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Introduction

In 1975 the economy began to recover from the longest and deepest
recession of the post-World-War-II period. The precise timing of the
turnaround in general business activity has yet to be designated, but
an upturn clearly was under way by late spring. The level of employ-
ment reached its cyclical trough in March and then began to rise;
for new housing starts the low point occurred a month earlier and for
industrial production a month later. During the second quarter the
gross national product (GNP) in constant dollars registered its first
increase since the final quarter of 1973.

Once under way, the upswing in activity proved to be of about
average dimensions for cyclical recoveries over the period since the
Korean war. In the last three quarters of 1975 real GNP rose at an
average annual rate of nearly 7 per cent—about comparable to
the average rise in the first three quarters of the four previous cyclical
recoveries. And in the 8 months from April to December industrial
output advanced at an annual rate of almost 11.5 per cent, as com-
pared with an average of 12.5 per cent in the same period of the
earlier recoveries.

As production advanced, the demand for labor strengthened
materially. By year-end, total employment had risen by 1.3 million
from its March trough; the length of the workweek in manufacturing
had moved up 1%2 hours from its cyclical low; and the rate of lay-
offs in manufacturing industries was down to about the level of late
1973, while the rate of new hires had recovered appreciably.

The unemployment rate initially showed somewhat more downward
resistance than is typical for the early stages of a cyclical recovery—de-
clining only about one-half a percentage point by year-end from its peak
in the second quarter. Growth in the civilian labor force continued
to be fairly rapid in the latter half of 1975, as it had been throughout
the recession. With real incomes and savings significantly eroded by
the effects of inflation, family efforts to maintain and improve their
living standards contributed to the sustained growth in the number
of persons seeking jobs.

A substantial factor in the turnaround of business activity from
steep recession to vigorous recovery was the pattern of interaction
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Indicators of economic performance
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between inventory investment and final sales. Consumer spending
began to strengthen early in 1975—partly in response to price con-
cessions and manufacturers’ rebates—and it was further bolstered in
the late spring by tax rebate checks and special social insurance dis-
bursements. As a consequence, efforts of business firms to clear their
shelves of excess stocks were remarkably successful. In the second
quarter the pace of inventory liquidation was the deepest, relative to
GNP, of any quarter in the postwar period, and inventory/sales ratios
declined rapidly—setting the stage for a strong rebound in produc-
tion in the third quarter.

The strengthening of final sales that had begun to develop early
in 1975 was not confined to consumer markets, however. In real
terms, purchases of goods and services by State and local govern-
ments, although growing at a slower rate than in earlier years, con-
tinued to advance throughout 1975. Housing starts began to rise
appreciably after April and continued to increase during the
remainder of the year. By December the physical volume of residential
construction activity was up one-fourth from its spring trough. As is
typical of the early stages of a cyclical upswing, the recovery of busi-
ness fixed investment outlays lagged behind the turnaround of spend-
ing in other sectors. By the fourth quarter, however, even this sector
had registered some modest improvement in real terms.

A factor tending to cushion the severity of the recession was the
strong U.S. performance in foreign trade. Even though the 1975
setback in economic activity was worldwide, the yearly volume of
U. S. exports declined only 3 per cent, and exports of capital goods
held up well. On the other hand, the volume of imports dropped
sharply—by 12.5 per cent—as demand in the United States weakened
and inventories were liquidated. As a result, the U.S. trade balance
rebounded from a deficit of $5 billion in 1974 to a surplus of $9
billion in 1975. Net transactions on services, including income on
foreign investments, were down somewhat from the record total in
1974, but they also remained high by historical standards.

Full recovery from a recession as deep as that of 1974-75 is
bound to take some time. Substantial further gains in real output
will be needed in 1976 and beyond to provide employment not only
for the large number of unemployed persons who are still looking for
jobs but also for an expanding labor force, and to restore utilization
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of the Nation’s industrial plant to a satisfactory rate. Public policy
in 1976 will need to keep this objective clearly in mind. Yet the
strength of the recovery in 1976 may well depend more on the dy-
namics of the business cycle than on any important new stimulus to
be provided by public policy.

It was heartening therefore to note that as 1975 drew to a close con-
ditions in the economy appeared very favorable to continued expan-
sion. Inventory/sales ratios in many lines were at or near historic
lows, and final sales remained strong following an unusually big
upsurge in consumer buying over the Christmas season. Conditions
in financial markets remained supportive of expansion. Thus, by early
1976, interest rates had moved down to their lowest levels in about
3 years; savings inflows to the specialized mortgage lenders remained
strong; and stock prices staged a spirited recovery. Most importantly,
these and other signs indicated a rebuilding of confidence among
consumers and business firms in the prospects for a sustained eco-
nomic expansion.

Bolstering that confidence must be another important objective of
public policy during 1976. This will require continued progress in
the Nation’s struggle to free itself from the grip of inflation. Sub-
stantial headway has been made toward that objective since the end
of 1974. In 1975 the rise of consumer prices moderated to 7 per
cent—from 12 per cent in the prior year. For wholesale prices the
improvement was even more dramatic; these prices increased on the
average by only 4 per cent in 1975, compared with 21 per cent in
1974. The statistics on consumer and wholesale prices, however,
reflect in part the relative absence in 1975 of the influence of
several factors that had boosted prices in the prior year—such as the
ending of price controls, the unprecedented upsurge in energy prices,
and the sharp rise in prices of food. Hence they tend to exaggerate
the degree of improvement that was made in reducing the under-
lying rate of inflation.

Further significant progress during 1976 in winding down the rate
of price increase may be difficult to achieve if economic activity con-
tinues to expand substantially, as is widely expected. The substantial
improvement in price performance in late 1975 and the early months
of 1976—which was paced by declines in prices of foods and fuels—
may prove to be temporary. In fact, during the latter half of 1975, there
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was some worsening in the inflation picture. For example, wholesale
prices of industrial commodities rose at an annual rate of 8.7 per cent
in the latter half of the year, compared with 3.4 per cent in the first
half. For consumer prices, however, the evidence was mixed. The index
for all consumer prices increased a little faster on the average in the
second half of 1975 (7.5 per cent, annual rate) than in the first half
(6.6 per cent, annual rate). For consumer nonfood commodities, on the
other hand, the rate of rise decelerated—from a 6.6 per cent annual
rate in the first half to a 5.6 per cent annual rate in the second.

For wage rates the evidence is also difficult to interpret. The index
of average hourly earnings accelerated in the third quarter, due in part
to some relatively large contract settlements in that period. Even so,
the rate of rise in average wages was not ‘appreciably higher in the
second half of 1975 than in the first half—and was well below the
peak rates of advance recorded in 1974. In any event, the rise in
average wages in 1975—around 8 per cent—exceeds by a wide margin
the long-term trend rate of improvement in productivity, which is in the
neighborhood of 2.5 per cent per year. The long-term trend in produc-
tion costs and prices is thus still strongly upward, and it remains a
serious problem for economic stabilization policy.

The course of monetary policy in 1975 had to take account of
the urgent need to make further progress in dampening inflation, but
it also had to ensure that conditions in money and credit markets
would contribute to a good recovery in economic activity, and to the
rebuilding of liquidity needed to sustain economic expansion. The
middle ground sought by the monetary authorities led over the course
of the year to generally easier credit market conditions, lower interest
rates, and a substantial rebuilding of liquidity positions.

While the narrowly defined money stock, M, (currency and de-
mand deposits), expanded at a relatively moderate 4.5 per cent rate
from the fourth quarter of 1974 to the fourth quarter of 1975, the
broader measures of money showed more substantial growth. M,
—which includes time and savings deposits other than large-denomina-
tion certificates of deposit (CD’s) at commercial banks, in addition
to currency and demand deposits—rose by 8 per cent, and M;—which
also includes deposits at thrift institutions—rose by 11 per cent.

On the basis of historical relationships, one might have expected
that the moderate 4.5 per cent rate of growth in M, during 1975,
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occurring in the context of a 9 per cent increase in nominal GNP,
would have been accompanied by sharp increases in interest rates,
particularly short-term interest rates. Yet in the latter half of the
year, when nominal GNP increased at an annual rate of 15 per cent
and the narrow money stock at only 5 per cent, interest rates did not
rise at all. On the contrary, interest rates declined on balance over
the second half of 1975, and by early 1976 both long- and short-term
interest rates were below their levels of late 1974. Thus, even
with large increases in aggregate spending, relatively moderate
monetary growth was associated with an easing of credit conditions.

This changed relationship between money and GNP appears to
reflect an important structural shift under way since mid-1974 that
affects the amount of cash balances needed to support any given
level of economic activity. These changes have probably resulted, in
part, from public responses to the record levels of interest rates that
prevailed in the spring and summer of 1974, and in part from
recent financial innovations—including the spread of overdraft
privileges extended by banks to demand deposit customers, the
growth of NOW accounts (negotiable orders of withdrawal), tele-
phonic transfers of funds from savings accounts to demand deposits,
arrangements for making payments to third parties from savings ac-
counts, and shifts of funds from demand deposits to savings accounts
by governmental units (beginning in late 1974) and by business firms
(authorized for the first time in the fall of 1975).

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



Interest rates

Per cent per annum

12

10

Aaa utilities
New issue

U.S. Govt. bonds

Commercial paper
Treasury bills 4-6 months
1 | I I

1974 1975 76 1974 1975 76

Monthly averages. U.S. Treasury bills, market yields on 3-month issues; U.S. Govt.
bonds, market yields adjusted to a 20-year constant maturity by U.S. Treasury; Aaa utility
bonds, weighted averages of new publicly offered bonds rated Aaa, Aa, and A by Moody’s
Investors Service and adjusted to an Aaa basis; prime commercial paper, dealer offering
rates. g ;

How long this shift in the public’s demand for cash balances will
continue remains to be seen. Clearly, increases in the income velocity
of money as large as those that occurred in the latter half of 1975
cannot be counted on as a long-run matter. Nevertheless, there is
little reason to expect that the innovational process that has been
set in motion in recent years will end abruptly. As in 1975, mone-
tary policy in 1976 will therefore need to be especially alert to signs
of change in the rate of change in the relationship between the growth
of money balances and the growth of aggregate demand. This would
seem to mean, among other things, that greater emphasis will need
to be placed on encouraging growth rates in the broader monetary
aggregates that appear consistent with sustainable expansion in the
Nation’s economy.
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Course of Economic Activity

In the spring of 1975 the economy began to recover from the deepest
and most protracted of the six recessions since World War II. Real
GNP rose modestly in the second quarter, led by a recovery in con-
sumer purchases. During the summer it rose with increasing vigor
as inventory liquidation moderated and consumer outlays responded
to the massive fiscal stimulus provided by the Tax Reduction Act
of 1975. In the fourth quarter the pace of the recovery slowed con-
siderably as the initial thrust from the inventory adjustment process
waned.

By the end of the year real GNP had risen 5 per cent above its
first-quarter low. But because of the sharpness of the earlier contrac-
tion, real output was still some 2 per cent short of its 1973 high and
much below the economy’s potential capacity. Similarly, industrial
production at the year-end was still 6 per cent below its previous
high. By January 1976 the unemployment rate had declined by more
than 1 percentage point from its 1975 spring peak, but 7.3 million
persons, representing 7.8 per cent of the labor force, remained un-
employed. Clearly the recovery had a considerable way to go to at-
tain satisfactory levels of employment and capital utilizatiow..

1. Gross national product

19751
GNP measure 1973 1974 1975

Q1 Q2 Q3 Q4

In billions of dollars

Current dollars. . ......... 1,306 1,407 1,499 1,434 1,461 1,528 1,573
1972 dollars. ............. 1,233 1,211 1,186 1,159 1,168 1,201 1,216

Percentage change from preceding period

Current dollars. .......... 11.5 7.7 6.5 -2.1 1.7 19.9 12.1
1972 dollars. ............. 5.3 -1.8 -2.0 —9.2 3.3 12.0 5.0
Implicit deflator........... 5.9 9.7 8.8 7.8 3 6.8

1 Quarterly data are at seasonally adjusted annual rates.
Note.—Dept. of Commerce data.
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There was also a need to reduce the still high rate of inflation. In
late 1975 price indexes were advancing at an annual rate of around
7 per cent. This was far below the 12 per cent rate of a year earlier,
but still unsatisfactory from the standpoint of equity, economic per-
formance, and consumer and business confidence.

NATURE OF THE RECESSION

Many aspects of the economic upturn in 1975 had been shaped by
the recession that preceded it. The economic downturn that began
in late 1973 developed rather slowly at first, as a high rate of in-
ventory accumulation continued despite a steady weakening in final
sales. The contraction steepened in the last quarter of 1974 when
real consumer purchases dropped abruptly and businesses—becoming
fully aware of the weakness of final demands—began to cut orders
sharply. Industrial production fell 12.5 per cent from September
1974 to April 1975. The cutback of economic activity was mani-
fested in a major increase in unemployment from 5.6 per cent
of the labor force in the third quarter of 1974 to 8.9 per cent in
May 1975.

While many developments were involved in this broad-based eco-
nomic setback, the extraordinary inflation of 1973-74 was a funda-
mental factor. For the consumer sector, the price inflation led to
increased uncertainty about the ability to meet spending commitments
and to a reluctance to undertake discretionary purchases. Strongly
reinforcing this tendency was a deterioration in the real wealth posi-
tions of consumers as the purchasing power of fixed-dollar-value
assets and stock market holdings dropped sharply. While there were
partially offsetting increases in the value of real estate, it is unlikely
that such capital gains, which are usually unrealized, have so prompt
an influence on spending decisions as changes in the real value of
liquid financial asset holdings.

In addition to the reduced value of dollar assets, real consumer
incomes shrank after 1973 as disposable income failed to keep pace
with price increases. One major factor that caused growth of pur-
chasing power to lag was the quadrupled prices for foreign oil, which
had the effect of transferring income to foreign recipients. Another
was rapidly rising effective tax rates, as increases in nominal incomes
pushed consumers into higher tax brackets and diluted the value of
their tax exemptions and deductions.
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The position of new borrowers also became much more difficult
in the environment of inflation, as nominal interest rates rose to
unprecedented heights. This accentuated problems of cash flow and
impeded credit extensions to areas such as home mortgages that are
affected by interest rate ceilings.

Although businesses at first did not cut back their spending in
reaction to inflation, the eventual decline in capital spending and in
inventories was particularly sharp. One effect of the intense price
increases in 1973-74 was to mask the underlying weakness in sales
and profits. Reported profits were inflated because inventories were
being sold at prices that exceeded original acquisition costs and because
capital was being depreciated on the basis of lower original cost rather
than the higher, current replacement cost. But these profits were not
available to firms because they were being used to replenish inventories
and equipment; and in addition, funds were needed to pay the taxes
due on these profits.

These illusory accounting profits, combined with inflationary ex-
pectations and fears of shortages—whether the result of price controls
or other developments—Iled to a predisposition for intensive stock-
piling of commodities. As a result, by the summer of 1974 the ratio

GNP and final sales
Billions of 1972 dollars

1,240

Inventory
accumulation

1,200

1,160

I [ I
1972 1973 1974 1975
Dept. of Commerce data at seasonally adjusted annual rates.

12

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



of inventories to sales had risen to the highest point for any business
cycle expansion since 1957.

In the fall of 1974, however, when real final sales dropped sharply,
businesses abruptly reduced their inventory targets. Despite big cuts
in orders and production during the fourth quarter, final sales dropped
even more swiftly than shipments, and inventories soared. This
caused further cutbacks in orders and led during the first half of
1975 to the largest inventory liquidation, relative to GNP, since
the 1940’s.

THE UPTURN

The economic upturn in 1975 was set in motion by a recovery in final
sales and by progress in removing imbalances between production
and sales as the inventory cycle proceeded. Various developments
encouraged the recovery of final sales in the second quarter, and
these in turn affected inventory policies. Of major importance to the
improvement in consumer outlays was the decline in rates of inflation
during the winter of 1975 in conjunction with gains in income.
During this period consumers reacted quickly to price concessions
on a number of products, particularly to the price rebates offered by
auto manufacturers in late January. As a result, consumer purchases
rose strongly.

Monetary policy also helped to set the stage for an upturn, by
creating conditions in which both the financial and nonfinancial sectors
could improve their liquidity positions. The easier credit conditions that
resulted began to affect the housing market, for example, even while
recessionary forces were still spreading. New mortgage loan commit-
ments at savings and loan associations turned up in November 1974.
By early 1975, sales of new and existing single-family homes were also
increasing, and the backlog of unsold new homes had started to decline.
During the spring, sales of new homes increased further as the tem-
porary tax credit for unsold new homes went into effect. Residential
building activity also began its recovery at that time, albeit from a
very low level.

Fiscal policy likewise had a positive influence even before passage
of the Tax Reduction Act in late March. Apart from the cyclical
downward response in tax liabilities, there was a quick expansion in

13
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income-maintenance payments—such as regular and newly expanded
unemployment insurance coverage and food stamp programs—-as
well as in grants to State and local governments for public service
employment and for aid to families with dependent children.

These programs increased incomes by about $12 billion (measured
at annual rates in constant dollars) between the third quarter of
1974 and the second quarter of 1975—a period in which real GNP
was declining by more than $40 billion. These figures indicate that
income-maintenance programs played a stronger role in cushioning
the downward momentum of consumption during the recent recession
than in the 1957-58 recession. At that time income offsets from
similar Federal payments were smaller, in part because some of the
programs now operative—such as food stamps—had not been devel-
oped.

The move to recovery also gained support because exports declined
only moderately while domestic inventory liquidation was sharply
curtailing U.S. imports. U.S. merchandise exports were especially
strong in two areas—agricultural products, because of foreign grain
shortages, and capital equipment, because of the improvement of
our competitive position in world markets, reflecting in part previous
devaluations in the relative foreign exchange value of the dollar.

Improvement in important areas of final demands hastened the
end of the massive liquidation of nonfarm business inventories that
had characterized the early months of 1975. Such liquidation reached
its deepest point—a $30 billion annual rate—in the second quarter.
Then in the third and fourth quarters it proceeded at a much reduced
rate of $6 billion to $7 billion.

In general, the demand sectors that led the recovery during 1975
had also been the typical leaders in earlier postwar business cycles.
Although the sectors were the same—consumption, housing and
inventories—there were differences in timing. Housing starts, for
example, turned up during the second quarter of 1975—somewhat
later than in earlier recoveries. As a result, the contribution of resi-
dential construction outlays was smaller in 1975 than is usual for the
initial recovery stage. On the other hand, the upward shift in inven-
tories that occurred in the third quarter was larger relative to GNP
than in any other quarter since 1950—due in part to the sharpness of
the preceding decline.
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TAX REDUCTION ACT OF 1975

The factors described above were sufficient to impart an upward
thrust to the economy during the second quarter of 1975, when real
GNP rose 3.3 per cent and real final sales rose 3.8 per cent, both at
annual rates. This initial rise and the subsequent enormously acceler-
ated third-quarter rate of expansion—12 per cent for real GNP and
4.7 per cent for final sales—were reinforced by the Tax Reduction
Act of 1975, passed in late March. That act provided among other
things for (1) tax cuts in personal withholding rates and some corpo-
rate rates; (2) a larger investment tax credit, as well as tax credits
on purchases of unsold new homes; and (3) one-time tax rebates
(up to $200) on 1974 individual income taxes, plus special payments
of $50 each to the recipients of Federal social insurance benefits and
their dependents.

More than half of this package—or about $12 billion—represented
normal tax cuts that affected regular paychecks and profits statements
throughout the rest of the year. But the remainder involved nearly
$10 billion of one-time payments, most of which were mailed in May
and June. In addition, as a result of legislation enacted in 1973, social
security recipients received a permanent increase in benefits, which
took the form of an 8 per cent cost-of-living adjustment at the begin-
ning of July.

The specific effects of large, one-shot injections into the private
spending stream are difficult to estimate. Past studies of the consump-
tion effects of sizable transitory income receipts suggest that non-
recurring receipts are saved to a larger extent than ordinary income.
Nevertheless, they appear to lift consumption somewhat, and they

2. Real consumer expenditures

Growth, in per cent

Period Durable goods | Nondurable goods Services

1974—Year... —6.9 =2.1 2.6
1975—Ql. ... 4.3 2.6 .3
Q2.... 10.0 8.4 3.9
Q3.... 23.6 1.4 .5
Q4.... 1.1 3.6 2.4

NoTE.—Quarterly data shown at annual rates.
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substantially shift the timing of outlays for durable goods toward the
period in which the nonrecurring funds are received.

At the time when the one-time Federal payments were made in
the spring of 1975, saving did increase markedly. However, the
data suggest that a significant portion was soon invested in consumer
durable goods. As Table 2 indicates, there was a bulge in purchases
of such goods during the second and third quarters, and there was
also some acceleration in expenditures for nondurable goods and
services.

CONTINUING RECOVERY

The Tax Reduction Act thus contributed significantly to the spec-
tacular economic growth attained in the third quarter. Taking the
second and third quarters together, real personal consumption expen-
ditures rose at a 5.1 per cent annual rate—the largest increase since
early 1973. These larger-than-expected sales to consumers helped to
clear the shelves of excess inventories in a number of lines, and in
this way encouraged the pick-up in production that developed during
the summer.

Much of the economic stimulus that stemmed from the slowing
of inventory liquidation was concentrated during the third quarter,
when tax rebates and special social security payments also were
exerting the bulk of their direct impact on sales. By fall retail sales
were growing more slowly again, and the rates of expansion in
industrial production and employment moderated considerably. As
a result, growth in real GNP slackened to a 5.0 per cent rate during
the fourth quarter. However, both retail sales and industrial produc-
tion grew more rapidly again toward year-end—Ileading to substantial
increases in employment and personal income at the close of 1975
and in early 1976.

In this environment, with retail inventories on the lean side and
the reduction in income tax rates extended through June, the outlook
early in 1976 seemed favorable to sustained growth in private
demands. In addition to consumption and inventories, prospects for
residential construction were improved. Although business fixed
investment had lagged behind other major categories of spending in
the recovery up to that point, capacity utilization rates were on the rise
and corporate profits were moving up strongly. This situation, similar
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to that in the early stages of other recoveries, suggested the probabil-
ity of a strengthening in capital outlays as the year progressed.

Developments in certain types of activity were of special significance
to the behavior of the economy in 1975, and for that reason they
deserve further discussion.

Inventories and industrial production

Inventories and production of nondurable goods showed substantially
wider swings during 1975 than in earlier cyclical periods. There had
been an unusually large bulid-up in such stocks through mid-1974,
in anticipation of shortages, price increases, and rising sales. By
the third quarter of 1974, it became evident that underlying demands
were weakening; consequently, businessmen began to trim their
stocks of nondurable goods—particularly in the trade sector. But
during the fourth quarter, with consumer demand collapsing, inven-
tories rose sharply relative to sales. Thereafter, stocks were sharply
reduced both at nondurable manufacturers and in the trade sector.

Industrial production
1967=100

Nondurable manufacturing

130

120

110

1972 1973 1974 1975
F.R. data, seasonally adjusted.
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The large liquidation of nondurable goods inventories was a
unique feature of the recent recession. Typically, movements in
durable goods dominate the inventory cycle; producers of such goods
—since they hold much of their inventory as work-in-process—are
slower to adjust output to changes in sales patterns. The unusually
large adjustment in nondurable stocks during the recent recession
resulted from the greater-than-normal build-up in such stocks and
the subsequent sharp decline in final demand. A downward shift in
price expectations also played a role.

By the late spring and early summer of 1975 the correction in
nondurable goods inventories was tapering off and production of
such goods began to improve. Final demands were increasing, and in
fact there were indications that the reduction of stocks during the
first half had been excessive. By December, production of nondur-
able consumer goods had regained its cyclical peak and was about 10
per cent above the cyclical trough; meanwhile, output of nondurable
materials had risen by almost 20 per cent.

As for durable goods, production dropped 16 per cent during the
fall and winter of 1974-75, compared with a drop of 20 per cent
during the 195758 recession. A substantial part of the 1974-75 cut-
back was concentrated in the automobile industry. To bring rising
stocks of unsold automobiles under control, assemblies were reduced
by 40 per cent between October 1974 and February 1975. These
actions and the pick-up in auto sales early in 1975 resulted in a huge
decline in auto inventories over the first 6 months of 1975. Inven-
tories of other durable goods also contracted, as output in these
industries remained low and final demands were met to a significant
extent from inventories. During the second half of the year, durable
goods producers continued to reduce their stocks.

The recovery in durable goods production has been somewhat
slower than the average for other postwar cycles—although in the
case of autos, assemblies had risen by 70 per cent from February to
December. Some of this hesitation was due to the still cloudy outlook
for business equipment production at year-end; and some reflected
the caution that still prevailed toward holding excessive inventories for
both durable and nondurable goods.

As the year closed, holdings of nondurable goods inventories were
quite thin relative to sales, but firms were still wary about adding to
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stocks. Inventories of nonautomotive durable goods held by retail-
ers also were moderate relative to sales; but those held by manufac-
turers were still relatively high. For all inventories combined, the
ratio to monthly sales declined from 1.67 in December 1974 to 1.51 a
year later. Thus, the stage seemed to be set for a substantial further
shift to accumulation of inventories during 1976 if, as expected, real
final demands continue to strengthen.

Disposable income and consumption

The consumer sector endured a far greater and more prolonged ad-
justment in the recent recession than in previous declines, largely
because of the effects of continued inflation on real income. Rising
prices not only reduced the purchasing power of incomes, but also
had an adverse, indirect effect on disposable incomes via the progres-
sive income tax structure. Rapid increases in nominal personal in-
comes during 1974 moved many workers into higher tax brackets.

Disposable income and saving
Net change, billions of dollars

Disposable income

40

-
i
1o+

Per cent

Saving rate

1972 1973 1974 1975
Dept. of Commerce data, seasonally adjusted.
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Between the last quarter of 1973 and the first quarter of 1975 Fed-
eral and State and local personal taxes rose at a $21 billion rate.
Social security insurance payments increased another $6 billion dur-
ing the same period.

This experience contrasted with that in the 1957 recession, when
personal income taxes and social security payments, taken together,
had declined by more than $1 billion. Only a part of the recent
decline in real take-home pay was offset by the substantial rise in trans-
fer payments. Putting these various elements together, real disposable
incomes declined by about 4 per cent between the fourth quarter of
1973 and the first quarter of 1975. Over the remaining three quarters
of 1975, however, a gain of about 4.25 per cent restored the aggregate
level of incomes—although on a per capita basis purchasing power
remained below the prerecession high.

The increase in real disposable income during the last three quar-
ters of 1975 was a function of increases in wages and salaries and
in farm proprietors’ income, larger transfer payments, a reduction in
the rate of price advances, and the tax cuts made in the spring.
Effective Federal withholding tax rates declined from about 16 per
cent in early 1975 to 14.5 per cent by summer. In contrast to the
many elements contributing to the recent rise in disposable income,
only one—growth in wages and salaries—had accounted for the in-
crease in disposable personal income during the first three quarters
tollowing the 1958 trough.

Throughout 1975 the personal saving rate remained high, averag-
ing about 8.3 per cent for the year. This rate was about 1 per-
centage point above the average for the preceding 5 years, and as
much as 2 percentage points above that for the preceding 15 years.
The upward shift reflected in part efforts to stem the erosion in the
real volume of financial assets—which was being caused by inflation—
and to cope with the greatly increased uncertainty about economic
developments.

The uneven pattern of income growth also had some effect in rais-
ing the saving rate in 1975. Generally, large increases in income
such as those stemming from the Tax Reduction Act initially induce
a rise in the level of saving. Thus the unusually large gain in dis-
posable income in the spring caused the saving rate to jump from 7.2
per cent in the first quarter to 9.9 per cent in the second. In the next
two quarters the rate receded to around 8 per cent.
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Consumer spending
Percentage change, annual rate

Current
dollars

1972 dollars

] 1 I
1972 1973 1974 1975

Based on Dept. of Commerce data, seasonally adjusted.

Most analysts expect the saving rate to drift downward as con-
sumers regain confidence in their job security, add to their wealth,
and anticipate more moderate rates of inflation. However, opportu-
nities that have recently become available for tax-deferred saving in
retirement funds could exert some small influence in the opposite
direction over a number of years.

Consumer expenditures, in real terms, started to recover from a
depressed level as early as the first quarter of 1975, increased rapidly
in the second quarter, and recovered further during the remainder
of the year. All major categories of consumption—durable goods,
nondurable goods, and services—increased in constant dollars dur-
ing each quarter of the year.

A notable turning point was the advance of durable goods in the first
quarter, slightly ahead of the trough in economic activity. Responding
to manufacturers’ rebates—particularly on small cars, which had been
over-stocked—sales of U.S.-made autos picked up from a deeply de-
pressed 6.0 million-unit rate at the end of 1974 to a 7.2 million-unit
annual rate in February 1975. This increase, however, represented
largely borrowed demand, and sales slipped back after manufacturers
in general had withdrawn their offers of rebates. Hence auto sales on
the average were lower in the second quarter than in the first despite
the large tax stimulus in the spring.

As inflationary fears gradually moderated, there appeared to be
an improvement in the consumer outlook, judging by various attitudi-
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nal surveys. Sales of U.S.-made autos picked up again and reached
an 8 million annual rate in the last quarter of 1975. However, sales
of imported cars slowed dramatically from a 1.7 million-unit annual
rate in the first quarter to a 1.3 million rate in the fourth, reflecting
intense competition from domestically produced cars as well as periods
of inventory shortages at foreign car dealers.

Unlike demand for autos, real expenditures for furniture and ap-
pliances and for nondurable goods responded almost immediately
in the spring to the strengthening of the economy and to the tax re-
ductions. Real outlays for furniture and appliances rose about 4
per cent in the second quarter, and real spending for nondurable
goods also rose in that period. For the year as a whole, increases in
real buying of food and apparel were the main factors that caused total
purchases of nondurable goods to expand.

Higher real outlays for services, including utilities, also con-
tributed somewhat to the recovery—with spending in real terms up
almost 2 per cent from the last quarter of 1974 to the corresponding
period in 1975.

Housing

By the first quarter of 1975, private housing starts had completed
the steepest and most protracted decline since World War II—to an
annual rate of 1 million, from a peak annual rate of 2.4 million
units reached toward the end of 1972. During the remainder of 1975
they advanced by nearly 40 per cent from this low.

The rate of improvement in the production of new dwellings dur-
ing the last three quarters of 1975 was broadly similar to that in
other major cyclical recoveries during the postwar period. Even so,
the seasonally adjusted annual rate of starts in the fourth quarter of
1975 was still running just short of 1.4 million units—below long-
run potential demand as estimated from projected household forma-
tions and net removals of existing dwellings.

Factory shipments of new mobile homes for domestic use also
showed some recovery as 1975 progressed and for the year as a
whole reached a total of 216,000 units. At that level, however, such
shipments were no larger than they had been in the mid-1960’s and
were some 60 per cent below their 1972 high.

While multiple-unit structures shared in the increase in housing
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Residential fixed investment

Percentage change, annual rate
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construction activity, this segment of the industry remained quite
depressed throughout 1975. Such starts totaled only 270,000 units—
the lowest number since the 1950’s, The fact that there were so few
multifamily starts reflected the financial difficulties of builders of such
projects, the heavy volume of units still under construction when the
year began, continued weakness in consumer demands for condo-
miniums, and a general inability to achieve rent levels sufficient to
cover the rising costs of development and operations.

Single-family housing starts, on the other hand, totaled nearly 900,-
000 during the year. Such starts benefited not only from the relatively
smaller degree of overbuilding experienced during the earlier boom
but also from Federal Government programs designed to provide
below-market interest rates for some buyers. In addition, the new-
home market was stimulated to some extent by the availability of
special income tax rebates on purchases made before 1976 from
the overhang of dwellings held in builder inventories in the early
spring of 1975. Finally, the cost of home mortgage credit declined
somewhat during the year and loan availability improved, reflecting
very strong inflows of funds to thrift institutions during 1975.

As 1976 began, the number of dwelling units under construction
was still at the lowest level since 1971, suggesting the possibility that
support from residential construction investment to the general eco-
nomic upturn might be stronger and more sustained than usual for
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this stage of a recovery. In previous cyclical recoveries, when hous-
ing starts had clearly led the general upturn, the stimulus provided
by residential production had tended to fade after three quarters of
general recovery.

This time it seems more likely that the strength of residential con-
struction activity will be well sustained during 1976, since both de-
mand and financing conditions appear favorable. Although prices of
new single-family homes remain exceedingly high, some builders have
broadened the range of their markets by offering smaller homes at
lower prices. In the multifamily area, incentives to build appear to
be improving, as rental vacancies have declined substantially and
probably will remain low for some time, considering the fact that few
additional units have recently been under construction.

Business fixed investment

Capital outlays weakened sharply in the second half of 1974 and
continued to decline as the economic recovery got under way in the
second quarter of 1975. By the end of 1975, however, capital spend-
ing appeared to have bettomed out and was beginning to contribute
modestly to the recovery. For 1975 as a whole, capital outlays by busi-
ness were about unchanged in current dollars from 1974, but were down
almost 12 per cent in real terms. Following the pattern of the

Utilization and business investment
Per cent Percentage change, annual rate
Capacity utilization Plant and equipment expenditures
1 40

Major materials

90 | | Materials
o) e
80 { 20
Total [
|
70 | 43
Manufacturing g
I i ! ! !
1973 1975 1973 1975

Capacity utilization, F.R. data, seasonally adjusted. Plant and equipment expenditures,
Dept. of Commerce data; materials include the primary metals; stone, clay, and glass;
textiles; paper; chemicals; and petroleum industries.
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previous 4 years, spending was weaker for structures than for equip-
ment.

The cyclical reduction in real business fixed investment was some-
what larger in 1974-75 than in the 1957-58 downturn and was
much larger than in most previous postwar business cycles. More-
over, the timing of the upturn in such spending came a bit later
than usual. Real capital outlays did not begin to increase until late
1975 after having declined 17 per cent from their peak in the first quar-
ter of 1974. The level of capital outlays was affected not only by cyclical
developments—including some previous overbuilding of offices and
shopping centers—but also by dislocations ensuing from the oil
embargo and by partially related interruptions in the investment
plans of electric utilities.

Because final demands were sluggish, the manufacturing industry
as a whole operated at relatively low rates of capacity throughout
1975. Even though there were several developments that would
normally have had a favorable impact on investment—such as the
increased investment tax credit, a substantial recovery in corporate
profits, and moderating inflation in capital goods prices—firms were
continuing to be very cautious about adding to capacity as 1976
began.

As in the previous 2 years, plant and equipment expenditures in
1975 increased more in the manufacturing sector than in other in-
dustry groups. Much of the strength continued to be concentrated
among materials producers, where physical capacity was raised by
about 4 per cent, probably more than in most other industries. The
expanded investment outlays of such producers reflected both the
capacity constraints that had been evident before the recent reces-
sion and the need to comply with environmental regulations.

Utilization rates at durable goods producers remained at the de-
pressed level reached in mid-1975. During the year the auto, rubber,
and electrical machinery industries all reduced their investment spend-
ing. Outside of manufacturing, weakness was particularly evident in
electric utilities, where capital spending decreased in 1975 after having
maintained an average annual growth of 14 per cent from 1962 to
1974. Communications and commercial firms also cut back on capital
spending in 1975.

Evidence from such sources as the Commerce Department’s year-
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end survey of plans for new plant and equipment expenditures in
1976 suggests that a vigorous recovery in business fixed investment
may not be forthcoming over the near term. Further evidence of
modest near-term prospects is provided by the year-end weakness
in such leading indicators as construction contracts and new orders
for capital goods. On the positive side, the rapid recovery in corpo-
rate profits is serving to ease substantially the liquidity problems that
had curtailed investment earlier, while the strengthening of market
demand will tend to encourage more optimistic evaluations of future
corporate needs. Financing conditions are also more favorable, particu-
larly in the stock markets where prices rose sharply in early 1976.
All of the surveys of investment intentions show that producers
of materials—especially of nondurable materials—should continue
to be a source of relative strength in 1976. Ultilities are also planning
sizable increases in capital spending, in view of the recovery in demand,
the start that has been made in sorting out the problems of energy and
environmental impact, and the improvement in their financial positions.

Net exports

The value of U.S. net exports of goods and services in 1975—ex-
cluding Federal interest payments to foreigners—amounted to $21
billion, the largest on record. Early in the year net exports were a sub-
stantial factor helping to cushion the decline in domestic activity;
after midyear they continued at very high levels, although they
receded slightly from their second-quarter peak values. Most of the
increase in net exports occurred in merchandise trade flows, which
were dominated by cyclical developments both at home and abroad.
Services accounts showed little net change during the year.

Mirroring the intense inventory liquidation of early 1975, the
volume of merchandise imports fell 20 per cent between the fourth
quarter of 1974 and the second quarter of 1975. With the sharp
domestic recovery in the latter half of the year, imports picked up
correspondingly.

Merchandise exports held up rather well in the face of reduced
economic activity abroad, to some extent because the declines abroad
were generally somewhat milder than those in the U.S. economy. In
part, the stability of exports was due to the high level of capital goods
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shipments (which tend to lag behind the normal cycle) and to the large
amounts of grain shipped to the Soviet Union late in the year. Also,
U.S. exports to oil exporting countries increased significantly for the
second year in a row. More generally, the relative improvement of U.S.
price competitiveness played a key role, reflecting the facts that the
dollar exchange rate had depreciated significantly since the early
1970’s and that U.S. inflation rates, while high, were still lower than
the average for other industrial countries.

State and local governments

During the 5 years preceding 1975, real purchases of goods and
services by State and local governments had risen by about 3.5 per
cent annually and growth in employment had averaged 4 per cent.
In 1974 this rate of expansion slowed as budgets came under pres-
sure due to rising prices and the slower growth in receipts. The
“operational” budget (a budget measure that includes all State and
local government transactions except the net savings in social insur-
ance funds) moved from a moderate surplus in 1973 to a deficit in
1974.

Difficulties of these governments were accentuated in 1975 as
the recession caused a continued slowing of tax receipts, particularly
during the early part of the year. Moreover, as the financial problems
of New York City, of New York State agencies, and of some other

State and local government purchases of goods and services

Percentage change, annual rate
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governmental units heightened the concern of investors, municipal
borrowing costs increased across the country.

The psychological effects of the “New York City crisis,” along
with the more general fiscal pressures on State and local governments,
apparently caused many units to tighten their budgets. As a result,
after recovery had begun in the spring of 1975, the growth of total real
purchases remained well below the pace during the comparable period
in the 1958 cyclical expansion.

Budgets for State and local government construction bore the
brunt of the cutback—as might be expected given the postponability
of these outlays and their sensitivity to credit conditions. Real spend-
ing for structures was down almost 6 per cent for the year, whereas
outlays for employee compensation registered a 10 per cent nominal
gain, and total employment grew by 5 per cent. The latter increase
was attributable in part to the addition of public employment workers
under Federal grant programs. These additions averaged about
310,000 for the year. Altogether, grants-in-aid from the Federal
Government rose 24 per cent in 1975 and provided major support to
State and local governments.

The operational deficit in the State and local sector, which had
emerged in 1974, worsened during the first quarter of 1975, but
then moved to a modest surplus as spending cuts became effective and
receipts were stimulated by the economic recovery. This improvement
should carry over into 1976 and help to lessen the financial hardships
of these governments.

Federal Government

Federal Government purchases of goods and services—the part of
U.S. spending that appears directly in GNP—declined slightly in
real terms during 1975, continuing a trend that had begun after
1968. Military employment was down somewhat.

Federal fiscal actions affected the economic recovery chiefly
through the already mentioned Tax Reduction Act and the cyclical
expansion in transfer payments. Transfer payments were boosted
early in the year by extending the duration of unemployment benefits
to 65 weeks, by widening the coverage of unemployment insurance,
and by increasing the public employment program.
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The Federal budget deficit (NIA basis) reached a peacetime
high annual rate of $102 billion in the second quarter of 1975,
when a substantial portion of the payments under the Tax Reduction
Act were made. For the year as a whole the deficit averaged about
$74 billion. Fiscal policy was considerably more stimulative in 1975
than in preceding years, as illustrated by the marked shift in the high-
employment budget, from a $25 billion surplus in 1974 to an $8 bil-

lion deficit in 1975.
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Labor Market Developments

The economic contraction that ended early in 1975, in conjunction
with powerful inflationary forces, resulted in the highest rate of un-
employment—nearly 9 per cent—and the sharpest cyclical decline
in the economic well-being of workers and their families since before
World War II. The subsequent recovery of economic activity, which
was reflected in strong increases in demands for labor after midyear,
reduced unemployment to about 8 per cent by the year-end. Con-
sumer purchasing power, per capita, also improved during the final
three quarters of 1975, but because of the depth of the recession and
the continued substantial pace of inflation, by the fourth quarter it
still was below prerecession levels.

The labor market response to the 1974-75 downturn in business
activity differed markedly from typical behavior in previous postwar
recessions. Wage rate increases and labor force participation—both
of which have been significantly affected by inflation, and the espe-
cially steep increases in costs of food, energy, and health care—con-
tinued at high rates, despite the large rise in unemployment. Past
recessions had been instrumental in much more extensive modera-
tion of wage rate growth and had typically resulted in some decline
of labor force participation.

The atypical behavior of participation and wage rates also may
be attributable in part to the structure of countercylical job-creation
and income-transfer programs. The scale of Federally funded job-
creation programs was expanded, and direct payments to jobless
workers under the unemployment insurance system (both regular and
special programs) were nearly tripled to an annual rate of almost $19
billion. Such programs may tend to retard labor force exit and to
discourage the taking of lower paying and less desirable jobs.

EMPLOYMENT: CONTRACTION AND REVIVAL

Nonfarm payroll jobs declined 3.1 per cent from their peak in
October 1974 to the trough in June 1975, a smaller relative drop
than during the comparable period of the 1957-58 downswing. Job-
creation programs sponsored by the Federal Government, which
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funded more than 300,000 jobs in State and local governments, and
the greater concentration of the work force in occupations that are
less prone to cyclical layoffs helped to offset the deep cuts in employ-
ment in the goods-producing industries.

Nondurable manufacturing employment fell 6.5 per cent from
October 1974 to June 1975; and in contract construction, jobs fell
by more than 12 per cent during the same period and continued to
decline during the remainder of 1975. Job losses in these two sectors
were much greater than during 1957-58. As is usual in a recession,
employment in the service-producing sectors was much less affected;
growth in service-industry jobs continued during the contraction—
nearly offsetting short-lived declines in trade, transportation, and
public utilities.

Among goods-producing industries, employment gains in the
recovery phase of the cycle occurred first and were relatively strong-
est in nondurable manufacturing; between June 1975 and the end
of the year, half of the nearly 600,000 jobs that had been lost had
been regained. Substantial increases were registered in textiles and
apparel, where inventories had previously been depleted owing in
part to improved demand stimulated by the spring tax reductions.
In contrast, factories producing durable goods had restored only
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about a sixth of the jobs lost during the recession. Private service-
producing employment also resumed its expansion after midyear;
medical care payrolls experienced the most rapid growth—200,000
jobs during the year.

By occupational classification and demographic groups, patterns
of employment reduction were typical of a cyclical downswing. Sharp
declines in blue-collar employment were only partially offset by con-
tinued growth of white-collar jobs (except clerical), while service
employment remained about stable. Because their jobs are conceri-
trated in the most cyclically sensitive industries and occupations,
layoffs were more numerous among men than among women during
the downturn.

UNEMPLOYMENT AND LABOR FORCE

The sharp contraction of employment in combination with continued
substantial growth of the labor force—especially among married
women—pushed the unemployment rate to 8.9 per cent in May
1975, a 35-year high. Growth of the civilian labor force was 1.5 per
cent in 1975, unusually large for a period of high unemployment.
In contrast, the labor force had increased by only 0.4 per cent in
1958. In part, the relatively rapid recent growth was a function of
the large increase in the working-age population, which rose by 2.7
million (1.8 per cent) in 1975 compared with 1.4 million (1.3 per
cent) in 1958. In addition, however, a large number of married
women entered the labor force, apparently in an attempt to supple-
ment declining family incomes. Real per capita disposable income,
eroded first by inflation and then by a steep rise in unemployment, fell
4.6 per cent over the five quarters ending March 1975. This was
the deepest decline since before World War II. The largest previous
postwar decline—during the 1957-58 recession—had amounted to 2.2
per cent.

From October 1974 the unemployment rate rose 2.8 percentage
points to its peak in May 1975. Although the jobless rate nearly
doubled for mer: aged 25 and over, most of whom were experienced
workers with family responsibilities, it was still below its 1957-58
peak. In contrast, the unemployment rates of adult women and teen-
agers—frequently second earners in the household—reached postwar

highs.
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As is characteristic of the initial stage of a recovery, the jobless
rate declined rather slowly in 1975, falling only 0.6 of a percentage
point from its May peak to 8.3 per cent in December. Improvement
was widespread by industry and occupational groupings, and unem-
ployment rates for most demographic groups also fell. By the end of
the year the jobless rate for household heads had declined to 5.7
per cent while the rate for those covered by unemployment insurance
(regular programs) had dropped to 4.9 per cent.

WAGES AND COLLECTIVE BARGAINING

Despite high unemployment, wage rates continued to rise rapidly dur-
ing 1975. The hourly earnings index for production workers in non-
farm private businesses—which approximates wage-rate trends—rose
by 8.2 per cent in 1975, somewhat less than the 9.3 per cent increase
recorded in 1974 but well above the rise in every other year since
this series was begun in 1964. The deceleration that did occur
reflected the abatement of inflation, extensive slack in many sectors,
and a relatively light bargaining schedule during the year.

The high rate of wage gain in the midst of a severe recession
illustrates the importance of consumer price trends in the wage-
determination process. Many workers receive cost-of-living wage
adjustments regardless of the state of the labor market. Strong labor
unions, for example, are likely to be able to maintain real wage
rates—albeit after a significant delay—in periods of simultaneous
high joblessness and rapid inflation.

Major collective bargaining negotiations covering 2.8 million
workers were conducted in 1975. They provided first-year wage
adjustments of 10.2 per cent on the average, compared with 9.8
per cent in 1974. Fringe benefits, however, apparently continued to
increase faster than wages as first-year wages and benefits combined
(in contracts covering 5,000 or more workers) rose by 11.2 per cent
—up slightly from 10.7 per cent in 1974. In addition, cost-of-living
escalator clauses were added to 92 major contracts covering nearly
700,000 workers in 1975; such clauses now cover about 60 per cent
of workers in major collective bargaining units.

Outside of new collective bargaining negotiations, the decelerating
pace of inflation and slack demands did induce some slowing in the
rate of wage gain. In manufacturing, despite being about two-thirds
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unionized, the rate of wage growth decelerated from 10.3 per cent
in 1974 to 8.8 per cent in 1975. Wage pressures also moderated
somewhat in the less unionized trade and service industries, with
wages rising 7.7 per cent during 1975, compared with about 9 per
cent the prior year. In the construction industry, where the jobless
rate averaged nearly 19 per cent, wages rose by less than 6 per cent
in 1975.

COSTS

Despite continued rapid growth of wages, the upward trend in unit
labor costs in the private nonfarm economy decelerated during 1975.
From the fourth quarter of 1974 to the fourth quarter of 1975, the
unit-cost index rose less than 4 per cent, compared with 14 per cent
during the preceding four quarters. This improvement was due almost
entirely to the rebound in labor productivity. Output per hour had
fallen in seven of the eight quarters ending with the first quarter of
1975; the cumulative drop of 4.5 per cent was the largest of the
postwar period. During the recovery in the last three quarters of
1975, output per hour rose by 4.1 per cent. While this rate of increase
is about normal for the initial phase of a recovery, the earlier decline
in productivity had been so deep that output per hour at the end of
1975 was still well below its postwar trend.

Productivity and costs

Percentage change from previous year

\/_/\/-—_\ 1
Compensation per manhour

,/\ / 5
Output per manhour\\/ 2
1

10

I
1972 1973 1974 1975

Based on seasonally adjusted data from Dept. of Labor.
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Price Movements

Inflation was less pervasive and less severe during 1975 than
during the two preceding years. A widespread deceleration of price
increases occurred in late 1974 and in early 1975. For 1975 as a
whole the rate of inflation at the final demand level was cut about
in half. About midyear, however, a surge in the prices of foods and
gasoline and a sustained upward movement of industrial prices caused
some step-up in the rate of inflation.

Despite the vast improvement from the 1973—-74 experience, infla-
tion continues to be a severe problem and a threat to the durability
of the recovery. Over the second half of 1975, consumer prices rose
at a 7.5 per cent annual rate—historically very high, and especially so
in light of the severity of the contraction and the extent of under-
utilization of workers and plant capacity.

3. Changes in consumer prices

In per cent
Relative Annual rate over half year ending—
Group impor-
tance,
Dec.'75 | June 74 | Dec.’74 | June'75 | Dec.'75
Allitems. ... 100.0 12.3 12.2 6.6 1.5
Food........coiiiiiiiiinieiininnnnn. 24.7 11.1 13.0 4.7 8.2
Fuel and utilities........................ 5.2 21.3 12.0 11.4 10.9
Private transportation 1.................. 11.7 19.6 9.6 7.4 11.8
Medicalcare. . ........covevrnnieeeenn.. 6.4 11.3 13.7 11.2 8.5
Shelter?. . .........oiiiiiiiiiiiiinnn, 21.4 10.1 12.6 8.9 5.7
Household furnishings and upkeep........ 1.4 19.5 20.2 7.4 5.4
Reading and recreation.................. 5.1 9.0 10.2 5.8 5.2
Apparel and upkeep................. ... 9.2 9.6 7.8 ) 3.9

1 Includes gasoline and motor oil.
¢ Includes rent, home purchases, mortgage interest, taxes, insurance, maintenance, and repair.

NoTe.—Based on seasonally adjusted monthly data from Dept. of Labor.

This high rate was associated with a number of factors, including
a temporary surge in food and gasoline prices, “pass-through” of
earlier increases in costs, a resumption of rising prices for some
industrial materials, the end of excess inventory liquidation in certain
sectors, and—in several industries—pricing designed to restore profit
margins. Whether this pattern represents further structural correc-
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tions of cost-price imbalances that had developed during the period
of wage-price controls and the subsequent intense inflation in costs
of materials and labor, or a step-up in the underlying rate of infla-
tion, remains to be seen.

SOURCES OF PRICE DECELERATION

The slowing in the over-all rate of price increase in 1975 was attrib-
utable in part to amelioration of some special market conditions that
had contributed to the intense inflation of 1973 and 1974. Four
developments were instrumental in the over-all improvement of prices
in 1975:

- Roughly coincident, severe recessions in the major indus-
trial nations reduced demand pressures on prices of inter-
nationally traded materials and commodities.

The easing of international and domestic demands late in 1974
finally moderated the most severe peacetime rise of industrial mate-
rials prices since World War II. After having risen by about 28
per cent in 1974, in large part because of the steep rise in the prices
of fuel and energy, wholesale prices of crude and intermediate
materials nearly leveled off in the first half of 1975, and then moved
up at a much reduced rate in the second half.

A shrinkage of 12.5 per cent in demand for imported products,
along with the increased strength of the dollar and reduced inflation
in foreign markets, contributed to the improved price performance
in the United States. Exclusive of fuels and lubricants, average prices
for foreign goods rose 10 per cent compared with 27 per cent in
1974. U.S. exports of merchandise declined only 3 per cent in real
terms, and average prices of exports rose by 12.5 per cent compared
with almost 30 per cent during 1974.

Price increases for crude oil and refined products and for
competitive types of energy were smaller.

Although rising costs of fuel and energy continued as a major
factor sustaining inflation in 1975, pressures from this source were
much less intense than in 1973-74. Pressures on production costs,
arising from inputs of energy raw materials, were reduced. Price in-
creases for crude oil in domestic markets; for imported crude, which
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accounts for about one-third of domestic consumption; and for refined
oil products ranged from 15 to 20 per cent—all sharply less than in
1974. Other energy prices behaved unevenly, in part because of the
extent of regulation and demand factors.

Record farm crops helped to dampen the rise of consumer
food prices.

Record domestic harvests of corn and wheat helped to prevent
another very substantial increase in domestic and international food
prices. Consumer food prices rose about 6.5 per cent, about half
the rise in 1974. This increase was attributable mainly to higher
marketing and processing costs. Late in 1975 output of livestock began
to increase, reflecting the renewed profitability of livestock feeding,
and prices began to recede from their earlier advanced levels.

A cyclical reduction of labor cost increases, resulting
mainly from a recovery-induced rebound in productivity.
helped to hold inflation to a more moderate rate.

The sharp cyclical rebound of labor productivity and the modera-
tion of wage gains mentioned earlier helped to bring about an abate-
ment of inflationary pressures in 1975. Unit labor costs, which had
risen 14.4 per cent from the fourth quarter 1973 to fourth quarter
1974, rose at a rate of only 3.8 per cent during 1975—alleviating
much of the cost pressure that had pushed up prices during the prior
year. In addition, the recession stimulated price restraint at each stage
of the production chain as temporary discounts and rebate programs
were used to clear inventories of both materials and finished goods.

CONSUMER PRICE PATTERNS IN 1975

All broad measures of prices reflected an abrupt diminution of inflation
early in 1975. Easing was evident across a broad spectrum of goods
and services as rates of increase in the consumer price index were
halved from their 1974 experience. Prices of food and apparel fell
during the early months of 1975 as food supplies rose and as apparel
prices were discounted to clear inventories.

Energy prices provided a reduced but still major impetus to infla-
tion in most of 1975. Consumer costs of fuel and utilities rose about
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11 per cent compared with 16.6 per cent during 1974. The rising price
of gasoline, coupled with increases in costs of auto insurance, servicing,
and purchases, drove prices of personal transportation up by 9.6 per

Consumer prices
Ratio scale, January 1972=100

180

Food

1973 1975

Wholesale prices

Ratio scale, January 1972=100
B R T

Crude and
intermediate
materials

1973 1975 1973 1975
Dept. of Labor data, seasonally adjusted. Crude and intermediate materials exclude foods.
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cent. Costs of medical care also rose at a rapid pace—by almost 10
per cent—during the year.

With household budgets forced to adapt to high and rising costs
for basic necessities, consumers were very sensitive to prices for
more discretionary items. Selective buying coupled with vigorous
efforts by businesses to liquidate inventories contributed to greater
moderation in price growth for apparel and household durable goods.

Consumer costs for shelter rose less in 1975 than during 1974
as a result of slight declines in mortgage interest rates and of more
moderate increases for maintenance and repair.

PRICE PATTERNS AT WHOLESALE

The wholesale price index for all items was about unchanged in the
first half of 1975 for the first time since the period of price controls.
Prices for industrial commodities rose 6 per cent over the year; slack
demand and liquidation of inventories kept price increases at a
reduced level early in the year, but after June prices of such com-
modities rose at an annual rate of 8.7 per cent.

During 1974 prices of industrial materials had accelerated to a
rate of nearly 30 per cent, thereby contributing to sharp advances
for finished goods. In 1975, however, they rose only about 5 per

4. Changes in wholesale prices

In per cent
Annual rate during
Relative half year ending—
Group impor- Dec. 1973~
tance, Dec. 1974
Dec. *75 June Dec.
1975 1975
All commodities. ...l 100.0 20.9 .3 8.3
Farm and food products. ................... 22.8 11.0 —8.0 8.1
Industrial commodities .. 77.2 25.6 3.4 8.7
Materials, crude and intermediate 1. ... ..... 48.3 - 28.2 2.1 8.6
Finished goods:
Consumer nonfood..................... 18.6 20.5 3.9 9.6
Producergoods. . .........c..voiiennn.. 11.8 22.6 8.4 1.9
MEMoO:
Consumer foods. .................. e 11.1 13.0 3.8 7.2

1F.R. estimates.
Note.—Based on seasonally adjusted monthly data from Dept. of Labor.
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cent, largely because of reduced demand. Among items that showed
increases were fuel—with increased costs passed on in higher prices
for electric power—and lumber and plywood, which reflected the
optimistic outlook for residential construction.

After midyear, prices of crude and intermediate materials together
rose at an 8.6 per cent annual rate, up from a 2.1 per cent rate in
the first half. Similarly, prices of consumer finished goods excluding
food, which had decelerated sharply in the first half of 1975, rose at
higher rates in the third and fourth quarters, reflecting largely in-
creases for gasoline, horhe heating oil, tires and tubes, and leather
footwear. Improved demand permitted “pass-through” of prior cost
increases for passenger cars, and this boosted both wholesale and
retail prices.

Suppliers of plant and equipment were caught in a tight cost-price
situation in 1975 as real investment in plant and equipment eased
during most of the year. Because of the extremely large increases in
costs of both materials and labor in 1974, many investment goods
firms had been placed in a high-cost, low-profit position before the
contraction. As demands declined and price competition became
more pronounced in 1975 some producers literally abandoned their
businesses; this was especially true in construction, where real spend-
ing on structures was at the lowest level since 1961.

5. Changes in prices of plant and equipment

In per cent
1974 1975

Group
Hi H2 Hl1 H2

IMPLICIT DEFLATORS
Business fixed investment................... 12.3 18.9 10.6 5.5
Structures. . ......... 24.5 23.6 4.2 3.1
Durable equipment 7.9 22.2 15.8 6.4

WHOLESALE PRICE INDEXES

Producers’ finished goods. ................. 16.3 28.5 9.9 7.7
Machinery and equipment................ 17.2 29.0 10.9 6.1
Agricultural equipment. ............... 14.2 32.7 1.7 7.5
Metal-working equipment.............. 20.6 1.9 11.4 6.6

Note,—Annual rates of change calculated from quarterly averages, with comparisons being based
on last quarter of preceding and last quarter of current half year. Basic data from Dept. of Commerce
and Dept. of Labor.
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The contraction of demand, coupled with more moderate wage
increases for construction workers, resulted in an average price rise
of only 3.3 per cent over the year for nonresidential structures. Con-
tinued rapid advances in equipment prices through midyear reflected
in part strong demands and near-capacity operations in highly
specialized areas, including pollution control equipment, oil drill-
ing and coal mining equipment, and agricultural equipment.

AREAS OF CONTINUING CONCERN

At the end of 1975 there were several threats to the reestablishment
of more stable prices. One was the longer-run threat of a resumption
of inflation induced by excess demand. Others included uncertainty
about the depletion of worldwide inventories of agricultural products;
uncertainty about the future course of oil prices; and the jockeying
among factors of production (and individual producers) designed to
restore prior income positions.

Much of the improvement in the food price outlook is attributable
to the record production of U.S. farmers in 1975. Because of a very
poor grain harvest in the Soviet Union, however, international grain
stocks are probably little changed from 1974. If 1976 does not provide
larger world harvests, domestic food prices may again be subject to
upward pressures from international demands.

The Energy Policy and Conservation Act of 1975 set guidelines for
the movement of domestic oil prices over the next 3 years, but such
actions will have little influence on decisions of the Organization of
Petroleum Exporting Countries. Thus one major impetus to price
changes for gasoline, fuel oil, and other petroleum derivatives remains
unknown. Because energy costs are an important factor in the avail-
ability and price of many goods and services, their continued rise
virtually ensures some upward pressure on costs and prices generally,
and any reacceleration would likely exacerbate the difficulties of lower-
ing the over-all rate of inflation.

The events of the last several years have had more than just tem-
porary effects on the economy. The experience with price and wage
controls and some public comment as to the possible desirability of
restoring such controls in one form or another have very likely quick-
ened and strengthened the impact of expectations on economic be-
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havior. The rapid and strong increases in prices of fuels and com-
modities have set in motion a process of reallocation and readjust-
ment in the economy that will proceed for an extended period. The
1973--74 economic decline and the uncertainty caused by the drop
in real income has set the stage for attempts during the recovery by
the recipients of wages and profits to regain their real income and
enlarge their relative shares. All of these factors can be expected to
have impacts not only on price behavior but also on the speed and
strength of economic recovery.
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Monetary Policy and
Financial Markets

Monetary policy in 1975 sought to create money and credit condi-
tions that would foster economic recovery and permit an unwinding
of the financial strains carried over from earlier years. Since the
need for further progress in dampening inflation remained urgent,
however, great care had to be taken to avoid overly aggressive Fed-
eral Reserve actions to ease credit markets and stimulate expansion
in money and credit supplies that might prove counterproductive.
In these circumstances the System elected to pursue a moderate
course of monetary expansion.

Improvements in liquidity

The liquidity of the economy was substantially rebuilt over the course
of 1975. The rebuilding was especially rapid among nonfinancial
businesses, where drastic cutbacks of inventories during the first half
of the year and subsequent sharp increases in profits generated a
major improvement in cash flow and a consequent lessening of re-
liance on external financing. With access to capital markets also
greatly improved, companies placed primary emphasis on long-term
financing and repaid nearly $14 billion of short-term debt—mostly
at commercial banks. The chart at the top of the following page indi-
cates the extent to which business financial ratios improved over the
year.

The combination of easier monetary policy and record reductions
in business borrowing also made it possible for commercial banks
to achieve a sizable build-up in liquid assets. In addition, banks were
able to reduce their reliance on volatile, high-cost sources of funds
and to achieve some general improvement in capital ratios. The chart
on page 45 indicates the relative dimensions of these changes. To a
considerable extent the increased liquidity of banks also reflected a
general shift in management strategy to more conservative standards,
following a decade of emphasis on the expansion of assets and the
improvement of earnings performance.
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Nonfinancial corporations
Selected financial ratios

High
187.9%

L
95‘3‘«;’{, Fixed investment
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Gross internal funds

Short-term debt
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Total debt

Total debt

to
Income originating

1 1 1
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Gross internal funds include undistributed profits, inventory and capital consumption
valuation adjustments, and capital consumption allowances. Short-term debt includes short-
term market instruments and 60 per cent of total bank loans. Income originating is the total
of employee compensation, net interest, and profits adjusted for inventory valuation originat-
ing in nonfinancial corporations.

Debt from flow of funds accounts; flows from GNP acounts. Seasonally adjusted data with
the flows at annual rates.

Other types of financial institutions also placed more stress on
prudent management policies. Nonbank thrift institutions, for ex-
ample, used their sharply accelerated inflows of funds initially to
reduce high-cost borrowing, and over much of the year they con-
tinued to stress additions to their liquid asset positions.

This curative process was essential to the restoration of a sound
financial basis for economic recovery, but it was not without some
costs. Loan rates tended to remain somewhat higher, and other lend-
ing terms eased less, than in earlier economic recoveries. Moreover,
lender perception of risk in both private and public markets was
heightened, as some borrowers with marginal credit ratings continued
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Commercial banking

Selected financial ratios

lotal assets

Demand and other
time deposits
1o
Total assets

Financial net worth

to
I I Total assets

1 | 1 1 I ey
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Commercial banking consists of chartered commercial banks, their domestic affiliates.
Edge Act corporations, agencies of foreign banks, and banks in U.S, possessions. Liquid
assets' are U.S. Govt. securities, vault cash, and deposits at F.R. Banks. Demand and other
time deposits are total deposits less large negotiable CD’s, Financial net worth is financial
assets less financial liabilities.

Seasonally adjusted data from flow of funds accounts.

to experience difficulty in covering their financial requirements—
evidenced most dramatically by the case of New York City. Over all,
however, the state of liquidity and the availability and cost of credit
improved substantially for borrowers in good financial condition.

Interest rate declines

The development of more accommodative credit conditions was espe-
cially evident in the general decline of short-term interest rates. The
short-term rate that reflects changes in the thrust of monetary policy
most directly is, of course, the Federal funds rate—the rate at which
banks borrow immediately available funds from each other on an over-
night basis. Any System-easing action affecting the total supply of bank
reserves influences the Federal funds rate promptly and directly. By
early 1976 the funds rate had dropped to around 4% per cent, some
334 percentage points below the level at the end of 1974. And other
short-term rates had declined by roughly commensurate amounts over
this period—as the chart on page 46 shows.
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Interest rates
Per cent per annum

Short-term Long-term

Federal funds
12

Aaa utility
New issue

10
Conventional

mortgages

HUD

Treasury bills
3-month

State and local
government

F.R. discount rate

1 152 I 1 1

1
1973 1974 1975 76 1973 1974 1975 76

Monthly averages except for conventional mortgages, which are based on quotations for
one day each month. Yields: U.S. Treasury bills, market yields on 3-month issues; prime
commercial paper, dealer offering rates; conventional mortgages, rates on first mortgages
in primary markets, unweighted and rounded to nearest 5 basis points, from Dept. of
Housing and Urban Development; Aaa utility bonds, weighted averages of new publicly
offered bonds rated Aaa, Aa, and A by Moody’s Investors Service and adjusted to a Aaa
basis; U.S. Govt. bonds, market yields adjusted to 20-year constant maturity by U.S.
Treasury; State and local govt. bonds (20 issues, mixed quality), Bond Buyer.

While long-term rates in early 1976 were also significantly below
their levels of late 1974, net declines from those earlier levels oc-
curred mostly in the opening weeks of 1976. During the early months
of 1975—when the business recession was still deepening and short-
term rates were showing their steepest drop—Ilong-term rates did
decline appreciably. But by early spring of 1975 these initial declines
had been reversed. The reversal of trend was attributable to several
factors—including increased concern about inflation, the heavy
volume of borrowing that developed in capital markets from both
corporations and State and local governments, and the rate pressures
expected to result from an unprecedented volume of Treasury borrow-
ing. Although the Treasury’s huge financing needs proved to be more
readily managed in practice than in prospect, long-term rates re-
mained relatively high over the rest of the year, partly because in-
vestors were anticipating cyclical recovery in interest rates and—in
the tax-exempt market—because of generalized market concern
about the possible consequences of a New York City default.
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The easing of long-term rates in early 1976 was to some extent
simply a reflection of the further drop in short-term rates to new
cyclical lows. However, several other significant influences were
involved. Market analysts were generally forecasting a significant re-
duction in the volume of new corporate and municipal bond offerings
during 1976. Market concern about the financing problems of New
York tended to diminish with the introduction of Federal assistance.
And the consensus forecast of moderate economic growth in 1976
suggested that the outlook for inflation had not worsened as pre-
viously feared.

Over the course of 1975, however, the trend of short-term rates
was not consistently downward. From mid-June through September
the bellwether Federal funds rate rose from 5% per cent to levels
generally above 6 per cent, before turning down again in October.
And other short-term rates followed roughly the same pattern—as
shown in the chart.

This temporary increase in short-term rates was in part a reflec-
tion of the extraordinarily heavy schedule of Treasury borrowing
during the spring and summer. In addition, Federal Reserve open
market actions for a time exerted upward pressure on the funds rate.
The System took this precautionary move to ensure that the ex-
tremely rapid second-quarter growth in the monetary aggregates did
not persist. Later, when it became apparent that growth in these
aggregates had slowed again, the System eased its policy stance. The
funds rate then dropped to new lows for the cycle.

Monetary aggregates

The accommodative thrust of monetary policy during 1975 was also
reflected in the growth of broad measures of the money stock. M,—
the measure that includes time and savings deposits at banks other
than large certificates of deposit (CD’s), as well as demand deposits and
currency—expanded by 8.2 per cent, one-half percentage point more
than in 1974; and M,—which adds deposits at savings and loan associa-
tions, savings banks, and credit unions to M,—grew by 11 per cent,
substantially more than in 1974 (7.1 per cent) or 1973 (9.0 per cent).

In contrast to these broader measures, the narrowly defined money
stock (M,) grew somewhat less in 1975 (4.4 per cent) than in the
two preceding years. During much of the year growth in M, fell short
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of the pace that would have been expected on the basis of past re-
lationships of cash balances to GNP and interest rates. The shortfall
was greatest during the latter part of the year, as growth of M, in
the spring was augmented temporarily by heavy Federal tax rebates
and special social security payments.

Because of the relatively slow growth in M, and the rapid accelera-
tion in nominal GNP, there was an unusually sharp jump in the in-
come velocity of money during the second half of 1975. This oc-
curred in the context of declining interest rates, suggesting that the
public may be managing its financial affairs in ways that require less
growth- of money to finance economic expansion. Since this develop-
ment clearly has important, general implications for policy-makers
when projecting the amount of money growth believed to be appro-
priate to the conditions of the economy and the stance of monetary
policy, the factors that appear to lie behind the jump in velocity are
discussed more fully on pages 54-57.

Policy tools

As usual, monetary policy in 1975 was implemented largely through
Federal Reserve open market operations. At critical points,. other
policy instruments were used to reinforce the thrust of open market
actions, particularly while the recession was still deepening. Between
late 1974 and mid-May 1975, for example, while other short-term
rates were posting their most rapid declines, the Federal Reserve dis-
count rate was cut in four stages—from 73 to 6 per cent. Then on
January 16, 1976, after short-term rates had posted substantial fur-
ther net declines, the discount rate was cut further to 5% per cent.
These actions were undertaken primarily to maintain the alignment
of the discount rate with other short-term rates.

Reductions in member bank reserve requirements were also ini-
tiated at several points during the year. The action that released the
largest volume of reserves (about $1.1 billion) was taken in January
while the recession was still deepening. This change affected reserves
around mid-February and applied across the board to all demand
deposits.? It was designed to permit further gradual improvement in

1 Specifically, requirements on all categories of net demand deposits up to
$400 million were reduced by one-half of 1 percentage point, and on deposits
of over $400 million by 1 percentage point.
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bank liquidity and to facilitate moderate growth in the monetary
aggregates.

During the latter part of May reserve requirements on member banks
Euro-dollar borrowings (Regulation D) and on loans by foreign
branches to U.S. residents (Regulation M) were reduced from 8 to 4 per
cent, Then in October the requirement on member bank time deposits
with an original maturity of 4 years or more was reduced from 3 to 1 per
cent. The latter action released about $350 million of reserves.
Finally, in late December the reserve requirement applicable to time
deposits having an initial maturity of 180 days or more but less than
4 years was reduced from 3 to 2%2 per cent, releasing another $320
million of reserves in the week beginning January 8, 1976.2

k)

Situation in early 1976

At the start of 1976 ample supplies of funds at reduced interest rates
were available to support economic recovery. Outstanding commit-
ments for mortgage loans at savings and loan associations, for
example, were at the highest levels since mid-1973—some 50 per
cent above the low reached at the cyclical trough. The U.S. Treasury
was covering its heavy, continuing burden of cash borrowing at
interest costs significantly below those required in 1975, and medium-
sized businesses with credit ratings of less than highest quality were
gaining better access to bond market financing.

In addition, consumers were making debt-financed purchases of
durable goods more freely than during much of 1975. Even State
and local governments were borrowing in the securities markets at
costs appreciably below those prevailing in late 1975—although a
limited number of units, largely in New York State, still had no
market access, and investors generally were troubled by the longer-
run implications for State and local government financing of the
3-year moratorium on repayment of outstanding New York City
notes.

The generally improved economic and financial environment pre-
vailing in late 1975 and early 1976 was highlighted by a strong

2 It should be noted that notwithstanding the October and December changes
in reserve requirements, individual banks were still required to meet the 3 per
cent statutory reserve minimum on their total time and savings deposits.
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rally in stock prices. Stocks had risen sharply from their deep cyclical
lows of late 1974, as market participants anticipated the pick-up that
subsequently developed in economic activity and corporate profits.
From late 1974 through 1975 the stock price advance amounted to
about 45 per cent; then in the space of a few weeks in early 1976
the uptrend was extended another 14 per cent. The latter move was
significantly affected by the still relatively low stock price/earnings
ratios implicit in year-end economic forecasts of continued favor-
able corporate profits. In addition, investor attitudes were being
influenced more generally by the prospects for a strong and sustained
economic recovery, by some calming of inflationary fears, and by the
failure of interest rates to show their usual cyclical rise.

In the key commercial banking sector, institutions in early 1976
were for the most part well situated to meet expected increases in
demands for business credit. Banks generally had rebuilt liquidity,
made substantial provision for potential loan losses, and improved
their capital ratios. Also, by maintaining wider-than-usual spreads
of their prime rate over the costs of money market funds, banks had
helped to sustain their earnings, despite the over-all cut in business
lending and the need to increase reserves against potential loan
losses. Data for 1975 for the 50 largest U.S. banking organizations
(bank holding companies) reveal that even with provisions for loan
losses of $2.3 billion (an increase of 75 per cent over the 1974 pro-
visions), after-tax earnings increased 7.6 per cent to $2.8 billion.
Although net loan charge-offs for these firms more than doubled
to $1.9 billion in 1975, valuation reserves were increased by more
than 15 per cent to $3.1 billion. And by midyear, substantial im-
provement was also evident in bank capital ratios for the first time
since 1969. Total capital for all insured commercial banks reached
$75 billion as of June 1975, compared with less than $72 billion at
year-end 1974 and less than $50 billion as recently as 1970.

As money market rates dropped to new cyclical lows in the early
weeks of 1976, the prevailing bank prime rate was reduced to 634
per cent—the lowest level since the spring of 1973. Even so, bank
credit remained relatively costly for prime business borrowers, since
wider-than-usual spreads of the prime rate over commercial paper
rates were maintained. Moreover, both banks and other financial
institutions continued to follow generally conservative policies on
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other credit terms. This conservatism reflected both a reaction to
past loan losses and the significant potential for further losses still
in prospect for many institutions. To some extent, therefore, the
process of purging the financial system of the lingering effects of
earlier credit excesses and subsequent recession-related difficulties
was still incomplete.

MONEY AND CREDIT AGGREGATES

A congressional resolution was passed in late March 1975 requesting
the Board of Governors to report quarterly to the banking committees
of the Congress to explain Federal Reserve policy and establish the
System’s prospective growth ranges for the monetary aggregates. The
Board’s Chairman made his first appearance for this purpose on
May 1 before the Senate committee, and alternated between the
House and Senate committees at quarterly intervals thereafter.?

In his testimony on May 1 the Chairman specified the following
growth ranges for the period between March 1975 and March 1976:
5 to 7V per cent for M,; 8%2 to 10%2 per cent for M,; and 10 to
12 per cent for M,. In announcing these ranges, the Chairman indi-
cated that the very high rates of unemployment and of idle industrial
capacity then prevailing called for monetary growth rates that were
relatively high by historical standards. However, he also cautioned
against overly rapid monetary expansion in view of the continuing
intolerably high rate of inflation.

In his later appearances to discuss growth targets, the Chairman
reported that the Federal Open Market Committee (FOMC) saw
no economic reasons for basic changes in the numerical ranges
initially specified. To maintain the forward-looking perspective of
these ranges as called for by the congressional resolution, however,
the base periods to which the growth rates were linked were moved
ahead one quarter at each reporting. Also, in July the FOMC began
calculating its growth ranges from quarterly-average base periods
rather than from end-months of quarters as in May. This change was
introduced to reduce distortions created by figures for end-of-quarter
months, such as June 1975 when the growth rates for money deviated

3See pp. 113 and 114 for the text of the resolution and pp. 81-113 for the
statements made by the Chairman in 1975.
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sharply from trend. In October, the ranges for M, and M, were
widened slightly by reducing their lower ends.

While none of these modifications in the mechanics of calculating
growth ranges had a significant impact on the Committee’s over-all
policy posture, the changes did raise the levels of the growth patterns
somewhat relative to those initially designated in May. However,
over the course of 1975 growth in all of the major monetary aggre-
gates remained within the ranges specified in May.

At the first FOMC meeting in 1976 the Committee reaffirmed
its long-run growth ranges for M, and M, but the range for M,
was widened somewhat, to a 4%2 to 7% per cent band. The bottom
end of this band was lowered to allow, among other things, for the
sizable volume of transfers of funds from demand balances to busi-
ness savings accounts that developed after mid-November 1975 when
commercial banks were first authorized to offer such accounts.

Performance of the aggregates

In the early months of 1975 the deepening recession and a variety
of other factors were operating to depress the public’s demand for
money as narrowly defined. In the first quarter, as Table 6 shows,
M, grew at less than a 1 per cent annual rate. Broader measures of
money, on the other hand, continued to expand significantly—
particularly M,, which grew at a faster rate than in the latter half
of 1974. In the main, this divergence in growth patterns between the
narrow and broader measures of money reflected the stimulus to
interest-bearing thrift accounts being created by the sharp drop in
rates on market securities while rates paid on thrift accounts were
generally being held at their regulatory ceilings.

In the 2 months immediately following the Chairman’s May 1
report to Congress on the FOMC’s prospective growth ranges, the
three key measures of money expanded at annual rates ranging
between 13 and 16 per cent—substantially in excess of the upper
limits of the System’s longer-run ranges. This burst in monetary
growth reflected in part the more than $10 billion of Federal income
tax rebates and supplementary social security benefits disbursed
during the period. It appears that the public held a large part of
these cash windfalls in depositary form before making more per-
manent disposition of the funds.
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6. Growth in monetary aggregates !

In per cent
Measures of money
Period Adjusted
credit proxy
M, M Ms

19720 8.4 11.2 13.3 11
1973 .o 6.2 8.8 9.0 1.1
1974, 5.0 7.7 7.1 9.8
1975.......... 4.4 8.2 11.1 4.3
1975—Ql. .6 5.6 7.5 5.8

Q2. 7.4 10.2 12.6 3.6

Q3. 7.1 10.1 13.3 1.4

Q4. 2.5 6.1 9.2 6.0

1M, = Currency held outside the Treasury, F. R. Banks, and the vaults of all commercial banks,

plus demand deposits other than interbank and U.S. Govt.

M, = M; plus time deposits at commercial banks other than large negotiable certificates of deposit
at weekly reporting banks.

M; = M: plus deposits of mutual savings banks, savings capital of savings and loan associations,
and credit union shares.

Adjusted credit proxy = Total member bank deposits subject to reserves, plus Euro-dollar borrow-
ings, loans sold to bank-related institutions, and other nondeposit items.

Note.—Incorporates revisions in money stock and related measures based on benchmark data for
nonmember banks derived from reports of condition through October 1975, as well as revisions in

seasonal adjustn_lent factors. Rates of growth derived from daily-average data for quarter rela}ive to
those for preceding or year-earlier quarter. Quarterly rates are seasonally adjusted and annualized.

These payments had been expected to push growth in the aggre-
gates temporarily above the System’s longer-run growth paths. But
when the overshoot proved to be substantially greater than forecast,
there was a significant risk that any sustained expansion of the money
stock at double-digit rates would erode the progress being made in
bringing inflation under control. To help guard against this possi-
bility, the FOMC in early summer took steps to moderate the pace
of monetary expansion, and their actions raised the Federal funds
rate by about 1 percentage point.

By midyear, the tax rebates and supplementary social security
payments had been largely completed. As the public then drew down
the excess money balances created by these windfall receipts, money
growth slowed abruptly. For M,, month-to-month annual rates
of growth dropped into the range of 2 to 3 per cent, and for the
broader measures growth rates also receded sharply as the quarter
progressed.

This process of reducing excess balances had been expected to
produce a substantial slowing in money growth during the summer.
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But when the slower growth persisted into early fall, it became ap-
parent that factors other than the reduction of excess balances were
involved. The System responded by substantially lowering the level
of its range of tolerance on the Federal funds rate. Although all of
the key measures of money then showed faster annual rates of growth
during the fourth quarter than before the Treasury’s special second-
quarter disbursements, growth in M, continued to be far below what
might have been expected on the basis of historical relationships to
GNP and interest rates. As a result, the increase in income velocity
was greater over the second half of the year than at any other time
in more than a quarter of a century.

Implications of velocity changes

The unusual behavior of the income velocity of M, during 1975 is
highlighted by the chart. As the top panel shows, the velocity index
for narrowly defined money did not differ markedly from a normal
cyclical pattern up to the trough of the current cycle. Thereafter,
however, it accelerated much more rapidly than it had on the average
during the preceding four recoveries; in fact, it matched the earlier
record upsurge of the 1949-50 cycle, when the post-World-War-1I
economy was still awash with liquidity. Moreover, although the
Treasury bill rate initially turned up sharply from the cyclical trough
as in other recent cycles, it then dropped back to a level roughly
consistent with the more gradual advance that had occurred in the
1949-50 upswing. The middle panel of the chart makes the same
kind of comparison for the income velocity of M.. It shows that al-
though the contrast with the average of other recent cycles is not
so marked, M. velocity has also been more rapid in the current cycle
than is normal.

These comparisons strongly suggest that in 1975 the demand for
M, —sgiven levels of income and interest rates—failed to grow
along the paths indicated by historical relationships. One reason for
this change may be that when interest rates move abruptly to new
historical highs, the public is jogged into new ways of economizing
on non-interest-bearing forms of money. Once learned, these new
habits are not quickly reversed even when interest rates recede
again. Since interest rates jumped to new record levels in the sum-
mer of 1974, they may have exerted a ratchet effect of this type on
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succeeding demands for narrowly defined money. At the same time
a number of recent innovations in financial practice are becoming
more widely adopted and are probably contributing to the increased

Income velocity of money, and Treasury bill rate
6 postwar recoveries Trough quarter=100

Ro

” 110

100

1 110

220

180

140
1949-50

100

Trough +4 +6

Data are at seasonally adjusted annual rates of growth. U.S. Treasury bill rate, market
yields on 3-month issues. Note differences in scales.
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efficiency in money use—although few data are available to docu-
ment the quantitative significance of these changes.

Several such innovations were initiated late in 1974 and in 1975.
Near the end of 1974 governmental units were permitted for the first
time to hold savings deposits at commercial banks. And on govern-
mental holdings of time deposits with denominations of less than
$100,000, banks were authorized to pay interest rates as high as the
maximum rate permitted on similar accounts at other types of Federally
insured depositary institutions. In April the Federal Reserve allowed
member banks to begin offering the service of transferring funds from
savings accounts to demand deposits by telephone. In September banks
(like other. thrift institutions before them) were allowed to offer non-
negotiable transfers to a third party directly from savings accounts.
Finally, in November banks were authorized to allow businesses to
hold savings deposits of as much as $150,000 per firm (per bank).

Quantitatively the November 1975 action may have been the most
important of these changes; by early 1976 the volume of business
savings accounts had grown to an estimated $3 billion—although, of
course, not all of this increase was at the expense of demand de-
posits. In Massachusetts and New Hampshire the congressionally
mandated NOW account experiment that was started in 1974 had
accumulated accounts totaling $750 million by the end of 1975. This
experiment permits commercial banks, mutual savings banks, and
savings and loan associations to offer savings accounts subject to
withdrawal by negotiable order. In January 1976 financial institu-
tions in the four other New England States were also authorized to
offer NOW accounts; thus, the use of savings accounts for transac-
tions purposes can be expected to spread.

From the fragmentary data available it is not possible to say to
what extent innovations in deposit instruments are creating perma-
nent reductions in the demand for money as narrowly defined.
While the innovations introduced in 1975 probably account for only
a portion of the recent shortfall in money growth, the direction of
their influence is clear, and the public’s efforts to improve interest
returns on money and liquidity balances may well continue.

Given this obvious potential for continuing changes in the public’s
demand for M,, and the evident recent variability in these demands,
it is clear that the System cannot rely on the narrowly defined money
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stock—or any other single variable—as an intermediate objective of
monetary policy. The behavior of given financial aggregates must
always be interpreted in relation not only to the performance of
other money and credit aggregates and credit market conditions, but
also to the performance of the real economy.

Bank reserves

The total supply of reserves available to banks contracted during
most of 1975, but then expanded during the final quarter. Even in
the quarters when total reserves were contracting, total bank deposits
were able to grow because the structure of accounts shifted to forms
that require fewer reserves.

In particular, the average maturity of time deposits lengthened ap-
preciably. Since reserve requirements are lower on longer-maturity
time accounts than on short-, this lengthening of maturities released
more than $1.7 billion of reserves during the year. Another $300
million of reserves were released by reduction in requirements on non-
deposit sources of funds. In the final quarter of the year, however, re-
serves released through the lengthening of time deposit maturities were
no longer sufficient to support the general deposit expansion, so the
System used open market operations to increase the seasonally adjusted
total reserve base.

AGGREGATE FLOWS OF FUNDS

Aggregate flows of funds in 1975 were strongly influenced by the
deepening recession early in the year and the moderate economic
recovery thereafter. The dominant borrower was the Federal Govern-
ment whose requirements expanded by $73 billion to a record $85
billion—as Table 7 shows. This huge Federal need developed largely
because the recession limited Treasury tax receipts and generated
higher compensatory Federal spending. However, discretionary
policies initiated to stimulate economic recovery through reductions
in tax rates also contributed to the size of the deficit.

Despite the record upsurge in Federal uses, total funds raised in
credit and equity markets during 1975 experienced a year-to-year
drop of $9.6 billion, with funds raised outside the Federal sector
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7. Funds raised in credit and equity markets

In billions of dollars

19751
Sector, or type of instrument 1974 1975
[]
al ; @ l @3 Q4
Total funds raised................... 218.1 208.5 174.8 200.8 216.8 241.7
By sector:

Nonfinancial sectors............... 180.1 197.3 164.3 200.8 198.9 225.0
U.S. Government 2.............. 12.0 85.2 71.9 95.9 94.1 78.9
Other. .. ....................... 168.1 111.9 92.3 104.9 104.9 146.2

Nonfinancial business. .. ...... 92.1 43.4 36.6 37.2 38.1 62.0

State and local government. . ... 16.6 13.2 12.6 17.0 12.8 10.6

Households. . ............ . ... 44.0 43.3 35.5 39.3 41.7 56.8

Foreign...................... 15.4 12.0 7.6 11.4 12,3 16.8
Financial sectors.................. 38.0 11.3 10.6 —.d 17.9 16.7

Sponsored credit agencies. . ...... 22.1 10.3 10.5 7.6 7.9 15.2
Private financial sectors.......... 15.9 1.0 .1 -7.7 10.0 1.5
By type of instrument:

U.S. Government securities. .. ... ... 33.5 95.4 81.4 102.2 101.8 96.1
Public debt and budget agency

securities. . ...........o. ... i2.0 85.2 71.9 95.9 94.1 78.9

Sponsored credit agency secur-

Btles. . .. . 21.4 10.1 9.4 6.5 7.3 17.1
Corporate and foreign bonds. ...... 23.3 34.5 49 .4 36.1 19.5 32.9
Corporate equities................. 4.6 10.0 6.9 12.8 8.2 12.0
State and local government debt 3, .. 17.4 15.4 14.0 20.1 14.5 12.8
Mortgages. ........... ... ... ... 54.5 54.6 45.4 56.0 54.7 62.4

Residential..................... 37.9 41.5 33.0 41.2 42.5 49.2
Other...........cooooiiiii 16.6 13.1 12.4 14.8 12.2 13.2

Bank loansne.c................... 39.5 —12.9 —38.1 —13.9 —6.3 6.7

Open market paper plus Rp’s. .. 13.6 1.3 14.6 —10.8 i.8 —.3

Consumer credit.............. .. 9.6 5.3 —~2.5 —.6 11.6 12.7

Loans from home loan banks....... 6.7 -3.9 —10.5 -5.7 —.2 T

Other . ......................... 15.4 8.8 14.2 4.6 11.2 5.7

1 Quarterly data are seasonally adjusted annual rates.
2 Public debt securities and budget agency securities.
3 Includes both short- and long-term borrowing.

4 Includes mutual fund shares.

Note.—Data are from Federal Reserve flow of funds accounts. Rp's = repurchase agreements.

down nearly $83 billion. Most of this contraction occurred among
nonfinancial businesses, where net demands on credit and equity
markets dropped to less than half the 1974 total. Federally spon-
sored credit agencies also borrowed less as funds again flowed more
freely to residential mortgage markets through private channels. And
financial institutions in general—with their normal sources of funds
regenerated—reduced their reliance on security market financing.
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The 1975 shrinkage in credit and equity market demands of busi-
nesses reflected a dramatic year-to-year turnaround in corporate cash
flow. Businesses usually experience some regeneration of cash flow
during periods of economic recession and recovery as they reduce
inventories and try to cut costs to improve profitability. In 1975,
however, the dimensions of the cash resurgence were much larger
than usual because efforts to hedge against inflation had so exag-
gerated the earlier inventory build-up. In addition, corporate profit-
ability improved markedly after midyear—more so than in most of
the earlier postwar recoveries.

On the supply side of financial flows, the largest dollar increase in
funds provided to credit and equity markets was at nonbank thrift
institutions, where the volume of funds available was more than
twice that in 1974—as shown in Table 8. Since rates paid on most
thrift accounts remained at their ceilings, the across-the-board de-

8. Funds supplied in credit and equity markets

1n billions of dollars

19751
Sector supplying 1974 1975
Q1 Q2 Q3 Q4
All seCtors. .. ...oovveneeaniii. 218.1 208.5 174.8 200.8 216.8 241.7
All sectors to nonfinancial sectors.. ... 180.1 197.3 164.3 200.8 198.9 225.0
US. Govi. and sponsored credit
ALENCIES. . . ..ot 3i.5 22.1 29.3 14.8 17.9 26.5
F.R. System. ... 6.2 8.5 9.0 5.0 19.8 .4
Foreign sources 12.1 8.0 22.0 7.1 -3.3 6.4
Private financial intermediaries. . . . . ... 137.5 130.1 90.6 160.9 127.7 141.2
Commercial banks. ............... .6 26.6 —15.9 49.5 37.5 35.2
Thrift institutions. .. .............. 27.0 56.3 52.8 65.5 57.4 49 .4
Insurance and pension funds....... 41.0 48.7 43.9 54.2 46.6 50.3
Other........ ... ... 4.9 -1.5 9.8 —8.3 —13.8 6.3
MEemo: Funds raised by private finan-
cial intermediaries. . ............ 15.9 1.0 7.7 9.9 1.5
Private domestic nonfinancial investors. . 30.8 39.8 24.0 13.0 54.7 67.4
Households. . .................... 22.1 11.8 —.5 —13.6 33.6 27.6
Nonfinancial business. ............ 8.4 22.3 15.5 31.3 11.9 30.4
State and local governments........ .3 5.7 9.0 —4.7 9.2 9.4
MEeMo: Net change in deposits and
currency held by private domestic
nonfinancial sectors............. 82.8 100.3 75.3 150.2 78.6 97.0

1 Quarterly data are scasonally adjusted annual rates.

Note.—Data from Federal Reserve flow of funds accounts,
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cline in yields on competing market securities added significantly to
the investment appeal of thrift instruments. Nonfinancial corpora-
tions and State and local governments also supplied more funds in
1975 than in 1974 in the process of rebuilding liquid assets.

Households supplied substantially fewer funds directly to credit
and equity markets—as is usually the case when cyclical declines in
market interest rates shift household investment preferences toward
thrift accounts. At commercial banks, however, the large year-to-
year reduction in total funds being supplied was sharply at odds with
past cyclical experience. This tendency for bank assets to shrink,
rather than expand as in past cycles, was due largely to the unusual
dimensions of business loan repayments and the associated decision
of bankers to permit heavy net redemptions of their large CD’s. In
addition, the increased emphasis by banks on conservative asset man-
agement, in the face of large potential loan losses, appears to have
been an important factor.

Federal sector

The huge dimensions of the Federal deficit financing task for 1975
first came into sharp focus during the latter part of the first quarter
when the Congress was completing action on the Tax Reduction Act.
The magnitude of this prospective Federal need contributed to the
general backing up of longer-term interest rates in late winter. But
the major pressure from Treasury financing did not develop until the
third quarter. During the second quarter, in fact, long-term rates
receded somewhat from their late-winter highs.

It was not apparent much before midyear that economic activity
was turning up, and with monetary policy accommodative, short-term
interest rates in the second quarter continued to trend downward.
Moreover, while the burden of Treasury financing when measured
on a seasonally adjusted basis did bulk largest during the second
quarter—when Federal tax rebates and special social security pay-
ments were being disbursed—it was appreciably smaller than in the
other quarters before seasonal adjustment. In addition, a sizable
share of the second-quarter Federal outlays were simply channeled
into deposits at intermediaries and then partly reinvested in the ex-
panding Treasury debt.
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In the third quarter the large Treasury financing need had to be
accommodated in a rather different financial climate. Incoming data
showed a marked upsurge in the real economy, and interest rates
generally came under upward pressure. In this period many financial
market participants began to wonder whether the feared possibility
that heavy Federal financing would “crowd out” other borrowers
might not actually materialize. In particular, with increased rates
on competing market securities threatening to erode the investment
appeal of thrift accounts, managements at financial intermediaries
became hesitant about entering into new mortgage commitments. In
the process, the pressures caused by rising security market rates
spread rather quickly to mortgage loan rates.

Investors remained cautious about the interest rate implications of
Federal deficit financing into the early fall, when the Treasury oftered
several debt issues—in both the bill and note sectors. As a result of
this bunching of new issues, financial markets continued under some
tension. The general easing of money market rates in October, however,
quickly relieved this strain, and thereafter Treasury yields trended
generally downward.

Business sector

The most significant changes in business financing during 1975 were
the substantially reduced over-all volume of funds raised in credit
and equity markets and the marked shift of emphasis from short- to
long-term financing. Total funds raised dropped by about $49 billion
relative to 1974, but the volume of stock and bond financing was
nearly $13 billion larger than in 1974. Thus, the over-all level of
stocks and corporate bonds outstanding expanded a record $37 billion
in 1975 while outstanding business loans at banks contracted about
$13 billion. The latter reduction contrasted sharply with 1974 when
loans to business had expanded nearly $30 billion.

The shrinkage of business loans at banks was largest during the
first half of the year when nonfinancial corporations were cutting
their inventories sharply. In that period, while inventories were con-
tracting at about a $23 billion annual rate, loans at banks declined at
roughly the same rate. At the same time rapid expansion in outstanding
corporate bonds and stocks—at a $46 billion annual rate—was pro-
viding an alternative source of funds.
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Later in the year, when inventory liquidation tapered off, the con-
traction in business loans at banks also slowed; nevertheless outstanding
loans still experienced some further attrition in the fourth quarter. A
major factor helping to minimize business needs for bank financing as
the economy recovered was the sharp step-up in corporate profits be-
ginning in the second quarter. While business reliance on capital market
financing also moderated somewhat as the year progressed, the slowing
of the decline in bank loans was a more significant factor in their total
financing arrangements. Consequently, business reliance on short- and
long-term instruments taken together began to pick up after the first
quarter—and was largest in the final quarter.

Because of the increased general emphasis on credit quality,
direct access to public securities markets was limited during much of
the year for corporations with less than the highest credit ratings. This
greater stress on quality was evident in the sharp widening of spreads
that developed between secondary market yields on corporate bonds
in different rating categories. By early 1976, however, after the
general course of interest rates had turned down again, businesses with
less than the highest ratings had regained access to the public market.

State and local governments

Borrowing by State and local governments remained quite heavy
in 1975 as a sharp deterioration in financial positions forced some
units to raise money in circumstances they would rather have avoided.
On the one hand, the recession exerted a squeeze on State and local
tax receipts while adding to welfare expenditures. On the other hand,
the inflation raised operating outlays—particularly for fuel, but also
for salaries and wages as municipal employees in key areas bar-
gained aggressively for expensive labor settlements and resisted labor
force reductions.

In the face of these unusual pressures State and local government
borrowing in 1975 was only moderately below the near-record vol-
ume of 1974. However, the 1975 total overstates the willingness of
municipal investors to absorb new debt, since most of the $3.8
billion of gross debt issued by New York City to meet its second-
half deficit and refunding requirements had to be distributed outside
regular market channels.
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The heightened quality-consciousness of investors in municipal
securities surfaced early in the year when the New York Urban
Development Corporation was forced to default on a short-term note
issue and bank loan. Attention then focused on other major borrow-
ing units that were reported to be experiencing financial difficulties—
forcing yields on their securities to unusually wide spreads over the rest
of the market.

As the year progressed, normal market channels for distributing
debt instruments of New York City dried up. When the efforts of
New York State to fill this gap through the establishment of a Munici-
pal Assistance Corporation also proved insufficient, the State itself
borrowed to lend to the City. By late fall the odds that the City would
default and possibly trigger a larger default by the State, and by its
agencies as well, seemed very high.

Market tensions created by this possibility were finally relieved
when the Federal Government elected to assist the City directly on
a temporary basis in conjunction with a 3-year plan to restructure
the City’s debt and balance its budget. Passage of a tax package to
ease the State’s own budget problems also served to reassure market
participants. Yields on municipal securities then receded substantially
from their late fall highs, even though the over-all volume of new
State and local government debt offerings remained large.

Housechold sector

Funds raised by households in credit markets totaled about the same
in 1975 as in 1974, but the quarter-to-quarter growth trend in the 2
years was different—up in 1975, and down in 1974—as the chart
shows. Mortgage borrowing by households reached its recession
low in late 1974 and then rose gradually throughout 1975. Consumer
instalment credit also followed a pattern of cyclical decline and recov-
ery, but the pattern differed from mortgage credit in timing and extent
of change—showing some net contraction in late 1974 and early
1975, substantially wider fluctuations, and a later upturn. While inter-
est rates on home mortgages declined more than 100 basis points dur-
ing 1975—from their record 1974 levels of 10 per cent or more—the
typically more rigid rates for consumer instalment loans eased only
slightly.
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Funds raised by households in credit markets

et change, billions of dollars

1o+

1972 1973 1974 1975
Flow of funds data. Total includes some items not shown separately.

The upswing in home mortgage borrowing was attributable to
sharp increases in sales of existing houses and to expanded financing
of new home sales. Borrowing was concentrated more heavily than
usual at savings and loan associations, which accounted for more
than three-fifths of the net expansion in home mortgage debt during
the year.

The first-half contraction of instalment debt, along with a gradual
reduction in delinquency rates, placed consumers in a better position
to expand spending and borrowing for consumer durable goods. At
midyear, following the upturn in real disposable income, credit-
financed spending was accelerating again, and by the fourth quarter
consumer instalment debt was growing at a 7 per cent annual rate.
However, this was still only about half the peak rate reached in the
first half of 1973. The sharpest reductions in consumer instalment
borrowing occurred early in 1975, chiefly at commercial banks, but
consumers continued to borrow from credit unions throughout the
year at close to the prerecession volume. Growth in share accounts
at credit unions averaged 20 per cent for the year.

Depositary institutions

In contrast to the highly unusual efforts of commercial bankers to
shrink their total footings, management strategies followed at non-
bank thrift institutions in 1975 were more typical of those normally
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pursued in recession and recovery periods. The combination of
special cash disbursements by the Federal Government and of re-
duced yields on market securities generated heavy net inflows of
funds to the nonbank institutions—particularly during the late spring
when the Federal payments were concentrated. Although the tem-
porary rise in market rates during the summer and the sharp pick-up
of retail sales at year-end produced some slowing of growth in thrift
accounts relative to the record second-quarter pace, inflows remained
quite strong throughout the ycar, and again in early 1976, when
they surged to new records.

During the initial months of 1975 nonbank thrift institutions
placed major emphasis on improving their liquidity positions—repay-
ing high-cost borrowing and enlarging liquid asset holdings. Additions
to liquidity were encouraged by actions of the Federal Homc Loan
Bank Board that raised the share of assets that savings and loan
associations were required to hold in liquid form. The liquidity pref-
erences of thrift institutions were also reinforced by the backing up
in market rates on longer-term securities late in the first quarter and
again in the summer. These episodes tended to maintain management
sensitivity to the risks of possible renewal of disintermediation; they
also encouraged management to hold deposit rates at the allowable
maximums, although advertising of the highest rates was not uni-
formly aggressive in all parts of the year.

As their rates of deposit growth increased, nonbank thrift insti-
tutions stepped up their mortgage lending. In fact, most of the
year’s financing of residential housing by private lenders was provided
by nonbank thrift institutions. At savings and loan associations, which
account for the bulk of mortgage credit advanced by thrift institu-
tions, outstanding loan commitments on housing rose to more than
$18 billion in the fourth quarter—the largest volume since the sum-
mer of 1973 when they were only moderately below the record
established early that year.

At commercial banks the increased emphasis on conservative
management policies was reflected in both the general shrinkage of
total assets and a shift to assets of higher quality and greater liquidity.
Thus, while bank holdings of U.S. Treasury securities grew $30 bil-
lion in 1975—after showing only minimal growth in 1974—holdings
of all other key types of assets grew substantially less. Additions to
holdings of non-Treasury securities were $3 billion less than in 1974;
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expansion in mortgages was nearly $10 billion smaller; and loans
other than mortgages actually contracted by $9 billion over the
year—after growing $42 billion in 1974.

The general reduction in risky assets was matched on the liability
side of bank balance sheets by cutbacks in usage of the more costly
sources of funds. In particular, the outstanding volume of large-
denomination bank CD’s dropped $17 billion.

Conservative policies were also reflected in bank attitudes toward
lending rates. Although the rate on prime business loans declined
nearly 4 percentage points to 634 per cent from the end of 1974
through early 1976, the prevailing bank prime rate remained on the
high side throughout 1975, relative to rates being paid by prime
business borrowers in the commercial paper market. Bankers appar-
ently concluded that with business short-term borrowing demands
on the low side, even a sharp reduction in the prime rate would fail
to elicit significant additional demands for loans, whereas the poten-
tial loss of bank revenue from such a change might prove counter-
productive in a year when earnings were being significantly affected
by the need to establish reserves for larger potential loan losses.
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International Developments

The international economy in 1975 suffered the deepest worldwide
recession since the 1930’s. The downturn had come earlier in the
United States than in most other major industrial countries and the
subsequent recovery was initially stronger. Real output declined by
less, on average, in other major countries than it did in the United
States. The combined real GNP’s for Canada, France, Germany,
Italy, Japan, and the United Kingdom dropped an estimated 3.8 per
cent from the first half of 1974 to the first half of 1975 while real
GNP in this country dropped 4.9 per cent. Economic activity in
some of the smaller European countries—for example the Scandi-
navian countries—held up better than in the larger countries in
1975.

Differences in the timing of the recession and the recovery in
the United States relative to the rest of the world contributed to
changes in the relative tightness of various national money markets
over the year. From mid-1974 to early 1975 money market con-
ditions in the United States eased, on average, relative to markets in
other countries as U.S. output dropped sharply. Declines in interest
rates were widespread among industrial countries during this period,
but the declines in U.S. rates were among the largest.

From February through September U.S. interest rates rose fairly
steadily relative to those in other countries, first as continuing reces-
sions abroad brought foreign interest rates down somewhat and later
as U.S. rates firmed with the rise in domestic economic activity.
U.S. rates sagged after September, but relative to rates in other
countries they were well above levels at the beginning of the year.

These cyclical developments affected U.S. international trade and
financial transactions in 1975 in a number of ways: (1) An esti-
mated surplus of $13 billion on current-account transactions was
registered, a sharp turnaround from the $0.2 billion deficit in 1974;
(2) the trade-weighted average value of the dollar fell off sharply
in January and February, moved little for several months, and then
appreciated by more than 10 per cent from July to September; and
(3) U.S. banks slowed markedly the extraordinary rate at which they
had expanded their foreign activities in 1974.
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Weighted-average index of seasonally adjusted quarterly real GNP from the Organization
for Economic Cooperation and Development. Foreign countries are Canada, France,

Germany, Italy, Japan, and the United Kingdom. Weights are proportional to 1974 GNP
measured in dollars.

The oil-exporting countries greatly increased their imports in 1975
while their receipts probably declined somewhat, resulting in a
decrease in their investible surplus from roughly $60 billion in 1974
to $35 billion—-$40 billion. Though the management of these funds
has become routine for financial institutions, the continuing drain
of aggregate demand from oil-importing countries that the accumula-
tion of such funds reflects has been a major factor depressing world
economic activity.

The non-oil-exporting developing countries experienced lower
export prices and volumes in 1975 than in the previous year. Despite
these developments and their continued large payments for oil, these
countries as a group maintained their imports from industrial coun-
tries at or above the 1974 level. In order to maintain the level of
their imports, these countries obtained an unprecedented amount of
credit in private capital markets and from official sources. They also
reduced their reserves by almost 10 per cent.

CURRENT-ACCOUNT TRANSACTIONS

The swing to a large surplus in the current account in the first half
of 1975 was accounted for by a decline in merchandise imports,
which were sharply reduced by the recession here. Import volume
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fell 10 per cent in the first quarter from the previous quarter and
another 12 per cent in the second. There were reductions in all
major categories. The sharpness of the declines reflected the impact
of the liquidation of inventories in the first half of the year as well

as declining produc

tion.

The import price level rose 2 per cent from the fourth quarter
of 1974 to the second quarter of 1975. Inflation abroad continued
to provide an upward thrust to import prices, while a depreciating

9. U.S. international transactions

In billions of dollars

1975 (seasonally adjusted)

Item 1974 19750
Q1 Q2 Q3 Qv
Merchandise trade balance.............. , -5.3 9.0 1.5 3.3 2.1 2.2
Exports........ ... .. .. 98.3 107.2 27.1 25.8 26.6 27.7
Imports........ .. ... ... . L 103.6 98.1 25.6 22.6 24.5 25.5
Service transactions, net................. 9.1 7.5 1.4 1.7 2.4 2.1
Investment income, net. .. ............ 10.1 6.0 1.2 i.4 1.8 1.7
Military transactions, net............. —2.2 —.8 —.4 —.4 —.1 6
Other services, net. .................. 1.1 2.2 .5 .7 .6 .4
Transfer payments 1.2, ... ............. —4.0 -3.9 —1.0 —1.1 —-.9 —1.0
Balance on current account 2. .. ..., ... . —.2 12.6 1.9 3.9 3.5 3.3
Bank-reported nonofficial capital flows, net . . -2.7 —9.9 —5.6 —4.0 3.2 —3.5
Changes in foreign assets of U.S. banks
(increase, —)...................... —19.5 | —13.1 -3.7 -3.8 —.8 —-4.8
Changes in foreign liabilities of U.S.
banks (increase, or decrease (—)) 3.. .. 16.8 3.2 —1.9 —.2 4.0 1.3
Other capital flows, net.................. —1.8 —7.3 1.2 —.4 —7.7 —.4
U.S. Govt. capital, net 2. . —2.0 —2.4 —~.7 —.5 —.6 —.7
Direct investments, net * —5.2 —-3.8 -.7 —1.6 —-.7 -.7
U.S. purchases of new foreign bond
issues {increase, —).............. ... —2.4 -7.2 —2.1 —1.2 —1.3 —2.6
Foreign purchases of U.S. corporate
stocks (increase, or decrease (—)) 4. .. .5 4.5 1.0 .9 1.3 1.3
Changes in U.S. liabilities to OPEC
official agencies (increase, or decrease
(=N% e 10.0 4.1 3 1.0 1.7 1.2
Changes in U.S. liabilities to other
foreign official agencies (increase, or
decrease (—)).........cvveiininnn. —.2 —1.1 3.2 .8 —6.3 1.3
Other nonofficial capital flows, net. . ... —1.1 - .8 .6 .3 —1.4 —-.3
Changes in U.S. reserve assets (in-
CPEASE, —) . .. iuveerereaaanaannns —-1.4 —.6 —.3 (6) —.3 .1
Statistical discrepancy.................. 4.7 4.6 2.5 4 .9 T

t Includes U.S. Govt. grants and pensions, and private remittances.
2 Excludes special offsetting transactions with India, Israel, and Vietnam.

3 Excludes liabilities to foreign official agencies,
4 Includes some foreign official transactions.

5 Not seasonally adjusted.
6 Less than $50 million.

Note.—Details may not add to totals because of rounding. Data from U.S. Depts. of Commerce

and Treasury.
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dollar in late 1974 and early 1975 tended to raise prices of some
imports in dollar terms. At the same time, worldwide weakness in
demand softened the prices of many goods moving in international
trade. Prices of imports of primary commodities declined in 1975,
reflecting sharp reductions in the prices of these commodities on
world markets from peak 1974 levels.

The fast rate of growth of U.S. output in the third quarter gen-
erated a 22 per cent rebound in the value of imports in the same
quarter, reinforcing the view that the second-quarter  decline in
imports had been associated with the domestic inventory adjustment.
Volume increased even more than value as prices of imports fell.
Some of the rise in volume was in imports of fuels, partly in antici-
pation of a price increase by the Organization of Petroleum Export-
ing Countries (OPEC) on October 1, but imports of automobiles,
consumer goods, foods, feeds, and beverages also increased. Imports
continued to grow in the fourth quarter, rising 4.5 per cent in volume.

Import prices fell 2.5 per cent from the second to the fourth
quarter, in part because appreciation of the dollar in the third quar-
ter reduced the dollar prices of some imports and in part because
weak worldwide demand brought price reductions on some goods.
In contrast to U.S. import prices, broad measures of prices continued
to rise around the world, with the weighted average of GNP deflators
in the six major trading partners of the United States rising about
4 per cent from the first half to the second half.

The volume of U.S. nonagricultural exports fell by 6.5 per cent
from the fourth quarter of 1974 through the second quarter of 1975,
but this decline was roughly offset by an increase in unit values.
Agricultural exports, which had remained at a high level following
a sharp increase in 1973, were large for the first half of 1975 as a
whole, but they were declining over this period. Recessions in foreign
industrial countries that were milder and somewhat later than the
U.S. recession, along with increased demand for U.S. goods on the
part of oil-exporting countries, helped to account for the strength
of exports as compared with imports in the first half of 1975. In
addition, non-oil-producing developing countries continued to be
relatively strong markets for U.S. goods in spite of their higher oil
bills and declining export earnings.

Total U.S. exports grew by 8.5 per cent from the second to the
fourth quarter of 1975. Agricultural export volume turned up, and a
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10. U.S. merchandise trade, balance of payments basis

In billions of dollars

Seasonally adjusted annual rates
1974 1975
Item 1974 1975
Q4 Q1 Q2 Q3 Q4
EXports.................. . 98.3 107.2 106 .4 108.2 103.4 106 .4 110.8
Agricultvral............ 22.4 22.3 22.5 24.3 19.6 22.3 23.0
Nonagricultural. ........ 75.9 84.9 84.0 83.9 83.8 84.1 87.7
Imports.................. 103.6 98.1 111.9 102.2 90.3 97.9 102.1
Fuels.................. 27.4 28.3 29.5 27.6 26.4 30.0 29.4
Nonfuels............... 76.2 69.8 82.4 74.7 63.8 68.0 72.7
Trade balance. ........... -5.3 9.0 —5.5 6.0 13.1 8.4 8.7

NoTE.—Details may not add to totals because of rounding. Data from U.S. Dept. of Commerce,
Survey of Current Business, December 1975,

decline in prices was slowed as a result of large sales of grain to
the Soviet Union. Nonagricultural exports also showed a strong
upturn; from the second to the fourth quarter, they rose 6.1 per cent,
about two-thirds of which represented an increase in volume.

While the trade balance strengthened markedly in 1975, there
was some reduction in the net balance on services (including income
receipts and payments) and military transactions. The largest change
was a reduction in net income receipts from the record level of 1974,
when oil industry profits were extraordinary. This reduction was
offset in part by rising receipts from military sales abroad and by a
small reduction in foreign military expenditures.

INTERNATIONAL CAPITAL MARKETS AND
EXCHANGE RATES

Although many factors affected the levels and movements of exchange
rates in 1975, changes in the relative tightness or ease of money
markets in the United States and in other countries during the year
were the dominant force behind fluctuations in the value of the dollar.
Both U.S. and foreign interest rates fell from the third quarter of
1974 through the first quarter of 1975, but through January the
decline in U.S. rates was greater than the decline in a weighted aver-
age of foreign interest rates. The weighted-average value of the
dollar declined over the same period, reaching depressed levels in
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early 1975 at a time when the U.S. current-account surplus was grow-
ing rapidly. The dollar continued to decline in exchange markets
through the first week in March.

Intervention to moderate the decline in the dollar was substantial
in January and February as the Federal Reserve sold about $800
million in foreign currencies obtained under swap arrangements with
foreign central banks. Substantial intervention also was undertaken
by foreign central banks for their own accounts during the first
quarter. Although net changes in official liabilities are an imperfect
and incomplete reflection of efforts by authorities to affect exchange
rates through intervention, the $3.2 billion increase in U.S. liabilities
to foreign official agencies (other than OPEC) in the first quarter
of 1975 indicates roughly the extent of official support for the dollar.

The swing toward an outflow of mobile, bank-reported capital in
the first quarter of 1975, in response to the relatively lower U.S.
interest rates, was accommodated in part by the rising current-account
surplus. However, the potential capital outflow—given the change in

International value of the dollar and interest rate differential
Per cent May 1970 = 100

87
Weighted-average

foreign currency value
of U.S. dollar

83

79

Interest differential
U.S. minus foreign

75

1
1974 1975
Last day of month. Foreign interest rates and exchange rates are weighted by shares of
foreign trade (exports and imports) with the rest of the Group of Ten plus the United
States in 1972.

72

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



interest rates——was even greater, and the additional pressure was
responsible for the depreciation of the dollar. Official intervention
reduced the potential depreciation of the dollar, which would at
some point have halted the outflow of privatc capital, and a record
net outflow of $5.6 billion occurred in bank-reported capital.

The dollar appreciated slightly during the second quarter as U.S.
interest rates rose somewhat relative to rates abroad and the current-
account surplus reached a peak. A large increase in the foreign
claims of U.S. commercial banks resulted in a net outflow of bank-
reported capital nearly as large as that in the first quarter. During
this period the Federal Rescrve System sold dollars for foreign cur-
rencies and used the proceeds to reduce its outstanding drawings
under swap arrangcments by about $600 million; however, the com-
bined intervention of all central banks resulted in a small net pur-
chase of dollars from the market.

With the economic upturn in the United States and the rise in
interest rates that accompanied it, the dollar began to strengthen
in exchange markets. Beginning in late June, what had been a weak
upward drift became a strong rally against all major currencies
except the Canadian dollar. After reaching a peak in September, the
weighted-average value of the dollar receded only slightly and then
fluctuated in a narrow range about 9 per cent above its first-quarter
level for the rest of the year. Developments such as New York City’s
financial crisis and occasional shifts in financial markets toward
tightness or ease affected exchange markets for brief periods, but
none of these factors had a lasting impact.

The dollar’s recovery provided an opportunity for purchases of
foreign currencies by the Federal Reserve System sufficient to repay
completely, by the end of July, the swap drawings made earlier in
the year. At the same time, foreign central banks made large sales
of dollars to moderate the depreciations of their currencies relative
to the dollar. The swing in U.S. liabilities to foreign official agencies
(excluding OPEC), from increases in the first two quarters to a
decline of $6.3 billion in the third quarter, is indicative of the major
change in the thrust of central bank activity in exchange markets.
In the fourth quarter the volume of System intervention and net
foreign central bank intervention in dollars declined while the value
of the dollar remained stable.

The exchange-market intervention that occurred in the third
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quarter moderated the upward pressure on the value of the dollar
by satisfying part of the increased demand for U.S. dollar assets that
resulted from the shift toward relatively higher interest rates in the
United States. This demand was again reflected largely in bank-
reported capital flows, which swung from a net outflow of $4.0 billion
in the second quarter to a net inflow of $3.2 billion in the third.
U.S. interest rates then fell off relative to foreign rates in the fourth
quarter, inducing a shift toward an inflow of mobile funds. The
upward pressure on the dollar was relieved. There was only small
net intervention, but with a continuing current-account surplus bank-
reported capital flows swung back to a net outflow of $3.5 billion.

While net bank-reported capital flows showed considerable volatil-
ity in 1975, the year-to-year growth in the foreign activities of head
offices of U.S. banks, as measured by the growth of gross foreign
assets and liabilities, slowed markedly from the 1974 pace. Banks’
foreign assets increased by $13 billion in 1975 after an increase of
$20 billion (73 per cent) in 1974, while liabilities to private for-
eigners rose by only $3 billion after growing by $17 billion in 1974.
The spurt in foreign lending that had occurred in 1974 reflected the
termination of U.S. capital controls in January of that year, and some
slowing of growth in gross capital flows through U.S. banks was to
be expected after an initial adjustment of bank portfolios to the new
environment.

In addition, the slow pace of economic activity around the world,
banks’ concern over the adequacy of their capital, and more cautious
attitudes towards foreign lending were important factors that inhibited
the expansion of U.S. banks’ foreign activities in 1975. The activities
of U.S. banks conducted at their foreign branches were subject to the
same inhibiting factors; therefore, branch lending also grew less
vigorously in 1975. Claims of foreign branches on foreign residents
(excluding claims on other branches of the same bank) grew by only
two-thirds as much as in 1974.

While the international activities of U.S. banks expanded less
rapidly than in 1974} there was a substantial increase in U.S. securi-
ties transactions with foreigners. Net U.S. purchases of new issues
of foreign bonds were $7.2 billion, an increase of $4.8 billion over
1974. Canadian issues of $3.2 billion and issues of international and
regional development lending institutions of over $2.4 billion ac-
counted for the bulk of the new issues in the U.S. market, but the
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volume of other new issues more than doubled to $1.6 billion. At the
same time, renewed foreign interest in the U.S. stock market led to
net foreign purchases of $4.5 billion in stocks, after net purchases
of $0.5 billion in 1974, offsetting much of the effect of the increase
in new foreign bond issues on net capital flows.

U.S. liabilities to official agencies of OPEC members are for invest-
ment, and they serve functions different from the foreign exchange
reserves of other countries. For this reason, they have been kept
separate in this discussion from U.S. liabilities to the official agencies
of other countries. These liabilities increased by $4.1 billion in 1975
after a $10.0 billion increase in 1974, In addition, direct purchases
of U.S. common stocks by OPEC members were $1.5 billion in 1975
compared with $0.2 billion in 1974. The share of the total investible
surplus of OPEC members coming directly to the United States ap-
pears to have declined somewhat in 1975.

LOOKING AHEAD

In the months ahead the pick-up in economic activity in most other
industrial countries is expected to continue, but with less vigor than
in the U.S. economy. Consequently, U.S. imports are likely to increase
relative to exports—resulting in a decline in the U.S. current account
in 1976 from the record surplus in 1975. This adjustment, together with
some reduction in the more extreme surplus and deficit positions of
other industrial countries, should serve to reduce strains in foreign
exchange and capital markets. Problem areas for 1976 include (1) the
continuing large deficits of the non-oil-producing developing countries
(though these countries will benefit from the recovery in industrial
markets), (2) possible stresses on financial institutions as international
debts mount, and (3) the difficulty of carrying out national economic
policies in such a way as to support recoveries that are just beginning
while avoiding a resurgence of price inflation.

INTERNATIONAL MONETARY NEGOTIATIONS

In 1975 and early 1976, international monetary negotiations yielded
substantial agreements with respect to four aspects of the international
monetary system: increases in International Monetary Fund quotas,
the role of gold, exchange-rate arrangements, and access to the re-
sources of the IMF,
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In January 1975 the IMF’s Interim Committee agreed on a 33.6
per cent increase in members’ total quotas in the Fund and on some
changes in the relative sizes of member countries’ quotas. Total IMF
quotas, which determine members’ obligations to lend their currencies
to other countries through the Fund and their borrowing rights from
the Fund, are to be increased to SDR 39 billion—on December 31,
1975, one SDR was worth $1.17. The U.S. quota will increase by 25
per cent to SDR 8,405 million. These new IMF quotas will not take
effect until they have been ratified by national legislatures and ap-
proval has been given to an amendment of the IMF’s Articles of
Agreement.

In August the Interim Committee reached agreement on how the
role of gold in the international monetary system should be gradually
reduced. It was agreed that in the amended IMF Articles the official
price for gold, SDR 35 per ounce, should be abolished. It was also
agreed that one-sixth, or 25 million ounces, of the IMF’s gold would
be sold in the market over a 4-year period with the profits from the
sale of this gold to be used for the benefit of the developing countries.
At the same time the IMF will start to return another one-sixth of its
gold to all members of the Fund in proportion to their quotas. Finally,
it was agreed in August that under the amended IMF Articles coun-
tries would no longer have any obligation to use gold in transactions
with the IMF and that an 85 per cent majority vote would be required
for the IMF to accept gold or to dispose of the remaining two-thirds
of its gold.

In support of these decisions, ministers of the Group of Ten major
industrial countries agreed that, at least for a 2-year period, they
would take no action to peg the price of gold, nor would they permit
any increase in the combined stock of gold now held by them and by
the IMF. Other members of the IMF have been invited to adhere to
the Group of Ten agreement.

In November, at the time of the summit meeting at Rambouillet,
the United States and France agreed on a resolution of their long-
standing differences on exchange-rate arrangements. First, agreement
was reached on the text of Article IV in the amended IMF Articles,
which would (1) establish members’ general obligations with respect
to exchange-rate arrangements, (2) formally legalize the present,
mixed exchange-rate system involving floating exchange rates, and
(3) establish procedures whereby the members of the IMF, by an 85
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per cent majority (which under the new quotas could be formed only
with U.S. participation) could decide at a later date to adopt an
exchange-rate system based on stable but adjustable par values.
Second, it was agreed that consultative arrangements among govern-
ments and central banks regarding exchange-market developments
and underlying economic conditions would be intensified.

In January 1976 the Interim Committee met in Kingston, Jamaica,
to give final approval to the agreements that had been reached during
1975 insofar as they affected the IMF. At that time the Interim Com-
mittee also agreed that members’ potential access to the IMF’s re-
sources under each of the four IMF credit tranches should be in-
creased by 45 per cent until the quota increases become effective.

With the Interim Committee’s meeting in January 1976, 4 years of
intensive international monetary negotiations reached a conclusion.
These discussions had started at the time of the Smithsonian Agree-
ment in December 1971, and they continued under the auspices of the
IMF’s Committee of Twenty in 1972—74. They were carried out during
a period of dramatic upheavals in the international economy and
in international monetary arrangements. The result of the 4 years of
negotiations is not a complete blueprint for a new international mone-
tary system, such as had been expected when the Committee
of Twenty started its work. However, when the proposed amendments
to the IMF Articles of Agreement are formally approved by at least
77 countries holding at least 80 per cent of the total votes in the
128-member IMF, the Fund will become a stronger and more flexible
institution, and its members should be in a better position to cope with
future disturbances to the international monetary system.

LETTER ON RESTRICTIVE
FOREIGN TRADE PRACTICES

The Board of Governors on December 16, 1975, urged member
commercial banks to avoid involvement in restrictive foreign trade
practices that discriminate against U.S. citizens or that accommodate
boycotts against friendly foreign nations.

The Board’s policy was spelled out in the following letter, which
was sent to the 12 Federal Reserve Banks for transmittal to approxi-
mately 5,800 commercial banks that are members of the Federal
Reserve System.
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December 12, 1975

On November 20, 1975, the President announced a number of actions
intended to provide a comprehensive response on the part of the Federal
Government to any discrimination against American citizens or firms that
might arise from foreign boycott practices. Two elements of the Presi-
dent’s announcement relate to the possible involvement of commercial
banks in such practices:

First, the President has directed the Secretary of Commerce to amend
regulations under the Export Administration Act to prohibit U.S. export-
ers and “related service organizations” from answering or complying in
any way with boycott requests that would cause discrimination -against
U.S. citizens or firms on the basis of race, color, religion, sex, or national
origin. The term “related service organizations” is defined to include
banks. Accordingly, banks that become involved in a boycott request
related to an export transaction from the U.S. will be required to report
any such involvement directly to the Department of Commerce.

Second, the President has encouraged the Board of Governors and the
other Federal financial regulatory agencies to issue statements to financial
institutions within their respective jurisdictions emphasizing that discrimi-
natory banking practices or policies based upon race or religious belief
of any customer, stockholder, employee, officer, or director are incom-
patible with the public service function of banking institutions in this
country.

The Board of Governors strongly supports the President’s statement
in this regard. Banking is clearly a business affected with a public interest.
Banking institutions operate under public franchises, they enjoy a measure
of governmental protection from competition, and they are the recipients
of important Government benefits. The participation of a U.S. bank, even
passively, in efforts by foreign nationals to effect boycotts against other
foreign countries friendly to the United States—particularly where such
boycott efforts may cause discrimination against United States citizens
or businesses-—is, in the Board’s view, a misuse of the privileges and
benefits conferred upon banking institutions.

One specific abuse that has been called to the attention of the Board
of Governors is the practice of certain U.S. banks of participating in the
issuance of letters of credit containing provisions intended to further a
boycott against a foreign country friendly to the United States. The prac-
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tice appears to have arisen in commercial transactions between U.S.
exporters and foreign importers, in which the importer has arranged for
the issuance of a bank letter of credit as a means of making payment to
the exporter for the goods he has shipped. In some cases the importer
has required, as one of the conditions that must be satisfied before pay-
ment can be made by the U.S. bank to the exporter, that the exporter
provide a certificate attesting that it is not connected in any way with a
country or firm being boycotted by the importer’s home country, or is
otherwise in compliance with the terms of such a boycott. Such provisions
go well beyond the normal commercial conditions of letters of credit, and
cannot be justified as a means of protecting the exported goods from
seizure by a belligerent country. Moreover, by creating a discriminatory
impact upon U.S. citizens or firms who are not themselves the object of
the boycott such provisions may be highly objectionable as a “secondary”
boycott.

While such discriminatory conditions originate with and are imposed
at the direction of the foreign importer who arranges for the letter of
credit, U.S. banks that agree to honor such conditions may be viewed
as giving effect to, and thereby becoming participants in, the boycott.
The Board believes that even this limited participation by U.S. banks in
a boycott contravenes the policy of the United States, as announced by
the President and as set forth by the Congress in the following declaration
in the Export Administration Act of 1969 (50 U.S.C. App. Section
2402(5)):

It is the policy of the United States (A) to oppose restrictive trade
practices or boycotts fostered or imposed by foreign countries against
other countries friendly to the United States, and (B) to encourage
and request domestic concerns engaged in the export of articles,
materials, supplies, or information, to refuse to take any action,
including the furnishing of information or the signing of agreements,
which has the effect of furthering or supporting the restrictive trade
practices or boycotts fostered or imposed by any foreign country
against another country friendly to the United States.

The Board also notes that the agreement by a U.S. bank to observe such
discriminatory conditions in a letter of credit may constitute a direct
violation of the Federal antitrust laws or if applicable State anti-boycott
laws,
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You are requested to inform member banks in your district of the
Board’s views on this matter, and, in particular, to encourage them to
refuse participation in letters of credit that embody conditions the enforce-
ment of which may give effect to a boycott against a friendly foreign
nation or may cause discrimination against U.S. citizens or firms.

Very truly yours,

Theodore E. Allison
Secretary
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Official Statements on
Growth Targets for
Monetary Aggregates

Given below are statements by Federal Reserve Chairman Arthur F.
Burns on May 1, July 24, and November 4, 1975, in response to
H. Con. Res. 133, passed March 24, 1975, concerning objectives and
plans of the Federal Reserve with respect to the ranges of growth or
diminution of monetary and credit aggregates in the upcoming 12
months. The text of the resolution i given beginning on page 113.

STATEMENT BEFORE THE COMMITTEE ON
BANKING, HOUSING, AND URBAN AFFAIRS,
U.S. SENATE, MAY 1, 1975

I welcome the opportunity to discuss with this distinguished com-
mittee the condition of the national economy and the course of mone-
tary policy.

As you well know, our Nation at present is experiencing a severe
recession. During the past two quarters the real gross national product
has declined by 5 per cent and the level of industrial production is
now 12.5 per cent below last September. This is the steepest decline of
economic activity in a long generation.

The recession has resulted in a large reduction of jobs and in sub-
stantial underemployment of our labor and capital resources. The
unemployment rate has risen swiftly, the amount of overtime work
has been cut drastically, and the number of employees placed on a
part-time basis has also risen.

The recession has been accompanied by a notable degree of modera-
tion in the rate of inflation. Nevertheless, despite the severity of the
economic decline, the general price level has continued to advance
quite rapidly. In other respects this recession resembles earlier declines
of the past 30 years. Thus, consumer demand for autos, furniture,
household appliances, and other durable goods has fallen. Orders or
contracts by business firms for new facilities and equipment have like-
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wise declined. And in this as in earlier recessions, a shift from inven-
tory accumulation to inventory liquidation has been a major depressant
of production and employment.

Last fall business firms were rather slow in reacting to the weakness
that had been developing in consumer markets, in part because of
their lingering concern about shortages of raw materials and other
supplies. As a result, a build-up of inventories—much of it involun-
tary—occurred in the final quarter of 1974. In the opening months
of this year, however, as sales to final users stabilized in real terms,
liquidation of inventories got under way on a huge scale. Actually, all
of the decline in the Nation’s physical volume of production between
the fourth quarter of 1974 and the first quarter of 1975 reflects a shift
on the part of the business community from inventory investment to
inventory liquidation.

As production declined much of our industrial capacity was idled,
and this has left its mark on commodity prices. Sensitive prices of
industrial raw materials had already begun to weaken in the spring
of 1974. By late fall the effects of declining business activity began
to show up in wholesale prices of intermediate materials, supplies,
and components, and later on in prices of finished goods. Since Novem-
ber the over-all index of wholesale prices has moved down, with farm
prices falling substantially and the advance of industrial prices moder-
ating. In recent months the index of consumer prices has also risen
less rapidly than during 1974, and the prices of many products have
been marked down in retail markets.

These price developments have served as a significant stimulus to
consumer spending. Although after-tax incomes of consumers in the
first 3 months of this year were lower in real terms than in the final
months of 1974, consumer purchases—especially of durable goods—
have perked up in response to price concessions on autos and other
items. In fact, consumer expenditures rose in real terms as well as in
dollars during the first quarter. Largely for this reason the efforts of
business firms to work down their excess stocks have been notably
successful, and inventories are now in better balance with sales.

This has been one of the economic adjustments needed to lay the
basis for recovery in production and employment. Other corrective
adjustments have also been under way. Business managers have been
moving energetically to improve efficiency—by concentrating produc-
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tion in more modern installations, eliminating wasteful expenditures
here and there, stimulating employees to work more diligently, and
working harder themselves. Significant progress has also been made in
strengthening the financial position of business. Exceptionally large
amounts of longer-term securities have been issued by corporations
this year, and stock offerings have also increased somewhat. A part
of the proceeds of these financings has been used to repay short-term
debt, thereby improving corporate liquidity.

Financial institutions have also improved their financial condition.
Commercial banks have taken advantage of the reduced demand for
business loans to repay their borrowings from Federal Reserves Banks,
reduce reliance on volatile sources of funds, and rebuild liquid assets.
At nonbank thrift institutions, the rapidly rising inflow of deposits
has likewise permitted a reduction of indebtedness and an addition to
liquid asset holdings. Thus, financial institutions are now in a better
position to meet the needs for credit that will accompany the renewal
of economic expansion.

No one can foresee with confidence when an economic recovery
will begin. Signs are emerging, however, that the turn in business
activity may not be far away.

For example, new mortgage loan commitments by savings and loan
associations have risen strongly since last October. Industrial pro-
duction and total employment fell further in March, but the declines
were much smaller than in the previous 4 months. Prices of sensitive
industrial raw materials have stabilized recently as supply and demand
have come into better balance. Sales of goods at retail—apart from
autos—rose further in March. Of late, consumer surveys have indi-
cated that there is some improvement in confidence. And stock prices,
another indicator of confidence, have continued to rise briskly.

Prospects for an upturn in economic activity have also been strength-
ened by passage of the Tax Reduction Act of 1975. The large rebate
of 1974 tax liabilities, the additional payment to social security bene-
ficiaries, and the reduction in withholding of 1975 taxes will soon add
to disposable incomes and bolster consumer spending. Larger con-
sumer buying will help to stem the erosion in business investment
plans, and the liberalization of the investment tax credit will also
stimulate business capital outlays. More business investment is urgently
needed not only to provide additional jobs but also to improve the
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capacity and efficiency of our industrial plants—thereby contributing
to moderation of inflationary pressures.

Let me turn now to the contribution that monetary policy has made
to establishing a basis for recovery in business activity.

Once evidence began to accumulate during the summer of last year
that economic activity was weakening, the Federal Reserve took steps
to ease credit conditions and bolster growth rates of the monetary
aggregates. Open market operations became more accommodative, and
as the year progressed they were persistently directed toward more
ample provision of reserves to the banking system. Other monetary
instruments reinforced open market policy. Reductions of reserve
requirements of member banks were ordered last September, Novem-
ber, and again this January. The discount rate was also reduced—once
in each month from December through March.

These Federal Reserve actions to augment the supply of loanable
funds, together with the weakening of private demands for credit, had
a dramatic effect on short-term rates of interest. For example, the
Federal funds rate—the rate banks pay when borrowing reserves
from one another—has declined from a level of about 13%2 per cent,
registered in July of last year, to about 52 per cent at present. The
interest rate on commercial paper declined from more than 12 per cent
last July to around 6 per cent. And the prime rate of interest on bank
loans to businesses has fallen from 12 to 7%2 per cent.

Short-term market rates of interest in the United States fell earlier,
more rapidly, and to lower levels than in other industrial countries.
Consequently, investors were able to obtain higher yields by shifting
funds out of dollar assets into investment in other currencies. These
interest rate differentials help to explain the large decline that occurred
in the foreign-exchange value of the dollar between September 1974
and early March of this year. During recent weeks short-term interest
rates in foreign countries have declined relative to those here, and the
dollar has strengthened in exchange markets.

In the markets for long-term securities, interest rates in the United
States have also declined from their previous peaks, although much
less than short-term rates. Of course, long-term rates typically fluctuate
within a narrower range than short-term rates; but in the present
instance, other powerful factors have also been at work. Fears of
inflation are still widespread in the business and financial community,

84

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



and long-term interest rates therefore still contain a sizable inflation
premium. Moreover, as I noted earlier, corporations have issued an
enormous volume of bonds in the past several months, and State and
local governments have also borrowed large sums in the capital
markets.

More recently, the huge financing demands of the Treasury have
become a major disturbing element in the money and capital markets.
By the end of this fiscal year, new Federal borrowing—including bor-
rowing by the off-budget agencies and Government-sponsored enter-
prises—will probably amount to more than $60 billion. A large part
of that total deficit is due to the recession, and it has been financed
thus far without undue difficulty because private credit demands have
been declining. During the next fiscal year, however, the total deficit
will rise to perhaps as much as $100 billion. Participants in financial
markets recognize that private credit demands, too, may be rising
soon, and they have therefore become concerned about the strains
that may develop in financial markets.

The Federal Reserve has responded to these developing tensions
in the capital market by shifting the emphasis in its open market opera-
tions from Treasury bills to longer-term Government securities. Since
the end of February System purchases of coupon issues of the Treasury
and Federal agencies have amounted to almost $2.5 billion. In view
of the limited scope of the market for longer-term Federal securities,
this is a very large volume of buying in a short span of time.

These purchases have been helpful in steadying the bond market.
But let there be no mistaking the fact that Federal Reserve operations
in the market can have only an ephemeral influence on long-term
interest rates. The fundamental factor forcing up long-term interest
rates in recent years has been the high rate of inflation. Appreciably
lower long-term interest rates are needed now to stimulate economic
expansion, but they are unlikely to be attained unless further progress
is made in bringing inflation under control.

Success in this endeavor will require more fiscal discipline than we
have managed to achieve in recent years. It will also require a course
of moderation in monetary policy—a course that will provide an
expansion in supplies of money and credit adequate to facilitate a
good economic recovery but not so large as to rekindle the fires of
inflation.
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What the Federal Reserve has been trying to accomplish in this
regard cannot be understood adequately by focusing on a single meas-
ure of money balances. Some observers believe that the Federal Re-
serve should devote almost exclusive attention to the behavior of the
narrowly defined money supply {(M,)-—that is, currency plus demand
deposits—in the conduct of monetary policy. We in the Federal
Reserve do not take so narrow a view of our responsibilities.

The public’s demands for currency, for checking deposits, for savings
deposits, and for a host of other liquid assets are constantly changing.
Financial technology in our country has developed rapidly in the past
20-30 years. As a rule, consumers and business firms no longer hold
all, or even most, of their spendable funds in the form of currency
or demand deposits. More and more corporate treasurers have learned
how to get along with a minimum of deposits in their checking ac-
counts. Consumers, too, are learning to keep an increasing part of
their transactions and precautionary balances in the form of savings
deposits at commercial banks, of shares in savings and loan associa-
tions, of certificates of deposit, of Treasury bills, or other income-
earning liquid instruments. Moreover, as yields vary, many individuals
and business firms have become accustomed to shifting their liquid
resources frequently among these assets. The result is that no single
concept of money now conveys adequately the spendable funds held
by the public.

The behavior of the narrowly defined money supply, M,, can prove
to be a misleading guide to the degree of monetary ease or restraint.
For example, in periods of declining economic activity, weakness in
transactions demands for cash and in business and consumer demands
for credit will tend to slow the growth of M,. But during such periods
market rates of interest usually decline and stimulate faster rates of
growth of consumer-type deposits at banks and nonbank thrift insti-
tutions.

For example, the growth of M, since last summer had been quite
modest until recent weeks. The annual rate of increase in this measure
of money was 1.6 per cent during the third quarter of 1974, 4.6 per
cent in the fourth quarter, and 3.5 per cent in the first quarter of this
year.- Over this time span, however, the annual rate of growth of
consumer-type time deposits at commercial banks increased from 7.1
per cent during the third quarter of 1974 to 12.7 per cent in the first
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quarter of 1975. The improvement in deposit inflows to nonbank thrift
institutions—that is, mutual savings banks, savings and loan associa-
tions, and credit unions—was even more pronounced.

During periods of economic expansion, the behavior of M, may
again be misleading. At such times large demands for credit and
money are likely to strengthen the growth of M,, but interest rates
will tend to rise and thereby curtail the flow of interest-bearing deposits
to banks and savings institutions. A monetary policy formulated on
the basis of M, alone would ignore the pressures of disintermediation
that develop in periods of economic expansion and thus threaten
further damage to the mortgage market and to the homebuilding
industry.

In an effort to avoid errors of this kind, the Federal Reserve takes
into account the behavior of a variety of monetary and credit aggre-
gates in conducting monetary policy. We also pay careful attention to
the condition of financial markets—that is, to movements in interest
rates, lending terms, the liquidity needs of businesses and financial
institutions, and other variables, including the international value of
the dollar, all of which must be given weight in the conduct of mone-
tary policy.

Included with my statement today are four tables. Two show the
recent behavior of a number of the principal monetary and credit
aggregates, and the others show the recent behavior of the various
components of the several measures of money.

Growth in measures of money and credit

Seasonally adjusted percentage change, at annual rates

Year or Credit
quarter M M, ‘ My I M. Ms l proxy
1972 . 8.7 11.1 13.2 12.5 14.0 11.3
1973 6.1 8.8 8.8 11.6 10.6 10.4
1974, . 4.7 7.4 6.8 10.8 9.1 10.2
1974—Q1 5.5 9.3 8.9 10.9 10.0 8.2

Q2 7.0 7.9 6.8 15.4 11.6 20.4
Q3 1.6 4.5 4.0 6.0 5.1 6.7
Q4.. 4.6 7.0 7.0 9.2 8.6 4.2
1975—Q1 3.5 8.5 10.3 7.2 9.2 3.1

Note.—These percentage rates of growth are calculated from average levels in last months of the
annual or quarterly periods. Percentage rates of growth based on quarterly average data would show
a somewhat different pattern.

87

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



Let me describe briefly what is encompassed in each of these
money and credit measures. M,, as I have already noted, includes
currency in circulation plus demand deposits at commercial banks.
M. is derived by adding to M, the time deposits at commercial banks
other than large-denomination negotiable certificates of deposit (CD’s).
M, is obtained by adding to M. the time and savings deposits held
at nonbank thrift institutions—that is, savings banks, savings and
loan associations, and credit unions. M, is obtained by adding large
CD’s to M,; M; is derived by adding large CD’s to M,. This last
measure, M;, is the most comprehensive of this group, for it includes
the currency holdings of the public plus deposits at all financial
institutions. Finally, the credit proxy indicates the funds that member
banks of the Federal Reserve System have available for lending and
is thus an indicator of changes in their total loans and investments.

Each of these magnitudes reflects a different dimension of monetary
policy. For example, the annualized growth rate of M, in the first
quarter of this year was 3.5 per cent, as noted earlier. Growth in the
credit proxy was marginally lower—reflecting, in part, an outright
decline in the outstanding volume of CD’s and of nondeposit liabilities
of member banks. The other measures of money, on the other hand,
show growth rates in the 7 to 10 per cent range, or about as high as
in 1973,

Of late, there has been some concern in the Congress and elsewhere
that supplies of money and credit were not growing rapidly enough.
This judgment, based largely on the behavior of M, could have been
avoided by taking a more comprehensive view of the economy’s
needs for money, credit, and liquid assets, and how these needs are
met by our complex financial system.

We in the Federal Reserve recognize that the growth rates of
money and credit that are appropriate at any moment of time depend
on underlying economic conditions. At present, our Nation is ex-
periencing very high rates of unemployment and idle industrial
capacity. Thus, even though an upturn in business activity may be
near at hand, the restoration of full employment of our labor and
capital resources will remain a central objective of public policy for
many months to come.

The Federal Reserve System is presently seeking a moderate rate of
expansion in the monetary and credit aggregates. We believe that the

88

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



course we are pursuing will promote an increase in M, of between
5 and 72 per cent over the 12 months from March 1975 to March
1976. This is a rather high rate of expansion by historical standards,
but it is not too high when idle resources are extensive and financing
needs still reflect rising prices.

A growth rate of M, in the range of 5 to 7%2 per cent would, we
believe, be accompanied by higher rates of increase in the other
major monetary and credit aggregates—ranging from 82 to 102
per cent for M,, 10 to 12 per cent for M,, and 6%2 to 92 per cent
for the credit proxy. Increases of this order of magnitude would imply
a good inflow of deposits to nonbank intermediaries and a relatively
ample supply of mortgage funds.

Levels of money and credit measures

Seasonally adjusted, billions of dollars

Year or Credit
quarter M, l M: l M My M; proxy
1972—Dec................... 255.8 525.7 844.9 569.7 888.8 406.4
1973—Dec.. . ...l 271.5 572.2 919.6 636.0 983.4 448.7
1974—Dec.. ...l 284.3 614.3 982.5 704.6 1,072.8 494.3
1974—~Mar.. ... 275.2 585.5 940.0 653.4 1,007.9 457.9

June. ...... ... .. ... 280.0 597.1 955.9 678.5  1,037.2 481.2
Sept... . ... 281.1 603 .8 965.5 688.7 1,050.3 489.2
Decoovviiin i 284.3 614.3 982.5 704.6 1,072.8 494.3
1975—Mar.. ... 286.8 627.4 1,007.8 717.2  1,097.5 498.1

These rates of monetary and credit expansion are sufficient, we
believe, to finance a vigorous economic recovery. If past experience
is any guide, the strength of the recovery will depend principally on
the willingness of the public to use existing money balances, rather
than on the growth rate of the money stock. The first few quarters
of a cyclical recovery in business activity typically witness increases
in the turnover of money that are much larger than the rate of rise
in the money stock. This characteristic of business-cycle experience
is of vital importance to monetary policy, and it must never be
neglected.

We recognize that our capacity to foresee the future is very limited
and that our control of the monetary and credit aggregates is imper-
fect. The growth ranges for the aggregates we have set out to achieve
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may need to be adjusted in one way or another. New information on
economic and financial developments becomes available daily, and the
course of monetary policy must therefore be reappraised continuously.
In an economy as dynamic as ours, subject to unforeseen develop-
ments—such as a major business failure or a disruption of energy
supplies—the economic and financial outlook can change quickly and
dramatically. The Federal Reserve must stand ready to make
promptly such adaptations in the course of policy as may be needed
to minimize economic and financial difficulties. The Board and the
Federal Open Market Committee therefore meet frequently. Thus,
while I have given you our present views on the appropriate ranges
of growth in the monetary and credit aggregates, these views may
need to be modified a month or two from now.

Growth in components of money stock measures

Seasonally adjusted percentage change, at annual rates

Commercial

Year or Demand bank time Nonbank
quarter Currency deposits deposits depositary CD’s

other than claims t

CD’s

8.2 8.9 13.5 16.8 31.0
8.3 5.5 11.4 8.9 45.3
10.1 3.2 9.7 6.0 41.5
11.0 3.8 12.8 8.2 26.3
8.2 6.6 8.8 4.9 78.2
8.0 - .2 7.1 3.1 17.2
11.5 2.4 9.0 7.4 25.9
1975—Q1L.........ooi L 9.4 1.7 12.7 13.1 —2.2

i Deposits in mutual savings banks, savings and loan associations, and credit unions.

NoteE.—These percentage rates of growth are calculated from average levels in last months of the
annual or quarterly periods. Percentage rates of growth based on quarterly average data would show a
somewhat different pattern.

The rates of growth in monetary and credit aggregates presently
desired by the Federal Reserve, while appropriate in the present
environment, could not be maintained indefinitely without running a
serious risk of releasing new inflationary pressures. As the economy
returns to higher rates of resource utilization, it will be necessary to
reduce the rate of monetary and credit expansion so that the basis for
a lasting prosperity is laid.

Let me remind this committee that the principal cause of the cur-
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Levels of components of money stock measures

Seasonally adjusted, billions of dollars

Commercial
Year or Demand bank time Nonbank
quarter Currency deposits deposits depositary CD’s
other than claims *
CD’s
56.9 198.9 269.9 319.1 43.9
61.6 209.9 300.7 347.4 63.8
67.8 216.6 330.0 368.3 90.3
63.3 211.9 310.3 354.5 68.0
64.6 215.4 317.1 358.8 81.3
65.9 215.3 322.7 361.6 84.8
67.8 216.6 330.0 368.3 90.3
69.4 217.5 340.5 380.4 89.8

¢ Deposits in mutual savings banks, savings and loan associations, and credit unions.

rent recession is our earlier failure to bring inflation under control.
As the pace of inflation quickened in recent years, the seeds of reces-
sion were sown across the economy. Rising prices eroded the pur-
chasing power of workers’ incomes and savings. Managerial practices
of business enterprises became lax, productivity languished, and cor-
porate profits diminished—a fact that businessmen were slow to
recognize because of faulty accounting techniques. New homes, rec-
reational dwellings, and condominiums were built on a scale that
greatly exceeded the underlying demand. Inventories of raw materials
and other supplies piled up, often at a reckless pace, as businessmen
reacted to fears of shortages and still higher prices. Credit demands,
both public and private, soared and interest rates rose to unprece-
dented heights. Commercial banks became overextended; the quality
of loans tended to deteriorate, and the capital position of many banks
was weakened.

These basic maladjustments are now being worked out of the
economic system by recession—a painful process that could have
been avoided if the inflation had not gotten out of control. Fortu-
nately, the rate of inflation has declined substantially in recent
months, but the behavior of prices is still unsatisfactory. The general
price level still appears to be rising at a 7 to 8 per cent annual rate;
wage increases continue to exceed by a wide margin the long-run
trend of productivity; and interest rates remain at high levels by
historical standards. The menace of inflation is by no means behind
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us. Defeat of inflationary forces must therefore remain a major goal
of public policy.

The Federal Reserve is firmly committed to do what it can to
restore general price stability in this country. The Federal Reserve is
also firmly committed to restore full employment in this country.

During the next year this Nation can, and I believe it will, make
progress toward the achievement of both of these objectives. The
immediate need is to get the economy moving again. But as we go
forward, I hope we will be mindful of the damage that has been
wrought in our economy by allowing inflation to get out of control,
and that we will deal resolutely with the serious longer-range eco-
nomic problems facing our country. A better measure of discipline is
needed in Federal finances. The progressively diminishing fraction of
the national income that goes to people who work and invest requires
searching scrutiny. Regulatory practices that weaken private enter-
prise need to be relaxed or scrapped. Ways must be found to stimulate
production of energy supplies, to increase incentives for expansion
and modernization of productive capacity in other lines, and to
strengthen the state of business finances.

Attention to these longer-range problems is essential; for the
critical task now facing our country is not only to encourage the
process of economic recovery but also to build a solid foundation for
our Nation’s economic future.

STATEMENT BEFORE THE COMMITTEE ON
BANKING, HOUSING, AND URBAN AFFAIRS,
U.S. HOUSE OF REPRESENTATIVES, JULY 24, 1975

I welcome this opportunity to discuss the condition of the national
economy and to convey the Federal Reserve’s views on monetary
policy.

The performance of our economy during the past 2 years has been
disappointing. We have suffered the most damaging peacetime infla-
tion in our Nation’s history, a critical shortage of energy supplies, and
the deepest decline in business activity since the end of World War II.
Similar problems have plagued practically every industrial country in
the world.

The recession of 1974—75 in our country will, I believe, be viewed
by economic historians as the culminating phase of a long cycle in
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economic activity that began in 1961. During the industrial phase of
the long upswing—from 1961 through 1964—productivity grew
rapidly, prices remained quite stable, and real wages and profits kept
advancing. During the next 10 years—from 1965 through 1974—
the strength of the American economy was gradually undermined. A
succession of interrelated, partly overlapping, waves of speculation
occurred—first in merging business enterprises and organizing con-
glomerates, next in the stock market, then in the real estate market,
and finally in the markets for industrial materials and other com-
modities. During this long speculative phase, productivity languished
and expansion in the physical volume of output decelerated, while the
pace of inflation kept quickening—mainly, but by no means entirely
—in response to the lax financial practices of the Federal Govern-
ment, Bad harvests, extraordinary increases in the price of oil, another
devaluation of the dollar, and the coincidence of booming business
around the world played their part in the inflationary process during
1973 and 1974.

As a result of these myriad developments, seeds of recession were
sown across the economy. Inflation led to a burgeoning of credit de-
mands, both public and private, and interest rates soared to unprece-
dented heights. Rising consumer prices eroded the purchasing power
of workers’ incomes and savings. The sharp rise in the price of oil
caused a diversion of purchasing power to foreign suppliers. Corpo-
rate profits diminished—a fact that businessmen were slow to recog-
nize because of accounting techniques that failed to take account of
inflation. Construction of new dwellings and office buildings proceeded
on a scale that greatly exceeded underlying demand. And inventories
of commodities piled up, often at a very rapid pace, as businessmen
reacted to fears of shortages and of accelerating price increases.

By the spring of 1973, signs of faltering in the pace of economic
expansion had already emerged. Homebuilding began to turn down
and so too did sales of mobile homes, new autos, and other big-ticket
consumer items. A declining trend in the physical volume of other
goods purchased by consumers soon followed. These developments,
however, were largely overlooked by a business community caught
up in the euphoria created by inflation. New orders flowing to manu-
facturers continued to rise, order backlogs generally increased, and
stockpiles of materials and other commodities mounted. By the sum-
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mer of 1974, the physical volume of business inventories was already
higher in relation to sales than at any time since the Korean war.
The stage was thus set for a significant economic adjustment.

The recession that ensued has cut deeply into the Nation’s eco-
nomic life. Between September 1974 and May 1975, industrial out-
put fell by 12%4 per cent. Total employment dropped by 2%2 million
from its peak in October 1974 to a low in March of this year. And the
rate of unemployment rose from less than 5 per cent in late 1973 to
perhaps 9 per cent at the present time.

In view of the serious economic imbalances caused by inflation, the
recession has been performing a painful, but unavoidable, function.
Corrective forces have been released, and they have helped lay the
basis for a renewal of sound economic expansion.

Thus, business competition .is now much keener than it was a year
or two ago. Business managers are also devoting more attention to
cost control and improvements in efficiency. Prices of industrial raw
materials have fallen substantially. Price increases at later stages of
processing have also become less extensive. The rise of the general
price level has therefore slowed—from an annual rate of about 12
to 14 per cent late last year—to about half that rate recently. In-
creases of wage rates, moreover, have moderated, although they still
are much higher than the long-run rate of improvement in produc-
tivity. Meanwhile, stock prices—a significant indicator of the state of
confidence—have risen substantially.

The slowdown in the pace of inflation and the revived stock
market have bolstered the confidence of the general public. Early this
year, as price concessions on autos and other items became common,
consumer purchases—especially of durable goods—began to pick up.
In fact, consumer expenditures during the first quarter rose in real
terms as well as in dollars. This strengthening continued in the second
quarter, as spendable incomes of consumers were augmented—first by
tax rebate checks, later by extra social security checks. With con-
sumer buying expanding and production declining, the efforts of busi-
ness firms to work down their excess stocks have been remarkably
successful. Inventories of most consumer goods now seem to be in
rather good balance with sales.

Significant progress has also been made in improving the financial
position of business firms. Corporations have issued exceptionally
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large amounts of longer-term securities this year, and they have used
much of the proceeds to repay short-term debt or to acquire liquid
assets. The liquidity position of consumers has likewise been strength-
ened; instalment debts to banks and other lenders have been paid
down, and many millions of individuals have added substantially to
their savings deposits and other liquid assets.

Financial institutions, too, have improved their financial condition.
Commercial banks have taken advantage of the reduced demand for
business and consumer loans to repay their borrowings from Federal
Reserve Banks, to reduce their reliance on volatile sources of funds,
and to rebuild liquid assets. In their turn, savings and loan associa-
tions and mutual savings banks reduced their indebtedness and en-
larged their holdings of Treasury securities and other liquid assets,
thus laying the basis for a renewed expansion of mortgage lending in
recent months.

These self-corrective forces have been aided powerfully by fiscal
and monetary policies that sought to cushion the effects of economic
adversity, moderate recessionary forces, and provide some stimulus
to economic recovery. I need not dwell on the fiscal measures that
have been adopted to combat recessionary forces; these measures
have already been widely discussed. Let me note merely that 1 believe
the Congress acted wisely in providing only a temporary fiscal stim-
ulus through the Tax Reduction Act of 1975. The confidence of our
citizens in the Nation’s economic future has been bolstered by evi-
dence that responsible members of both the executive and legislative
branches of our Government are seeking ways to stimulate recovery
without releasing a new wave of inflation.

This principle has also guided monetary policy. Last summer, as
signs of weakening in economic activity multiplied, the Federal Re-
serve began taking steps to increase the availability of money and
credit. Open market operations were oriented toward a more liberal
provision of reserves to the banking system; later, these actions
were reinforced by several reductions in the discount rate and in
reserve requirements.

During the fall and winter months the demand for credit by busi-
nesses and consumers weakened on account of the recession, and
commercial banks used the more abundant supply of reserves to repay
their indebtedness to the Federal Reserve. Growth in M,, that is,
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currency plus demand deposits, was therefore slow to reflect the
easing of monetary policy. We at the Federal Reserve were concerned
about this development, but we refused to run the risk of releasing
fresh inflationary forces and rekindling inflationary expectations. In
any event, broader monetary aggregates displayed a more vigorous
response to our easing actions. For example, flows of individual sav-
ings into commercial banks and thrift institutions began to pick up
in the fourth quarter of 1974, and by the first quarter of this year
these deposits were expanding at a seasonally adjusted annual rate of
more than 13 per cent. In fact, recent rates of growth of the monetary
aggregates have been generally higher than during comparable periods
of earlier postwar recessions.

The efforts of the Federal Reserve to ease credit conditions, to-
gether with the weakening of private credit demands, resulted in a
sharp decline of short-term rates of interest. The Federal funds rate—
that is, the interest rate banks pay when borrowing reserves from one
another—fell from a high of 13%2 per cent last summer to about 54
per cent in early June. The commercial paper rate declined from more
than 12 per cent last July to a low of about 5%2 per cent. And the
prime rate of interest on bank loans to businesses fell from 12 per
cent to a low of 7 per cent.

In the markets for long-term securities interest rates also declined,
although much less than short-term rates. Of course, long-term rates
typically fluctuate within a narrower range than short-term rates; but
in the present instance, other powerful factors have also been at work.
Fears of inflation are still widespread, and long-term interest rates
therefore still contain a sizable inflation premium. Moreover, corpo-
rations have issued an enormous volume of bonds in the first half of
this year; State and local governments have borrowed large sums in
the capital markets; and troublesome uncertainties have been created
by the financial problems of some borrowers in the municipal bond
market. Also, the huge financing demands of the Treasury have been
a disturbing element in the money and capital markets.

Despite these problems conditions in financial markets have greatly
improved over the past 6—9 months, and a financial basis has been
established for an upturn in business activity.

Signs have multiplied in recent weeks that the economy is moving
through a turning zone from recession to recovery. As already noted,
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retail sales have been gaining strength progressively since early this
year. The appreciable pick-up in new auto sales over the past several
months is continuing. Sales of new houses started rising early this
year, and as the backlog of unsold units declined building permits and
new housing starts also began to move up.

With excess inventories at retail, at wholesale, and at manufac-
turing firms being worked off and the curve of consumer sales still
rising, businessmen have become more optimistic about the future.
New orders for durable goods—an important leading indicator of
industrial activity—have of late been rising again. Moreover, indus-
trial production, after having declined for eight consecutive months,
registered its first advance in June.

In the labor market, too, there are numerous signs of improvement.
The range of nonfarm industries adding to the number on their pay-
rolls has been widening steadily, from a low of 17 per cent in Feb-
ruary to about 50 per cent in May and June; total employment has
increased by 600,000 over the past 3 months; the average factory
workweek has lengthened; and, of late, initial claims for unemploy-
ment insurance have dropped sharply.

We may be reasonably confident, therefore, that a recovery in busi-
ness activity will develop soon if it is not already under way. How
strong the recovery will be no one can foresee with any assurance.
There are ample amounts of idle labor and capital resources to permit
rapid growth over the next several quarters. Past cyclical experience
suggests, moreover, that a steep decline in business activity such as we
have experienced is usually followed by a brisk recovery.

A central objective of Federal Reserve policy at the present time is
to contribute to a substantial expansion in output and employment.
The vigor of economic recovery, however, will depend less on the rate
of expansion in money and credit than on the confidence of the pub-
lic—in particular, the willingness of businesses and consumers to put
the enormous volume of existing money balances to work.

The turnover of money, or its velocity, varies widely in the course
of a business cycle. During the first year of earlier postwar recoveries,
the velocity of M,—that is, the ratio of the dollar value of the gross
national product to the narrowly defined money supply—has usually
risen about 5 or 6 per cent, compared with a rate of increase in M,
of around 3 or 4 per cent. As confidence in the economy improves in
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the months ahead, the velocity of money—which declined during the
past several quarters—will probably increase significantly. This fac-
tor is frequently neglected by economists and others, but we at the
Federal Reserve cannot afford to do so.

In conducting monetary policy, we will also have to remain
mindful of the urgency of dealing with the longer-run problem of
inflation as well as with the current problem of unemployment.
Economic recovery is apparently beginning at a time when the rate
of inflation, while lower than a year ago, is still well above a tolerable
pace. Our objective as a Nation should be to achieve further modera-
tion in the advance of the general price level