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But more important was the resumption in 1970 of growth at
moderately high rates in such monctary aggregates as the money
stock and bank credit—an expansion that became feasible and desir-
able because excess demand had been climinated. Broader measures
of liquidity showed relatively more rapid growth than the narrowly
defined money stock (currency plus demand deposits other than in-
terbank and U.S. Government ). With yields on market securities de-
clining, interest rates paid on time and savings deposits became pro-
gressively more attractive, and such deposits expanded sharply at
both commercial banks and at other savings institutions. For com-
mercial banks. time deposit expansion was particularly rapid follow-
ing the suspension at midyear of interest rate ceilings on large nego-
tiable certificates of deposit (CD’s) in the 30- to 89-day maturity
range. In total, the greater inllow of time and savings deposits con-
siderably incrcased the availability of funds seeking investment in
mortgages, State and local government securities, and short-term
business and consumer loans.

Federal fiscal policy also turned more stimulative in 1970: (1)
The 10 per cent surcharge on income taxes was terminated in two
stages; (2) the first of the reductions contained in the Tax Reform
Act of 1969 became effective; and (3) a sharp increase occurred in
Federal expenditures—mainly through enlargement of grants-in-aid
to local governments and transfer payments to individuals. Even
though Federal purchuses of goods and services declined slightly in
dollar terms as a result of an appreciable reduction in the defense
budget, the effect of fiscal policy was to increase consumer disposa-
ble income and to buttress State and local government expenditures.

Despite these measures, aggregate cconomic  activity  lagged
throughout 1970 and output fcll increasingly below the Nation’s ex-
panding output potential. At the year-end the unemployment rate
was up to 6.2 per cent, as against 3.5 per cent a year earlier, and
manufacturing facilitics gencrally were being operated at well under
preferred rates. In terms of real GNP, the shortfall in output of
goods and services below full ecmployment levels at the year-end cx-
ceeded 5 per cent. At current prices, this represented a shortfall of
more than $50 billion at an annual rate.

In view of the gap that has developed in the economy’s perform-
ance rclative to potential, and of the accompanying unemployment
and under-utilization of the Nation’s human resources, the emphasis
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in public policy continues to be on the restimulation of economic ac-
tivity. At the beginning of 1971, depreciation schedules on purchases
of business equipment were liberalized for tax purposes in order to
enhance the prospective return on, and thereby stimulate, such in-
vestment. The Federal budget proposed for fiscal year 1972 calls for
an increase in total expenditures of $16.2 billion—about the same as
is projected for the fiscal year 1971—and although balanced in
terms of the revenues that would be produced at full employment, it
will involve a substantial, realized deficit.

Monetary policy is also on an expansive course, as reflected not
only in the substantial growth in money, bank credit, and financial
flows, but also in marked declines in interest rates. In designing poli-
cies to help revitalize the economy, of course, care must be taken not
only to avoid encouraging a rebound that is so swift as to regenerate
inflationary pressures and expectations, jeopardizing the hard-won
progress that has been achieved in this area, but also to avoid weak-
cning further the U.S. competitiveness in world markets.

It seems likely that an increasing number of sectors in our econ-
omy will contribute to economic expansion over the months ahead.
Residential construction has alrcady achicved near-record levels, re-
flecting both large pent-up demands for housing and the marked im-
provement during 1970 in the availability of funds for mortgage lend-
ing. And a large and increasing volume of bond financing by State
and local governments points to a growing trend of expenditures for
public facilities.

The outlook for spending by businesses in the coming year is still
somewhat uncertain. Capital outlays are being adjusted downward in
many industrics, following a long period of very heavy investment
spending. However, investment programs in some other industries—
notably the utilities-—continue to indicate sharp growth in capital
outlays. Hence, the total dollar volume of capital spending, even
though it has leveled off, may well remain close to the peak rates
reached in 1970. Many businesscs also worked during 1970 to trim
and balance their inventory positions. But the degree of inventory
adjustment was quite small by the standards of many other periods
of sluggish economic activity.

The key to the speed and extent of economic recovery in 1971
may well prove to be in the hand of the consumer. Total income
available for spending rose strongly during 1970—reflecting tax cuts,
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higher social sccurity and other Federal transfer payments, and fur-
ther growth in aggregate wages and salaries. But spending was slug-
gish. It rose less in current dollars than in other recent years—and
little at all after adjustment for higher prices. Consumers were in a
cautious mood-—responding to rising prices, increasing unemploy-
ment, extended strikes, reduced overtime pay, an uncertain and at
times sharply lower stock market, political and military tensions
abroad, and social disorders at home. As a result, they restrained
their buying and instead strengthencd their financial positions
through accumulation of liquid financial assets and rcpayment of
debt.

An improvement in consumer sentiment now would serve to spur
consumer spending, just as the deterioration in confidence earlier
tended to restrict it. And stronger consumer markets would commu-
nicate strength to the busincss sector, would generate jobs and addi-
tional income, and would enlarge the tax revenucs of governmental
units hard pressed by sharp increases in operating costs.

On balance, prospects scem good for a resumption of growth in
aggregatc economntic activity in 1971. Indeed, the recovery could
prove to be relatively vigorous if consumers become more confident
of future prospects and increase their propensity to spend accord-
ingly. The prospects for sustaining cconomic expansion should be en-
hanced to the extent that such expansion is accompanied by in-
creased efficiecncy in our cconomic processes through tighter
management. Continued modcration in inflation is also an important
pre-condition to lasting prosperity, and its achievement will require a
gradual subsidence in the cost pressures that lead to higher prices of
products and services.

The next scction of this report describes monetary policy during
1970 in relation to broad financial and nonfinancial developments in
the cconomy. In order to help evaluate the positions of key areas in
early 1971, ensuing scctions discuss recent trends in particular sec-
tors or markets in terms of the types of adjustments made during the
year to, among other things, the abatcment of aggregate demands
and the easing of monetary policy. A digest of the principal Federal
Reserve policy actions in 1970 appcars on pages I-VII, following
page 28. O
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in current-dollar terms and actually declined after allowing for price
increases.

The leveling off of expenditures for plant and equipment appeared
to be in large part the product of developments cumulating over a
long period. The sharp expansion in plant and equipment outlays in
the second half of the 1960’s ultimately gave rise to a drop in the
rate of plant capacity utilization in manufacturing, which by the end
of 1969 had declined to 83.7 per cent. In 1970, as defense produc-
tion was reduced and consumer propensities to spend declined, ca-
pacity utilization rates dropped further—to 72 per cent by the end of
the year. With wage costs and the costs of external funds rising
sharply, business profits too came under pressure, and investment in-
centives were reduced. The weakening of investment incentives, how-
ever, was counterbalanced in part by the sharp drop in the cost of
capital-—as reprcsented by long-term interest rates—in late 1970 and
carly 1971.

Other types of capital outlays were particularly responsive to
emerging tightness or case in credit markets. Residential construction
expenditures, which had begun to decline in the second half of 1969,
continued to drop in the first half of 1970 in lagged response to the
reduced availability and higher cost of funds from private lenders.
The decline from mid-1969 to mid-1970 was less sharp than that
during the 1966-67 period of mortgage market tightness, however.
The fact that it was smaller reflected in part the expansion of Federal
support programs to provide more insulation of the housing market
from the effcets of monetary tightness and in part a response to non-
monetary factors that sustained the demand for homes.

With the turn toward monctary ease in early 1970, availability of
funds in the mortgage market began to improve, The ensuing decline
in short-term market interest rates was accompanicd by a sharp in-
crease in the net inflow of funds to savings institutions as the public
diverted savings from market instruments to interest-bearing deposits.
Although mortgage intercst rates showed little nct decline until late
in the year, when they began to drop significantly, the increased
availability of funds led to a rise in housing starts from a seasonally
adjusted annual rate of 1.25 million units in the first quarter to an
average of 1.75 million units in the fourth quarter. And outlays for
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would help to generate the deposit funds needed to finance a moder-
ate pick-up in the growth of credit flows through financial institutions.

In May and June, Federal Reserve authoritics took several actions
to assure that the System would fulfill cffectively the oldest and most
traditional central banking function—that of serving as lender of
last resort and of alleviating liquidity squeezes. In that period U.S.
money and capital markets were experiencing unusual strains.
Among the causcs of these tensions were heavy corporate demands
for long-term credit, expectations of a large volume of borrowing by
the U.S. Treasury in the latter half of the ycar, concern that some
prominent firms were financially over-cxtended and might not be
able to refinance their short-term obligations, a sharp drop in stock
market prices, and unscttlement arising from the unexpected U.S. in-
volvement in Cambodia. While anxieties in financial circles that a
general liquidity squeceze was emerging proved to be clearly exagger-
ated, it is true nonctheless that their net effect was to cause a sharp
increasc in over-all demand for liquidity. In view of these market
uncertainties and liquidity strains, open market policy gave first pri-
ority in this period to modcrating pressures on financial markets.
And in May the Board of Governors reduced margin requirements
on equities from 80 to 65 per cent, and on convertible bonds from
60 to 50 per cent.

In rccognition that pressurcs might pyramid in the commercial
paper markct after a major railroad filed for reorganization in mid-
June, the authoritics supplemented their efforts to ameliorate market
strains through open market policy with other policy measures. It
was made clear that the Federal Reserve discount window would be
available to assist banks in meecting the nceds of busincsses unable
to roll over their maturing commercial paper. Also the Board of
Governors moved promptly to suspend maximum rate ceilings on
large-denomination CD's with maturities of 30 to 89 days.

This action cnabled banks to obtain funds that investors had be-
comec reluctant to place in other markets and to rechannel these
funds to borrowers previously dependent on the issuance of commer-
cial paper. Aided by these Board actions, banks responded effec-
tively to the midycar shifts in demands for funds, and the widespread
concern that a lessening of investor participation in the commercial
papcr market might trigger a scriecs of business bankruptcics sub-
sided.
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In mid-August, after conditions in the commercial paper market
had calmed, the Board announced the application of a 5 per cent re-
serve requirement against funds obtained by member banks through
the issuance of commercial paper by their affiliates. This action was
designed to put bank-related commercial paper, which is typically is-
sued in denominations of $100,000 or more, on a substantially cqual
footing—in terms of reserve requirements—with large ncgotiable
time CD’s. A somewhat similar proposal, with a higher reserve re-
quirecment, had been published for comment in January, but given
the interim course of economic and financial developments, circum-
stances were not appropriate for its adoption.

The extension of reserve rcquircments to bank-related commercial
paper was accompanied by a reduction from 6 to 5 per cent in the
reserves that member banks must hold against time deposits in ex-
cess of $5 million. These two actions, in combination, resulted in a
net reduction in required reserves of about $400 million for the
banking system as a whole. Most of the reduction in reserves af-
fected banks that might be expected to be relatively active lenders in
markets for mortgages and State and local government securities.

An additional reserve requirement action, announced at the end of
November, was designed to have an effect on the balance of pay-
ments. In the closing months of the year further declines in U.S.
short-term intercst rates werc sharply increasing the relative costs for
major U.S. banks of borrowing Euro-dollars in lieu of domestic
short-term funds. This widening of rate sprcads thrcatened to cause
large U.S. bank repayments of Euro-dollar borrowings, and a conse-
quent decpening of the very large official settlements deficit in the
U.S. balance of payments.

Therefore, to temper Euro-dollar reflows, the Board of Gover-
nors amended Regulations D and M to increasc—from 10 to 20
per cent—the reserve ratio required on Euro-dellar borrowings ex-
ceeding the average level that is reserve-free. This reserve-free base
declines as the average lcvel of Euro-dollar borrowings is reduced
below a line established for the individual bank. The doubling of the
reserve ratio was expected to moderate further outflows of bank-held
Euro-dollars by enhancing the prospective valuc of existing reserve-
free bases.

After April 1969 market interest rates had moved well above the
discount rate, but by October 1970 declines in such rates had again
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higher ccilings, savings inflows accelerated at both bank and non-
bank thrift institutions. Although this pick-up began as early as Feb-
ruary, the inflow gained momentum during the sccond quarter and
was most pronounced after midycar. The late June suspension of
ceiling rates on large short-maturity bank CD’s triggered an abrupt
increase in such instruments during the third quarter. And for the
year as a whole the total growth in CD’s more than offsct the sharp
contraction that had occurred in 1969.

The expansion was not limited to CD’s, however. Consumer-type
time and savings accounts at banks grew nearly as much as CIs in
the third quarter, and for the year as a whole their cxpansion was
substantially larger than that of CD’s. A somewhat similar growth
pattern was evident at savings and loan associations and, with some
lag, at savings banks as wcll. Apparently consumers were encouraged
to add to liquidity in these forms by scveral factors: the dramatic
improvement of yields on such accounts relative to market rates; a
desire to maintain their financial asset holdings in risk-frec form; and
a more conservative attitude on their part toward spending, as over-
time hours of work dropped and unemployment widened.

To a considerable cxtent the rapid growth of large CD's indicated
that banks were using this less costly and more convenient means of
obtaining funds instead of borrowing through the Euro-dollar market
or issuing bank-related commercial paper. After the Board an-
nounced the extension of reserve requirements to bank-related com-
mercial paper, the volume of such paper outstanding declined by
$5.2 billion through December. And over the full year, as domestic
markets for short-term funds became relatively more attractive, major
banks reduced their Euro-dollar borrowing by more than $6 billion.
Nevertheless, when bank funds from these sources are added to de-
posits, as in the adjusted bank credit proxy, the growth in this com-
prehensive measure was still sizable—more than 8 per cent for the
year, as compared with less than onc-half of I per cent for 1969.
Moreover, growth in bank credit—Ilike that in the broader mecasures
of money and liquidity—uaccelerated in the second half of 1970,

The total reserves that support aggregate member bank deposits
grew by 6.4 per cent in 1970; expansion was especially rapid in the
sccond half of the year. Nonborrowed reserves provided to banks
through open market operations rosec more rapidly than the total, as
member banks reduced their borrowings at Federal Reserve Bank
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second quarter, even though interest rates rose in both short- and
long-term markets, the size of the increase was much larger in long-
term markets, where yields rose to new highs. By midsummer short-
term ratcs had generally dropped through the lows reached in the
first quarter, while long-term rates had declined considerably less. In-
deed, most of the total decline in long-tcrm market rates in 1970 oc-
curred during the last 2 months of the ycar. In early 1971 both
short- and long-term rates declined considerably further.

This varied pattern of interest rate behavior in 1970 reflected the
interaction of shifting market expectations and actual credit flows,
During the first quarter, for example, as it became evident that real
GNP was declining and the Federal Reserve was promoting some
easing in credit market conditions, financial market sentiment
strengthened  dramatically, particularly after banks lowered their
prime rate by 2 percentage point. But as often happens in financial
markets, evidence that emerged in the second quarter did not scem
to support the cxpectations that had helped to bring about the first-
quarter ratc declines. News concerning the cconomy seemed to indi-
cate that the downturn in real GNP was about over. With progress
in controlling inflation also disappointing and the Cambodian incur-
sion creating general unsettlement, question was raiscd whether fur-
ther casing of monetary policy could be cxpected.

As short-term market rates rose, banks’ access to funds through
CD’s was again curtailed. In these circumstances the heavy forward
calendar of corporate and municipal borrowing, the large prospective
volume of U.S. deficit financing in the seccond half of the year, and
the growing concern that some major firms werc financially over-
cxtended, all contributed to an abrupt weakening of market psychol-
ogy. In the face of this sharply changed outlook, borrowers actually
coming to market had to pay substantially higher rates.

Accompanying the strains in security markets in the second quar-
ter, depositary institutions generally experienced a noticeable im-
provement of deposit flows as consumers placed a greater premium
on risk-free financial assets. These flows permitted the commercial
banking system to add significantly to liquid assct positions. After
midyear, with the suspension of rate ceilings on short-maturity time
CD’s and the relaxation of tensions in the commercial paper market,
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mands for busincss loans were still strong. Hence, there was no sig-
nificant relaxation of loan terms, cven though bank liquidity
increased greatly. But by mid-September, when corporate tax pay-
ments becamc due, it became apparcnt that business borrowing at
banks had dropped off sharply, and shortly after that, banks cut the
prime rate by another Y2 percentage point to 7% per cent. Never-
theless, there was still considerable uncertainty about the underlying
strength of business loan demand, for the trend in such lending was
being obscured by the effects of the auto strike and also by the large
repayments of loans arising from the heavy vofume of corporate
financing then under way in capital markets. In the expectation that
these two temporary drags on loan growth would soon end, bankers
tended to hold off on further reductions in the prime rate.

In November and December, however, with no sign of any signifi-
cant pick-up in demand for loans and with plenty of liquidity, banks
reduced the prime rate further, in a series of Y4 percentage point
changes, from 72 to 63 per cent by the year-end. The Federal
Reserve discount rate was also reduced in this period. And there
were further gencral declines in both short- and long-term market
rates, even though the volume of new corporate and municipal bond
offerings remained very large. Moreover, earlier accumulations of
savings flows, liquidity. and commitments at nonbank thrift institu-
tions were finally reflected in widespread reductions in interest rates
on mortgages—including a cut, from 8%2 per cent to 8 per cent, in
the ceiling rate on federally underwritten mortgages.

These declines continued into 1971. The bank prime ratc was cut
successively from 6% to 6 per cent; the Federal Reserve discount
rate was reduced further in two steps from 5% to 5 per cent; and
the FHA-VA mortgage rate ceiling was reduced in mid-January from
8 to 7V2 per cent. OJ
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these two periods averaged about 4 per cent. Productivity in manu-
facturing also improved in that period, although the gain in output
per manhour was a little less for that sector of the cconomy. It is
difficult to ¢valuate the extent to which progress may have continued
in the fourth quarter because sharp cutbacks in output resulting
from the auto strike distorted the aggregate productivity figures at
that time.,

The increase in productivity during the middle quarters of 1970 is
somewhat atypical since the largest gains in output per manhour are
usually achieved during periods of rapid growth in output. However,
the increase in real GNP was quite small in the second and third
quarters, and manufacturing output was declining. Nevertheless, pro-
ductivity gains were achieved as the sluggishness of demands, cou-
pled with continued advances in costs, induced management to adopt
unusually stringent ¢conomy measures. These measures included a
careful scrutiny of overhcad costs and a paring of conventional man-
agement perquisites, in addition to an intensive review of labor force
needs.

There was. as part of such a review, a sizable reduction in the
number of salaried (nonproduction) workers in manufacturing—espe-
cially in dcfense-related industrics—as well as a cyclical decline in
demands for production workers. In trade, finance, and services a
similar review seems to have been going on, since the inereasc in
employment in these industries in 1970 was substantially smaller
than in prior ycars. The efforts to kecp costs under control seem
likely to persist; in any cvent, productivity typically increases faster
in periods of cyclical upswing than during periods of recession or of
sluggish aggregate demands.

While productivity has shown indications of a faster ratc of gain,
strong cost pressures are still persisting as hourly labor compensation
(which includes wages, salaries, and fringe benefits) has continued
to increase vapidly for the private economy as a whole. But while the
increase in hourly compensation from the third quarter of 1969 to
the third quarter of 1970 was not much different from that over the
preceding year, it was smaller than during 1968, In the manufactur-
ing sector, however, the aggregate increase in hourly compensation
during 1970 was larger than over the preceding year, c¢ven though
the risc was held down by reduced overtime pay resulting from a
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shorter workweek and also by a shift away from the relatively high-
pay durable goods industries.

Large and widely distributed increases in wage rates in 1970 in
the face of declining employment and sharply rising unemployment

. reflect in part a lagged response to past increases in consumer prices
and in part expectations of substantial future price increases—
expectations that have become well cntrenched after the cxperi-
ence of the past several vears. In recent years average advances
in compensation per manhour in the private cconomy—and in the
manufacturing sector—have been only a little in excess of increases
in consumer prices.

Despite the behavior of the averages cited above, wages in some
sectors have shown some response to slack demands and soft labor
markets. Thus, it appears that the average wage gain of nonunion
workers slowed in 1970. For such employees, wage adjustments arc
commonly made cach year rather than in the multiycar negotiations
that are typical of contracts involving unionized workers. In part be-
cause of this, wages in the nonunion sector appear to respond more
quickly to cyclical changes in the demand for labor.

Nonunion workers are heavily concentrated in retail trade, finance,
and other services. There was a marked slowing in 1970 in the ad-
vance of average hourly carnings in trade. On the other hand, the
risc in average hourly carnings of construction workers remained ex-
ceptionally large—with year-over-year increases averaging 9 per cent
in both 1969 and 1970. The substantal increase in carnings of this
group reflects mainly the extraordinarily large incrcases for union
workers, In manufacturing too, union workers received larger in-
creases on the average in 1970 than did nonunion workers; further-
more, relatively more union than nonunion workers received wage
increases—two-thirds as compared with only about one-third.

There has been a substantial escalation since 1968 in the size of
wage increases negotiated in collective bargaining settlements—not
only for first-year wage increases but also for the life of the contract.
The increases provided in 1970 to cover the sccond and third con-
tract years were well above the long-term trend of growth in produc-
tivity. Morcover, there has been some shift—after a lapse of many
years—toward the incorporation in long-term contracts of cscalator
provisions based on the consumer price index and an insistcnee, s in

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



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



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



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



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



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



The extent to which consumer spending will rebound in 1971 is a
critical question in appraising the likely speed of economic recovery.
This will depend not only on the extent of future increases in per-
sonal disposable income, but also on the confidence with which con-
sumers view the future. Certainly the improvement in financial posi-
tions, taking into account the sharp recovery in stock prices over
recent months, should tend to make consumers more willing to in-
crease spending and to reduce their rate of saving. Really vigorous
support for the cconomy from consumption. however, probably must
await progress in dampening fears that family budgets will continue
to be pressed by rapidly rising prices for the goods and services that
pcople must buy. ]
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such borrowing and the strong pace expected in 1971 reflect several
factors.

In 1970 many State and local governments took advantage of de-
clining interest rates—and record purchases of tax-exempt bonds by
commercial banks—to market issues that had been postponed the
previous year. In 1969, according to Federal Reserve surveys, the
rapid increasc of market interest rates had contributed directly and
indirectly to the first year-to-year declines in gross long-term borrow-
ing by State and local governments since 1960. In addition, many
units had resorted to short-term financing to cover their most urgent
needs in 1969 and early 1970 and werc under pressure to issue
long-term bonds as market interest rates declined in the second half
of 1970. Moreover, the ability of State and local units to borrow had
been improved since the fall of 1969, as the ceiling rates that many
units could pay on their securitics had been increased or temporarily
suspended. Thus, by the end of 1970 many States and their subdivi-
sions had a greater amount of flexibility to market new long-term
bond issues, particularly in view of the fact that interest rates on
such issues had declined substantially below their earlier peaks.

Construction outlays by State and local governments, which are
financed in large part by borrowing, had increased at an average an-
nual rate of more than 9 per cent from 1962 to 1968. The shortfall
in their borrowing in 1969 restrained such expenditures, however,
and these outlays rose little further even in current dollars. Despite
the increased pace of borrowing in 1970, total outlays showed no
significant change—and actually declined in real terms—Dbecause of
the long lags between fund availability and expenditures. In view of
the increased borrowing undertaken since mid-1970, however, it ap-
pears likely that construction outlays in 1971 will move back toward
their earlicr pattern of growth. Indeed, a period of unusual expan-
sion in such outlays could well develop as shortfalls from previous
capital budget plans are made up. [
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progress being made toward an improved monetary system. Contrib-
uting to generally calm foreign exchange markets in 1970 were the
exchange rate adjustments accomplished in 1969, increased consulta-
tion and cooperation among national authoritics, and the introduc-
tion of SDR’s. O
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