
CHAPTER 1

The 1972 Record
1 Q H 0 WITNESSED the first full-year results of the innovative set of
X.ZJ I £* economic programs initiated in August 1971 to speed the re-

covery of the economy, to reduce the rate of inflation, and to reverse the
deteriorating trend in the Nation's external position. There was a rapid ac-
celeration in the rate of growth in real output and a slowdown in the rate of
inflation (Chart 1). Civilian employment rose sharply and the number of
persons unemployed declined. Both real wages and corporate profits in-
creased. Some progress was made on the international front, but it was
greatly overshadowed by developments in the domestic economy.

Last year's economic performance brought with it significant changes in
public attitudes about inflation and in expectations about the course of the
economy. Although hopes were high in early 1972 that the shift in policy
would bring favorable results, uncertainties persisted regarding both the
strength of the economic expansion and the effectiveness of price and wage
controls. These doubts began to abate gradually as evidence grew that
rates of wage and price inflation were indeed declining compared to the
period prior to August 1971. Workers' cooperation in the wage control sys-
tem was fostered by the realization that real wages were increasing. Strike
activity fell and relative to total time worked was at its lowest point in
almost 10 years. Although increases in food prices were troublesome during
most of 1972, consumers could see a slower rise in the overall cost of living.
Finally, although selling prices were constrained, so were costs, and business
was able to enjoy some rise in profit margins in a setting of rapidly rising
volume. These developments were all parts of a process that was one of the
major objectives of the price-wage control system—the unwinding of infla-
tionary expectations.

Nor was the change in attitudes confined to inflation alone. The rise in
production and employment that became particularly evident by midyear
created a growing mood of confidence among businessmen and consumers,
and this in turn helped to bolster private investment and personal consump-
tion expenditures.

The fact that considerable progress was made during 1972 did not mean
that final goals had been reached. The unemployment rate in December
1972, although down by nearly 1 percentage point from a year earlier, was
still higher than desirable. At the same time, the rate of inflation at the end
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Chart 1

Changes in GNP, Real GNP, and Price Deflator

PERCENT CHANGE FROM PRECEDING YEAR
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SOURCE: DEPARTMENT OF COMMERCE.
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of 1972, although lower than it had been before the controls, was still
higher than the ambitious target set by the Administration. The balance of
payments still showed a considerable deficit, and although work on inter-
national monetary reform was underway it had only begun. Nonetheless
by the end of 1972 there was a strong sense of optimism about the progress
that had been achieved and the ability to find answers to some of the prob-
lems that remained.

DEMAND AND OUTPUT

Last year's expansion in demand and its division between real output and
prices exceeded most expectations held at the start of 1972. The $102 billion
increase in gross national product (GNP) from 1971 to 1972 was close to
the figure projected by the Council, but the 6.5-percent rise in real GNP
was higher than projected, while the 3.0-percent rise in prices was a little
lower. Real growth was the largest and the price rise as measured by the
GNP deflator the smallest since 1966.

All major sectors of demand, except for net exports, contributed to the
rise in overall GNP (Table 1). The very large increase in gross private
domestic investment, the step-up in Federal purchases in the first half of the
year, and the large increase in consumer spending were the principal stimulat-
ing forces in the economy. The continued buoyancy of housing demand and
the strength of consumption in the face of overwithholding of personal in-
come taxes were noteworthy developments in 1972.

The policy measures initiated in August 1971 changed both the character
and the pace of the recovery that began at the end of 1970. In its first full
year it was weaker than in comparable periods of past cyclical upswings.
Indeed, that was one of the main reasons for the shift in policy. After the
pronounced acceleration that occurred during 1972 the current expansion
compares very favorably with previous upswings, when changes are taken
from the preceding peak to the eighth quarter after the trough (Chart 2).

BUSINESS FIXED INVESTMENT

Business fixed investment showed considerable strength in 1972—much
more than the Council of Economic Advisers and most forecasters had
anticipated at the start of the year. The comprehensive measure included in
the national income accounts (NIA)—nonresidential fixed investment—
rose 14 percent. The real increase of 10 percent was confined to equipment,
since on this basis nonresidential construction was unchanged. Investment
was bolstered by the general incentives provided by the liberalized deprecia-
tion regulations, the job development credit, and the excise tax cuts on
motor vehicles. The strong upsurge in the economy in 1972, the rise in profits
and cash flow, and the ready availability of funds at lower interest rates
than in 1971 also benefited investment. However, last year's buoyant econ-
omy and favorable financial setting had their main impact on decisions and
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T A B L E 1.—Changes in gross national product in current and constant dollars, 1968 to 1972

Component
1968
to

1969

7.6

8.1
8.0

10.3
10.3
10.9
8.5

5.2
.0

10.3

-'.6

2.7

3.6
5.3

5.0
5.1
6.0
2.2

-1.2
-5.9
4.0

.3
-.8

1969
to

1970

5.0

6.4
-.3

-1.3
.8
2.5

-4.3

4.3
-2.3
10.2

-2.9
1.7

-.5

1.7
-2.9

-5.9
-3.8
-3.1
-5.9

-4.7
-12.0

2.6

-2.6
2.0

1970
to

1971

7.6

7.8
14.4

10.9
12.2
4.8
36.4

6.3
1.3
10.2

-1.3
-2.9

2.7

3.9
10.8

4.4
6.0

-1.0
30.5

-1.0
-6.0
3.4

-1.5
-2.1

1971
to

19721

CURRENT DOLLARS

Percent change:

Total GNP. . .

Personal consumption expenditures.
Durable goods

Gross private domestic investment...
Fixed investment

Business fixed investment..
Residential structures

Government purchases
Federal purchases
State and local purchases.

Change in billions of dollars:

Inventory accumulation
Net exports of goods and services..

CONSTANT (1958) DOLLARS

Percent change:

Total GNP

Personal consumption expenditures.
Durable goods

Gross private domestic investment...
Fixed investment

Business fixed investment...
Residential structures

Government purchases
Federal purchases
State and local purchases.

Change in billions of dollars:

Inventory accumulation
Net exports of goods and services..

9.7

8.5
12.4

18.6
17.5
13.8
26.5

9.5
8.3

10.3

2.2
-4.8

6.5

5.9
11.9

14.0
12.7
9.8

20.3

3.9
1.3
5.9

1.9
-1 .9

1 Preliminary.
Source: Department of Commerce, Bureau of Economic Analysis.

commitments to invest. Because of the lag between the investment decision
and actual investment, a large portion of this impact will manifest itself in
rising outlays in 1973.

At the start of the year the main reason for expecting that the rise in
investment in 1972 would be moderate was the relatively low rate of capacity
utilization, especially in manufacturing. In this sector, investment did not
increase very much. After a 6-percent drop in the preceding year, dollar
outlays were up only 4 percent in 1972, or about as much as the rise in
capital goods prices. The recent behavior of manufacturing investment has
been more or less typical of past business cycles. In the early 1960's, for
example, manufacturing investment did not strengthen to any significant
degree until 1964, the third year of the recovery.

Most of the increase in investment outlays in 1972 was concentrated in
the nonmanufacturing sector, where increases by electric and gas utilities,
communications firms, and the airlines were especially large. In many of
the nonmanufacturing industries investment tends to be rather independent
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Chart 2

Recovery Comparisons of Real GNP

and Civilian Employment
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of the short-run cyclical behavior of the economy. Also, investment by
farmers was up very sharply as a result of rising farm income, and busi-
ness purchases of items affected by the excise tax cut—such as trucks—rose
substantially.

Investment plans and forward commitments were much stronger than
actual investment spending during 1972. This showed up in many ways.
In November, new orders received by producers of capital goods were 23
percent above the year-earlier figure, and construction contracts for com-
mercial and industrial buildings were up by 20 percent. In manufacturing,
the 19-percent rise in new appropriations for future spending and the 23-
percent rise in the total value of new investment projects started in the first
3 quarters of 1972 were far greater than the small increase in actual outlays
from 1971 to 1972.

HOUSING

Almost 2.4 million private housing units were started last year, a rise of
approximately one-sixth over the 1971 total. Shipments of mobile homes
also rose considerably. The 1972 housing performance exceeded the Council's
projection of 2.2 million units, which itself was at the high end of the range of
housing forecasts for 1972. Total outlays for residential construction rose by
more than one-fourth to nearly $54 billion.

The rise in starts reflected exceptionally strong demand for housing and
favorable conditions for an increase in mortgage credit. In the single-family
housing market, sales were at a peak, vacancy rates were low, and pressures
on home prices were strong. The demand for apartment units was also high,
although vacancy rates in rental units edged up for the second year in a row.

Last year's rise in housing starts occurred in spite of a decrease in starts
under federally assisted home programs. Some 318,000 private housing units
were started in 1972 under federally subsidized programs, or 13^4 percent
of the total. This compares with 408,000 units, or 20 percent, of total starts in
1971 and 400,000 units, or 28 percent, of total starts in 1970.

Conditions in mortgage markets were extremely favorable for home con-
struction and purchasing in 1972, but the primary driving force was a strong
underlying demand for shelter. Part of this strength was a legacy of
earlier years. The level of new housing construction was relatively
low in the 1960's, particularly in the second half of the decade, when credit
conditions were generally unfavorable for housing. Once credit conditions
began to improve, as they did in 1970, much of the unsatisfied backlog of
demand reasserted itself. At the same time the pace of new household for-
mation has been rising rapidly. New household formation totaled about
1.9 million in 1971 and 1.5 million in 1970 as compared to an average of
1.1 million in the preceding 5 years. Despite the fact that starts rose to new
records in the last 2 years, housing vacancies are still low in relation to those
of the past 15 years (Table 2).

22Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



TABLE 2.—Annual vacancy rates for rental and homeowner housing, 1956-72

1956
1957

1959 . . .

1960
I96L.
1962.,
1963
1964

1965
1966
1967
1968 . .
1969

1970.
1971
1972 *

Year
Vacancy rate (percent)1

Total

2.7
2.4
2.9
3.0

3.4
3.6
3.5
3.5
3.5

3.5
3.3
2.9
2.5
2.3

2.3
2.4
2.4

Rental

5.5
5.1
5.9
6.4

7.4
7.9
7.4
7.5
7.5

7.5
7.0
6.2
5.4
5.0

4.9
5.1
5.2

Home-
owner

0.9
.9

1.1
1.1

1.2
1.3
1.3
1.4
1.4

1.4
1.3
1.2
1.0
.9

1.0
.9
.9

i Excludes dilapidated units.
> Estimates by Council of Economic Advisers.

Source: Department of Commerce, Bureau-of the Census (except as noted).

CONSUMER SPENDING

Consumer spending increased by over $56 billion- in 1972. The nominal
increase of 8J4 percent and the real increase of 6 percent were among the
largest recorded in the past 20 years. The general improvement in the econ-
omy, rising employment and income, and the slowdown in both inflation
and inflationary expectations all affected the consumer's ability and will-
ingness to spend. Consumers made extensive use of credit to finance their
purchases, particularly of durable goods.

The boom in residential housing brought with it the largest gains in spend-
ing on furniture and appliances since 1964. The lower level of automobile
prices in 1972, as a result of the 1971 excise tax cut, was partly responsible
for dealers' sales of 10.9 million new cars. Almost all of the 7-percent rise
over 1971 was accounted for by domestic-type cars.

Underlying last year's buoyant consumer demand was a rise in personal
income of 8.6 percent, well above average for the preceding decade. In 1970
and 1971, when the economy was sluggish, rising transfer payments ac-
counted for a significant share of the income increase. In contrast, most of
the 1972 rise in income reflected larger earned income. But the outstanding
feature of consumer behavior in 1972 was the strength in consumer spend-
ing, despite the overwithholding of personal income taxes that began at the
start of the year. Because of overwithholding, the 6.8 percent rise in dis-
posable (after-tax) income was roughly 1 percentage point less than the rise
otherwise associated with an 81/2 -percent rise in personal incomes. Appar-
ently in 1972 consumers largely ignored the temporary effects of overwith-
holding. In any case, most of the rise in the proportion of personal income
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going to higher taxes was compensated for by a reduction in the proportion
of income devoted to saving. As Table 3 shows, the ratio of personal outlays
to income was little changed from 1971. The table also shows that the share
of income devoted to personal outlays last year continued relatively low
compared to the 1960's.

TABLE 3.—Personal outlays•, taxes, and saving as percent of personal income, 1960-72
[Percent]

Year

1960-72 average .

1960 . .
1961
1962.
1963
1964

1965
1966
1967
1968
1969

1970
1971
19721 . . .

Personal
income

100.0

100.0
100.0
100.0
100.0
100.0

100.0
100.0
100.0
100.0
100.0

100.0
100.0
100.0

Personal
outlays

80.7

83.1
82.4
82.2
82.6
82.8

82.5
81.6
80.4
80.0
79.4

78.7
79.3
79.1

Personal
taxes

13.6

12.7
12.6
13.0
13.1
11.9

12.2
12.8
13.2
14.2
15.5

14.5
13.6
15.0

Personal
saving

5.7

4.2
5.1
4.9
4.3
5.3

5.3
5.5
6.4
5.8
5.1

6.8
7.1
5.9

i Preliminary.

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

Source: Department of Commerce, Bureau of Economic Analysis.

THE LABOR MARKET

Two forces dominated the labor market in 1972. First, there was
a large expansion in opportunities for civilian employment. According to
the household survey, civilian employment increased by more than half a
million jobs in each quarter of the year, and for 1972 as a whole there
were 2.3 million more people at work than in 1971. This was the largest
year-to-year percentage change since 1955. At the same time, the civilian
labor force expanded sharply, and not until the middle of the year were
the large employment gains accompanied by noticeable reductions in
unemployment.

THE LABOR FORCE
The year 1972 witnessed a large influx into the civilian labor force, which

expanded by 2.1 million relative to 1971 (Table 4). One factor con-
tributing to this increase was a reduction in the size of the Armed Forces,
which fell by about 400,000 and enlarged the pool of persons available for
civilian work. Returning veterans have a very high propensity to join the
civilian labor force—participation rates for recent veterans averaged more
than 90 percent over the past few years—so that a shift in the size of the
Armed Forces by itself will change the overall civilian participation rate.
However, in 1971, when the size of the Armed Forces also fell by 400,000,
the civilian participation rate dipped. The difference between the 2 years
lies in the increased labor force participation of other groups, notably
women and teenagers.
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TABLE 4.—Changes in the working-age population, Armed Forces, and labor Jorce, 1962 to 1972

Group

Noninstitutional population

Total labor force

Armed Forces
Civilian labor force

Both sexes 16-19 years
Men 20-24 years
Men 25-54 years
Men 55 years and over
Women 20-24 years
Women 25-54 years...
Women 55 years and over..

Change (millions of persons, 16 years and over)

1962
to

1965
average

2.1

1.2

.3

.2

i
.3
.2

1965
to

1968
average

2.1

1.7

.3
1.4

.2

.1

.2

.1

.3

.4

.1

1968
to

1970
average

2.3

1.8

- . 2
2.0

.3

.3

.3

.1

.3

.6

.1

1970
to

1971

2.4

1.0

- . 4
1.4

.2

.5

.2
- . 1

.2

.3

.1

1971
to

1972 1

2.4

1.7

- . 4
2.1

.5

.4

.6
- . 1

!6
0

i Data for 1972 have been adjusted for comparability with data for 1971.
»Decrease of less than 50,000.
3 Increase of less than 50,000.

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

Source: Department of Labor, Bureau of Labor Statistics.

Chart 3 shows trends in the participation rates of the major age and sex
groups in the civilian labor force. For a number of groups, participation
rates, which had leveled off or declined in 1971, rose in 1972 as the recovery
strengthened. The tendency for women in the 20-24-year age bracket
to enter the labor force had grown steadily throughout the 1960's and into
1970 as more young wives chose either to delay the start of a family in favor
of working or to continue working even after starting a family; the par-
ticipation rate for this group leveled off in 1971 but resumed its longer-run
growth in 1972. A similar pattern was evident for women in the 25-54-year
age bracket. Participation rates of teenagers, which had risen sharply in
the last half of the 1960's and 1970, dipped in 1971 but rose again in 1972.

The participation rates for young men in the 20-24-year age group have
been particularly affected by changes in the size of the Armed Forces.
Civilian labor force participation for this group had been declining since
the mid-1960's as more and more young men were absorbed into the Armed
Forces and others continued their schooling through the college level. The
participation rates declined through 1968 and, after remaining about level
through 1971, rose in 1972.

Finally, participation rates of men in the prime working-age group (25-
54) and of all persons 55 or older fell again in 1972. The spread of private
pension plans, the liberalization of both private and public pension plans,
and the improvement in disability benefits are important reasons for the
decreasing trend in participation rates of these groups.

EMPLOYMENT GAINS IN 1972

From the fourth quarter of 1971 to the fourth quarter of 1972, real
output rose 7.7 percent, creating exceptionally strong demands for labor.

25
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



Chart 3

Civilian Labor Force Participation Rates
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Employment expanded sharply according to both of the major employ-
ment measures, the household survey and the payroll survey. According to
the latter survey, 2.7 million more persons were at work in nonagricultural
establishments in the fourth quarter of 1972 than in the corresponding
quarter a year earlier (Table 5).

The goods-producing sector, whose employment declined in the first
year of the recovery, made a strong advance in 1972. The sharpest turn-
around was in durable goods manufacturing, where employment expanded
in each of the past 5 quarters, following 2 years of contraction. These
strong gains notwithstanding, manufacturing employment in the fourth
quarter of 1972 was still 4 percent below its level at the business cycle peak
in the fourth quarter of 1969, largely because of the reduced level of defense-
related manufacturing. In the private sector, manufacturing and mining
were the only industry divisions for which employment was below levels pre-
vailing in the fourth quarter of 1969.

Employment in the service-producing industries, which had continued
to rise during the recession and in 1971 but at less than the trend rate of
increase, moved up strongly in 1972. State and local governments added
almost 500,000 employees to their payrolls. Although the major part of this
gain is attributable to the increased demand for local government services,
the 1972 rise was augmented by employment financed by the Federal Public
Employment Program. The only service category for which employment
fell over the 4-quarter period was the Federal Government; here, the
decline that began in 1969 continued.

TABLE 5.—Change in the number of employees on nonf arm payrolls, 1969IV to 1972IV
[Seasonally adjusted]

Industry group

Total

Goods producing industries...

Mining
Construction
Manufacturing

Durable goods
Nondurable goods...

Service producing industries..

Transportation and public
utilities

Wholesale and retail trade.
Finance, insurance, and

real estate
Services
Federal Government
State and local govern-

ment. . . .

Change (thousands of persons)

1969 IV
to

1970 IV

- 7 7 1

- 1 , 6 1 2

o
-98

- 1 , 5 1 4

- 1 , 2 5 8
- 2 5 6

841

- 4103

94
297

- 6 9

419

1970 IV
to

1971 IV

983

- 5 3

- 7 3
123

- 1 0 3

- 3 7
- 6 6

1,036

- 5 4362

129
280

316

1971 IV
to

1972 IV

2,698

865

55
27

783

633
150

1,833

133601

131
502

- 2 8

493

1971 IV
to

1972 1

684

185

62
23

100

70
30

499

46154

29
110

155

1972 1
to

1972 II

743

260

- 1 1
16

255

193
62

483

27177

37
142

- 1 2

110

1972 II
to

1972 I I I

428

70

- 1
2

69

87
- 1 8

358

- 4123

27
131

- 3 7

119

1972 I I I
to

1972 IV i

843

350

5
-14
359

283
76

493

64147

38
119

16

109

1 Preliminary.
Note.—Changes are based on quarterly averages.
Detail may not add to totals because of rounding.
Source: Department of Labor, Bureau of Labor Statistics.
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The underlying strength in the labor market is confirmed by recent trends
in the labor turnover data. In manufacturing, the rate of new hires (the
number of new workers hired per 100 employees) had drifted down from
3.8 in the first quarter of 1969 to 2.4 in the first quarter of 1971. Since that
low point the pace of new hires has increased steadily, reaching an average
of 3.7 in October and November of 1972. The quit rate in manufacturing has
also increased recently, indicating that many workers are finding better job
prospects. Correspondingly, layoffs have decreased sharply—from an aver-
age of 1.8 per 100 workers in 1970 to half that rate in October and Novem-
ber, the lowest rates since the Korean war. A further indication of the
expansion of employment opportunities is the recent upturn in job vacancies
in manufacturing. The number of unfilled jobs in manufacturing, while still
low in relation to 1969, has increased by nearly 70 percent since the end
of 1971.

The increases in payroll employment were accompanied by gains in hours
worked. Average weekly hours of production workers in manufacturing rose
from 40.1 in the fourth quarter of 1971 to 40.9 in the fourth quarter of 1972,
the highest level since late 1968. For the entire nonfarm sector, where the
average workweek has followed a pronounced downward long-term trend,
average weekly hours lengthened slightly in 1972.

UNEMPLOYMENT

Although unemployment responded relatively slowly to the large output
and employment gains of 1972, there were unmistakable signs of progress.
In the fourth quarter, the number of unemployed adjusted for seasonality
averaged 4.6 million persons, down from the 5.0-million average of 1971
and the first half of 1972. The overall unemployment rate, which had hov-
ered around 6 percent throughout 1971, began moving down in 1972 and
by December had reached 5.1 percent.

Partly because of the upsurge in durable goods output, the improvement
in the unemployment picture over the past 4 quarters was more marked for
adult males than for adult females (Table 6). The unemployment rate for
married men fell to 2.6 percent in the fourth quarter and to 2.4 percent by
December. Although the latter was above the very low rates of the late
1960's, it was less than in any other period since early 1957. The unemploy-
ment rate for household heads also declined in 1972, but not so markedly as
the rate for married men. Unemployment among teenagers reached an all-
time high in the first quarter of 1972 but has since receded somewhat.

The unemployment rate for nonwhite workers declined over 1972, but
not so rapidly as did the rate for whites. However, the changes in the overall
rates by race obscure widely divergent changes in unemployment for the
different age and sex groups. There were sizable employment gains for
nonwhite adult males, whose unemployment rate declined from 7.9 percent
in the fourth quarter of 1971 to 6.1 percent a year later. This decline
was much larger, both absolutely and relatively, than the decrease from
3.9 percent to 3.3 percent experienced by white adult males. The widening
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in the gap between white and nonwhite unemployment rates on an
overall basis was apparently attributable to differences in the behavior of
unemployment among teenagers.

TABLE 6.—Selected unemployment rates, 1970 IV-1972 IV

[Percent; seasonally adjusted1]

Selected groups of workers

All workers?

Sex and age:
Both sexes 16-19 yearsa

Men 20 years and over2 .
20-24 years
25 years and over

Women 20 years and over2

20-24 years
25 years and over -

Race:
White
Negro and other races

Occupation:
White-collar workers
Blue-collar workers
Service workers

Other categories:
Household heads
Married men .
Full-time workers . .
Part-time workers
State insured workers 3

Reason for unemployment*:
Lost last job
Left last job
Reentered labor force
Never worked before . .

1970 IV

5.8

17.2
4.2

10.5
3.4
5.5
8.7
4.8

5.4
9.2

3.4
7.5
6.0

3.5
3.2
5.4
8.4
4.3

2.8
.7

1.6

1971 IV

5.9

17.0
4.4

10.3
3.5
5.7
9.4
4.9

5.4
10.1

3.5
7.4
6.4

3.6
3.2
5.6
8.4
4.2

2.7
.7

1.7
.8

1972

1

5.8

17.8
4.1

10.0
3.2
5.4
9.1
4.5

5.3
10.6

3.5
7.0
6.2

3.4
2.9
5.4
8.7
3.5

2.5
.7

1.8
.9

II

5.7

15.8
4.1
9.5
3.3
5.6
9.6
4.7

5.3
9.9

3.4
6.6
6.0

3.5
2.9
5.3
8.5
3.6

2.5
.7

1.6
.9

III

5.6

16.1
3.9
8.9
3.0
5.5
9.7
4.6

5.0
9.9

3.4
6.3
6.7

3.3
2.7
5.1
8.5
3.5

2.5
.7

1.7
.7

IV

5.3

15.6
3.6
8.6
2.8
5.2
9.1
4.4

4.7
9.8

3.3
5.8
6.3

3.1
2.6
4.8
8.5
3.2

2.2
.8

1.6

1 Unemployment as percent of civilian labor force in group specified unless otherwise indicated.
2 Reflects revisions for 1971-72. See Note, Appendix Tables C-24-26.
3 Insured unemployment under State programs as percent of average covered employment.
* Unemployment as percent of total civilian labor force.

Source: Department of Labor, Bureau of Labor Statistics.

Last year witnessed a decisive improvement in the labor market status
of recent veterans. The unemployment rate for Vietnam-era veterans
in the 20-29-year-old age group, which had averaged 8.8 percent in 1971,
declined to 6.1 percent in the final quarter of the year. Moreover, the unem-
ployment rate decline for veterans was faster than for nonveterans in the
20-29 age group, so that by yearend the veteran unemployment rate was
actually below the nonveteran rate, after remaining persistently above it
for the past several years. A number of forces explain these developments.
They reflect the general improvement in economic conditions as well as
specific Government policies directed toward aiding the labor market ad-
justments of veterans. The stabilization of the size of the Armed Forces
during the course of the year also helped, since it reduced the flow of dis-
charged veterans from 100,000 per month at the start of the year to about
50,000 toward yearend. Moreover, the average age of the Vietnam-era vet-
eran has been rising, and there is a strong inverse relationship between age
and unemployment for veterans and nonveterans alike.

490-000 O - 73 - 3
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There was also considerable improvement in the distribution of unem-
ployment along geographic lines. This is most readily apparent in the Labor
Department's monthly classification of the unemployment situation in 150
labor market areas. From the end of 1971 to the end of 1972, the number
of areas with "low" unemployment (less than 3.0 percent) almost trebled—
from 6 to 17 areas. Areas with "moderate" unemployment (from 3.0 to 5.9
percent) increased from 84 to 88. On the other hand, there was a sharp
reduction—from 60 to 45—in the number of areas classified in the "sub-
stantial" unemployment categories, i.e., 6.0 percent or more.

PRICES AND COSTS

In the period since the August 1971 policies were instituted there has
been a dramatic deceleration in the rate of inflation. This is discussed in
detail in Chapter 2; here we focus mainly on price measures applicable to
the GNP. For example, the implicit price deflator for GNP, which meas-
ures the change in prices of all goods and services included in the gross
national product, rose at a rate of 5.2 percent per year in the 3 years ending
in the second quarter of 1971, the last full quarter before the policy shift. Over
the next 6 quarters, the annual rate of increase was down to 2.7 percent.

The GNP deflator is the only measure of price that is consistent with
real GNP; the product of the two equals GNP in current dollars. However,
changes in the deflator reflect shifts in the composition of real GNP as well as
changes in individual prices. Changes in the composition of GNP in 1972
had a downward effect on the rate of inflation as measured by the general
GNP deflator. This compositional effect is eliminated by the Commerce
Department through the construction of an index of GNP prices with fixed
base period weights—the general type of construction used for the consumer
price index (CPI) and wholesale price index (WPI).

On the basis of a GNP price index that uses fixed 1967 weights, the rate of
price increase experienced over the past 6 quarters is 3.6 percent rather than
2.7 percent. Even so, this represents a marked improvement relative to the
period prior to August 1971 (Table 7). For some analytical purposes it is
useful to focus on the private sector, which excludes Government workers
and their pay raises. For the private sector of the economy, the fixed-weight
deflator shows an inflation rate of just over 3 percent since the second quar-
ter of 1971, as against an average increase of 4.7 percent over the 3 preced-
ing years.

Although the rate of inflation slowed last year in most broad sectors of
the economy, farm prices were one important exception. The sharp
rise in farm prices had a significant effect on the overall rate of infla-
tion. If attention is confined to private nonfarm business, as shown in the
last column of Table 7, the deceleration of the price rise is clearly more pro-
nounced than it is for the GNP deflator as a whole or even the private
deflator. In the private nonfarm sector inflation declined from a rate of
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4.6 percent in the 1968-71 period to 1.7 percent over the past year and a
half.

TABLE 7.—Changes in gross national product price deflators, 1968 II to 1972 IV

[Percent change; seasonally adjusted annual rates]

Period

1968 II to 1969 II
1969 II to 1970 II
1970 II to 1971 II
1971 II to 1972 IV i

1971 II to 1971 III
1971 III to 1971 IV
1971 IV to 1972 1
1972 1 to 1972 II
1972 II to 1972 III
1972 III to 1972 IV 1

GNP

Implicit
deflator

4.7
5.6
5.2
2.7

2.9
1.5
5.1
1.8
2.4
2.7

1967
weights

4.7
5.8
5.2
3.6

3.5
2.5
6.1
3.0
3.1
3.4

Private GNP

Implicit
deflator

4.4
4.8
4.8
2.4

2.8
1.0
4.2
1.7
2.2
2.7

1967
weights

4.5
5.1
4.7
3.1

3.5
1.7
4.5
2.5
2.9
3.3

Private
nonfarm
business

GNP

Implicit
deflator

4.2
4.9
4.7
1.7

2.4
.0

3.6
1.2
1.2
2.1

1 Preliminary.

Stiurce: Department of Commerce, Bureau of Economic Analysis.

COMPENSATION, PRODUCTIVITY, AND COSTS

The slowing of price inflation in the private nonfarm economy reflects a
marked deceleration in the rise in unit costs. For labor costs, this was a
result of two factors: a slower rise in hourly compensation and an accelera-
tion of the rise in output per man-hour (Chart 4) .

Compensation

Although fiscal and monetary policies moved the economy away from
the conditions of excess demand that persisted into 1969, hourly compensa-
tion continued to rise at rates of 7j^ percent or more per annum in early 1971
(Table 8). These large increases occurred not only in the face of generally
slack labor market conditions, but in spite of two associated factors that tend
to reduce the rise in average hourly compensation during such periods.
During an economic slowdown, increases in average hourly compensation
(which includes premium payments for overtime hours) are normally damp-
ened because the proportion of overtime hours usually falls. A second factor is
the changed composition of employment. Some of the relatively highly paid
industries, like durable goods manufacturing, are those most affected by an
economic slowdown, and this restrains the average increase in hourly com-
pensation for the economy as a whole.

Since the second quarter of 1971, just before the start of the stabilization
program, the rise in hourly compensation for all persons in the private non-
farm sector has slowed to an annual rate of about 6 percent. In terms of
quarter-to-quarter changes, the 90-day wage-price freeze restrained the
increase in the fourth quarter of 1971. The sharp step-up in the first quarter
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Chart 4

Changes in Compensation,
Productivity, Labor Costs, and Prices

Private Nonfarm Sector

PERCENT CHANGE FROM PRECEDING YEAR

COMPENSATION PER MAN-HOUR

8

6

4

2

0

-2

OUTPUT PER MAN-HOUR

V////1

1965 1966 1967 1968 1969 1970 1971 1972

NOTE: DATA RELATE TO ALL PERSONS.

SOURCE: DEPARTMENT OF LABOR.
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of 1972, when hourly compensation rose at about a 9-percent rate, re-
flected the bulge after the end of the freeze and the increase in social security
taxes. This was followed by a very small increase of 4.6 percent during the
second quarter. The apparent step-up during the final 2 quarters of 1972
may be more a reflection of the timing of wage increases—which has un-
doubtedly been affected by the controls program—than of an underlying
acceleration of wage inflation. Over the last 3 quarters of 1972, hourly com-
pensation rose at an average annual rate of 6 percent, which would seem
to be a fair representation of post-bulge experience.

TABLE 8.—Changes in hourly compensation, private nonfarm sector, 1967-72

[Seasonally adjusted annual rates]

1967: 1
II . .
Ill
IV

1968: 1

III
IV . .

1969: 1

III . .
IV . . .

Period
Percent

change from
previous
quarter

4.3
6.3
6.3
5.4

9.9
6 2
7.4
8.8

5.7
6.9
6.5
8.8

1970: 1
II .
III
IV

1971- 1
11
III
IV . .

1972- 1
II
III
IV i .

Period
Percent

change from
previous
quarter

6.5
7.2
9.0
4.6

9.1
7.5
5.2
4.9

9.1
4.6
6.1
7.4

» Preliminary.

Note.—Data relate to all persons.

Source: Department of Labor, Bureau of Labor Statistics.

Productivity

Changes in productivity (which is usually measured in terms of real out-
put per hour of work) show cyclical movements around an upward trend.
Longer-term growth in productivity reflects such basic developments as the
rising educational attainment and skill levels of the work force as well as
changes in the quantity and quality of the tools, equipment, and organiza-
tion with which they work. The short-run variability in productivity is
highly influenced by changes in the industry mix of output and in production
rates. Some of the work force in each unit, such as skilled maintenance per-
sonnel, represent relatively fixed overhead inputs, in the sense that they
must be kept on even when the level of production declines. Also, if the
period of slack production is expected to be brief, employers may refrain
from laying off workers. While these adjustments hold down increases in
output per man-hour of paid labor during periods of slack, they also help
to explain why increased output can be had with a substantially less than
proportionate rise in labor inputs during the subsequent recovery phase.

The behavior of productivity during the recovery from the t970 recession
falls neatly into two separate phases, each of which is different from earlier
experiences at comparable stages of expansion. The basis for this disparity
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appears to be related to the different pattern of ouput growth in this ex-
pansion as compared to earlier ones.

Reflecting the slow growth in real output, the rise in productivity during
the first 3 quarters of 1971 was clearly below the experience in previous
recoveries (Table 9). Indeed, the rise was even weaker than the meas-
ures in Table 9 show. This is so because productivity in the final
quarter of 1970 was depressed by the lengthy strike at General Motors.
Ifj as seems reasonable, a more representative value of output per man-hour
during the trough quarter was the average of the final quarter of 1970
and the first quarter of 1971—when there was a very substantial amount
of makeup production from the strike—then the growth of productivity
over the first 3 quarters of 1971 was closer to 3 percent than to the 4.4
percent shown in the table. The lower figure is about half the average
growth rate of productivity in the preceding four recoveries.

With the acceleration in the rise of real output since late 1971, produc-
tivity has grown very strongly. Starting in late 1971 and throughout 1972,
productivity growth has been much more pronounced than that experienced
during corresponding phases of previous recoveries.

Unit Labor Costs

Because compensation per man-hour and output per man-hour during
the recent slowdown and current recovery have behaved differently from
past cyclical experience, unit labor costs have also traced an unusual pattern
of change (Table 9). In past recoveries, labor costs per unit of output began

T A B L E 9.—Changes in unit labor costs, productivity, and compensation per man-hour in recessions
and expansions, private nonfarm economy

[Seasonally adjusted annual rates]

Peak and trough quarters *

Compensation per man-hour:

1948 IV, 1949 IV
1953 I I , 1954 III
1957 111,1958 11
1960 I I , 1961 1
1969 IV, 1970 IV

Productivity a:

1948 IV, 1949 IV
1953 11,1954 111
1957 I I I , 1958 II
1960 I I , 1961 1
1969 IV, 1970 IV

Unit labor costs:

1948 IV, 1949 IV
1953 I I , 1954 III
1957 111,1958 II
196011,1961 1
1969 IV, 1970 IV

Peak to
trough

0.4
3.3
3.3
1.7
6.8

3.1
2.4
1.7
.0

1.6

- 2 . 6
.8

1.6
1.7
5.2

Trough
to third
quarter

after trough

8.3
3.4
5.1
5.0
7.2

9.2
5.1
4.7
7.0
4.4

- . 8
1.6
.3

- 1 . 9
2.7

Third to
eighth

quarter
after trough

8.6
5.7
4.2
3.7

2 6.4

2.2
- . 6
1.4
3.4

2 5.2

6.3
6.4
2.8

.3
21.2

* Peak and trough quarters are those designated as cyclical turning points by the National Bureau of Economic Research.
2 Preliminary.
3 Output per man-hour.

Note.—Data relate to all persons.

Source: Department of Labor, Bureau of Labor Statistics (except as noted).
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to decline around the trough quarter. In contrast, during the early stages
of the recovery from the 1970 recession, the rise in unit labor costs, although
down from earlier rates, remained high. However, because of the accelera-
tion in productivity growth since the third quarter of 1971, and the slow-
down in compensation increases, unit labor costs have increased little. Dur-
ing the comparable phase of previous expansions, unit labor costs have
usually risen substantially relative to their behavior during the early recov-
ery phase.

NONFINANCIAL CORPORATIONS

A comprehensive set of figures on output, prices, and costs is available for
the important nonfinancial corporate sector. These data provide a con-
venient accounting framework for a detailed discussion of prices, costs, and
profits.

In general the behavior of costs and prices in the corporate sector is not
very different from that of the broader private nonfarm sector just reviewed.
From the third quarter of 1971 to the third quarter of 1972, the rate of in-
flation for nonfinancial corporations slowed to 1.3 percent from the rate of
approximately 4 percent experienced in the 2 preceding years (Table 10).
Over the same period, the rise in unit labor costs, which had already started
to abate the year before, fell to an annual rate of less than 1 percent—a joint
reflection of both a stepping up in the rise in productivity to 5.0 percent per

TABLE 10.—Changes in prices, costs, and profits per unit of output for nonfinancial corporations,
1967 III to 1972 III

Item
1967 III

to
1968 III

0.029

.020

.008

.001

.005

.002

.002

2.6

2.8

7.3
4.4

3.4

.9
5.0
8.7

1.2

7.0

1968 III
to

1969 III

0.030

.038

.016

.007

.004

.005

- . 0 2 4

2.6

5.2

7.2
1.8

6.7

6.4
3.8

20.0

- 1 4 . 4

4.4

1969 III
to

1970 III

0.044

.045

.022

.008

.008

.006

- . 0 2 2

3.8

5.9

7.9
2.0

8.6

6.9
7.3

20.0

- 1 5 . 4

- 1 . 4

1970 III
to

1971 III

0.048

.022

.017

.010

.006

.001

.007

4.0

2.7

6.8
4.0

6.1

8.1
5.1
2.8

5.8

1.8

1971 I
to

1972 I

Dollar change per unit of output:

Price _

Employee compensation.
Other costs

Capital consumption allowances.
Indirect business taxes1

Net interest

Profits 2

Percent change per unit of output:

Price

Employee compensation...

Compensation per man-hour.
Output per man-hour _.

Other costs.

Capital consumption allowances.
Indirect business taxes i
Net interest

Profits 2

Percent change in output.

0.016

.008

.001

.003
- . 001
- . 0 0 1

.008

1.3

1.0

5.8
5.0

.3

2.2
- . 8

- 2 . 7

6.3

9.2

1 Also includes business transfer payments less subsidies.
2 Before taxes and including inventory valuation adjustment.
Note.—Detail may not add to totals because of rounding.
Sources: Department of Commerce, Bureau of Economic Analysis, and Department of Labor, Bureau of Labor Statistics.
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annum and a slowdown in the rise of hourly compensation to 5.8 percent
per annum. The rise in hourly compensation in 1972 was the smallest year-
to-year rise experienced since 1967 and the rise in productivity the highest
since 1965.

All other unit costs combined, which include capital consumption charges,
indirect taxes, and interest, were essentially unchanged from the third quar-
ter of 1971 to the corresponding quarter of 1972. Lower interest costs and
indirect business taxes per unit of output offset an increase in capital con-
sumption costs per unit. Since the percentage increases in aggregate dollar
costs of each of these categories over the past year were about the same
as in the preceding year, the improved behavior in costs per unit was essen-
tially a reflection of the acceleration of the rise in output. Had the liberalized
depreciation regulations not been in effect, capital consumption costs per
unit would have been virtually unchanged during the year instead of rising
2 percent. Profits before taxes would have been correspondingly higher.
It is also interesting to note that the recent decline in interest costs per unit
of output followed a modest increase in the preceding year and dramatic
increases in 1969 and 1970, when interest rates were at their peaks.

Profits per unit of output rose 6.3 percent (before tax and including the
inventory valuation adjustment) over the past year. The most recent rise
followed a 5.8-percent increase the year before and a net decrease of nearly
30 percent over the preceding 2 years. The peak for profits per unit of
output was reached in the fourth quarter of 1965; almost 7 years later
they were still some 25 percent lower.

Rising profit margins and increased physical volume raised total before-
tax profits of nonfinancial corporations by 14 percent from 1971 to 1972.
Even so, the rise in corporate profits in the most recent expansion has not
been large compared to experience in previous recoveries. As Table 11
shows, the rise in profits relative to the rise in corporate output (for the
nonfinancial corporate sector) has been smaller over the first 7 quarters

T A B L E 11.—Changes in gross product and profits before taxes of nonfinancial corporations 7
quarters after trough and ratio of changes

Trough *

1949 1V „ . . ____

1954 III .

1958 II

19611 . . .

19701V .

Change 7 quarters after trough
(billions of dollars)

Gross
product

45.5

38.7

47.7

42.3

94.7

Profits»

13.4

7.0

13.5

11.4

19.1

Change in
profits as
percent of
change In

gross product

29.5

18.1

28.3

27.0

20.2

1 Quarters designated as trough by the National Bureau of Economic Research.
2 Before taxes and including inventory valuation adjustment.

Source: Department of Commerce, Bureau of Economic Analysis (except as noted).
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of the present recovery than during corresponding periods of earlier recov-
eries in all but one instance. Furthermore, the rise in profits in the present
expansion is itself biased upward because profits in the fourth quarter of
1970 (the trough from which the expansion is measured) were depressed

by the General Motors strike.

Profit Shares

Because profits rose more and employee compensation rose a bit less than
the 10-percent overall rise in the gross product of nonfinancial corporations,
the share of profits rose from 10.2 percent in 1971 to 10.6 percent in 1972,
while the share of employee compensation fell from 66.4 to 66.2 percent
(Table 12). A similar shift, which is typical during cyclical upturns, oc-
curred between 1970 and 1971. However, in 1970 the profit share of

TABLE 12.—Distribution of gross product originating in nonfinancial corporations, 1947—72
[Percent1]

Period

1947. . . .
1948 . . . . .
1949

1950
1951
1952
1953
1954

1955
1956
1957
1958
1959 . .

1960
1961
1962
1963
1964

1965 . .
1966
1967
1968
1969

1970
1971
1972*

1971:1
II
III.. .
IV

1972-1
II .
III - -

Total

100.0
100.0
100.0

100.0
100 0
100.0
100.0
100.0

100.0
100.0
100.0
100.0
100.0

100.0
100.0
100.0
100.0
100.0

100 0
100.0
100.0
100 0
100.0

100.0
100.0
100.0

100.0
100 0
100.0
100.0

100.0
100 0
100.0

Compensa-
tion of

employees

65.9
63.9
63.8

62.4
63 1
64.8
65.9
65.9

63.9
65.3
65.6
65.9
64.7

65.5
65.1
64.3
63.9
63.3

62 6
63.2
64.0
64 2
65.7

67.2
66.4
66.2

66.5
66 4
66.3
66.4

66.4
66 2
66.1

Total

14.8
14.5
16.1

15.5
15 1
16.1
16.6
17.6

17.5
17.7
18.6
19.9
19.1

19.7
20.4
20.8
20.9
20.8

20 4
20.0
20.9
21 2
21.8

23.0
23.4
23.2

23.2
23 1
23.5
23.7

23.2
23 3
23.2

All other costs

Capital
consumption
allowances

4.8
5.0
5.9

5.7
5 8
6.2
6.6
7.7

7.9
8.0
8.4
9.1
8.7

8.9
9.2
9.7
9.7
9.5

9 4
9.3
9.7
9 7
9.9

10.3
10.6
10.7

10.3
10 4
10.6
10.8

10.7
10 9
10.7

Indirect
business
taxes 2

9.3
8.8
9.5

9.2
8 7
9.2
9.3
9.1

8.9
9.0
9.3
9.7
9.3

9.7
9.9
9.8
9.8
9.8

9 5
8.9
9.1
9 3
9.3

9.7
9.9
9.6

9.9
9 8
9.9

10.0

9.7
9 6
9.6

Net
interest

0.7
.7
.8

.6
6

.7

.7

.8

.7

.7

.9
1.1
1.0

1.1
1.3
1.4
1.4
1.5

1 6
1.8
2.1
2.2
2.5

2.9
2.9
2.9

2.9
2 9
3.0
3.0

2.9
2.9
2.9

Profits a

19.4
21.6
20.1

22.1
21 7
19.1
17.4
16.6

18.6
16.9
15.8
14.2
16.2

14.8
14.5
14.9
15.2
16.0

17 0
16.8
15.1
14.7
12.5

9.8
10.2
10.6

10.3
10.5
10.2
9.9

10.3
10.5
10.7

1 Quarterly percents based on seasonally adjusted data.
2 Also includes business transfer payments less subsidies.
3 Before taxes and including inventory valuation adjustment.
* Preliminary.
Note.—Detail may not add to totals because of rounding.
Source: Department of Commerce, Bureau of Economic Analysis.
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corporate output was at its postwar low and the compensation share at its
postwar high. The relative shift that has occurred over the past 2 years in
favor of profits still leaves the profit share lower and the employee com-
pensation share higher than in any postwar year before 1970.

Long-range comparisons of the profits share, including those just
cited, suffer from the fact that over the years depreciation laws and
regulations have undergone many changes that affect the calculation of
profits. This shortcoming can be overcome through the use of uniform
methods of calculating depreciation over time, so that the resultant esti-
mates of profits are not affected by changes in depreciation practices.

The Commerce Department has made such calculations, and the results
are shown in the second column of Table 13. The adjustment raises the
profits share for most of the periods (it is lowered for the 1950-54 period),
but in terms of changes over long periods the picture shown by the unadjusted
numbers (column 1 of Table 13) is not altered in any significant way. Com-
parisons should properly be made only between periods in comparable stages
of the business cycle; but even if one focuses on a year like 1968, when
economic activity was high and unemployment was very low, it is clear that
the profits share has declined in comparison with earlier periods (Chart 5).

A final adjustment should take account of interest, which is part of the
total return on capital and which has grown in importance over the post-
World War II period, as corporations have placed greater reliance on debt
as opposed to equity financing and as interest rates have risen more rapidly
than the price of corporate output. The share of interest plus adjusted
profits in gross corporate output has also declined over the long run, but that
decline has been milder than for adjusted profits alone.

T A B L E 13.—Profits before adjustment, adjusted profits, and interest as shares of gross product of
nonfinancial corporations, 1950—72

[Percent]

Period Profits before
adjustment

19.4
16.3
15.1
15.2

14.7
12.5
9.8

10.2
10.6

Adjusted
profits i

18.4
16.6
15.6
15.5

14.9
12.8
10.0
10.5

Ml.O

Interest

0.7
.9

1.3
2.0

2.2
2.5
2.9
2.9
2.9

Adjusted
profits plus

interest

1950-54 average..
1955-59 average..
1960-64 average..
1965-69 average..

1968...
1969...
1970...
1971...
1972 2..

19.1
17.5
16.9
17.5

17.1
15.3
12.9
13.4
13.9

1 Based on uniform method of calculating depreciation: historical cost valuation of assets, double declining balance*
and service lives equal to 85 percent of those shown in Treasury Bulletin F.

2 Preliminary.
3 Estimate by Council of Economic Advisers.
Note.—All profits are before taxes and include inventory valuation adjustment.
Profits in this table exclude those on residential properties owned by nonfinancial corporations and therefore differ

from those shown in Table 12.
Source: Department of Commerce, Bureau of Economic Analysis (except as noted).
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Chart 5

Shares of Profits and Interest in Gross Product

of Nonfinancial Corporations
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FARM PRICES AND RURAL INCOMES

Rising domestic and export demand and reduced supplies as a result of
lower net farm production brought sharply higher prices and incomes to
rural families in 1972. Prices received by farmers rose 18 percent from
December 1971 to December 1972.

International events had a significant effect on prices. Reduced food
production in three major countries—Russia, China, and India—expanded
the demand for food grains from U.S. farms. The expansion in demand
brought a quick response in prices of farm commodities, as is typical of
products with a relatively inelastic demand and a very inelastic short-run
production. Because the United States was the only major food-exporting na-
tion with large carryover supplies of wheat and other grains, this country
was in a very favorable position to expand its exports of farm commodities
in 1972. The volume of farm exports increased nearly 14 percent, and
exports of food commodities advanced 17.5 percent.

Changes in domestic economic conditions also improved farm incomes
last year. As nonfarm employment and income rose, demand for income-
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elastic food items strengthened, causing a strain on the available supply
of beef, pork, and certain dairy products. The result was rising farm and
retail prices. Even the removal of restraints on meat imports and the re-
sulting increase in imports of lean meat left domestic meat prices at all-
time record levels. Only in the autumn did red meat prices show some
moderation, mainly because of expanded marketings of beef animals and
diversion of purchases to other meats for the holiday periods.

While demand was expanding in 1972, overall net farm output including
food and nonfood commodities remained quite static. Indeed domestic pro-
duction of food commodities actually dropped 2.2 percent below the pre-
vious year, according to preliminary estimates. Unseasonable weather and
storms hit several parts of the country at critical times and cut back fruit
and vegetable production sharply. Pork output reached a low phase in the
production cycle, and beef production rose less than anticipated, partly
because favorable prices caused more stock to be retained for expansion
of herds.

While family income in the nonfarm sector was also rising substantially,
the agricultural gains were so large that farm families improved their relative
position. Net farm income reached $19 billion for the year, up $3 billion, or
18 percent, from 1971 and well above the previous all-time high of $17.1
billion earned in 1947. With only half as many families on farms today as
there were 25 years ago, income per family is much higher.

Along with the sharp improvement in farm income in 1972, rural families
also benefited from the expansion of the general economy. For a large pro-
portion of farm families, the increase in employment and the rise in nonfarm
wages were more important than the change in farm prices, since over half
of all farm families earn the greater part of their income from nonfarm
sources. Most of these farm operations are small, grossing less than $5,000
a year from farm sales. In fact, over 85 percent of the annual income among
this group is earned off the farm, and income improvements from farm
prices or Government farm programs thus directly affect only about 15
percent of their income. This situation is not limited, however, to only the
smallest farms. Even the operators of the largest farms, those classified as
having sales over $40,000, earn about one-fifth of their total income from
off-farm sources.

FISCAL POLICY IN 1972

Fiscal policy was deliberately expansionary in 1972. The stimulus came
from rising expenditures and from the effect of tax reductions instituted in
1971 and 1972. On a national income accounts basis, full-employment
revenues in calendar 1971 exceeded full-employment expenditures by
$1 billion. The corresponding figure for calendar 1972 was a full-employ-
ment deficit of $4 billion—a swing of some $5 billion. These esti-
mates understate the size of the swing and of the stimulus provided by fiscal
policy, because 1972 receipts include about $9 billion in overwithheld per-
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sonal income taxes. As discussed below, consumer behavior is probably less
sensitive to the temporary cash effects of overwithholding than it is to a
more permanent change in income. If Federal receipts from overwith-
holding are entirely excluded, the estimated full-employment deficit in 1972
is $13 billion—a swing of $14 billion from the position in 1971. On net
balance, the stimulus from budget policy in 1972 was somewhere between
$5 billion and $14 billion and probably closer to the higher end of this range.

The policy shift set forth in August 1971 assigned little importance to in-
creased Government spending as such. On the contrary, the program envis-
aged some cutbacks in Federal employment and a postponement of a Gov-
ernment pay raise. It sought instead to stimulate private spending through
tax incentives for investment, repeal of the excise tax on motor vehicles, and
an acceleration of the scheduled date for personal income tax reductions.

As originally proposed in its two-tier form, the job development tax credit
was expected to have a large and immediate impact on capital goods demand
and output. The excise tax cut was expected to stimulate demand for and
production of motor vehicles. These tax measures, along with the anticipated
change in public sentiment resulting from the policy shift, strengthened the
sluggish recovery that was underway. Industrial production rose after Au-
gust and the rate of growth in real GNP accelerated in the fourth quarter.
However, the unemployment rate, which had risen to 6 percent around
the beginning of 1971, stayed at that level with only minor variation until the
end of the year. Consequently, in presenting its plans for fiscal 1973 the
Administration indicated that it would take additional steps to stimulate
the economy by raising the level of expenditures during the remaining half
of fiscal 1972. At the same time, the Administration emphasized its inten-
tion to restrain the growth in expenditures starting in fiscal 1973. The
Administration's position was that the total stimulus provided would be
sufficient to accelerate the recovery, but that further stimulus might threaten
the anti-inflation program.

FEDERAL EXPENDITURES

According to the budget data presented in January 1972, total expendi-
tures (NIA basis) were projected to rise by $29 billion or 13 percent from
calendar 1971 to calendar 1972, a sharp advance by historical standards.
Actual expenditures rose by 12 percent (Table 14).

Included in this projected rise was an increase of $9 billion in Federal
purchases, which embraced a scheduled $5.2 billion pay increase for military
and civilian personnel and a step-up in real purchases. The latter was an
extension of a turnaround that had begun in the second half of 1971, follow-
ing the prolonged and steep decline in defense purchases associated with the
process of disengagement in Vietnam. Actual 1972 purchases fell a bit short,
basically in the second half.

In addition to the planned increase in purchases, the budget called for a
rise of one-sixth in other types of outlays. This rise included $5.2 billion for
revenue sharing, and provision for a 5-percent increase and some liberaliza-
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tion of social security benefits at an estimated annual cost of $3^4 billion
starting in the third quarter of 1972. Because revenue sharing legislation was
delayed, the actual transfer of 1972 grant funds was later scheduled to take
place in two instalments payable in December 1972 and in January 1973.
In addition Congress altered the Administration's social security proposal
by providing a 20-percent increase starting in the fourth quarter of 1972 at
an estimated annual cost of $8 billion.

TABLE 14.—Federal Government receipts and expenditures, national income accounts basis, calendar
years, 1971-72

(Billions of dollars]

Receipts and expenditures categories 1971

1972

January 1972
budget

projection i
Actual *

Federal Government receipts.

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

Federal Government expenditures..

Purchases of goods and services.
Defense
Other

Transfer payments _
Grants-in-aid to State and local governments _.
Net interest paid..
Subsidies less current surplus of government enterprises.

Surplus or deficit (—) on income and product accounts

199.1

89.6
33.1
20.5
55.9

220.8

97.8
71.4
26.3

75.0
29.3
13.6
5.2

-21.7

215.6

94.1
36.1
20.5
65.1

249.5

107.1
75.9
31.1

82.8
39.8
13.3
7.0

-33 .9

228.3

108.8
36.0
20.1
63.3

246.8

105.9
76.2
29.7

83.5
37.7
13.6
6.1

-18.5

1 January 1972 projected percent changes applied to revised 1971 actual data.
2 Preliminary.
Note.—Detail may not add to totals because of rounding.
Sources: Department of Commerce, Bureau of Economic Analysis, and Office of Management and Budget.

FEDERAL RECEIPTS

Budget changes on the revenue side in last January's budget presentation
reflected the tax proposals of August 1971, as extended and modified by the
Congress, as well as proposals made before August 1971. In addition, the
Administration proposed that the social security taxable earnings base be
raised from $9,000 to $10,200, to take effect at the start of 1972. This increase
was subsequently amended and deferred to 1973 by congressional action
taken in October.

Planned tax reductions affecting revenues in 1972 included some features
already mentioned: the job development tax credit, the repeal of the excise
tax on motor vehicles, and an advance in the effective date of the rise (to
$750) in personal exemptions. Other revenue reductions included a retro-
active rise in personal exemptions from $650 to $675, applicable to 1971
incomes, an increase in the minimum standard deduction to $1,300 per
return, and a 1-year speedup in the effective date of a scheduled rise in the
standard deduction from 14 to 15 percent. Revenue-increasing features
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included a rise from earlier legislation in the taxable social security wage
base from $7,800 to $9,000, the proposed further rise to $10,200, and the
elimination of certain features of the revised depreciation regulations.

The estimated net effect of the proposed tax changes, in themselves, was
to reduce calendar year 1972 revenues by about $4 billion relative to 1971
in NIA terms. Although on this basis tax increases and tax reductions for
individuals appeared to be approximately offsetting, on balance these pro-
posed changes provided some net fiscal stimulus in calendar 1972. Under
the NIA procedures that are used to seasonally adjust contributions for
social insurance, increases in receipts from a rise in the taxable earnings
base begin at the full annual rate in the first quarter, even though the re-
quired additional taxes are ordinarily not paid until the second half of the
year.

With these proposed tax changes providing a partial offset to the rise in
revenues expected from the rise in economic activity and incomes,
Federal receipts were expected to show a fairly steady increase during
calendar 1972 and to total $215/2 billion. In fact, receipts turned out to be
some $12/2 billion higher than anticipated. Part of this difference reflected
a faster rise in tax accruals than had been foreseen for 1972, but the
greater portion derived from the fact that personal income tax receipts
were considerably in excess of projections because of the overwithholding
that began early in 1972.

The origin of overwithholding goes back to 1971, when families with
more than one source of wage and salary income had withholdings that
fell short of their liabilities. The withholding tax table for 1972 was par-
ticularly designed to correct the 1971 experience for such families and was
generally meant to allow all taxpayers to bring their withheld taxes closer to
their liabilities. However, under these schedules single individuals and fami-
lies with only one source of wage or salary income had to claim additional
exemptions if they were to avoid overwithholding. For the most part, single-
income families did not take advantage of the option to adjust their with-
held taxes downward. Withholdings have consequently been running con-
siderably in excess of liabilities and will result in substantial refunds in 1973.

How the effect of overwithholding should be treated for purposes of
analysis depends on a prior view of how it affects consumer spending.
According to one view, known as the permanent-income hypothesis, con-
sumer spending is governed largely by consumers' views of their permanent or
longer-run incomes; temporary aberrations in income do not alter spending
significantly. Consequently, overwithholding and the subsequent associated
refunds should not have a large effect on the pattern of consumer spending.
In this view, which has some support on the basis of consumer behavior in
1972, most of the effect of overwithholding and of the subsequent refunds
should be excluded—from the calculation of the full-employment surplus or
deficit, for example—for purposes of analysis. According to another view
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most consumers govern their spending according to the income immediately
available to them, regardless of whether the income is permanent or tem-
porary. Clearly, a definitive answer must await an examination of how
consumers behave in 1973 after they receive refunds on last year's over-
withholding.

THE REQUEST FOR A SPENDING CEILING

The increase in outlays in 1972, especially in the first half of the year,
served the purpose of stimulating the economy: by midyear the expansion,
as expected, had developed a strong momentum of its own. For the period
after mid-1972, the emphasis of budget policy has been on restraining the
growth in expenditures. In June, the Administration requested Congress
to impose a statutory ceiling of $246 billion on unified budget outlays for
fiscal 1973—an amount equal to the original spending total proposed last
January.

The shift of 1972 revenue sharing payments to late calendar year 1972 and
early 1973, and the large increase in social security benefits late in 1972, had a
relatively small effect on the level of spending budgeted for calendar 1972.
However, both changes raised the level of expenditures for fiscal 1973 signifi-
cantly above the amount originally proposed.

Anticipation of these developments heightened concern about not only
the level and growth of Federal spending but the potential danger to the
anti-inflationary program and the orderliness of the economic expansion.
In September, the Administration repeated its request for a statutory
ceiling on fiscal 1973 outlays, this time at the $250 billion level. Although
both the House and Senate voted favorably on the ceiling—in bills of differ-
ent form—final congressional approval was not obtained.

STATE AND LOCAL GOVERNMENTS

State and local government purchases rose by 10 percent from 1971 to
1972, a rise somewhat below that projected by the Council at the start of the
year. The shortfall was partly due to the delay in revenue sharing; but this
factor should not be overstressed, because the relation between Federal grants
and State and local spending is neither direct nor immediate. Initially, at
least, increased Federal grants appear as increases in State and local
surpluses.

The $5.2 billion revenue sharing bill, originally scheduled for the first
quarter of 1972, was passed in October. The first payment for 1972 was
made retroactively in December, when a half-year's instalment of $2.62
billion (recorded in the national income accounts at an annual rate of $10.5
billion in the fourth quarter) was mailed out to States and localities.
The remaining half-year instalment was mailed in January 1973. In April
1973 the payments are scheduled to revert to an annual rate of $6.0 bil-
lion payable quarterly.

The beginning of revenue sharing in the fourth quarter has increased the
level of Federal grants and the likelihood that State and local governments
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will continue to run large surpluses for a time in NIA terms. With the level
of Federal grants now increased by the advent of revenue sharing and with
the growing importance of State and local government spending, the be-
havior of the revenues and expenditures of State and local governments
assumes much greater importance in the assessment of the effects of Federal
fiscal policy.

FINANCIAL POLICY AND FINANCIAL MARKETS

Although the financial requirements of last year's expansion were con-
siderable, they were generally accommodated in a satisfactory fashion. The
large demand for funds was accompanied by remarkably mild increases in
short-term interest rates. Long-term rates on balance actually declined. The
money supply expanded by 8.2 percent over the year (December to Decem-
ber) , clearly less than the expansion of 10.9 percent in nominal GNP. Hous-
ing and mortgage markets enjoyed a record year with a reduced need for
Federal assistance.

MONETARY POLICY

Federal Reserve goals in 1972 were "sustainable real economic growth
and increased employment, abatement of inflationary pressures, and attain-
ment of reasonable equilibrium in the country's balance of payments."
Throughout the year Federal Reserve efforts were directed toward estab-
lishing financial market conditions conducive to these goals.

Monetary expansion in the fourth quarter of 1971 had been unusually
slow: the seasonally adjusted annual rate of growth (measured from the
final month of the third quarter to the final month of the fourth quarter)
was 1.1 percent. The rate was low historically and below the Federal Re-
serve's target rate. As a result of this shortfall and the requirements of the on-
going economic expansion, the Federal Reserve moved to increase the rate
of monetary growth in the first quarter of 1972. To help achieve this ob-
jective the System acted to ease credit market conditions. At the same time,
in the execution of policy it gave increased emphasis to the growth in bank
reserves by means of a new reserve concept: reserves available to support
private nonbank deposits (RPD's). The adoption of this additional target
for daily operations was taken partly because of the difficulty the System
had experienced in 1971 in controlling the monetary growth rate by influ-
encing the Federal funds rate. While the monetary growth rate remained
the intermediate target for policy, day-to-day operations were carried out
in terms of an RPD guide range as well as money market conditions.

In the first quarter of 1972 the rate of growth in the narrowly defined
money stock rose to 9.6 percent per annum. Since this was a somewhat faster
rate than the Federal Reserve had expected, operating policy sought to
restrain monetary growth and to allow market interest rates to rise.
This posture was maintained through the summer and early autumn; the
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target for the rise in RPD's was gradually reduced from a range of 9 to 13 per-
cent for March-April to a 3- to 7-percent range for July-August.

In the third quarter, the continuation of strong economic expansion in-
creased the quantity of money demanded and pressed the cost of credit
upward. Since excessive monetary accommodation would have had serious
implications for future inflation, the Federal Reserve sought only "moder-
ate" growth in the monetary aggregates. For the third quarter, RPD's rose
at a 10.3-percent rate, while the monetary growth rate increased to 8.7 per-
cent from 5.4 percent in the second. Short-term market interest rates rose
gradually, as indicated by the increase in the Federal funds rate from an
average of 4.46 percent in June to 4.87 percent in September.

Late in the third quarter and early in the fourth, a policy of somewhat
more restraint was adopted, but the conduct of monetary policy was com-
plicated in the fourth quarter by changes in Federal Reserve Regulations
D and J. These changes restructured reserve requirements according to bank
size and speeded the payment of checks. Both shifts radically altered the
volume of reserves which banks desired and accumulated, and monetary
policy necessarily proceeded cautiously to allow the banking system to ad-
just to the new regulations without influencing monetary aggregates or
financial markets. Short rates rose further during the quarter, with the rate
for Federal funds increasing to 5.33 percent in December. Nevertheless the
rate of monetary growth accelerated.

One of the advantages of the shift in policy emphasis to an RPD target is
that this procedure improves control over the monetary growth rate and
protects the economy against fluctuations that might take place if only an
interest rate target is used. Although other considerations also affected the
formulation of policy in 1972, the adoption of the new procedures appears
to have had a stabilizing effect on monetary growth. While the money stock
grew by 8.2 percent from December 1971 to December 1972—up from 6.2
percent in 1971 and 5.4 percent in 1970—its behavior was smoother during
1972 than in the 2 preceding years. For example, the quarterly growth rate
ranged from 5.4 to 9.6 percent in 1972 as compared to a range of 1.1 to 11.0
percent in 1971.

Although the monetary growth rate over the course of 1972 was lower
than the corresponding rise in real GNP, it was still the second highest of
the post-World War II period. As is usually the case, assets which are close
substitutes for money grew even faster than the money stock during 1972.
Regular time deposits at banks rose by 13 percent during the year, while
accounts of nonbank thrift institutions increased by 17 percent. Large
negotiable bank certificates of deposits rose by 31 percent for the year. As
in 1971, the rates paid by thrift institutions on deposits were higher relative
to open market rates than was the case in 1969 and 1970, and this was a
factor contributing to heavy deposit inflows.
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INTEREST RATES

A notable financial development in 1972 was the relatively stable behavior
of interest rates. Long-term interest rates followed a generally downward
course for the year and short-term rates rose moderately, even though many
observers had anticipated that both rates would increase sharply in response
to the credit requirements of a strong economic expansion (Chart 6). The
unusually wide spread between short- and long-term rates that prevailed at
the beginning of 1972 narrowed in the course of the year but remained
historically large at yearend.

Short-term market interest rates declined in January and February and
followed a generally upward path for the remainder of the year, the rise
being interrupted by temporary declines in May and August. Commercial
banks' prime rates, which are generally closely related to market rates, also
rose over the year. The upward pressure on short-term rates reflected the
underlying growth of the economy as a whole and the increasing demands
made on credit markets to support the expansion. The increase in short-
term rates was considerably milder, however, than increases experienced at
the same stage of past economic upturns.

Long-term market rates declined on balance over 1972. They rose through
April but thereafter fluctuated below April peaks on a generally downward
trend. The declining trend of long-term rates at the same time that short-
term rates rose was an interesting feature of 1972. While short and long
rates can move in opposite directions (if, for example, there is a sharp
change in expectations about levels of future interest rates) historically short
and long rates have tended to move in the same direction. Several forces
produced this divergence in 1972.

First, at least two factors probably led investors to be less desirous of hold-
ing funds in highly liquid forms: increasing certainty about the strength of
the economic expansion in 1972, and less uncertainty about the effects of
controls on wages and prices.

Second, foreign central banks slowed the pace at which they bought short-
term Treasury securities with the dollars accumulated through their balance-
of-payments surpluses. This reduction resulted from both a slowing of the
dollar outflow from the United States and a shift in preferences of foreign
official institutions toward obligations with longer maturities, especially
after it became clear that the flow of dollars back into the United States
following the Smithsonian Agreement in December 1971 was smaller than
had been expected earlier.

Third, the downward revision of expectations of future inflation seems
to have extended to longer horizons in 1972, causing estimates of long rates
to be lowered. (See Chapter 2.) In addition, the levels of real interest rates
expected in the future may have been reduced as it became evident that the
rise in actual rates in 1972 was much milder than had been widely
anticipated.
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Chart 6

Interest Rates
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Mortgage Interest Rates

Mortgage interest rates, which had followed a downward trend in late
1971, continued to decline in early 1972. They reached their lows for the
year in April and moved up slightly thereafter, even though other long rates
continued to edge down. The increases in mortgage rates have been small:
from April to November, the contract rate on conventional mortgages for
new homes rose from 7.38 to 7.50 percent, still below the 7.68-percent level
of October 1971 and well below the rates that prevailed for all of 1970.

Assistance to Mortgage Markets

The mortgage and housing markets in 1972 enjoyed a prosperous year
with considerably less support from Federal agencies than in previous years.
There was less upward pressure on all interest rates than in past years.
Partly as a consequence of this, there was a strong inflow of funds to financial
intermediaries, particularly savings and loan associations and mutual savings
banks. As in 1971, these institutions, which lend the bulk of their funds on
residential mortgages, added to their mortgage holdings on a larger scale
than in previous years.

The program of the Government National Mortgage Association
(GNMA) for reducing discounts on federally insured mortgage loans—the
"tandem plan"—was largely dormant during the year because the de-
cline in market rates lowered those discounts to support levels. How-
ever, GNMA continued to develop and expand its 3-year-old mort-
gage-backed securities program, which is designed to attract new funds for
housing finance by increasing the ability of residential borrowers to compete
in the general capital market. The issuance of GNMA securities increased
to $3.6 billion in 1972, as compared to $3.0 billion in 1971.

The Federal National Mortgage Association (FNMA) was also a steady
purchaser of FHA- and VA-insured mortgages over the year, although on
a smaller scale than in 1970 and 1971. For 1972, FNMA's net acquisition of
mortgages was $2.0 billion, compared with $4.4 and $2.4 billion in 1970 and
1971, respectively. The Federal Home Loan Mortgage Corporation pur-
chased $1.3 billion in conventional and insured mortgages as against $0.8
billion in 1971.

The Federal Home Loan Bank Board also took a number of steps toward
strengthening the ability of savings and loan associations to compete for
funds as a means of increasing the flow of funds into the mortgage market.
These steps included: (1) An increase from $30,000 to $36,000 in the
maximum loan limit on 95-percent conventional loans of Federal associ-
ations, (2) an increase from 5 to 10 percent in the fraction of total loans
that Federal associations can hold in the form of mobile home loans, and
(3) approval of the issuance of subordinated debt instruments of 7 years
or longer maturity by savings and loan associations as a new source of funds.
It also proposed regulations for variable rate mortgages for federally char-
tered associations.
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FOURTH QUARTER DEVELOPMENTS

The year 1972 ended with considerable forward momentum in economic
activity. According to preliminary fourth quarter data, GNP rose by $32
billion, or at a seasonally adjusted annual rate of 11J/2 percent. The rise in
real terms was 85/2 percent, and the price rise as measured by the GNP
deflator 2% percent. Judging from monthly indicators such as industrial
production, the course of output was strongly upward through the quarter.

All major components, except for Federal purchases of goods and serv-
ices, contributed to the large fourth-quarter rise in demand. Consumer
spending was exceptionally strong, rising by $17^2 billion. Underlying the
strength of consumer demand was a sharp rise in payrolls, which reflected
rising employment and a longer workweek, notably in the manufacturing
sector. In addition, the increase in earned income was supplemented by
the enlarged payments of social security benefits that had begun in October.
Total retail sales in December were 115/2 percent above the level of
December 1971. Fixed investment also rose substantially in the final quarter,
and it appeared that businessmen were stepping up their rate of inventory
accumulation in order to accommodate the increased volume of sales.

Civilian employment rose by 525,000 during the quarter to a total of 82.8
million in December, about 3 percent above the level of a year earlier. The
unemployment rate declined to 5.1 percent in December, compared to a rate
of 6.0 percent in December 1971. All major age and sex groups were affected
by the decline in unemployment, but the reduction was especially marked for
adult males in the prime working-age bracket.

Price performance was mixed. From September to December the CPI
rose at a seasonally adjusted annual rate of 3.2 percent, or 2.5 percent ex-
cluding food. The WPI showed an extraordinary increase (9.6 percent
annual rate) because of sharp rises in farm and food prices; in contrast,
the rise in wholesale industrial prices was only 2 percent. The pronounced
increases in farm and food prices, which posed a serious threat to the entire
stabilization program, led to new policy initiatives at the start of 1973.
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