 to 1964, Government outlays in
creased at a 6.3 percent rate. Average tax rates had 
been reduced through tax reform, cuts in excise tax 
rates, increases in personal tax exemptions and restora
tion of an investment tax credit. The combined effect 
of these fiscal actions was to shift the national income 
accounts budget from an $8 billion surplus in 1969 
to four consecutive deficits in the period from 1970 
through 1973, averaging over $14 billion per year.

The stimulative policy actions in the 1970 through 
1973 period came in response to a number of factors. 
It was widely thought in 1970 and 1971 that economic 
stimulation was desirable in order to spur production 
and employment. In addition, from August 1971 until 
early 1974, the nation went through various phases 
of controls on wages and prices. With the apparent 
restraint on prices, it was felt by some that the more 
conventional tools of policy might be devoted to en
couraging economic expansion and growth without the 
risk of more inflation. This view was reinforced by the 
fact that unemployment was 5 percent or more of 
the labor force until the spring of 1973. For a brief 
period in the summer and early fall of 1973, restraint 
was exerted; for example, the money stock rose at a 
slow 1.5 percent annual rate from June to October. 
However, later in the year, with the sharp markup of 
oil prices, relaxation of policies again appeared de
sirable to some analysts in order to attempt to mod
erate production cutbacks.

In response to the expansionary monetary and fiscal 
developments, total spending on goods and services 
accelerated markedly after 1970. Gross national prod
uct had risen at a 4.2 percent annual rate from the 
fall of 1969 to the end of 1970, or at about the same 
pace as productive capacity. During 1971 GNP rose 
9.2 percent, during 1972 it climbed 11.2 percent, and 
in 1973 it expanded 11.6 percent.

In 1971 and 1972, the rate of inflation was lower 
than in the two previous years, despite the accelera
tion in the pace of total spending on goods and serv
ices. Overall prices, as measured by the GNP deflator, 
had risen at a 5.3 percent annual rate from the end of 
1968 to the end of 1970. During 1971, prices increased 
at a 3.5 percent rate, the slowdown reflecting at first 
the delayed effects of monetary discipline in 1969 and 
early 1970. Later in the year reported prices also re
flected the initial impact of controls on wages and 
prices which began with the freeze in August 1971. 
During 1972, under the continuing pressure of con
trols, reported prices rose at a 3.7 percent rate.
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In 1973, however, as underlying inflationary pres
sures intensified, controls on prices began crumbling. 
In addition, prices were jolted upward by a number 
of random shocks, such as the reduced international 
price of the dollar and poor harvests in many coun
tries which led to an increased foreign demand for 
domestically-produced food. Moreover, an energy sup
ply problem increased sharply the prices of energy 
and energy-related products late in the year. As a re
sult, the rate of inflation during 1973 accelerated dur
ing each quarter, rising from a 4 percent rate in late
1972 to an 8.6 percent pace in the final quarter of
1973. On average, the rate of inflation was 7.4 percent 
during 1973.

Production, employment, and real income expanded 
markedly in 1971 and 1972. From the fourth quarter 
of 1970 to the fourth quarter of 1972, total real output, 
for example, rose at a 6.4 percent annual rate, or 
double the rate experienced in the previous five years.

Although production had been rising rapidly, dur
ing 1971 and 1972, growth in productive facilities had 
been hampered by an outlook for diminished profits 
on invested capital resulting from price controls and 
environmental laws. As a result, 1973 found a number 
of firms operating at levels exceeding long-run maxi
mum efficiency. Also, near year-end a reduction in 
oil supplies and the effects of energy conservation 
measures affected output adversely. Hence, growth in 
real output, which was at a high 9.5 percent rate in 
the first quarter, slowed to a 2 percent pace in the 
last three quarters of 1973.

ECONOMIC ACTIVITY IN 1974
As 1974 began, economic problems were numerous 

and appeared to be intensifying. The growth rate in 
total spending had been rapid, probably excessive, 
for several years. As a result, production had risen to 
levels where marginal costs were rising rapidly in 
many industries, and prices were being bid-up at 
progressively faster rates. At the same time, price and 
output developments continued to be affected ad
versely by a number of exogenous forces, such as the 
oil and food situations, controls on prices, and en
vironmental improvement and safety regulations. Add
ing to the economic woes was uncertainty over the 
political situation in this country. In brief, strong de
mands for goods and services were pressing against 
a limited and contracting supply of goods and serv
ices, a situation conductive to an inflationary surge.

In such a climate, restraint was believed appropri
ate. Monetary developments became less stimulative,

but the shift was, on the whole, moderate.1 Inflation, 
which was rapid, did peak and appeared to be re
ceding late in the year. A severe depression, which 
many feared would develop if the inflation were re
sisted, did not occur, although cutbacks in output 
developed.

Spending

In most years the key economic variable has been 
the rate of growth of demand for goods and services. 
In order to sustain expansion in output, employment, 
and real income, demand for goods and services must 
be increasing. In 1974, however, it was demonstrated 
that an increasing demand is not sufficient to prevent 
a decrease in output and real income, especially in the 
short run. Although growth of aggregate demand for 
goods and services decelerated somewhat in the year, 
supply constraints and the costs of adjusting to chang
ing spending patterns retarded production. Output 
and real income declined, demand remained exces
sive, and prices were bid-up even higher.

Total spending on goods and services expanded at 
a 7 percent annual rate in the first three quarters of 
1974. This was less than the 1970-73 surge, which 
averaged 10 percent, but slightly greater than the 6.2 
percent trend rate from 1955 to 1970; it also exceeded

iChairman Arthur F. Bums of the Board of Governors of The 
Federal Reserve System testified on October 10 to the Joint 
Economic Committee of Congress: “The policy that we have 
pursued represents a middle course. W e nave tried to apply 
the monetary brakes firmly enough to get results, but we 
have also been mindful of the need to allow the supply of 
money and credit to keep expanding moderately.”
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the 3.5 to 4 percent estimated long-run trend growth 
potential of productive capacity. New orders of man
ufacturing firms rose at a rapid 16 percent annual 
rate in the first nine months of 1974 ( latest data avail
able). During the period it was reported that a siz
able portion of these firms were operating at effective 
capacity.2

Market forces allocated the increases in aggregate 
demand broadly. However, since the distribution was 
influenced by factors such as energy limitations, inter
est rate ceilings, price controls, and Governmental sub
sidies, some types of purchases rose much more slowly 
than others or even declined.

Consumers, on balance, increased their spending 
substantially. Personal consumption expenditures rose 
at a 12 percent annual rate in the first three quarters 
of 1974, despite marked cutbacks in spending on auto
mobiles. The decline in auto sales can be explained, 
in part, by the fact that production could not shift 
toward models that use less gas as rapidly as con
sumer demands changed in response to higher gaso
line prices. Also, higher costs of producing autos 
brought about by required environmental and safety 
equipment contributed to the depressed sales. Out
lays for new housing also declined, reflecting customer 
reaction to the higher costs of construction and land, 
and the large supply of unsold units. There were mar
ket interruptions to the financing of houses, resulting 
from state usury laws, regulations of interest rates paid 
by savings institutions, and the higher market interest 
rates accompanying the inflation.

Business spending on plant and equipment rose at 
a 12 percent annual rate in the first three quarters 
of 1974. Many firms operated at or above optimum 
levels most of the year with sizable order backlogs 
reported. Partially reflecting the strong demands, 
many firms found it difficult to maintain or build in
ventories until the fall of the year. In the aggregate, 
the rate of inventory accumulation slowed from $15 
billion in 1973 to a $9 billion annual rate in the third 
quarter of 1974.

Government purchases of goods and services also 
rose at a 12 percent annual rate in the first three 
quarters of 1974. Spending by state and local gov
ernments continued their upward trend, and there 
was an increase in Federal defense outlays. Social 
programs and other nondefense spending increased at

2A survey of 155 economists from manufacturing firms by the 
National Association of Business Economists in August and 
September found that 65 percent of the firms were currently 
operating at effective capacity, 29 percent were below effec
tive capacity and 6  percent did not know.

a 14 percent rate, despite the “austerity” program 
implemented to resist inflation.

Credit
The growth in spending was facilitated by a sub

stantial expansion of credit outstanding. Total com
mercial bank credit rose at a 10.3 percent annual rate 
in the first eleven months of 1974, compared with a 
9.6 percent trend rate in the previous decade. In addi
tion, sizable amounts of credit were extended by life 
insurance companies, mutual savings banks, and sav
ings and loan associations. There was also a substan
tial volume of borrowing in the money and capital 
markets on commercial paper and bonds. Most of the 
additional funds supplied came from saving, but a part 
was created by the banking system. Business ad
vances, residential mortgage loans, consumer credit, 
and Government indebtedness (including agencies) all 
expanded. Partially reflecting the market constraints 
mentioned above, real estate loans grew at a rela
tively slow pace.

The demand for credit increased more rapidly than 
supply in the first seven months of 1974. The huge 
demands for funds reflected not only a high level of 
activity in many sectors, but also rising prices and ex
pectations of still higher prices. As a result, interest 
rates rose sharply, especially on short-term obligations. 
The average rate at which commercial banks lent day- 
to-day Federal funds rose from about 10 percent in 
December 1973 to nearly 13 percent in July. Over the 
same period, the average yield on prime 4- to 6-month 
commercial paper went up from 9 percent to 11.7 per
cent, and interest rates on highest grade seasoned 
corporate bonds increased from 7.7 percent to 8.7 
percent.

After July, interest rate developments were mixed. 
Rates on most short-term instruments moved lower, 
while yields on long-term obligations continued to rise 
until late in the year, when they too began to decline. 
The average Federal funds rate fell from almost 13 
percent in July to less than 9 percent in early De
cember, and the commercial paper rate dropped from 
11.7 percent to 9 percent in the same period. The yield 
on highest grade corporate bonds, however, continued 
to rise from the 8.7 percent July average to 9.4 percent 
in the week ended October 11. After mid-October 
these rates also declined, and averaged about 8.9 per
cent in early December.

During 1974, there were somewhat fewer institu
tional obstacles distorting credit flows than there were 
in the 1966 or the 1969-70 episodes of rapidly rising
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Short-Term Interest Rates
t a t ia  S t a l l  l a t ia  S c a l i

interest rates. For example, ceiling rates on large CDs 
(over 30 days) were lifted, some state usury laws 
were relaxed, and rates that thrift institutions could 
pay to attract savings were slightly higher. These de
velopments may have permitted market interest rates 
to be bid higher than they otherwise would have been, 
but credit was generally available and the severe 
wrenching of a widespread “credit crunch” was 
avoided.

Production

Production declined markedly in 1974. From the 
fourth quarter of 1973 to the third quarter of 1974, 
gross national product in real terms fell at a 3.6 per
cent annual rate. Data available in early December 
indicate a further drop will be recorded in the fourth 
quarter. By contrast, real output rose at a 4 percent 
average rate in the decade from 1962 to 1972, and 
slowed to a 2 percent rate from the first to the fourth 
quarter of 1973. During the last previous economic 
contraction, from late 1969 to late 1970, real output 
declined at only a 1 percent annual rate, despite an 
accompanying major automobile strike.

There has been considerable controversy regarding 
the basic causes of the reported slowdown in output 
growth in 1973 and the sharp decline which occurred 
in 1974. Some analysts contend that the slower growth 
and decline resulted in large measure from weak ag
gregate demand. Other analysts contend it was due 
mainly to factors affecting overall supply.

Both demand and supply factors probably contrib
uted to the production cutbacks, but supply factors 
played a much greater role than in other post-World 
W ar II  production declines. Aggregate demand 
growth, as noted before, remained fairly strong in 
1974, although it was more moderate than during the 
1970-73 surge in spending. The chief explanation then 
as to why the response of real output to demand 
growth differed from earlier experiences appears to be 
in a changed supply situation. Numerous constraints 
had been placed on the ability of business firms to 
produce, and these restrictions have become much 
more burdensome in the last few years.

For example, environmental and safety require
ments were imposed on a broad scale. Without at
tempting to evaluate their net desirability, there is no 
question but that they increased costs of production 
as well as potential social benefits. Then, too, the 
Government imposed price controls on business firms 
from the summer of 1971 to the spring of 1974. The 
price increases that were permitted on final products 
did not always generate a return which was sufficient 
to justify additional outlays to meet the Government’s 
environmental and safety requirements. The com
bined result of these Governmental interferences in 
the production process led many firms to close down 
marginal production facilities and to postpone 
planned expansion. Bottlenecks developed because 
some key inputs were unavailable.

Domestic price controls encouraged firms to export 
commodities, one of the most notable being fertilizer, 
and thereby aggravate “shortages” here. This situation 
was compounded, in the short run, by the deprecia
tions of the dollar against other currencies since 1971. 
The depreciations changed the relative prices of 
domestically-produced goods and imports such that 
imports became more expensive in relation to U.S. 
goods. This led to the substitution of domestically- 
produced goods for imports, and foreign demand for 
U.S. products increased relative to our demand for 
imports. As a result, resources available to domestic 
industry as well as consumers have been reduced or 
become higher priced.

In addition, relative commodity prices changed 
much more than usual in 1973 and 1974 because of 
factors such as the drought, increased foreign food 
demand, and the substantial boost in oil prices. When 
relative prices change, consumers change their spend
ing patterns in an effort to maximize satisfaction. In
dustry, however, with large fixed investment and 
production plans already in motion, was not able to
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make the required changes (within cost constraints) 
as quickly as consumers.

Hence, in early 1974 there was a surplus of certain 
standard-size automobiles and idle automobile capac
ity while consumers were seeking autos that consumed 
less gasoline. Also, given the large stock of existing 
houses and the change in relative prices, there were 
marked cutbacks in housing construction. At the 
higher interest rates which prevailed, consumers de
sired more of other goods and services relative to 
housing, which usually must be financed by sizable 
loans for long periods. And even if consumers were 
willing to pay the higher interest rates to finance hous
ing purchases, market interferences, such as state 
usury laws and limitations on rates paid by thrift insti
tutions, tended to impede further the flow of funds to 
housing. In contrast to the excess capacity in the auto 
and housing industries, firms in many other industries, 
such as steel, aluminum, machine tools, paper, chem
ical, and petroleum, were operating at, or near, capac
ity for extended periods. Many, as mentioned earlier, 
even experienced sizable order backlogs.

In terms of industrial production, there was an 
abrupt reduction in output from November 1973 to 
February 1974 during the initial adjustment to the oil 
embargo. During this three-month period, production 
fell more than 2 percent, or at about a 9 percent an
nual rate. From February to October, production 
showed little net change, with expansion of some in
dustries matching declines in others. Since October, 
production has again declined.

Total new construction expenditures, which de
clined slightly in the last half of 1973, remained rela
tively unchanged in the first nine months of 1974. 
Large Governmental outlays and private nonresiden- 
tial spending about matched declines in private 
residential construction.

Employment

Trends in employment were mixed in 1974. On bal
ance, total civilian employment was about unchanged 
from the fall of 1973 to the fall of 1974. But at the 
same time, the unemployment rate increased from an 
average 4.9 percent of the labor force in 1973 to an 
average of 5.4 percent in the first eleven months of
1974. In November the unemployment rate stood at
6.5 percent. By comparison, unemployment averaged 
5.8 percent of the labor force in 1971 and 1972. The 
increase in unemployment in 1974 while total employ
ment continued at a high level was possible because 
of a sizable growth in the labor force, both as popula-

Labor M a rk e t  Trends
R atio  Sca le  R a tio  Scale
M ill io n s  of P e rso n s  Total Em ploym ent M ill io n s  of P e rso n s

Percentages are annual rates of change fo r periods indicated. 
Latest da ta plotted: November

tion of labor force age grew and as the participation 
rate increased. Inflation probably contributed to the 
participation rate increase as, in some families, second 
and third members sought jobs to meet the higher 
living costs.

Output per man hour of labor fell sharply in 1974. 
This resulted, in part, from the sharply higher costs 
of energy combined with environmental and other 
controls which made existing capital less efficient. 
This, in turn, probably led some firms to substitute 
more labor for capital. In the first three quarters of the 
year, reported output per man-hour declined at about 
a 3 percent annual rate. By marked contrast, from 
early 1970 to the end of 1973, output per man-hour 
rose at an average 3.3 percent rate.

The drop in labor output per hour was an impor
tant factor in the reported jump in unit labor costs, 
which were up at a 13 percent annual rate in the first 
three quarters of 1974. From early 1970 to the end of
1973, unit labor costs rose at a 3.8 percent rate. An 
additional factor contributing to the sharp rise in unit 
labor costs was the 10.3 percent rate of increase in 
wages and other compensation for the first three 
quarters of 1974, compared with a 7.2 percent pace 
from early 1970 to the end of 1973.

Income

Together with greater sales and employment, nomi
nal incomes have been rising. Total personal income
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increased at an 8 percent annual rate in the first ten 
months of 1974, a rate somewhat below the pace of 
inflation as indicated by most measures.

The bulk of total income is in the form of payments 
for labor services. Total wage and salary disburse
ments rose at a 9 percent annual rate in the first ten 
months of 1974. In addition, supplements to wages 
and salaries, bolstered by improvements in pension 
plans, rose at a 14 percent rate in the same period.

Corporate profits after taxes rose at a relatively 
rapid 28 percent annual rate in the first three quarters 
of 1974. In part, the rise in reported profits reflected 
higher prices permitted after the removal of price 
controls. In view of the inflation and accounting pro
cedures generally used, however, reported profits 
were probably overstated because of an inadequate 
handling of depreciation allowances and inventory 
valuation. In the 1965-70 period profits had drifted 
lower, and the increases in the early 1970s have 
largely restored them. Profits in the third quarter of 
1974 were 104 percent above their 1965 level. By 
comparison, over the same period wage and salary 
disbursements rose 113 percent.

Inflation
Most analysts agree that inflation has been a serious, 

if not the most serious, economic problem of the na
tion.3 The increase in prices which began in the 
mid-1960s was more rapid in 1974 than in any of the 
previous years. Average prices, as measured by the 
GNP price deflator, rose at an 11 percent annual rate 
in the first three quarters of 1974. During 1973 prices 
rose 7.4 percent, and from 1965 (when the inflation 
began) to 1972, prices rose at an average 4 percent 
annual rate. By sharp contrast, the average level of 
prices rose at a 1.5 percent rate from 1959 to 1965.

The consumer price index advanced at a 13 percent 
annual rate in the first ten months of 1974 after an 
average rise of 4.4 percent per year from 1965 to 1973. 
The wholesale price index jumped at a 24 percent 
annual rate in the first eleven months of 1974, with the 
industrial commodity component ascending at a very 
rapid 28 percent rate. By comparison, wholesale 
prices increased at an average 4.2 percent rate from 
1965 to 1973, and the industrial commodity compo
nent went up at a 3.4 percent rate.

3 In a survey of the National Association of Business Economists 
taken in August and September 1974, 90 percent of the 514 
respondents considered inflation to be the most serious 
economic problem of 1974. Government spending and con
trols received 4 percent of the vote, energy received 2 per
cent, unemployment 1 percent, and environment, exchange 
rates, and all others received 3 percent.

Prices
R atio  Se a l*  R a tio  Scalo

Latest data plotted: Consumer - October; W holesale Industria l- November

As mentioned earlier, the inflationary surge in 1974 
reflected both a continued strong demand for goods 
and services fostered by expansionary monetary and 
fiscal actions taken in the 1970 through 1973 period 
and cutbacks in production during 1974. In addition, 
some of the reported price increases in 1974 were 
probably due to earlier inflationary pressures which 
were not reflected in the indexes during the period of 
controls. Some may even have been the result of 
markups made in anticipation of a reimposition of 
controls.

FISCAL DEVELOPMENTS
Fiscal and monetary actions taken prior to the start 

of 1974 have had a major influence on economic de
velopments in the year. Actions taken during 1974 
have probably played a significant role also, particu
larly on developments late in the year.

Federal expenditures, using the national income 
accounts budget, rose at a rapid 9 percent annual rate 
from early 1970 to late 1973, and at a 17 percent rate 
in the first three quarters of 1974. This sharp rise in 
spending occurred despite reported efforts by the 
Government to restrain outlays in order to dampen 
inflationary pressures. National defense outlays rose at 
about a 5 percent rate. Defense spending has changed 
little, on balance, since 1968. By contrast, Social Se
curity and other nondefense spending rose at a 19 
percent rate in the first three quarters of 1974, after 
expanding at a 15 percent pace from early 1970 to the 
end of 1973.
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Federal Government Expenditures
National Income Accoaats Budget

Source. U.S. Department o f Commerce 
Percentages are annual rates of change for periods indicated.

Government tax receipts also rose sharply with the 
inflationary expansion in individual and corporate in
comes. For example, if a married couple with two 
children which had made $8,000 per year had a 10 
percent increase in income, their Federal income tax 
would have increased 25 percent (using the standard 
deduction). In the aggregate, Government receipts 
(national income accounts budget) increased at a 14 
percent annual rate in the first three quarters of 1974.

Expenditures of the Government still managed to 
exceed the large, and expanding, tax receipts, and, as 
a result, the Government operated at a deficit of $3 
billion (annual rate) in the first three quarters of 1974. 
The deficits in the four preceding years, however, 
were much larger, averaging $14 billion.

MONETARY ACTIONS
The nation’s money stock continued to expand rap

idly in the first half of 1974, but it increased only 
modestly after June. From the fourth quarter of 1973 
to the second quarter of this year, money rose at a
6.6 percent annual rate, or at nearly the same rapid 
pace as in the previous four years. However, in the 
third quarter the growth of money slowed to a 3.6 
percent rate, and from data available in early Decem
ber it appears that growth in the fourth quarter will 
be at about a 4 percent rate.

The monetary base grew at a 7.7 percent annual 
rate in the first three quarters of 1974, also not sig
nificantly different from the rapid pace in the previous 
four years. The multiplier (a  mathematical concept 
which statistically links monetary base and money) 
declined during the second half of this year, primarily

reflecting a rise in currency relative to demand 
deposits.

Money plus net time deposits, a broader measure 
that some analysts find useful, rose at a 9 percent 
annual rate in the first two quarters of 1974. This rate 
also was approximately the same as in the four pre
vious years. During the third quarter, money plus net 
time deposits increased at a reduced 6.2 percent rate.

OUTLOOK
As 1974 ends, the pace of inflation appears to be 

moderating, but production has declined and unem
ployment has been rising. Based on the momentum 
of business developments and stabilization actions 
taken to date, the rate of inflation will probably be 
less in 1975 than in 1974. Early in 1975, production is 
likely to remain sluggish, and unemployment will 
probably average somewhat higher than in the last 
half of 1974. However, a major contraction, which 
some persons fear, does not appear likely, and, as the 
year progresses, production and employment growth 
should gradually improve. (Of course, developments 
in 1975, especially later in the year, will be affected, 
to some extent, by stabilization actions taken during 
the year.)

Although progress toward price stability and re
sumed economic growth is anticipated during 1975, it 
serves no purpose to pretend that there is a quick, 
easy, and costless cure to our economic disarray. Pro
gress is likely to be slow, since the lagged effects of 
past monetary and fiscal actions and economic devel
opments will impinge on the economy for some time.

M o n e y  Stock
Ratio S t i l t  
B illion s of D o lla rs

Q uarterly Averages o f Monthly Figure Ratio Seal* 
B illions of Dollars

1 9 6 6  1967  1968  1969 1 9 7 0  1971 1972
Percentages are annual rates of change fo r periods indicated.
Latest data plotted: 3rd quarte r
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Iii addition, progress toward price stability and 
economic growth is likely to be slow because the 
economy continues to be hobbled by Governmental 
restrictions. Available resources, such as oil, have been 
reduced, and social objectives have been given a 
higher priority relative to economic growth in a num
ber of areas. For example, measures to clean the air 
and water have been adopted at the cost of less out
put of goods and services. Many of the handicapped, 
youth, and unskilled remain idle rather than being 
permitted to accept a job at wages below the estab
lished minimum standard. Also, incentives probably 
have been dulled as a smaller portion of economic 
rewards go to those who produce and a larger portion 
go to others deemed deserving on humanitarian 
grounds.

At times, however, interferences to real economic 
expansion have been reduced or eliminated. During
1974, for example, a reversal of policy occurred which 
should contribute significantly to the resiliency of the 
economy and improved economic growth. In the 
spring of 1974 wage and price controls were removed. 
These controls had been ineffective since they treated 
only the symptoms of inflation and not the basic 
causes. The controls were easily evaded, if not by 
open defiance or black markets, then by reducing 
quality or service or by redefining products. Controls 
were a drag on the economy since they reduced work 
and production incentives. As a result, productivity 
decreased and capital investment was discouraged or 
misdirected into areas where controls were weakest. 
Since there was a cost of administration, those that 
did produce were taxed to support the system.

CONCLUSIONS
Inflation, which began in the mid-1960s, has been 

the nation’s most serious economic problem this past

year. The acceleration of inflation was moderate in 
the 1960s, but in 1973 and 1974 there was a pro
nounced upward surge in prices, reflecting both a 
continuation of rapid spending increases combined 
with a reduction in output.

During 1974 policies were implemented to moder
ate the spending increases and to foster a more rapid 
expansion in production. Monetary actions have be
come somewhat less expansionary. Wage and price 
controls were eliminated. In addition, the private sec
tor of the economy has made great strides toward 
adapting to the higher prices of energy and energy- 
related products.

The rate of inflation could be slowed more quickly 
and production could be expanded more rapidly by 
improving the market system, but such improvements 
may conflict with other objectives. Actions to improve 
economic efficiency and incentives include reducing 
subsidies, tariffs and import quotas, widening the 
range of anti-trust laws to cover more monopolistic 
practices of business as well as labor, eliminating out
dated building restrictions and other barriers to 
greater production, improving skills of workers and 
information on job openings, and modifying minimum 
wage laws in the interest of improving job opportuni
ties for the inexperienced and handicapped.

A “fine-tuning” of the economy cannot be attained 
with the present state of economic knowledge, and 
vigorous efforts to do so may actually be destabilizing. 
Policymakers have incomplete and delayed informa
tion on economic developments, and there are lags in 
the effect of stabilization actions taken. However, if 
destabilizing actions can be avoided, substantial pro
gress should be made during 1975 toward the goals 
of high employment and stable prices.

THE U. S. BALANCE OF PAYMENTS DURING 1974
HANS H. H ELB LIN G

During 1974 U. S. international transactions were 
affected mainly by four forces:

1) the sharply increased petroleum prices in world 
markets,

2) the adjustments to exchange rate changes which 
have occurred since 1971,

3) the cyclical downturn in many industrial
countries,

4) and the high, though differential, rates of mone
tary growth and inflation throughout the world.

These factors are interrelated and have exerted 
both favorable and unfavorable pressures on the U. S.
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ever, to isolate the individual effects quantitatively. 
The higher oil prices and a relatively inelastic demand 
for oil imports had the effect of increasing sharply the 
value of U. S. merchandise imports. The dollar depre
ciation since 1971 changed the relationship between 
the price of imports and the price of domestically- 
produced goods. This encouraged exports of domesti- 
cally-produced goods and discouraged imports. The 
cyclical downturn in both the United States and its 
trading partners had the effect of retarding the growth 
rates of both U. S. demand for imports and foreign 
demand for our exports. The differential rates of infla
tion, to the extent that they were not already ac
counted for in exchange rate movements, had a 
tendency to promote U. S. exports since the U. S. rate 
of inflation was lower, on average, than that of its 
competitors.

Trade Balance
After substantial trade surpluses in December 1973 

and January 1974 the U. S. trade balance moved into

deficit.1 For the first ten months of this year the 
cumulative trade deficit amounted to $2.8 billion. 
Import prices of petroleum increased at a very rapid 
rate while the quantity imported was only slightly be
low 1973 levels. This suggests that the trade deficit 
was affected substantially by the rise in oil prices. 
Removal of petroleum transactions from the trade 
balance reveals that the balance on other transactions 
is still in substantial surplus, although the surplus de
clined somewhat from its peak in March 1974.

A  reduction in the value of agricultural exports 
since mid-1974 also contributed to the declining 
trade balance. This occurred as both the quantity and 
the price of exports declined from the extremely high 
values of 1973. Since mid-1974, however, prices of 
U. S. agricultural commodities have been rising again, 
such that the recent decline in the value of agricul
tural exports should be reversed in coming months.

Use of somewhat more detailed trade data (avail
able at this time only through the second quarter of 
1974) reveals that manufactured goods contributed 
positively to the U. S. trade balance. The sustained 
strength of exports of U. S. manufactured goods was 
probably the result of continued U. S. comparative

1 All balance-of-payments data are reported at seasonally ad
justed annual rates. Monthly trade data are available only 
through October. All other data, except for the basic and 
goods and services balances, are available through the third 
quarter.
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advantage in the production of these goods combined 
with large investment spending by major industrial 
countries.

Basic Balance

In addition to the trade balance, the basic balance 
includes net income from investments abroad and 
other services, unilaterial transfers, and the balance 
on long-term capital flows.- For the first half of 1974, 
the basic balance was in deficit by $1.9 billion, com
pared to a $0.9 billion deficit during 1973.

A major factor contributing to the basic balance 
deficit was the shift in the trade balance from a 
small surplus in 1973 to a deficit in 1974. Net invest
ment income, however, increased from $5.3 billion in 
1973 to $9.7 billion for the first half of 1974. Income 
from U. S. investments abroad amounted to $24.8 
billion in the first half of 1974, considerably greater 
than the $14 billion recorded in 1973. At the same 
time, income payments to foreigners on their invest
ments in the United States amounted to $15.1 billion 
over this period, compared to only $8.7 billion in 
1973.

Part of the increase in U. S. investment income 
from abroad is related to the fact that interest rates 
abroad were higher in 1974 than in 1973. Also, 
higher U. S. interest rates and larger stocks of foreign 
assets held in the United States (both direct and port
folio investment) influenced the sharply higher in
come payments to foreigners. Both the increased U.S. 
investment income and the increased income pay
ments to foreigners were significantly influenced by 
petroleum-related transactions. The sharply increased 
oil prices contributed to increased earnings of U. S. 
oil companies operating abroad while the larger de
gree of participation of oil exporting countries in 
U. S. oil company assets added to the increased in
come payments to foreigners. On the whole, $7 billion 
of the $9.7 billion net investment income from abroad 
during the first half of 1974 resulted from petroleum- 
related transactions.3

U. S. direct investment abroad amounted to $4.4 
billion in the first half of 1974, slightly lower than 
the 1973 outflow of $4.9 billion. Inflows of foreign 
capital for direct investment in the United States in
creased sharply to $5.6 billion in the first half of 1974, 
compared to $2.5 billion in 1973. The change in 
foreign direct investment inflows from 1973 to 1974

2Data for the basic balance, at this time, is available only 
through the second quarter of 1974.

3Survey of Current Business (September 1974), p. 37.

is mainly accounted for by oil related transactions 
while other foreign direct investment inflows changed 
little relative to 1973.4

U.S. Balance of Payments and Components
( + ) S u r p lu s ;  ( - )D e f ic it

p r iva te  ca p ita l, ne t n o n liq u id  sho rt-te rm  p r iv a te  ca p ita l, a llo ca tio n s  of 

spec ia l d ra w in g  r ig h ts , and net errors  an d  om issions. The o ff ic ia l 

settlem ents ba la n ce  is the sum o f the ab o ve  accoun ts  p lu s  ne t flo w s  o f liq u id  

p r iv a te  ca p ita l.
La te s t d a ta  p lo tte d : B a la n c e  o f G o o d s  a n d  S e rv ic e s -2 n d  q u a r te r ;

O th e rs -3 rd  q u a r te r  p re lim in a ry

The U. S. basic balance is generally considered to 
be an indicator of underlying, or long-term, trends in 
the U. S. international economic position. However, 
because of the special influence of increased oil prices, 
this balance should be interpreted with caution, as 
should be the trade balance.

Short-Term Capital
Net outflows of nonliquid short-term capital, 

mainly U. S. bank loans to foreigners, increased

4Ibid., p. 40.
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sharply during the first three quarters of 1974. They 
climbed from $4.5 billion in 1973 to $14.2 billion so 
far in 1974. A number of factors contributed to this 
development: higher interest rates in many foreign 
countries (including the Eurodollar market) relative 
to U. S. rates, increased loan demand on the part of 
many countries to meet oil import payments, and the 
removal of U. S. controls on capital outflows early in 
the year. During the third quarter, however, U. S. 
bank loans to foreigners were considerably smaller 
than in both the first and second quarters, despite the 
relatively lower U. S. interest rates. The third quarter 
reduction may be related to a leveling-off in foreign 
loan demand from the second quarter. The second 
quarter bank loan figures were affected by a very 
sharp run-up in the volume of oil shipments, followed 
by a return to more normal volumes in the third 
quarter.

Net Liquidity and Official 
Settlements Balances
The net liquidity deficit may be thought of as the 

total of U. S. dollar balances which accrue to for
eigners during an accounting period as a result of all 
of the above transactions. For the first three quarters 
of 1974, this balance was in deficit by $16.1 billion, 
compared to a $7.6 billion deficit for 1973.

The official settlements balance, on the other hand, 
is intended to measure only dollar balances which 
accrue to foreign official institutions. During the first 
three quarters of 1974 the official settlements bal
ance registered a deficit of $5.1 billion, compared to 
a $5.3 billion deficit for 1973.

The difference between the net liquidity balance 
and the official settlements balance is due to dollar 
balances held by private  foreign residents. Thus, for 
the first three quarters of 1974 private foreign resi
dents acquired dollar balances amounting to $11 
billion.

A word of caution is in order with respect to these 
two balances. The official settlements balance was 
originally designed to reflect the extent of official 
intervention in the foreign exchange market during 
a given period. Under the previous system of fixed ex
change rates, monetary authorities were required to 
intervene in foreign exchange markets in order to 
maintain the agreed upon dollar exchange rate. Under 
the current system of flexible exchange rates, such 
official intervention is no longer required.

In addition, it should be kept in mind that foreign 
official institutions may acquire dollar holdings for

F E D E R A L  R E S E R V E  B A N K  O F  ST. L O U IS

reasons other than those relating to exchange market 
intervention. The rapid accumulation of claims on the 
United States by the members of OPEC (Organiza
tion of Petroleum Exporting Countries) is a case in 
point. The increased holding of dollar claims by 
OPEC governments reflects a conscious investment 
decision to hold dollar denominated assets, rather 
than the effects of market intervention in support of 
the dollar exchange rate.

Moreover, the magnitudes of both the net liquidity 
and the official settlements balances are affected 
strongly by the recycling of oil funds. For example, if 
foreigners borrow in the United States to finance their 
oil import bill, these transactions would be recorded 
as capital outflows giving rise to a net liquidity deficit. 
Ultimately, however, the proceeds from such borrow
ing may end up with the governments of oil export
ing countries who would place these funds on deposit 
in the United States. This type of transaction would 
therefore give rise to U. S. deficits on both the net 
liquidity and the official settlements balances, when in 
fact they reflect the role of the United States as an 
exporter of the services of a financial intermediary.

D E C E M B E R  1 9 7 4
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OPEC Oil Revenues
There has also been considerable interest concern

ing the total dollar accrual of oil revenues by OPEC 
and the disposition of these oil revenues. The U. S. 
Treasury Department reports that between January 
and September 1974, the members of OPEC collec
tively acquired dollar balances amounting to $35 bil
lion. About $8 billion was placed directly in the United 
States while the remainder was invested in other 
countries and in the Eurocurrency market.

It should be noted that although only $8 billion of 
OPEC funds was placed directly  in the United States 
by OPEC members, at least a portion of the remainder 
could have been placed in the United States by other 
parties. For example, if an OPEC member desires to 
deposit its dollar balances in the Eurodollar market, 
then immediate control of those dollar balances would 
be transferred to the Eurodollar banks instead of the 
OPEC member. If Eurodollar banks extend dollar 
denominated loans such that the loan proceeds are 
used to buy real and financial assets in the United 
States, indirect investment of OPEC dollar balances 
would have occurred.

Summary and Outlook

The U. S. trade balance was in deficit by $2.8 bil
lion in the first ten months of 1974. The basic balance 
deficit for the first half of 1974 amounted to $1.9 
billion, and for the first three quarters the net 
liquidity and official settlements deficits amounted to 
$16.1 and $5.1 billion, respectively.

The trade deficit can be attributed to the sharp 
increase in oil prices. In fact, when the influence of 
higher oil prices is removed there emerges an im
proved U. S. trade balance as compared to last year. 
Prospects for 1975 suggest that the U. S. merchan
dise trade balance, because of oil payments and a 
somewhat lower volume of agricultural exports, can 
be expected to remain in deficit.

The basic balance, however, will be heavily influ
enced by the actions of OPEC regarding the dis
position of their large and accumulating dollar bal
ances. Should they decide to invest their dollar 
balances in long-term instruments, and depending on 
their magnitude, the basic balance could be in equilib
rium or perhaps even in surplus. The net liquidity 
balance may be expected to be much the same as the 
basic balance if U. S. bank lending to foreign oil 
importing countries subsides. At this time it is not

clear how U. S. participation in any new oil financing 
facility would be recorded in the U. S. balance of 
payments. To the extent that any such U. S. partici
pation would be recorded “below the line,” netting 
U. S. claims against U. S. liabilities, a net liquidity 
deficit would not materialize as a result of these U. S. 
oil loans.

In addition, if foreign oil exporting countries do 
decide to hold their dollar accruals in long-term 
form, rather than short-term, the official settlements 
balance could also be expected to be in equilibrium. 
In fact, a possibility exists that the official settlements 
balance might even be in surplus. This possibility is 
enhanced if foreign countries, who now possess stocks 
of liquid dollar reserves, transfer them to OPEC, who 
in turn would place them in the United States as 
long-term investments.

Projections concerning the dollar exchange rate are 
difficult at this time. As a result of a strong demand 
for U. S. dollars on the part of many foreign countries 
to finance oil deficits and the relatively low rate of 
monetary growth in the United States, the dollar 
could be expected to appreciate somewhat. However, 
due to a general reluctance on the part of countries 
to allow their currencies to depreciate relative to the 
dollar, this dollar appreciation might not be enough 
to offset fully the effect of differential rates of money 
growth and inflation.

W o rld  C o m m o d ity  Prices

JAN . FEB. MAR. APR. M AY JUNE JULY AU G . SEPT. OCT. N OV. DEC.

1 9 7 4
Source: The Economist M ag az ine

Latest d a ta  p lo tte d : w eek e n d in g  Decem ber 4, 1974
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Another Recession, But Different
D EN IS S. KARNOSKY

I  HF. QUESTION of whether or not the economy 
entered into a period of recession in 1974 has been 
a popular topic of discussion. To date the National 
Bureau of Economic Research, unofficially charged 
with making the distinction, sees the controversy as 
too close to call. But, the issue of tagging 1974 with 
the label of “recession” is, by itself, of little signifi
cance. What is important is the common interpreta
tion of what a period of recession means in terms of 
economic activity and the monetary and fiscal policies 
that are appropriate to deal with the situation.

Economic stabilization policy has 
come to be concerned primarily with 
influencing the growth of aggregate 
demand as a means of achieving em
ployment and price goals. While not 
universal, the belief is widely held that 
judicious actions can keep demand 
growing in line with productive capac
ity and thereby minimize fluctuations 
in unemployment and maintain price 
stability. As a result, economic reces
sions and the associated increases in 
the rate of unemployment have been 
attacked through programs designed to 
stimulate growth of demand. The rele
vant question currently is what could 
have been done, in terms of influencing 
the growth of aggregate demand, to 
forestall the developments of 1974 and 
what programs are now appropriate.

Sources of the Problem in 1974
In many obvious ways the pattern of economic 

activity in 1974 has been much like that of prior 
recessions. Total production has fallen in each quarter, 
demand has weakened in several sectors, and the 
rate of unemployment is rising. There are some sig
nificant differences, however, such as the continued

growth of total employment through most of the year 
and the sharp acceleration in the rate of price in
crease. The table below reports the rates of change 
of prices, production, and employment in each of the 
five official recessions since 1947 and the immediately 
prior years. The experiences of 1973 and 1974 are 
shown for contrast. Employment typically declined in 
the post-war recessions and, while the average level of 
prices did not generally fall during these prior periods, 
the rate of increase has tended to decrease sub
stantially or at least to cease accelerating.1

1 Cyclical variations in employment typically are not as great 
as output fluctuations. The costs of releasing and hiring 
workers can be substantial, and businesses tend to maintain 
their work forces through the early stages of an economic 
downturn and are reluctant to increase employment as the 
recovery begins. The result is that “output per man hour” 
in the economy shows a pro-cyclical pattern, falling during 
recessions and rising in the early stages of expansion. The 
sharp decrease in output this year, coupled with the con
tinued growth of employment, has resulted in an abnormally 
rapid decrease in this measure of labor productivity.

Table I

SELECTED M EASURES O F E C O N O M IC  ACTIVITY

Rate of Change Over the Year Prior to Each Recession
GNP GNP Civilian

GNP (1958 Prices) deflator Employment
1 9 4 7 /IV -1 9 4 8 /IV 9.0% 4.5% 4.3% 1 .2 % *
1952/111-1953/111 5.8 5.0 0.8 1.8
1956/111-1957/111 6.1 2.4 3.6 0.4
1 9 5 9 / 11-1960/ II 3.7 2.0 1.6 2.0
19 6 8 /IV -1 9 6 9 /IV 6.6 1.2 5.3 2.7

19 7 2 /IV -1 9 7 3 /IV 11.6 3.9 7.4 3.8

Annual Rate of Change During Periods of Recession
GNP GNP Civilian

GNP (1958 Prices) deflator Employment

19 4 8 /IV - l 9 4 9 /IV - 3 .4 % — 1.6% - 1 .8 % - 1 . 4 %
1 953/111-1 954/111 - 0 . 3 — 1.6 1.3 - 2 . 0
1957/111-1958/ II — 2.4 - 4 . 6 2.3 — 3.0
1 9 6 0 /1 1 -1 9 6 1 / 1 - 0 . 3 — 1.9 1.7 - 0 . 7
1 9 6 9 /IV - l 9 7 0 /lV 4.5 - 0 . 8 5.3 0.0

19 7 3 /lV - l 974/111 7.1 - 3 . 6 11.1 1.1

*Rate of change from 1948/1 to 1948/IV.
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These differences are related to the major element 
which distinguishes the experience of 1974 from the 
five recessions of the post-war period. Each of the 
five recessions between 1947 and 1971 resulted exclu
sively from a restriction of the growth of aggregate 
demand. Compared to these periods, however, growth 
of aggregate demand slowed only moderately in 1974, 
with total spending growth falling to an annual rate 
of 7.1 percent for the first three quarters of the year 
from an 11.6 percent increase over the prior year. 
Interpreting the growth of total spending as indica
tive of the rate of expansion of aggregate demand, a 
reduction of this magnitude is not sufficient to ex
plain the decrease in the rate of production experi
enced so far this year.

Over the period from 1953 to 1971 a historical rela
tionship between monetary and fiscal policy actions on 
the one hand and the growth of total real output in 
the economy on the other would imply an output 
growth at about a 2.5 percent annual rate over the 
first three quarters of 1974.2 While this empirical re
lationship does not provide a basis for predicting all 
of the quarterly variation in output over a period, the 
differences between the reported rate of growth of 
output in 1974 and the change in output that is im
plied by past relationships is sufficiently large to 
warrant a look towards “special factors” that may 
have played a part in this abnormal development.

The Role of Special Factors
As far as the production of goods and services 

goes, the events of the past few years seem to confirm 
the validity of Murphy’s Law, which essentially pre
dicts that in a given situation anything that can go 
wrong will. The economy has been buffeted by an 
unprecedented assortment of so-called outside influ
ences. Many of the events would not pose serious 
problems if they occurred separately; but occurring 
almost simultaneously, the effect has been substantial

2There are many empirical models which attempt to capture 
the relationship between monetary and fiscal actions and 
measures of economic activity. The results reported here are 
from only one such model and others might give different 
results. A crude indication of the predictions of these other 
models can be obtained by averaging the forecasted rates of 
output change from several models for the first three quar
ters of 1974. In December 1973, a representative sample of 
these models predicted, on average, that the rate of increase 
of real product would be at a 1.2 percent annual rate. See 
The Conference Board Statistical Bulletin (December 1973), 
p. 5. For a presentation of the model used here see Leonall 
C. Andersen and Denis S. Karnosky, “The Appropriate Time 
Frame for Controlling Monetary Aggregates: The St. Louis 
Evidence,” Controlling Monetary Aggregates II: The Imple
mentation, Conference Series No. 9, Federal Reserve Bank of 
Boston, 1972, pp. 147-177.

indeed. The problems have been made even more 
severe by current and past price controls and govern
ment allocation programs.

The weather both here and abroad resulted in 
widespread crop losses and intense pressure in our 
agricultural markets. This was worsened by the mys
terious disappearance of anchovies (a  prime source 
of protein) from the Peruvian coast. The dollar has 
depreciated by a weighted average of 15 percent 
against the ten major world currencies. New environ
mental laws were implemented in order to reduce 
air, water, and noise pollution. Occupational and prod
uct safety laws were pressed. Major oil-exporting 
countries colluded first to impose a partial embargo 
on exports of petroleum to the United States and then 
to increase sharply prices for crude and refined oil 
products. Each of these events represents a substan
tial and unforeseen shock to the economy. Whatever 
the long-term benefits of any of these actions, all have 
led to substantial increases in the cost of producing 
some goods and services, at least in the short-run. 
This increase in cost is responsible for much of the 
decline in production experienced in 1974.

There have been instances in the past, such as in 
the case of major labor strikes, when the output of 
the economy has been cut sharply, but the effect has 
tended to be very short-lived and quickly reversed. 
During the period of a major strike, machinery and 
workers, both capable of producing goods and serv
ices, are voluntarily idle. The willingness of the con
cerned businesses and workers to produce is de
creased. When the strike is settled, employment of 
machinery and workers is resumed and production 
begins anew. The situation in 1974 is similar, ex
cept the problem is not one of labor-business in
transigence, and the consequences are much more 
pervasive. The rate of output in the economy has 
been decreased markedly and prices are sharply higher 
as a result.

The effects of some of these special factors are 
short-lived, while others threaten to last for some 
time. Many of the factors which have tended in some 
way to depress output and increase domestic prices 
are international in nature, related to the interde
pendence of world economies. Domestic developments 
have also contributed to the problem, either as sources 
of additional stress or as agents which magnify the 
effects of foreign influences. The effect of these fac
tors in the last three years has been to intensify the 
internal stress in an economy already taut under the 
pressure of persistent excessive aggregate demand.
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The Effect on Output
In a market system resources flow back and forth 

in pursuit of the highest expected rewards. In  an ideal 
setting there is a general wealth of information about 
production opportunities and there are no impedi
ments to movements of capital, labor, and technology 
between markets. In fact, however, the structure of 
the economy is very rigid in many respects and re
source movements often are impeded in the short run. 
Actions once taken are costly to reverse. Because of 
these costs, shifts in demand in the economy can re
sult in temporary, but often long-lasting, distortions 
in economic activity, with increased unemployment in 
some industries and excess demand for labor in others. 
Machinery designed to produce one commodity is not 
easily converted to the production of another. Workers 
cannot be re-employed quickly in different profes
sions or in other parts of the country. The economy 
is continuously subjected to such structural problems, 
but for the most part the system has been able, at 
least until the past few years, to handle the normal, 
frequent shifts of resources without exceptionally large 
economic distortions.

Costs of adjusting to shifts in demand have a bear
ing on the productive capacity of the economy, at 
least in the short-run. For example, with a given 
growth rate of aggregate demand, a shift in the pub
lic’s preference from defense to nondefense goods, 
say from military aircraft to cosmetics, does not affect 
the ability of the existing machinery and labor to 
produce aircraft. There will be less aircraft produced, 
however, as the incentive of the aircraft manufacturers 
to produce is cut. There is less demand for their 
product at current prices. Unless there is idle capac
ity in the cosmetic industry, the increase in output 
of cosmetics would not be as great as the increase 
in demand, as resources are not attracted immediately 
into the industry. For some period of time, the econ
omy suffers a decrease in total production, manifested 
in the aircraft industry, but not fully offset by increased 
production of cosmetics. In an engineering sense the 
productive capacity of the economy is unaffected. 
Technically, the economy would still be ab le  to  pro
duce as many aircraft as before. Economic capacity is 
reduced, however, because the incentive  to produce 
airplanes has fallen. Fewer aircraft could then be 
produced at a price which covers costs. In an eco
nomic sense, a portion of the productive facilities of 
the aircraft industry become obsolete.

It is clear that the sharp restriction on oil importa
tion last winter accounted for much of the economic 
problems early in the year. The reduction in the sup

ply of petroleum products caused many forms of 
economic activity to be curtailed and the total output 
of the United States decreased sharply. The embargo 
ended in March, but, while the flow of oil into the 
country resumed, the depressive effect on economic 
activity continued. The consumption of oil is now 
growing at a slower rate than prior to the embargo, 
due to the formation of a cartel among oil exporting 
countries and markedly higher price. It is the increase 
in the price of oil which now contributes to our 
problems.

Machinery which required petroleum products in 
the production process and which could be run effi
ciently at a crude oil price of $2.50 a barrel can be
come less efficient, or even obsolete, when the price of 
oil goes up to $10 a barrel. Alternatively, the most 
efficient uses of oil change when the price rises, and 
substitutes for oil, which were more expensive to use 
when oil was available at the old price, become more 
efficient in use. The adjustment to this change in rela
tive prices cannot be accomplished quickly, however, 
and in the interim the productive capacity of the 
system is decreased.

Petroleum products are now more expensive in 
terms of other goods and services. On the one hand 
the United States must now give up more commodi
ties to purchase oil from the cartel — if not now, then 
at some time in the future. Domestically, it is no 
longer efficient to use oil in the same ways as in the 
past. Internal adjustments are required. Just as the old 
patterns of activity must be altered because they are 
inconsistent with public demand for cleaner air and 
water, a safer working environment, and increased 
product reliability and safety, the way in which we 
have done many things has been made obsolete by 
the actions and threats of the cartel of oil-exporting 
countries. At the new, higher oil prices many of the 
ways that petroleum products had been used prior 
to the embargo have become wasteful.

This effect is most apparent in the automotive in
dustry, where sales are down sharply. The industry 
typically suffers a sales slump when growth of aggre
gate demand slows, but the current problems can be 
traced in large part to structural difficulties. Late in
1973 and early this year the oil embargo, rising gaso
line prices, and government fuel allocation programs 
increased the attractiveness of small cars relative to 
large automobiles. Total auto production decreased, 
however, because of the costs and time necessary for 
producers to alter their operations to meet this shift 
in consumer preference. In addition, the demand for 
cars in general has been decreased by the increase in
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the cost of operation, not just from higher fuel and oil 
prices but also by the additional costs of safety and 
environmental devices. The problem in the automo
tive industry is not one of inadequate aggregate  de
mand, but instead reflects the effects of shifts in 
demand within the economy.

The impact of the changed oil situation and the 
environmental and other laws has been intensified in 
the economy by other restrictions which inhibit the 
movement of resources. Information about production 
opportunities are transmitted via relative price 
changes. Price increases in an industry serve as a 
signal that there might exist an opportunity for gain
ful employment in that industry. The normal adjust
ment mechanism was short-circuited in 1971, how
ever, by the implementation of price controls, on both 
goods and labor services. The sudden and wide
spread reports of “shortages” of many items are ample 
evidence of the distortions created by the controls.

The effects on total production of sudden shifts 
in demand will tend to be temporary and, without 
further attempts to control prices or allocate re
sources, the adjustment will proceed until total pro
duction is restored. In addition to the temporary 
effects on current production of adjustment to ex
traneous shocks, the economy’s ability to produce 
has been reduced perm anently, to some extent. Some 
environmental controls have rendered existing pro
ductive processes and equipment obsolete. The 
external quadrupling of oil prices, combined with the 
price controls and mandatory allocation programs ap
plied to domestic oil, ultimately reduced the amount 
of oil available for domestic production. The depre
ciation of the dollar in international markets from

artificially high rates has decreased the amount of 
productive resources that have been previously ac
quired through imports. Thus we had not only a 
tem porary  decrease in the wealth of the country, but 
also a permanent one.

Summary
Given such increases in the prices at which produc

tive resources are available, it is not surprising that a 
sharp decline in output and an acceleration in the in
crease of the price level resulted. This, of course, 
explains neither the rate of inflation that existed prior 
to 1973 nor a decline of output growth  that would 
have resulted from the effects of price and wage con
trols. But a large part of the sharp changes that oc
curred in 1974 can be attributed to exogenously in
duced resource losses.

This being the case, traditional stabilization policies 
designed to stimulate aggregate demand are likely 
to produce even further accelerating inflation without 
stimulating output growth. It seems reasonable that 
the adjustments to internal stresses and to the de
crease in available resources are coming to an end 
and that, even  without any new and different stabili
zation policies, inflation will return to the path dic
tated by the growth in output and money stock; 
output growth, in turn, will return to the path pro
duced by the growth of resources and technology. 
One thing that no aggregate demand policy will be 
able to wipe out is the fact that these exogenous 
shocks have made us poorer: the output level will 
remain below, and the price level will remain above 
what it would have been in the absence of these 
resource losses.
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