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Introduction 
Economic and financial conditions in the United States during 1970 
were in a difficult transitional stage. Real output was stagnant and 
unemployment was rising, and at the same time prices continued up-
ward under continued cost pressures. Meanwhile, the balance of pay-
ments was affected by adverse shifts in capital flows, as a sharp drop 
in short-term interest rates in this country led to a reversal of the 
very large inflow of short-term capital that had contributed to sur-
pluses in the U.S. official settlements balance in the previous 2 years. 

Substantial progress was made during 1970, however, in re-estab-
lishing the basis for sustainable economic expansion. Although wage 
increases—particularly under collective bargaining agreements—con-
tinued to be large, resumption of growth in productivity after the 
first quarter served to moderate the rate of increase in unit labor 
costs. The gains in efficiency that were effected in the business sector 
also worked toward an improvement in the international competitive 
position of the United States. 

The financial positions of key spending sectors also improved in 
1970. The position of corporations generally was bolstered by fur-
ther heavy long-term borrowing and some restructuring of balance 
sheets in the direction of greater liquidity. As to consumers, their 
savings in liquid forms were considerably enlarged, to some extent as 
a result of their cautious spending behavior throughout the year; and 
financial positions were also favorably affected later in the year as 
the recovery in the stock market in the second half offset a large 
part of the earlier price declines. 

Financial markets too moved into a position more compatible with 
sustainable, long-term economic growth. By early 1971 conditions in 
these markets had eased substantially. Interest rates were considera-
bly lower, banks and other financial institutions were more liquid, 
and the volume of funds available to borrowers was much improved 
as compared with the situation a year earlier. Part of this easing in 
financial conditions reflected a moderation in private borrowing 
needs stemming from slower growth in current-dollar gross national 
product and a leveling off in the capital expenditures of business, 
which earlier had been running far ahead of internally generated 
funds. 
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But more important was the resumption in 1970 of growth at 
moderately high rates in such monetary aggregates as the money 
stock and bank credit—an expansion that became feasible and desir-
able because excess demand had been eliminated. 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 inflow of time and savings deposits con-
siderably increased 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 purchases 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 economic activity lagged 
throughout 1970 and output fell 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 facilities generally were being operated at well under 
preferred rates. In terms of real GNP, the shortfall in output of 
goods and services below full employment levels at the year-end ex-
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 relative 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. A t 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-
ening further the U.S. competitiveness in world markets. 

It seems likely that an increasing number of sectors in our econ-
omy wil l contribute to economic expansion over the months ahead. 
Residential construction has already achieved 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 industries, 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 businesses 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 security and other Federal transfer payments, and fur-
ther growth in aggregate wages and salaries. But spending was slug-
gish. I t 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 strengthened their financial positions 
through accumulation of liquid financial assets and repayment 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 business sector, would generate jobs and addi-
tional income, and would enlarge the tax revenues of governmental 
units hard pressed by sharp increases in operating costs. 

On balance, prospects seem good for a resumption of growth in 
aggregate economic 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 economic expansion should be en-
hanced to the extent that such expansion is accompanied by in-
creased efficiency in our economic processes through tighter 
management. Continued moderation in inflation is also an important 
pre-condition to lasting prosperity, and its achievement wil l require a 
gradual subsidence in the cost pressures that lead to higher prices of 
products and services. 

The next section of this report describes monetary policy during 
1970 in relation to broad financial and nonfinancial developments in 
the economy. In order to help evaluate the positions of key areas in 
early 1971, ensuing sections 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 abatement of aggregate demands 
and the easing of monetary policy. A digest of the principal Federal 
Reserve policy actions in 1970 appears on pages I - V I I , following 
page 28. • 
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Monetary Policy and the 
Economy in 1970 
To help stimulate economic activity while at the same time guarding 
against fueling inflation, monetary policy during 1970 shifted from 
the posture of restraint that had prevailed during much of 1969 to a 
posture designed to assure adequate expansion in monetary and 
credit aggregates and an easing in over-all credit conditions. From 
December 1969 to December 1970, the money stock grew at an an-
nual rate of 5.4 per cent and bank credit (adjusted for loan sales to 
affiliates) at a rate of 7.4 per cent, up 2.3 and 3.4 percentage points, 
respectively, from the year before. Except for a brief period in the 
second quarter, short-term interest rates declined sharply during 
1970. On the other hand, long-term interest rates did not show sig-
nificant net declines until the latter part of the year, because credit 
demands in bond markets remained strong and it took time for the 
inflationary expectations of investors and borrowers to begin abating. 
Once the decline in long-term rates got under way, however, it pro-
ceeded with a speed unprecedented in recent financial history. 

DEMANDS FOR GOODS A N D SERVICES 
The weakening of demands in 1970 was reflected in production cut-
backs in many industries. Output of goods and services (GNP) rose 
about 5 per cent from 1969 to 1970 in terms of current dollars. But 
all of the increase reflected a rise in the average level of prices, and 
in constant dollars GNP declined slightly. In goods-producing sec-
tors, output dropped by 3 per cent from 1969 to 1970. The declines 
in industrial production were concentrated in defense products, off 
19 per cent; in consumer durable goods, down 7 per cent; and in 
business equipment, off 4 per cent. 

The weakness in the economy was exacerbated by the extended 
strike at a major automobile manufacturer, which lasted from Sep-
tember 14 to November 23. This strike contributed to the greater 
than 3 per cent decline (annual rate) in real economic activity in the 
fourth quarter. Apart from the effects of this strike, real GNP would 
probably have shown a further small increase in the last quarter of 
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1. CHANGE IN GNP 

Dept . of Commerce data. Qua r te r l y to ta ls are at seasonal ly ad justed annua l rates. 

the year. Real GNP had shown small increases in the second and 
third quarters, following a decline of almost 3 per cent at an annual 
rate in the first quarter as businesses cut back substantially on their 
inventory investment. 

Inventory policies of business were not a significant drag on the 
economy after the first quarter, however. Following the first-quarter 
decline in the rate of such investment, and a similar drop in the 
fourth quarter of 1969, inventory accumulation picked up somewhat, 
although the rate was still lower than at any other time since 1961. 
Altogether, the over-all adjustment of inventories was mild. 

Tn the first half of 1970 consumer spending was bolstered by addi-
tions to disposable income resulting from a Federal pay raise, in-
creases in social security benefits, and the first-stage reduction in the 
income tax surcharge. Nevertheless, the increase in such spending 
did not keep pace with the rise in income—as consumers resisted 
high and rising prices and as uncertain economic prospects also ap-
peared to contribute to an increase in the propensity to save. The 
personal saving rate rose to 7.5 per cent by spring and changed little 
from this advanced rate in the second half of the year. 

Growth in consumption outlays slowed further in the second half 
of the year, reflecting a much reduced increase in disposable personal 
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income—despite elimination of the surtax at midyear—as employ-
ment showed only minor gains and the workweek was cut further in 
the third quarter. The smaller increase in spending resulted mainly 
from an actual drop in outlays on consumer durable goods. This 
drop became evident in the third quarter prior to the strike in the 
auto industry, and it was accentuated in the fourth quarter when ex-
penditures for autos were cut sharply. Strike effects also contributed 
to a reduced rise in disposable personal income in the second half of 
the year, especially in the fourth quarter when such income grew at 
less than one-half of the third-quarter pace and at about one-fourth 
of the average rate for the first half. 

In the business sector the principal development in 1970 was the 
ending of the long fixed investment boom, which had persisted with 
only minor interruptions since the early 1960's. Business spending on 
new fixed capital rose by only about 3 per cent from 1969 to 1970 

T A B L E 1 : GROSS N A T I O N A L PRODUCT 

Change f r o m preceding per iod , in b i l l ions o f do l lars 

I t e m 1968 1969 1970 

I I I 

19 70 

I I I I V 

Gross na t iona l p roduc t 71 .1 6 6 . 4 45 1 7 8 11. 6 14,4 4 4 

Personal c o n s u m p t i o n expendi -
tures 43 .7 41 .7 39 2 10.5 11. i 7 7 4 9 

Durab le goods 10.9 6 . 0 — 6 - 1 7 2 . 8 _ 7 - 5 9 
N o n d u r a b l e goods 15.2 15 .6 18 9 6 8 3. 8 3 2 5 7 
Services 17.6 2 0 . 0 21 0 5 4 4. 7 5 2 5 1 

Addendum: Saving rate (per 
cent) 6 . 8 6 . 0 7 3 6 7 7 . 5 7 6 7 4 

F ixed investment 10.5 12.5 9 - 1 4 _ 4 1 5 8 
Resident ia l structures 5 . 2 1 .7 - 2 3 - 1 3 7 8 3 0 
Nonres iden t ia l 5 . 4 10.6 3 3 0 2 8 - 2 3 

I nven to ry change - .6 .9 - 5 0 - 5 6 1 5 2 4 - 1 9 

Net expor ts o f goods and services. - 2 . 7 - . 6 I 7 9 6 1 - 1 6 
Expo r t s 4 . 4 4 . 9 6 7 2 3 1 7 0 — 8 
I m p o r t s 7 . 1 5 .5 5 0 1 4 1 1 - 1 7 

G o v t , purchases o f goods and 
services 20. 1 12 .0 8 3 3 3 - 1 2 2 6 2 2 

Federal 8 . 8 1 .8 - 1 6 2 - 2 6 - 1 1 — 4 
Defense 5 . 6 .8 - 2 2 5 - 2 5 - 1 0 - 1 2 
O the r 3 .1 1.1 5 — 3 — 1 0 6 

State and loca l 11.3 10.1 10 1 3 2 1. 3 3 7 2 6 

NOTE.—Based o n data f r o m D e p t . o f Commerce . 
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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 represented by long-term interest rates—in late 1970 and 
early 1971. 

Other types of capital outlays were particularly responsive to 
emerging tightness or ease 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 effects of monetary tightness and in part a response to non-
monetary factors that sustained the demand for homes. 

With the turn toward monetary ease in early 1970, availability of 
funds in the mortgage market began to improve. The ensuing decline 
in short-term market interest rates was accompanied 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 interest rates showed little net 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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residential construction turned up in the second half of the year. The 
dollar rise in the fourth quarter was the largest in 3 years. 

Purchases of State and local governments rose by only about the 
same amount from 1969 to 1970 as they had the year before, de-
spite a 20 per cent increase in Federal grants-in-aid from 1969 to 
1970. Normally, increases in such purchases have tended to acceler-
ate from year to year as the demand for public facilities and services 
has expanded. But spending was held back in 1970 as a result of the 
financing difficulties that many governments encountered in late 1969 
and early 1970. Debt issues were difficult to place in view of the 
tight position of commercial banks, which are principal buyers of 
such issues; and in some cases governments were unable to issue 
bonds because of restrictive interest rate ceilings imposed by State 
regulations or public referenda. As 1970 progressed, however, the 
easing in the availability of funds at banks helped to facilitate mar-
keting of a larger volume of issues. Since there is a substantial lag 
between financing and actual spending, State and local government 
capital outlays by year-end had not yet risen appreciably. 

FEDERAL BUDGET 
Demands by the Federal Government for goods and services moder-
ated in 1970. In fact, the total of such purchases, as measured in the 
national income accounts, declined for the first time in 10 years. The 
$2 billion year-over-year decline in defense spending reflected sub-
stantial reductions in real terms, including a reduction of 318,000 
in the size of the Armed Forces and sizable cutbacks in orders and 
deliveries of defense products. The budgetary reductions in defense 
spending occurred despite a sizable increase in U.S. Government 
compensation for military and civilian employees. Increases in pur-
chases of nondefense goods and services were minor. On the other 
hand, Federal expenditures other than purchases rose by about $16.5 
billion from 1969 to 1970, a record increase. In addition to the 
larger grants-in-aid to State and local governments already noted, so-
cial security payments rose—a 15 per cent increase in benefits was 
enacted in Apr i l retroactive to the first of the year—and medicare 
programs and unemployment compensation also entailed larger dis-
bursements. 
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Total Federal receipts, as measured in the national income ac-
counts, dropped by about $5 billion in 1970, reflecting principally 
the effects of the elimination of the 10 per cent tax surcharge. In ad-
dition, however, growth in taxable income of businesses and consum-
ers was considerably below normal. 

With receipts dropping and total expenditures continuing to rise, 
the Federal sector of the national income accounts showed a deficit 
of $11 billion in 1970, following a $9 billion surplus in 1969. The 
unified budget also shifted into sizable deficit during the year, and 
the Federal Government once again became a large net borrower in 
credit markets. 

The extent of the swing from budgetary surplus in 1969 to deficit 
in 1970 was, as noted above, strongly influenced by the sluggish 
pace of economic activity. To that extent it was not reflective of a 
more active fiscal policy. But in addition, certain discretionary 
changes—such as the reduction in tax rates—were undertaken that 
moved fiscal policy in a somewhat more expansive direction. 

T A B L E 2 : FEDERAL G O V E R N M E N T RECEIPTS A N D E X P E N D I T U R E S 

In b i l l ions o f do l la rs 

I t em 

Ca lendar year 1970 

I t em 
1968 1969 1970 I I I I I I I V 

Receipts 
Expendi tures 

Purchases o f goods and services 
Other 

Surplus or def ic i t 

Receipts 
Out lays 

Budget surp lus , o r def ic i t 
Net cash b o r r o w i n g 

Federa l Sector N I A basis 
( A n n u a l to ta ls , o r qua r te r l y to ta ls 

at seasonal ly adjusted annua l rates) 

Receipts 
Expendi tures 

Purchases o f goods and services 
Other 

Surplus or def ic i t 

Receipts 
Out lays 

Budget surp lus , o r def ic i t 
Net cash b o r r o w i n g 

175.4 
181.6 
9 9 . 5 
82 . 1 

- 6 . 2 

2 0 0 . 6 
191.3 
101.3 
9 0 . 0 

9 . 3 

P 195.2 
P 206.3 

P 9 9 . 7 
p 106.6 

5 - 1 1 . 1 

195 .9 
197 .7 
102.3 
9 5 . 4 

- 1 . 7 

196 .7 
210 .9 

9 9 . 7 
111.2 

- 14.2 

194.9 
2 0 6 . 7 

9 8 . 6 
108. 1 

- 1 1 . 8 

• 1 9 3 . 3 
P209.9 

5 9 8 . 2 
" 1 1 1 . 7 
e— 16.6 

Receipts 
Expendi tures 

Purchases o f goods and services 
Other 

Surplus or def ic i t 

Receipts 
Out lays 

Budget surp lus , o r def ic i t 
Net cash b o r r o w i n g 

Un i f i ed budget 
( A n n u a l to ta ls , o r qua r te r l y to ta ls not seasonal ly adjusted) 

Receipts 
Expendi tures 

Purchases o f goods and services 
Other 

Surplus or def ic i t 

Receipts 
Out lays 

Budget surp lus , o r def ic i t 
Net cash b o r r o w i n g 

169.4 
185.5 

- 1 6 . 1 
15.3 

195.7 
190.3 

5 . 4 
- 2 . 6 

190.5 
201 .9 

- 1 1 . 4 
11.8 

4 4 . 4 
4 7 . 8 

- 3 . 5 
2 . 0 

5 8 . 6 
4 9 . 8 

8 . 7 
- 6 . 4 

4 6 . 5 
5 4 . 3 

- 7 . 8 
7 . 4 

41 . 1 
4 9 . 9 

- 8 . 9 
8 . 9 

e Es t imate . 
p P re l im ina r y . 
NOTE.—The Federa l sector in the na t iona l income accounts measures Federa l receipts and expen-

di tures as they d i rec t ly affect p r i va te incomes in the na t iona l accounts. Thus it excludes al l Federa l lend-
ing, wh i ch affects pr ivate debt but no t incomes. A l s o the t i m i n g i n some t ransact ions is on an accrua l 
basis; in o thers , on a de l ivery basis. Genera l l y speak ing, the un i f ied budget includes l end ing by federa l ly 
owned agencies (bu t no t that o f federa l ly sponsored co rpora t ions ) , and it records Federa l t ransact ions 
on a cash basis. 
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A measure of the extent of the change in fiscal policy is provided 
by the " fu l l employment" budget. There are a number of different 
ways of measuring expenditures and receipts under the full employ-
ment concept, but all show a decline in the full employment surplus 
from 1969 to 1970. According to the measure calculated by the 
Council of Economic Advisers, the drop in the full employment sur-
plus was about $5 billion, but there was still a moderate surplus for 
the calendar year 1970. 

RESOURCE U T I L I Z A T I O N A N D PRICES 
The weakening of aggregate demands for goods and services in 1970 
was reflected, in turn, in reduced demands for labor. While reflecting 
in part the effects of the auto strike, total civilian employment 
showed practically no net change from the fourth quarter of 1969 to 
the fourth quarter of 1970. Although growth was considerably less 
than in 1969, the total labor force continued to expand substantially. 
Growth in the civilian labor force was further raised by the reduction 
in the size of the Armed Forces. The rate of unemployment rose 
from an average of 3.6 per cent in the fourth quarter of 1969 to 5.9 
per cent in the last quarter of 1970. For the year as a whole, it aver-
aged 4.9 per cent. 

In manufacturing industries, employment by the end of 1970 was 
down sharply—by about 1.3 million workers—from a year earlier. 
During the year employment demands diminished over a broad spec-
trum of manufacturing, including both defense activities and civilian 
industries. Layoffs affected production workers for the most part. 

2. UNEMPLOYMENT RATE 
PER CENT 

1968 1969 

Bureau o f L a b o r Stat ist ics data. 
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However, in view of the pressures on profit margins, businesses were 
very sensitive to the need for reducing costs, and as a result employ-
ment of nonproduction workers too was cut substantially, especially 
in the defense-products industry. 

T A B L E 3 : LABOR M A R K E T INDICATORS 

I tem 

Change ( in thousands o f persons) 
d u r i n g year end ing Q 4 : 

1968 1969 1970 

T o t a l labor force 1 .031 2 ,339 1 .331 
A r m e d Forces 73 - 5 3 - 4 4 4 

C iv i l i an labor force 958 2 ,392 1 .774 
Emp loyed 1.312 2 ,167 - 1 
Unemp loyed - 3 5 3 224 1,775 

N o n f a r m emp loymen t (based on 
pay ro l l da ta ) : 

M a n u f a c t u r i n g 439 184 - 1 .455 
Produc t i on workers 315 55 - 1 . 2 6 5 
Other 124 129 - 1 9 0 

Private n o n m a n u f a c t u r i n g . . . . 1 .440 1 .502 364 
Gove rnmen t 425 341 453 

Federal - 2 3 5 - 6 6 
State and local 448 336 518 

Despite a weakening in demand for labor, upward wage pressures 
continued strong, reflecting both the large number of union wage 
contracts that came up for renewal and the attempts of both union 
and nonunion workers to make up for previous—or to anticipate fu-
ture—cost-of-living increases. Compensation per manhour in the pri-
vate nonfarm sector of the economy increased by about 7 per cent 
on the average in 1970, very little different from the increase in 
1969, even though there was a reduction in overtime work. 

In spite of the sizable further rise in compensation in 1970, unit 
labor costs in the private nonfarm economy rose less than in 1969. 
Output per manhour, after failing to show any improvement since 
the first quarter of 1969, began to rise in the second quarter of 
1970; the rise appears to have been interrupted in the fourth quar-
ter, but this was apparently the result of a sharp drop in production 
related to the auto strike. The moderate rebound in productivity and 
the slowing of growth in unit labor costs tended to ease, to some de-
gree, the pressures on profits resulting from the slackness in demands 
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for industrial output and for services; still, the general pressures on 
profit margins caused businesses to raise prices further. 

Progress toward containing the rate of inflation was slow. The rate 
of increase in wholesale prices of industrial commodities diminished 
somewhat, from an average annual rate of 3.8 per cent in the first 
half of the year to 3.4 per cent in the second half. However, prices of 
finished goods rose sharply in the fourth quarter in reflection of up-
ward adjustments in passenger car prices. But nonfood crude mate-
rials, excluding fuels, declined in price during the last three quarters 
of the year. The consumer price index rose somewhat more moder-
ately in the second half of the year than it had in the first half, 
largely as a result of an increase in food supplies, mainly meat. 

Although the increase in average consumer prices moderated some-
what, there were a number of areas—such as construction costs— 
in which price increases, reflecting the upward momentum gathered 
over the past several years, continued to be very strong. Nevertheless, 
as measured by the private GNP implicit deflator, the rate of price 
increase over-all seems to have leveled off during the year, if rough 
allowance is made for the technical effects of the auto strike on the 
composition of fourth-quarter output and hence on the computation 
of the deflator. 

T A B L E 4 : PRICE C H A N G E S 

I n per cent 

Ca tegory 

Y e a r 1970 annua l r a t e 1 

Category 

1967 1968 1969 1970 D e c . -
M a r . 

M a r . -
June 

J u n e -
Sept. 

S e p t -
Dec . 

Wholesale pr ices, to ta l .9 2 . 8 4 . 7 2 . 3 4 . 0 1 . 1 3 . 9 . 4 
I ndus t r i a l commod i t i e s 1 .9 2 . 6 3 . 9 3 . 6 3 .1 4 . 5 2 . 9 3 . 8 

C r u d e mater ia ls 2 1 . 0 - 1 . 3 7 . 3 - 1 . 2 9 . 5 - 2 . 6 - 7 . 3 - 3 . 8 
F in ished goods 2 . 4 2 . 4 3 . 4 4 . 3 2 . 8 2 . 8 2 . 8 8 . 8 

F a r m p roduc ts , processed 
foods , and feeds - 1 . 8 3 .5 7 . 3 - 1 . 2 6 . 8 - 9 . 9 8 . 9 - 9 . 2 

Consumer pr ices, to ta l 3 . 0 4 . 7 6 . 1 5 . 5 6 . 3 5 . 8 4 . 2 5 . 7 
F o o d 1 . 2 4 . 3 7 . 2 2 . 2 5 . 4 1 .3 1 .4 .9 
O the r c o m m o d i t i e s (less f o o d ) . 3 . 2 3 . 7 4 . 4 4 . 8 2 . 9 6 . 4 3 . 7 6 . 4 
Services 3 . 9 6 . 1 7 . 4 8 . 2 11 .2 7 . 3 7 . 2 7 . 0 

G N P , pr ivate imp l i c i t de f la tor . . 3 . 0 3 . 8 4 . 7 5 . 0 5 . 3 4 . 1 4 . 7 5 . 8 

1 C o m p o u n d e d . 
2 Exc ludes foods , feeds, and fuels. 
N O T E . — A l l da ta are seasonal ly adjusted except f o r c rude mater ia ls and finished goods in wholesale 

prices and services i n consumer prices. A n n u a l changes ca lcu la ted December to December , except fo r 
de f la to r f o r w h i c h qua r t e r l y da ta are used t h r o u g h o u t . 
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B A L A N C E OF PAYMENTS 
There were divergent trends in the current and capital accounts of 
the U.S. balance of payments during 1970. In the first half of the 
year the trade balance strengthened considerably, under the influence 
of lessened demand pressures here and a high level of activity in 
most industrial countries. However, the trade surplus declined after 
midyear as imports rose further despite the growing slack in the U.S. 
economy, while exports fell off somewhat in response to an easing of 
the rate of expansion abroad. On the other hand, net outflows of 
long-term capital were very large in the first half, as U.S. direct 
investors placed large amounts abroad while foreign investors were 
net sellers of U.S. corporate stocks. Foreign purchases of equity se-
curities were resumed on a substantial scale in June, and the outflow 
of funds from U.S. corporations for direct investment abroad ap-
peared to be much less in the second half of the year. 

In total, the liquidity measure of the U.S. balance of payments 
showed a small improvement in 1970—registering a deficit of about 
$5 billion, or $1 billion less than in 1969 (balances adjusted to ex-
clude special transactions and, in 1970, the allocation of SDR's). 
Gains in the liquidity balance reflected primarily an improvement in 

T A B L E 5 : U . S . I N T E R N A T I O N A L T R A N S A C T I O N S 

In b i l l ions o f do l lars , seasonally adjusted 

Goods and services, net 
Expor ts 
Impor ts 

T rade balance 
Services, net 

A l l o ther t ransact ions cor respond ing to 
l i qu id i t y basis1 

L iqu id i t y balance ad jus ted 1 , 2 

L i q u i d l iab i l i t ies t o : 
Fore ign commerc ia l banks 
Other pr ivate fore igners 3 

Off ic ia l sett lements balance a d j u s t e d 1 , 2 . . 

I .9 
36.5 

- 3 5 . 8 
.6 

1.3 

- 7 . 9 

- 6 . 0 

9 . 2 
- . 5 

2 . 8 

1970 ' 

3 . 6 
4 2 . 0 

- 3 9 . 8 
2 . 2 
1 .4 

- 8 . 5 

- 4 . 9 

- 6 . 5 
.3 

11.0 

1970 

10 .2 
- 9 . 7 

.5 

.3 

- 2 . 1 

- 1 . 3 

- 1 . 9 

- 3 . 2 

I . I 
10.7 

- 9 . 9 

- 3 . 2 

- 2 . I 

- 2 . 1 

1.0 
10.7 

- 1 0 . 0 
.7 
.3 

- 1 . 7 

- . 7 

— 1.4 - . I 

' Est imated. 
1 Excludes special t ransact ions. 
2 Excludes S D R a l locat ion . 

Inc ludes in te rna t iona l organizat ions. 
NOTE.—Detai ls may not add to tota ls because o f r ound ing . 
SOURCE.—Survey of Current Business and Federal Reserve estimates. 
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the trade balance from a slim $0.6 billion surplus in 1969 to a sur-
plus of about $2.2 billion in 1970, plus somewhat larger net receipts 
of investment income. 

A major feature of the U.S. accounts in 1970 was a net reduction 
of more than $6 billion in liabilities of U.S. banks to foreign com-
mercial banks through their branches. These borrowings had been 
built up mainly in 1969 when monetary restraint and the low level 
of Regulation Q ceiling rates relative to domestic market rates had 
limited the growth of bank liabilities to domestic holders. As funds 
borrowed from abroad were returned to the Euro-dollar market, the 
dollar holdings of foreign monetary authorities grew rapidly. Conse-
quently, the balance on the official reserve transactions basis (ex-
cluding special transactions and the allocation of SDR's) registered a 
deficit of $11 billion, reversing the $2.8 billion surplus of 1969. 

INSTRUMENTS OF M O N E T A R Y POLICY 
During 1970, as usual, the Federal Reserve relied mainly on open 
market operations in encouraging growth in the monetary aggregates 
and easier credit market conditions. But it also used other monetary 
policy instruments as the stance of policy was adapted during the 
year to emerging sectoral, liquidity, and balance of payments prob-
lems. 

Early in the year the Board of Governors announced an across-
the-board increase in the maximum interest rates payable by member 
banks on time and savings deposits. The realignment was part of a 
coordinated move on the part of the Board, the Federal Deposit In-
surance Corporation, and the Federal Home Loan Bank Board that 
involved general increases in ceiling rates on deposits at both banks 
and nonbank thrift institutions. In addition to an upward scaling 
of ceilings by maturity on both large time CD's and—for the first 
time—consumer-type time certificates, maximum rates payable on 
savings deposits at commercial banks were raised for the first time in 
several years. This latter change reflected efforts to introduce greater 
equity into rates payable for smaller savings balances. 

More broadly, these actions were designed to bring rates payable 
by banks and other savings institutions for deposits more into line 
with rates prevailing at the time on competing market securities. It 
was expected that the realignment of deposit rates with market rates 
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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 authorities took several actions 
to assure that the System would fulfill effectively 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 causes 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 year, concern that some 
prominent firms were financially over-extended and might not be 
able to refinance their short-term obligations, a sharp drop in stock 
market prices, and unsettlement arising from the unexpected U.S. in-
volvement in Cambodia. While anxieties in financial circles that a 
general liquidity squeeze was emerging proved to be clearly exagger-
ated, it is true nonetheless that their net effect was to cause a sharp 
increase 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 moderating 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 recognition that pressures might pyramid in the commercial 
paper market after a major railroad filed for reorganization in mid-
June, the authorities 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 meeting the needs of businesses 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 enabled banks to obtain funds that investors had be-
come 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 midyear shifts in demands for funds, and the widespread 
concern that a lessening of investor participation in the commercial 
paper market might trigger a series of business bankruptcies 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 equal 
footing—in terms of reserve requirements—with large negotiable 
time CD's. A somewhat similar proposal, with a higher reserve re-
quirement, 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 requirements 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 interest rates were 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 spreads threatened to cause 
large U.S. bank repayments of Euro-dollar borrowings, and a conse-
quent deepening 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 increase—from 10 to 20 
per cent—the reserve ratio required on Euro-dollar borrowings ex-
ceeding the average level that is reserve-free. This reserve-free base 
declines as the average level 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 value of existing reserve-
free bases. 

After Apr i l 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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brought the discount rate about in line with the market. When 
short-term market rates then dropped below the discount rate during 
November, the Federal Reserve lowered the discount rate to bring it 
into closer alignment with market rates. Effective November 1 1 and 
December 1, the rate was reduced from 6 to 5V2 per cent. These 
were the first changes in the discount rate since Apri l 1969, and the 
first cuts since a Va percentage point reduction in mid-August 1968, 
and before that a Vi percentage point reduction in early Apr i l 1967. 
Two further reductions of V<\ percentage point in the discount rate 
were made in early 1971, as short-term market rates dropped fur-
ther, and at the end of January 1971 the discount rate was 5 per 
cent. 

M O N E T A R Y AGGREGATES 
In the latter half of 1969 growth of the narrowly defined money 
stock had slowed to a virtual halt, and bank credit—as measured by 
the adjusted bank credit proxy—had contracted slightly. In moving 
from a restrictive to a more expansionary monetary policy in early 
1970, the Federal Open Market Committee sought to achieve mod-
erate growth in money and bank credit. To implement its policy of 
encouraging more rapid growth in such aggregates, the Committee 
placed somewhat greater emphasis on the monetary aggregates in the 
operating instructions given to the System Account Manager for 
guidance in the day-to-day conduct of open market operations. The 
Committee did not decide to pursue fixed target rates of growth of 
the monetary aggregates in any exclusive sense, however, and it con-
tinued to adjust its stance as required to meet other policy objec-
tives—for example, the need already noted to cope temporarily with 
liquidity strains and undue pressures in security markets. 

Reflecting the diversity of operating targets, the large variations 
often found in month-to-month deposit data, and what seemed to be 
temporary but sharp shifts in the public's willingness to hold cash, 
the growth rate of the narrowly defined money stock in 1970 some-
times fluctuated fairly widely. Over the year as a whole, however, the 
money stock expanded by 5.4 per cent. During each of the first three 
quarters of the year the annual rate of growth averaged close to 6 per 
cent. Although the growth rate then dropped to about 2 per cent on 
the average in October and November, when demands for money 

20 

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



T A B L E 6 : C H A N G E S I N SELECTED M O N E T A R Y AGGREGATES 

1969 1970 

I tem 1968 1969 1970 
1st H 2nd H 1st H 2nd H 

I n per cent ; quar ter ly figures, at seasonally adjusted annual rates 

7 . 8 — 1.6 6 . 4 . 7 — 3 . 9 - .2 13 .0 
Concepts of money: 

M i (Cur rency plus demand 
7 . 8 3. 1 5 . 4 5. 1 1 .2 5 .9 4 . 8 

M i ( M i plus t i m e deposi ts at 
commerc ia l banks other 

9 . 4 2 . 4 8 . 2 5. 1 - . 4 5 .9 10.2 
M 3 ( M 2 plus deposits at non-

bank t h r i f t i n s t i t u t i o n s ) . . . . 8 . 4 2 . 8 7 . 9 5 .1 .4 5 . 3 10.2 

Bank c red i t : 
Bank credi t p roxy ad jus ted 2 . . 
Loans and investments o f 

9 . 8 

11 .0 

. 2 

4 . 0 

8 . 3 

7 . 4 

1 .6 

5. 1 

- 1 . 2 

2 . 9 

3 .5 

4 . 5 

12.9 

10. 1 

9 . 8 

11 .0 

. 2 

4 . 0 

12.9 

10. 1 

I n b i l l ions o f do l lars 

M e m o items on short - term 
marke t p a p e r : 

Large t ime C D ' s at b a n k s . . . . 2 . 9 
2 . 6 

- 1 2 . 8 
6 . 8 

14.8 
- 6 . 0 

- 8 . 2 
4. 8 

- 4 . 6 
2 . 0 

2 . 0 
- 1.9 

12.8 
- 4 . 1 

Bank-re la ted commerc ia l pa-
per and other nondepos i t 

« 5 .9 - 2 . 4 ' 2 . 8 3 .1 2 . 6 - 5 . 0 - 5 . 0 

e Est imated. 
1 Cur rency held outside the Treasury, F. R. Banks, and the vaults o f a l l commerc ia l banks, plus 

demand deposits o ther than in terbank and U.S. Government . 
2 T o t a l member bank deposits subject to reserve requi rements, plus Euro -do l l a r bor rowings , bank-

related commerc ia l paper, and cer ta in o ther nondeposi t i tems. Th i s series for deposits is referred to as 
" t h e adjusted bank credi t p r o x y . " 

3 Based o n mon th -end figures. Includes loans sold ou t r i gh t to aff i l iates and branches. 

were temporarily affected by the dampening effect of the auto strike 
on economic activity, in December it again moved up to 6.2 per 
cent. 

Broader measures of the money stock—which encompass various 
types of time and savings deposits as well as private demand deposits 
and currency, such as the M 2 and M3 concepts listed in the accom-
panying table—showed substantially more rapid growth in 1970 than 
M i (narrowly defined money stock). Moreover, the growth in these 
aggregates accelerated in the second half of 1970. As already noted, 
the stage had been set for expansion in these other measures when 
ceiling rates of interest were increased in January for time and sav-
ings deposits at all types of thrift institutions. 

As market interest rates moved down toward, and below, these 
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higher ceilings, 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 second quarter and 
was most pronounced after midyear. 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 offset 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 CD's in 
the third quarter, and for the year as a whole their expansion 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 well. Apparently consumers were encouraged 
to add to liquidity in these forms by several factors: the dramatic 
improvement of yields on such accounts relative to market rates; a 
desire to maintain their financial asset holdings in risk-free form; and 
a more conservative attitude on their part toward spending, as over-
time hours of work dropped and unemployment widened. 

To a considerable extent 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 one-half of 1 per cent for 1969. 
Moreover, growth in bank credit—like that in the broader measures 
of money and liquidity—accelerated 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 
second half of the year. Nonborrowed reserves provided to banks 
through open market operations rose more rapidly than the total, as 
member banks reduced their borrowings at Federal Reserve Bank 
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discount windows from around $1 billion early in 1970 to a range of 
$200 million to $300 million at the year-end. Over the same period 
net borrowed reserves (excess reserves less borrowings) dropped 
from around $800 million to virtually zero, with excess reserves ris-
ing modestly over the year as short-term interest rates—representing 
the cost of holding excess reserves—declined sharply. 

Part of the rapid expansion in bank credit in 1970 represented a 
channeling of funds through the banking system, whereas in 1969 
funds had been going directly into market securities. Perhaps the 
most dramatic illustration of this rechanneling process occurred dur-
ing the squeeze on the commercial paper market in late June and 
July when outstanding nonbank commercial paper declined by more 
than $2 billion in the course of a few weeks, while bank CD's and 
loans to businesses and to finance companies showed a marked ex-
pansion. 

Although movement of funds back into banks and into nonbank 
savings institutions was an important aspect of credit flows in 1970, 
there was also an increase in the over-all availability of credit and in 
the actual amount of funds raised, as both institutions and direct 
market participants became more willing lenders. Total funds raised 
by nonfinancial sectors rose by about $14 billion (annual rate)—or 
16 per cent—from the second half of 1969 to the second half of 1970, 

T A B L E 7 : F U N D S RAISED BY N O N F I N A N C I A L SECTORS 

In b i l l ions o f do l l a rs ; hal f -year figures, at seasonally adjusted annua l rates 

Sector 1968 1969 1970 

1969 1970 

Sector 1968 1969 1970 
1st H 2nd H 1st H 2nd H 

T o t a l 97 4 88 2 96 1 88 8 87 8 89 1 101 .5 

U.S. Governmen t 13 4 - 3 6 I 1 9 - 9 3 2 0 8 7 13.6 

T o t a l , other nonf inan. sec to rs 1 . . 84 1 91 9 84 2 98 1 85 8 80 4 87 .9 
State and local govt , issues 10 2 8 9 12 6 10 0 6 9 10 1 15. 1 

Non f i nanc ia l corpora te business: 
Bonds and stocks 12 1 16 4 27 9 14 8 17 9 24 6 31 .2 
Mor tgages 5 8 4 3 5 0 4 6 4 0 4 5 5 .5 
C o m m e r c i a l paper 1 6 2 7 2 8 3 8 1 5 3 1 2 . 4 

9 6 10 9 13 4 8 3 3 9 - 3 9 

Consumers : 

10 13 

Consumer insta lment deb t . . . . 9 0 8 3 3 0 8 9 7 9 4 3 1 .7 
Mor tgages 16 0 17 4 13 0 18 0 16 7 13 5 14.6 

1 Includes b o r r o w i n g other than the types shown below. 
NOTE.— F low o f funds data. 
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over a period when interest rates were showing substantial declines. 
The increase in funds raised reflected larger borrowings by the U.S. 
Government, while funds raised by other sectors were little changed 
between the two periods. 

INTEREST RATES A N D CREDIT FLOWS 
Declines in U.S. short-term market rates of interest in 1970 were the 
most dramatic in absolute terms for any year in the postwar period. 
The reductions ranged from about 3 to 4 percentage points, or from 
about one-third to nearly one-half of their levels prevailing in De-
cember 1969. Declines in long-term market rates, while also large, 
ranged only from about one-tenth to nearly one-fourth of their De-
cember 1969 levels, although this amounted to 1 to 1 Vi percentage 
points in yield. As a result of their much wider swing, short-term 
rates generally moved from a position of historically wide spreads 
above, to one of wide spreads below, long-term rates. 

T A B I . E 8 : C H A N G E S I N SELECTED I N T E R E S T RATES, 1 9 7 0 

In basis po in ts 

T o t a l , M a r . ' 7 0 
Dec. '69 Dec. '69 to Oct . '70 

Series to to spr ing to 
Dec. '70 M a r . ' 7 0 h igh Dec. '70 

Shor t - te rm: 
Federal funds - 4 0 7 - 1 2 1 + 34 - 130 
Treasury bil ls - 2 9 5 - 1 1 9 + 20 - 1 0 4 
C o m m e r c i a l paper - 3 1 1 i - 7 8 i + 2 3 - 1 12 
Euro-do l la rs - 3 8 4 - 2 2 1 + 51 - 6 9 

Long- te rm: 
Co rpo ra te Aaa - 9 5 - 1 5 + 51 — 83 
U.S. G o v t - 126 - 5 8 + 84 - 9 4 
State and local govt - 1 3 6 - 7 9 + 97 - 9 3 

1 Periods used are December to A p r i l and A p r i l to the spr ing h igh, 
since changes in this series lagged behind the changes in other short-
te rm rates. 

NOTE.—Changes are calculated f r o m m o n t h l y averages. T reasury 
bi l ls, 3 - m o n t h marke t y ie ld ; commerc ia l paper , 4-6 m o n t h s ; E u r o -
do l lars , 3 - m o n t h ; co rpora te Aaa , new issues, F R B series; U.S. 
G o v t . , 10-year constant m a t u r i t y ; State and local gov t . , f r o m the 
Bond Buyer. 

The pattern of change within the year was also somewhat different 
for short- as compared with long-term rates, although rate declines 
in both maturity sectors during the first quarter were generally typi-
cal of what might be expected at a cyclical downturn in rates. In the 
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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 rates 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-term market rates in 1970 oc-
curred during the last 2 months of the year. 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 V2 percentage point. But as often happens in financial 
markets, evidence that emerged in the second quarter did not seem 
to support the expectations that had helped to bring about the first-
quarter rate declines. News concerning the economy 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 raised whether fur-
ther easing of monetary policy could be expected. 

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 second half of the year, and 
the growing concern that some major firms were financially over-
extended, 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 asset 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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3. SHORT - A N D LONG -TERM INTEREST RATES 
PER CENT 

1968 1969 1970 1968 1969 1970 

market interest rates turned down again, and deposit flows to banks 
became much larger, as noted earlier. In addition to financing the 
large volume of business and finance company borrowing transferred 
from the commercial paper market to the banks, these enlarged de-
posit flows permitted a substantial further expansion in bank hold-
ings of U.S. Government and of State and local government securi-
ties. In this way the heavy increases in borrowing by these two levels 
of government during the second half of 1970 were financed at 
generally declining rates. 

During the summer months—perhaps because of the large amount 
of refinancing by borrowers who were transferring out of the com-
mercial paper market—banks generally presumed that underlying de-
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mands for business loans were still strong. Hence, there was no sig-
nificant relaxation of loan terms, even though bank liquidity 
increased greatly. But by mid-September, when corporate tax pay-
ments became due, it became apparent that business borrowing at 
banks had dropped off sharply, and shortly after that, banks cut the 
prime rate by another V2 percentage point to IV2 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 volume 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 percentage point 
changes, from IV2 to 6% per cent by the year-end. The Federal 
Reserve discount rate was also reduced in this period. And there 
were further general 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 8V2 per cent to 8 per cent, in 
the ceiling rate on federally underwritten mortgages. 

These declines continued into 1971. The bank prime rate was cut 
successively from 6% to 6 per cent; the Federal Reserve discount 
rate was reduced further in two steps from 5!/2 to 5 per cent; and 
the F H A - V A mortgage rate ceiling was reduced in mid-January from 
8 to IV2 per cent. • 
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IVages, Productivity, 
and Prices 
In view of the sluggishness of the economy, the main thrust of mone-
tary policy during 1970 was directed toward achieving financial con-
ditions that would stimulate demands for goods and services. At the 
same time, however, persisting inflationary pressures, generated 
mainly from the cost side, remained a very serious problem for the 
economy and a threat to the efficiency of its future performance. 
Thus, the interrelationships among wages, productivity, and prices 
that appear to be developing are critical factors in appraising the 
progress being made toward setting the stage for sustainable, non-
inflationary economic growth. 

In the latter half of the 1960's, excess demand persisted for an ex-
ceptionally long period, with the unemployment rate dropping and 
remaining below 4 per cent. Strong demands for goods and services 
exerted upward pressures on prices, and the associated competition 
for labor resulted in sizable wage increases, which on the average ex-
ceeded gains in productivity. Price and wage increases became mu-
tually reinforcing in an upward spiral. 

During the latter half of 1969 and early 1970, the demand-pull 
component of the inflationary spiral was broken. Total real output of 
goods and services rose only moderately in 1969, and indeed had de-
clined in the fourth quarter. In 1970 demands for goods and services 
continued weak while productive capacity continued to expand; there 
was a marked further reduction in the rate of capacity use in manu-
facturing and a considerable easing in labor markets. Under these 
circumstances, the persistent increase in 1970 in the principal in-
dexes of prices resulted, for the most part, from continued pressures 
associated with costs. The dominating role of costs in the further 
price increase is indicated by the sharp decline in the ratio of prices 
to unit labor costs in manufacturing. This ratio, which had reached 
a high of 105 (with 1957-59 as 100) in the strong demand-pull 
inflation of 1965-66, had dropped to 97 by the end of 1969, and 
then declined further to 95 by the end of 1970. Concurrently with 
the decline in this ratio, after-tax profits per dollar of sales in 
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Principal Federal Reserve Policy Actions, 1970: D iges t—Cont inued 

Action 

Directed that System open market operations be 
conducted with a view to maintaining firm conditions 
in the money market, while taking account of the de-
sire of the Federal Open Market Committee to see 
a modest growth in money and bank credit, with a 
provision for modification of operations depending 
on the course of money and bank credit develop-
ments. 

January 20 Increased maximum interest rates payable by 
member banks on time and savings deposits, effec-
tive January 21. This action, in combination with a 
minor further amendment on February 26 (retro-
active to January 21) bringing rates on multiple-
maturity deposits in line with those on single maturi-
ties, set the following maximum rates: 

(1) Passbook savings, raised from 4 to 4.5 per 
cent. 

(2) Other types of consumer-type deposits—those 
of less than $100,000—raised as follows: 

Period, or 
announcement date 

January 
Purpose 

To foster financial conditions con-
ducive to the orderly reduction of in-
flationary pressures, with a view to 
encouraging sustainable economic 
growth and attaining reasonable 
equilibrium in the country's balance 
of payments. 

To readjust the structure of maxi-
mum interest rates payable by mem-
ber banks for deposits to bring it 
somewhat more in line with going 
yields on market securities and to 
set the stage for renewed expan-
sion of bank credit; to bring about 
greater equity in the rates payable 
on smaller savings balances, and 
to encourage longer-term savings 
within the framework of continued 
over-all credit restraint. 
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Rate (%) 
Maturity New Previous 

Multiple-maturity: 
30-89 days 4.50 4.00 
90 days to 1 year 5.00 5.00 

Single-maturity: 
30 days-1 year 5.00 5.00 

Single- and multiple-maturity: 
1 to 2 years 5.50 5.00 
2 years or more 5.75 5.00 

(3) Time deposits of $100,000 or more, raised as 
follows: 

Rate (%) 
Maturity New Previous 

30-59 days 6.25 5.50 
60-89 days 6.50 5.75 
90-179 days 6.75 6.00 
180 days to 1 year. . . 7.00 6.25 
1 year or more . . 7.50 6.25 

Directed that System open market operations be 
conducted with a view to moving gradually toward 
somewhat less firm conditions in the money market, 
taking account of the Committee's desire to see mod-
erate growth in money and bank credit over the 
months ahead, with a provision for modification 
of operations depending on the course of money and 
bank credit developments. 

To foster financial conditions con-
ducive to the orderly reduction of in-
flationary pressures, with a view to 
encouraging sustainable economic 
growth and attaining reasonable 
equilibrium in the country's balance 
of payments. 
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Principal Federal Reserve Policy Actions, 1970: Digest—Continued 

Period, or 
announcement date 

March through late 
May 

May 6 

Late May through 
late July 

Action 

Directed that System open market operations be 
conducted with a view to maintaining money market 
conditions consistent with the objective of moderate 
growth in money and bank credit over the months 
ahead, with a provision in effect during much of May 
for modification of operations as needed to moderate 
excessive pressures on financial markets, should they 
develop. 

Reduced the margin requirements on loans by 
banks, brokers and dealers, and other lenders for 
the purpose of purchasing or carrying registered 
equity securities from 80 to 65 per cent. 

Reduced the margin requirements on such loans 
by these lenders against securities convertible into 
registered equity securities from 60 to 50 per cent. 

Directed that System open market operations be 
conducted with a view to moderating pressures on 
financial markets while, to the extent compatible 
therewith, maintaining bank reserves and money 
market conditions consistent with the longer-run ob-

Purpose 

To foster financial conditions con-
ducive to orderly reduction in the 
rate of inflation, while encouraging 
the resumption of sustainable eco-
nomic growth and the attainment of 
reasonable equilibrium in the coun-
try's balance of payments. 

To be less restrictive in view of 
the sharp reduction in the use of 
credit for stock purchases. 

To foster financial conditions con-
ducive to orderly reduction in the 
rate of inflation, while encouraging 
the resumption of sustainable eco-
nomic growth and the attainment of Digitized for FRASER 
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jective of moderate growth in money and bank credit, 
with allowance after late June for a possible shift of 
credit flows from market to banking channels. 

Suspended limitations on the maximum rate of in-
terest member banks may pay on single-maturity de-
posits of $100,000 or more that mature 30 days or 
more but less than 90 days after date of deposit. 

Late July through 
mid-August 

August 17 

Directed that System open market operations be 
conducted with a view to maintaining bank reserves 
and money market conditions consistent with the ob-
jective of moderate growth in money and bank credit 
over the months ahead, allowing for a possible con-
tinued shift of credit flows from market to banking 
channels, with a provision for modification of opera-
tions as needed to counter excessive pressures on 
financial markets, should they develop. 

Reduced reserve requirements against time de-
posits in excess of $5 mill ion at each member bank 
from 6 to 5 per cent and applied a 5 per cent reserve 
requirement on funds obtained by member banks 
through the issuance of commercial paper by their 
affiliates, both actions to become effective in the 
reserve computation period beginning October 1 and 
be applicable to such deposits and commercial paper 
outstanding in the week beginning September 17. 

reasonable equilibrium in the coun-
try's balance of payments. 

To facilitate meeting any unusual 
demands upon commercial banks 
for short-term credit accommoda-
tion that might occur as a conse-
quence of serious current uncertain-
ties in financial markets. 

To foster financial conditions con-
ducive to orderly reduction in the 
rate of inflation, while encouraging 
the resumption of sustainable eco-
nomic growth and the attainment of 
reasonable equilibrium in the coun-
try's balance of payments. 

To maintain the effectiveness of 
the reserve requirements of Regula-
tion D by applying those require-
ments to funds received by a mem-
ber bank as the result of issuance of 
obligations (commonly described as 
commercial paper) by an affiliate, 
and to provide a net release of re-
serves to the banking system. 
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Principal Federal Reserve Policy Actions, 1970: Digest—Continued 

Period, or 
announcement date 

Mid-August 
through 
mid-September 

Mid-September 
through 
mid-December 

Action 

Directed that System open market operations be 
conducted with a view to maintaining bank reserves 
and money market conditions consistent with the ob-
jectives of some easing of conditions in credit mar-
kets and of somewhat greater growth in money over 
the months ahead than had occurred in the second 
quarter, taking account of possible liquidity problems 
and allowing bank credit growth to reflect any con-
tinued shift of credit flows from market to banking 
channels. 

Directed that System open market operations be 
conducted with a view to maintaining bank reserves 
and money market conditions consistent with the 
objectives of some easing of conditions in credit mar-
kets and of moderate growth in money and attendant 
bank credit expansion over the months ahead, with 
allowance in the latter part of the period for tem-
porary shifts in money and credit demands related to 
the auto strike. 

Purpose 

To foster financial conditions con-
ducive to orderly reduction in the 
rate of inflation, while encouraging 
the resumption of sustainable eco-
nomic growth and the attainment of 
reasonable equilibrium in the coun-
try's balance of payments. 

To foster financial conditions con-
ducive to orderly reduction in the 
rate of inflation, while encouraging 
the resumption of sustainable eco-
nomic growth and the attainment of 
reasonable equilibrium in the coun-
try's balance of payments. 

November 10 Reduced discount rates from 6 to 53A per cent 
at 6 Reserve Banks, effective November 11. (By No-

To bring the discount rate into 
better alignment with short-term in-
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November 30 

Mid-December 
through year-end 

vember 16, the 53A per cent rate was in effect at all 
Reserve Banks). 

Amended rules governing member bank reserves 
(Regulation D) and foreign branches of member 
banks (Regulation M), effective January 7, 1971, to 
(1) raise from 10 to 20 per cent the reserve ratio 
applicable to a member bank's Euro-dollar borrow-
ings to the extent that they exceed a specified reserve-
free base and (2) apply an automatic downward ad-
justment feature to the minimum reserve-free bases 
applicable to Euro-dollar borrowings. 

Reduced discount rates from 53A to 5V2 per cent 
at 5 Reserve Banks, effective December 1. (By De-
cember 11, the 5 Vz per cent rate was in effect at all 
Reserve Banks.) 

Directed that System open market operations be 
conducted with a view to maintaining the money 
market conditions recently attained, provided that 
the expected rates of growth in money and bank 
credit were at least being achieved. 

terest rates, in which reductions had 
recently taken place. 

To give banks an added induce-
ment to retain Euro-dollar borrow-
ings in order to preserve reserve-free 
bases. 

To re-establish better alignment 
between the discount rate and short-
term interest rates, in recognition of 
further downward movements that 
had recently taken place in the 
latter. 

To foster financial conditions con-
ducive to orderly reduction in the 
rate of inflation, while encouraging 
the resumption of sustainable eco-
nomic growth and the attainment of 
reasonable equilibrium in the coun-
try's balance of payments. 
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manufacturing declined in 1970 to levels near the lows reached in 
the recessions of 1957-58 and 1960-61. 

Nevertheless, some progress was made in 1970 toward moderating 
cost pressures. For the private economy as a whole, the rise in over-
all unit labor costs was smaller from the third quarter of 1969 to the 
third quarter of 1970 than over the preceding year—5.5 per cent as 
compared with 7 per cent. To avoid the distorting influence of the 
strike in the auto industry, Chart 4 shows changes between the third 
quarters of 1969 and 1970, rather than between fourth quarters as 
in preceding years. In the manufacturing sector, however, unit labor 
costs apparently increased more in 1970 than in 1969. 

4. OUTPUT PER MANHOUR A N D R E L A T E D D A T A 
PERCENTAGE CHANGE 

OUTPUT 

COMPENSATION 

LABOR COSTS 

Bureau of Labor Statistics data for the to ta l pr ivate economy. Changes are f r o m fou r t h 
quarter to fou r th quarter—except fo r 1970, wh ich is f r o m th i r d to th i rd . 

The deceleration of the rise in unit labor costs in the private econ-
omy as a whole in 1970 was attributable to a resumption of produc-
tivity gains. After having shown little net change over 1969, output 
per manhour—accompanying gains in real output—rose appreciably 
in the second and third quarters of 1970; the annual rate of gain in 

29 

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



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 economy. I t is 
difficult to evaluate 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 economy measures. These measures included a 
careful scrutiny of overhead 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 defense-related industries—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 increase in 
employment in these industries in 1970 was substantially smaller 
than in prior years. The efforts to keep costs under control seem 
likely to persist; in any event, 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 rate of gain, 
strong cost pressures are still persisting as hourly labor compensation 
(which includes wages, salaries, and fringe benefits) has continued 
to increase rapidly 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, even though 
the rise was held down by reduced overtime pay resulting from a 

30 

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



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 entrenched after the experi-
ence of the past several years. In recent years average advances 
in compensation per manhour in the private economy—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 are 
commonly made each year rather than in the multiyear 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 earnings in trade. On the other hand, the 
rise in average hourly earnings of construction workers remained ex-
ceptionally large—with year-over-year increases averaging 9 per cent 
in both 1969 and 1970. The substantial increase in earnings of this 
group reflects mainly the extraordinarily large increases 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 second and third con-
tract years were well above the long-term trend of growth in produc-
tivity. Moreover, there has been some shift—after a lapse of many 
years—toward the incorporation in long-term contracts of escalator 
provisions based on the consumer price index and an insistence, as in 
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5. AVERAGE HOURLY EARNINGS 

Change f r o m cor respond ing quar ter a year ear l ier , calculated f r o m Bureau o f L a b o r 
Stat ist ics data, w i t h o u t seasonal adjustment . 

recent contracts in the automobile industry, on an unlimited escala-
tor. Since the amounts involved in such increases are, of course, un-
known, they are not reflected in the data on the size of settlements 
negotiated. Relatively few workers are covered by escalator clauses; 
at the beginning of 1971 only about 3 million workers were covered 
by cost-of-living clauses providing for adjustments in wage rates tied 
to increases in the consumer price index. 

In 1971 new wage agreements will be negotiated for nearly 5 mil-
lion workers under major contracts in private nonfarm industries; 
this will make 1971 the second successive year of heavy collective 
bargaining activity. In the 1960's the largest number of workers cov-
ered by major contract settlements had been 4.6 mill ion—in 1968. 
Moreover, in 1971 another 5.3 million workers already covered by 
multiyear contracts wil l receive deferred wage increases averaging 
7.8 per cent—exclusive of cost-of-living increases—compared with 
an average deferred wage increase of 5.6 per cent in 1970. 

The persistence of strong upward wage pressures raises questions 
concerning the extent to which market forces will moderate cost in-

32 

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



T A B L E 9 : W A G E R A T E A D J U S T M E N T S I N M A J O R 
COLLECTIVE B A R G A I N I N G S E T T L E M E N T S 

M e a n percentage increases 

I t em 1968 1969 1970 

A l l p r iva te n o n f a r m indus t r ies : 
Over l i fe o f con t rac t 5 9 7 6 8 9 

First year 7 4 9 2 11 9 
2nd and 3rd year average. . . 5 2 6 8 7 4 

M a n u f a c t u r i n g : 
Over l i fe o f con t rac t 5 2 6 0 6 0 

F i rs t year 7 0 7 9 8 1 
2nd and 3rd year ave rage . . . 4 3 5 1 5 0 

C o n s t r u c t i o n : 
Over l i fe o f con t rac t 8 6 13 1 14 7 

Fi rst year 8 7 13 1 18 3 
2nd and 3rd year average. . . 8 5 13 1 12 9 

NOTE.—BLS data . M a j o r set t lements are those a f fec t ing 1.000 
worke rs or more . 

creases as economic recovery proceeds in 1971. It seems likely that 
some cost abatement will develop, in part as a result of the business 
economies already undertaken and in part because the widely antici-
pated upturn in aggregate output may be associated with gains in 
productivity that are more rapid than those in recent years. But the 
underlying strength of wage demands, if they persist well in excess of 
likely gains in productivity, would pose a major threat to the con-
tainment of price inflation, not only for 1971 but also over the 
longer run. • 
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Consumer Attitudes 
and Behavior 
Consumers in 1970 slowed their rate of spending relative to income 
and shifted their savings toward more liquid forms, particularly de-
posits with banks and nonbank savings institutions. While declining 
yields on market securities were a major factor in the shift in the 
form of consumer financial saving, the emphasis on liquidity and 
risk-free assets was probably also an aspect of the development of 
more cautious attitudes on the part of consumers over the course of 
the year. 

The bearishness of consumer sentiment in 1970 was indicated 
both by actual behavior and by various attitudinal surveys taken dur-
ing the year. Two factors in particular—high and rising prices and 
job uncertainties—led to conservative spending behavior. In conse-
quence, consumer spending increased less rapidly in 1970 than in the 
previous year, even though gains in disposable personal income had 
been relatively larger until the fourth quarter, when strike effects 

6. CONSUMER INCOME A N D EXPENDITURES 
PERCENTAGE CHANGE 

Change f r o m f o u r t h quar te r to f o u r t h quar ter—except f o r 1970, w h i c h is f r o m t h i r d to 
t h i r d—based o n D e p t . o f C o m m e r c e data. 
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7. SAVING R A T E 
PER CENT 

1 9 6 6 1 9 6 8 1 9 7 0 

Dept . of Commerce data. 

held down the income flow. In Chart 6, which shows changes in dis-
posable income and consumer outlays, the changes for 1970 are 
measured from the third quarter of 1969 to the third quarter of 
1970 in order to avoid the effects of the auto strike. 

In current-dollar terms the percentage increase was less for con-
sumer outlays than for income in 1970—in contrast to the previous 
2 years. The slowed pace of consumer spending was even more 
marked in constant-dollar terms, as prices continued to rise rapidly. 

As the advance in spending was curtailed, the rate of personal 
saving rose. For the year 1970 as a whole, the saving rate averaged 
7.3 per cent, as compared with 6 per cent in 1969. The rate for 
1970 was high in terms of experience in most years since World War 
I I . In the past decade, that rate had been exceeded in only one cal-
endar year—1967. 

A number of influences contributed to the sharp increase in the 
saving rate in 1970. The sharpest jump occurred in the second quar-
ter when the rise in disposable income was exceptionally large be-
cause of retroactive social security benefits and a retroactive Federal 
pay increase. A lag in adjusting spending to such a large and con-
centrated rise is to be expected, but other developments probably 
also contributed to the rise. Prices of common stocks broke sharply 
further in the early months of 1970, with the low reached in May. 
Both market participants who had suffered substantial losses and 
others who were concerned about what the break might mean for the 
economy probably curtailed their spending on this account. 
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Adding to these uncertainties in the spring were the widely publi-
cized difficulties of some well-known corporations. Social tensions 
and crises abroad also were prevalent in the spring. Then as the year 
progressed, there were growing uncertainties associated with weak-
ness in the labor market—an increasing number of layoffs, shorter 
workweeks, and a rise in unemployment. These, together with the 
anxieties that they generated in many who were not directly affected, 
may have served to keep the saving rate close to its spring peak. Fi-
nally, in the fourth quarter, shortages of new cars resulting from the 
auto strike may have kept the over-all saving rate up despite slower 
growth in disposable income. 

A counterpart in 1970 of the high personal saving rate and the 
large dollar volume of personal saving was a very sharp increase in 
net financial investment by the consumer sector, as may be seen in 
the table. A similar spurt had occurred in 1967, when the saving 
rate also was relatively high. 

The sharp increase in net financial investment in 1970—about 
double the 1969 pace—took the form partly of a larger flow of 
funds into financial assets, particularly interest-bearing deposit ac-
counts. Much of the higher saving was also reflected in a lower rate 
of borrowing, the lowest in the past 5 years. Thus, the increase in 
outstanding consumer instalment credit was the smallest since 1961, 
and home mortgage debt, constrained by the high cost and earlier re-
stricted availability of such funds, increased at a somewhat slower 
rate than in 1969. 

T A B L E 1 0 : C O N S U M E R F I N A N C I A L I N V E S T M E N T 

I n b i l l i ons o f do l la rs 

T y p e 1966 1967 1968 1969 19701 

N e t f inanc ia l investment 2 5 . 6 37 0 24 2 20 .3 4 4 . 4 

Ne t acqu is i t i on o f f inanc ia l assets 49 .3 60 7 58 9 50 3 6 6 . 7 
D e m a n d deposits and cur rency 3. 1 11 4 6 9 3 4 4 . 7 
T i m e deposi ts 19.1 32 5 27 7 11 3 31 .4 
M a r k e t ins t ruments 11.9 - 1 3 5 4 18 8 12.2 

N e t increase in l iab i l i t ies 23 .6 23 7 34 6 30 0 2 0 . 0 
Consumer ins ta lment c red i t 6 . 2 3 4 9 0 8 3 3 . 0 
M o r t g a g e debt 13.6 11 7 16 0 17 4 13 .0 
O the r 3 .8 8 6 9 6 4 3 4 . 0 

1 P r e l i m i n a r y . 
NOTE.—Flow o f f unds data f o r households, personal trusts, and nonp ro f i t o rgan izat ions. 
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The extent to which consumer spending wil l rebound in 1971 is a 
critical question in appraising the likely speed of economic recovery. 
This wil l 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 economy 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 
people must buy. • 
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Responsiveness of Housing 
and State and Local 
Governments 
The more expansive monetary policy followed during 1970 led to a 
significant increase in flows of credit into markets for mortgages and 
for State and local government securities. Outlays for residential con-
struction began to expand after midyear, and by the final quarter pri-
vate housing starts had risen to the highest annual rate in 20 years. 
In contrast, construction expenditures by State and local government 
units had not increased appreciably by the close of 1970. Easier 
credit conditions, however, have led to heavy volumes of financing 
by such units. Under these circumstances construction contracts and 
actual outlays in this area are likely to increase in the months to 
come. 

HOUSING 
As noted earlier, deposit inflows to savings and loan associations and 
mutual savings banks increased sharply in 1970. By the fourth quar-
ter these inflows had reached the highest rate since 1967 and were 
permitting the thrift institutions to rebuild their depleted liquidity po-
sitions and to increase their lending on both new and existing resi-
dential properties. 

A t the year-end the thrift institutions had accumulated a substan-
tial backlog of mortgage commitments. Such a backlog pointed 
toward a continued, if not enlarged, flow of credit to the housing 
market. Other lenders—including commercial banks—also appeared 
to be showing more interest in residential mortgages, as yields on 
such loans were declining less sharply than returns on other types of 
capital market instruments, and hence were becoming relatively more 
attractive. In addition, weaknesses in business loan demands made 
more funds available to commercial banks for investment in mort-
gages. 
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8. THRIFT- INST ITUTION A C T I V I T Y ; 
HOUSING STARTS 

BILLIONS OF DOLLARS RATIO SCALES M I L L I O N S OF UNITS 
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Sources: S&Ls, Federa l H o m e Loan B a n k B o a r d ; savings banks. N a t i o n a l Assoc ia t i on o f 
M u t u a l Savings Banks and Savings Banks Assoc ia t i on o f the State o f N e w Y o r k ; p r iva te 
f a r m and n o n f a r m hous ing starts. Bureau of the Census. 

As the availability of private credit expanded, market support 
from the Federal National Mortgage Association and the Federal 
home loan banks slackened in the latter months of 1970. Support 
provided by these institutions had been an important factor limiting 
the decline in housing starts in 1969 relative to 1966, even though 
deposit growth at the thrift institutions—the dominant group that 
lends on residential mortgages—dropped sharply in each of these 
years. To finance this support, the two housing-related agencies to-
gether had borrowed a net of more than $7 billion in 1969. In 1970 
they borrowed a similar amount. During 1971, however, these insti-
tutions are more likely to be net repayers of debt, in view of the ex-
pectation of some net repayment to the home loan banks of out-
standing advances made to member savings and loan associations and 
of a reduced volume of F N M A purchases in the secondary market. 

In early 1971 the low rate of housing vacancies, the accelerated 
pace of inflows of funds to thrift institutions, the high level of out-
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standing mortgage commitments, and the increased momentum in 
builder planning and activity all suggested that the pace of housing 
starts would continue at advanced levels. The demand for housing in 
1971, however, wi l l be tested critically by consumer concern about 
unemployment and by record levels of housing costs, prices, and 
rents. Mortgage interest rates, though somewhat reduced, also con-
tinue at levels that are high by historical comparison. During 1970, 
new home buyers were already tending to focus on smaller units that 
carry lower average prices, and it also became more difficult for 
owners of new apartments in the highest rent brackets to lease such 
units. A sharply increased portion of the market for lower-priced or 
lower-rent dwellings was aided in 1970 by Federal subsidies—a type 
of support that appears likely to expand further in 1971. 

STATE A N D L O C A L GOVERNMENTS 

By the final months of 1970, gross long-term borrowing by State and 
local governments had risen to new highs. The increased volume of 

9. STATE A N D L O C A L GOVERNMENTS 
BILL IONS OF DOLLARS 

A l l figures f o r 1970 are p re l im ina ry . Bo r row ings : f r o m Investment Bankers Associa-
t i on ; quar te r l y data , at annua l rates not seasonally adjusted. Cons t ruc t ion out lays : Bureau 
o f the Census est imates; semiannua l data, at annual rates seasonally adjusted. 
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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 increase 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 were 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 securities 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—because 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 wil l move back toward 
their earlier 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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Easing in Credit Availability 
at Banks 
Deposit inflows to, and the availability of credit from, commercial 
banks improved progressively during 1970 as a result of the cumula-
tive effects of the general easing in monetary policy, of bank regula-
tory changes, and of the broad decline in market rates of interest. 
Because inflows of deposit funds were strong and loan demands were 
relatively weak, banks reduced sharply their reliance on nondeposit 
sources of funds after midyear and restored severely depleted liquid-
ity positions. In light of these developments, banks by the end of 
1970 were in a considerably better position to meet the credit needs 
of an expanding economy. 

SOURCES OF FUNDS 

Total deposits at banks rose sharply in 1970, in contrast to the de-
cline during 1969 when monetary policy was quite restrictive. While 
demand deposits resumed their growth as market rates of interest de-
clined and the public sought increased liquidity, the bulk of the in-
crease in inflows at banks was attributable to the sharp rise in time 
and savings deposits. 

Time and savings deposits other than large-denomination CD's— 
principally consumer-type time and savings deposits—grew rapidly 
after the first quarter of 1970. Banks generally raised the interest 
rates offered on these deposits shortly after the Board acted in Janu-
ary to liberalize ceiling rates under Regulation Q. Other authorities 
raised interest rate ceilings for savings and loan associations and mu-
tual savings banks at the same time, and all three types of depositary 
institutions subsequently experienced increased rates of deposit in-
flow. 

Growth in total time deposits surged after midyear when banks 
became able to compete aggressively for large CD's. Even though 
ceiling rates on large CD's had been raised in January, along with 
rates on other time and savings deposits, banks could sell only lim-
ited volumes of CD's because interest rates on competing money 
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10. INTEREST-BEARING SOURCES OF 
BANK FUNDS 

B I L L I O N S OF DOLLARS 

Seasonally adjusted m o n t h l y averages of da i l y f igures fo r a l l c o m m e r c i a l banks. T i m e and 
savings deposits other than C D ' s exclude bo th those due to domest ic c o m m e r c i a l banks and 
the U.S. Gov t , and balances accumulated f o r repayment o f personal loans. Nondepos i t 
sources inc lude bor rowings f r o m fore ign branches and * beg inn ing June 1969, bank- re la ted 
commerc ia l paper, loan repurchase agreements, and bo r row ings f r o m f o re i gn banks and 
branches i n U .S . terr i tor ies and possessions. 

market instruments remained significantly above the rates that banks 
were permitted to offer. Following the suspension of the Regulation 
Q ceilings on large 30- to 89-day CD's in late June, banks quickly 
raised their offering rates on short-term CD's to competitive levels. 

As a result banks were able to increase their outstanding CD's by 
$4.9 billion during the month of July alone. There are indications 
that part of these CD's were acquired by investors who did not want 
to roll over their commercial paper in the wake of the substantial de-
terioration of confidence in such paper following the announced in-
solvency of a major railroad. In addition to CD inflows, banks dur-
ing the summer used the Federal Reserve discount facility to meet 
unusual loan demands from customers who were unable to refund 
maturing issues in the commercial paper market. 

But even after the pressures associated with the commercial paper 
crisis subsided, banks continued to issue large CD's in volume. They 
used a sizable portion of these inflows to restructure their liabilities, 
with particular emphasis on repaying higher-cost Euro-dollar borrow-
ings and bank-related commercial paper. Many banks had relied 
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heavily on such funds during 1969 and early 1970 to supplement the 
funds they acquired through normal deposit channels. Repayments of 
borrowings from nondeposit sources were accelerated in September, 
when bank-related commercial paper was made subject to reserve re-
quirements. 

Total deposit inflows continued strong in late 1970. In view of the 
continuing weakness in demands for loans and the substantial read-
justment of portfolios already accomplished, banks made sharp re-
ductions near the year-end in rates paid on large CD's to moderate 
inflows of such deposits. By the year-end they had more than re-
placed the volume of CD's that had run off in 1969 and early 1970, 
and outstanding CD's were at a seasonally adjusted monthly average 
of $26.0 bill ion in December—a new peak. 

B A N K C R E D I T 
Bank credit developments in 1970 and early 1971 have reflected 
principally the marked increase in fund availability and the lessening 
of loan demands. Total loans and investments at all commercial 
banks, including loans sold to bank affiliates or subsidiaries, in-
creased by $30 billion in 1970, or nearly twice the increase over the 
preceding year. A substantial portion of this growth represented 
bank acquisitions of securities, which had registered a considerable 
decline in 1969. 

Participating heavily in U.S. Treasury financing operations, banks 
acquired a net of more than $7 billion, seasonally adjusted, of U.S. 
Government securities during the middle two quarters of 1970. And 
throughout the year they increased sharply the rate of acquisition of 
other securities—principally State and local government obligations 
—after having maintained their holdings of such securities virtually 
unchanged in 1969. In large measure, banks concentrated on acquir-
ing shorter-term investments so as to restore their depleted liquidity 
positions. The large rise in liquid assets along with concerted efforts 
to reduce reliance on borrowed funds resulted in an appreciable im-
provement in over-all bank liquidity and contributed significantly to 
banks' willingness to extend a larger volume of loans. 

Although the substantial rebuilding of liquidity was in large part 
desired, it also reflected the general weakness in demand for loans. 
Total loans at all commercial banks, including loans held by affiliates 
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11. BANK CREDIT, 1969-70 
CHANGE, BILLIONS OF DOLLARS 
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Seasonally adjusted data fo r a l l commercia l banks. Beginning June 1969, loan items 
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and fore ign branches. 

and subsidiaries, grew slowly in the first half of 1970, then rose by 
$7 billion in the third quarter. During the latter period banks ex-
tended a large volume of credit to securities dealers as well as to 
finance companies and other borrowers experiencing difficulty in the 
commerical paper market. But in the fourth quarter loans at com-
mercial banks declined on a seasonally adjusted basis. 

The reduction in loans at banks in the fall reflected the general 
weakness in economic activity and the associated decline in credit re-
quirements, together with the effects of the auto strike in the fourth 
quarter. In addition, banks have experienced substantial business 
loan repayments out of the proceeds of capital market financings as 
corporations placed considerable emphasis on lengthening their debt 
structure and improving liquidity positions. 

45 

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



12. L IQUIDITY RATIO 
Weekly reporting banks 

PER CENT 

M o n t h l y averages o f Wednesday figures f o r a l l week ly repor t i ng banks. Ra t i o o f l i q u i d 
assets to t o t a l l i ab i l i t i es less cap i ta l accounts and va lua t i on reserves. L i q u i d assets inc lude 
Fede ra l funds, T reasu ry b i l l s , Treasury cert i f icates, Treasury notes and bonds m a t u r i n g w i t h i n 
1 year , loans to b roke rs and dealers, loans to domest ic commerc ia l banks, balances w i t h 
domest ic banks , bankers acceptances, and tax war rants and b o n d an t i c ipa t i on notes. 

Other loan categories have also shown limited growth, particularly 
consumer and mortgage loans. Demand for consumer credit was re-
strained by the weakness in sales of durable goods and in the fourth 
quarter by the additional effects of the auto strike. Whereas banks 
had sharply curtailed their extension of mortgage credit in 1969 and 
early 1970, when their fund inflows were constrained, since the au-
tumn they have indicated an increased willingness to extend mort-
gage credit. The increase in mortgage loan portfolios did not pick up 
appreciably until late in the year, but this appears to reflect the long 
lags between mortgage commitments and the actual takedown of 
funds. 

These changes in bank asset positions were an important factor in 
the decline in the prime rate of interest from 8V2 per cent in early 
1970 to 6 per cent in January 1971. Other loan terms and condi-
tions also have been eased, and banks are now more willing to un-
dertake loan commitments that they would not have made earlier, in-
cluding extensions of term loans to business. However, with concern 
over the quality of loan portfolios heightened by the well-publicized 
difficulties of several major firms, banks reportedly are continuing to 
emphasize quality standards. • 
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Adjustments in the 
Business Sector 
In the business area, financing problems had become much less acute 
by early 1971. The increased availability and declining cost of 
short-term credit, especially in the latter half of 1970, has made it 
easier for businesses to finance the current level of activity and 
should facilitate the return to a more normal rate of sales growth. In 
addition, the flow of internal funds, after having remained stable for 
several years, seems likely to increase in 1971, and this, together 
with the anticipated leveling off in fixed investment expenditures and 
the improved access to short-term credit, should moderate corporate 
needs for capital market funds. 

During 1970, in contrast, corporate financing operations in money 
and capital markets were characterized by a large increase in new is-
sues of long-term securities and by greatly reduced financing in 
shorter-term markets. This pattern reflected several factors: the con-
tinued sharp rise in spending for plant and equipment by certain in-
dustries, the slow growth in current sales, and the funding of a por-
tion of the large volume of short-term debt incurred in 1969. 

In the closing months of 1970 business corporations floated a 
record volume of long-term securities while apparently repaying 
short-term debt on balance. Much of the year-end weakness in busi-
ness demand for short-term credit, however, was attributable to the 
continued influence of the auto strike. But by early 1971 the situa-
tion had changed considerably: The auto strike was over; plant and 
equipment expenditures were expected to show little or no further 
rise, but it seemed likely that inventory accumulation would resume; 
and there would probably be some improvement in the flow of inter-
nal funds, in part because of the revised depreciation schedules that 
became effective in early 1971. 

Hence there should be increased needs for—and greater availabil-
ity of—short-term credit and some reduction in corporate demands 
on long-term capital markets in 1971. Some corporations may still 
wish to lengthen the maturity of their debt or otherwise improve 
their liquidity positions. But pressures to do so have subsided since 
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13. CORPORATE EXTERNAL F INANCING 
BILLIONS OF DOLLARS 
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the easing of monetary policy has made renewal of maturing short-
term debt more manageable and additional liquidity more readily 
available. 

BUSINESS I N V E S T M E N T 
As of early 1971 business firms in the aggregate were planning al-
most no increase in spending for fixed assets during the year. This 
weakness reflects mainly developments in manufacturing. With their 
margin of unused capacity at the highest average level since early 
1958, and with their profits greatly reduced, manufacturers were 
planning reductions in capital outlays in 1971 for the second consec-
utive year. In the public utility and communications sectors, on the 
other hand, present capacity is inadequate to meet demands 
efficiently, and as in 1970 a further substantial increase in capital ex-
penditures is scheduled for 1971. Since public utility and communi-
cations companies finance a large part of their capital outlays with 
the proceeds of new bond and stock issues, the increased expendi-
tures they have planned for 1971 are likely to be reflected in heavier 
corporate demands on long-term securities markets than would other-
wise be suggested by the expected minimal growth in over-all busi-
ness fixed investment. 
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Inventory accumulation (GNP basis) by nonfarm businesses de-
clined in 1970 to the lowest rate since 1961. Weakness in the growth 
of final sales appears to have been a primary factor in the cutback, 
but other influences also contributed to the reduced rate. These in-
cluded the depletion of auto stocks in the fall as a result of the strike, 
reluctance to incur additional short-term debt, the desire to conserve 
available funds for more pressing needs and, as the year progressed, 
some waning of inflationary expectations. Nevertheless, reflecting to 
a considerable extent the sluggishness in sales, inventory/sales ratios 
remained high by historical standards. 

I N T E R N A L FUNDS 
Although corporate profits declined less in 1970 than in most earlier 
periods of economic slowdown, the over-all profits picture—espe-
cially with respect to undistributed profits—has been exceptionally 
weak for some time. The profits share of income originating in nonfi-
nancial corporate business has declined almost steadily in recent 
years, from 20 per cent or more in 1965 and 1966 to 14 per cent in 
1970. Profits retained after payment of taxes and dividends have de-
clined more than 50 per cent since 1966. Offsetting this decline has 
been a continued growth in capital consumption allowances. As a re-
sult, the total volume of internal funds has been static for several 
years. 

Weakness in profits has been evident particularly in the manufac-
turing sector where both the ratio of profits to sales and the rate of 
return on net worth have declined to levels near the lowest since 
World War II. The erosion in profit margins has paralleled the de-
cline in the capacity utilization rate, and if one judges from past ex-
perience, profit margins are not likely to rise to any significant extent 
until the utilization rate also rises sharply. 

Nevertheless, trends within 1970 suggest a strengthening in profits 
and internal funds that should carry over into 1971. Abstracting the 
adverse developments in the fourth quarter because of the auto 
strike, the decline in profit margins slowed as the year progressed, 
reflecting efforts to reduce expenses and the faster growth in produc-
tivity; the share of profits in income, as well as total corporate profits 
before taxes (and before inventory profits), changed little after the 
first quarter; and total internal funds rose throughout the year from 
their first-quarter low. With somewhat faster growth in sales volume, 
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14. CORPORATE PROFITS 
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ad jus ted ; source, F T C - S E C Quar te r l y F i nanc ia l Repor t f o r M a n u f a c t u r i n g Co rpo ra t i ons . 

and especially with the recent liberalization in depreciation sched-
ules for tax purposes, the flow of internal funds to nonfinancial cor-
porations in 1971 may show the first significant increase since 1966. 

E X T E R N A L F I N A N C I N G 

The failure of internal funds to grow in the face of a continued rise 
in spending for additions to fixed and working assets during recent 
years has required increased reliance by nonfinancial corporations on 
external sources of funds. In 1970 these businesses financed about 
35 per cent of their total spending with funds raised in money and 
capital markets. This was the same as the record proportion in 1969, 
but the composition was quite different. Long-term financing in capi-
tal markets was three-fifths again as large as in 1969, whereas bor-
rowing in short-term forms was the least since 1964. 

The sharply reduced volume of borrowing by corporations from 
banks and other short-term lenders in 1970 reflected only in part the 
lower rate of inventory accumulation and the direct and indirect ef-
fects of the auto strike in the fourth quarter. An equally important 
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15. CAPITAL OUTLAYS A N D I N T E R N A L 
FUNDS 

B I L L I O N S OF DOLLARS 
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F l o w o f funds data fo r nonf inanc ia l co rpora t ions , seasonal ly ad justed at annua l rates. 
" O u t l a y s " comprise plant and equipment expendi tures and change i n inventor ies . " F u n d s " 
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to ry va lua t i on adjustment and inc lus ion of f o re ign b ranch prof i ts . Q4 1970 p r e l i m i n a r y . 

factor was the desire to limit further expansion of short-term debt, 
following the exceptionally large growth in such debt in 1969, and to 
lighten the pressure of frequent maturities by repaying short-term 
debt to the extent feasible. 

Business demand for short-term credit remained weak through 
1970. But the increased supply of such funds at declining cost, to-
gether with the return of confidence in financial markets, should re-
sult in a strengthening of credit demands in this area as sales pros-
pects improve and inventory policies become more expansive. 

Demands for long-term external funds, on the other hand, seem 
likely to moderate somewhat although remaining large by historical 
standards. A large share of the increase in long-term financing by 
corporations in 1970 reflected the expanded needs of public utility 
and communications companies, which rely heavily on such funds to 
finance plant and equipment outlays, and which wil l need to sell a 
substantial volume of security issues in 1971 too. But offerings by 
manufacturing corporations may be below the unusually large 1970 
volume. Real estate investment trusts, whose offerings helped to 
swell the volume of new stock issues in 1970 to the largest total in 
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many years, may also do less financing in 1971 in view of the in-
creasing availability of conventional mortgage financing. On the 
other hand, financial corporations, which did little long-term financ-
ing in 1970, may step up their offerings in 1971. 

CORPORATE L I Q U I D I T Y 
Corporations added moderately to their holdings of liquid assets in 
1970, largely in the form of time deposits at commercial banks. The 
ratio of liquid assets to total current liabilities rose somewhat in the 
fourth quarter, but not enough to offset the declines that had oc-
curred earlier in the year. Thus, despite the switch from short- to 
long-term market financing, the over-all corporate liquidity ratio 
reached a new end-of-year low in 1970, though the deterioration was 
much less than in 1969. The ratio of total current assets to total cur-
rent liabilities also declined to a new low, primarily because the 
slowdown in economic activity resulted in an even slower growth in 
accounts receivable than in total current liabilities. • 

52 

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



U.S. Balance of Payments 
Developments in U.S. transactions with the rest of the world in 1970 
illustrated the tenacity and complexity of problems involved in 
achieving a satisfactory over-all balance of payments position. There 
was indeed some strengthening of the merchandise trade surplus and 
of net receipts on international investments, but the cyclical situation, 
both here and abroad, that led to such gains also resulted in adverse 
shifts in capital flows. Meanwhile, other elements in the U.S. interna-
tional accounts—notably military expenditures and U.S. Government 
aid and private transfers to foreign countries—which are not so re-
sponsive to business conditions here and abroad, continued to cause 
a large outflow of dollars. 

MERCHANDISE T R A D E 

Events in 1970 underline the extent to which the traditional U.S. 
trade surplus had weakened during the period of excess domestic de-
mand in the latter half of the 1960's and also show the sensitivity of 
trade flows to economic conditions in other industrial countries. 
Studies of the effects on U.S. trade of the demand inflation of the 
late 1960's, which followed an extended period of relative price sta-
bility, suggest that a large part—perhaps most—of the deterioration 
in the trade balance from its 1964 peak was associated with strong 
and sustained upward pressures on prices and wages in U.S. markets. 
The adverse effects of such developments in the international compet-
itive position of U.S. industry can be overcome only with the passage 
of time. 

In 1970 the U.S. trade balance with other countries responded 
well through midyear to the slowing of domestic demand and to the 
strong growth of demand in most other industrial countries. For 
most of the year policy in most countries was directed toward reduc-
ing inflationary pressures, and only as the year ended—with produc-
tion in many industrialized countries flattening out—was attention 
abroad shifting to the problem of averting a general slowdown in 
economic growth. This course of events was reflected in the U.S. 
trade performance—leading to some erosion of the gains made in the 
first half of the year as foreign demands weakened. 
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16. INDUSTRIAL PRODUCTION 

Seasonal ly ad justed O E C D quar te r l y data. 

U.S. exports in 1970 benefited from record shipments of agricul-
tural products and a spurt in exports of large jet aircraft. The major 
support for foreign sales, however, was the demand in industrial 
countries for machinery and industrial materials. Even so, as the 
year progressed, and some slack developed in supply capabilities 
abroad, demand for these products decreased. New orders for ma-
chinery tended to level off, and easier supply conditions for steel 
abroad not only reduced U.S. exports but also supported a renewed 
surge of shipments from Europe and Japan to the United States. 

The level of U.S. imports tended upward during the year, but it 
appears that perhaps three-quarters of the rise was accounted for by 
higher prices of imports. In the last quarter of the year, even though 
there was a decline in real economic activity, imports rose somewhat, 
reflecting especially strong demand for foreign steel, automobiles, 
and petroleum. 

These trends indicate the difficulty of restoring a reasonable trade 
balance after a long period of domestic inflation, especially when 
growth rates and domestic demands in countries abroad are slowing. 
There were, however, some favorable indications in 1970 for the fu-
ture of the trade balance. Import prices rose more rapidly than U.S. 
export prices, and while this factor may reduce the trade surplus in 
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current-dollar terms over the short run, over the longer run it may 
benefit the trade position as the relative advantage of foreign goods 
is diminished. With improved economic performance in the United 
States and resumption of stronger economic growth rates abroad, the 
U.S. trade balance should make further gains over time. 

C A P I T A L FLOWS 
Flows of capital between the United States and foreign countries also 
respond to the cyclical situation. Indeed, the response may be so 
large and rapid as to overmatch changes in the current account. This 
is increasingly true of the immense stock of mobile funds that re-
spond quickly to changes in interest rate levels in the important 
monetary centers, utilizing the convenient mechanism of the Euro-
dollar market. Such flows of funds complicate the management of 
monetary policy and result in sudden, large shifts of international re-
serves (largely dollar holdings) among central banks. 

In 1970 the need for the United States to pursue a relatively ex-
pansionary monetary policy, while other countries did not move in 
that direction until the closing months of the year, led to a return 
flow to foreign commercial banks of some $6 billion of funds bor-
rowed earlier by U.S. banks. This flow helped to restore needed re-
serves to some countries—notably the United Kingdom and France 
—and added to the reserve gains of other countries with continued 
strong basic positions—notably Germany. 

These flows of liquid funds were not inspired—as were those of 
other recent years—by financial crises and currency speculation, but 
rather by market considerations. Under present-day conditions, when 
investors and borrowers are free to seek the most advantageous mar-
ket, such flows respond readily to changing interest differentials 
among countries. These flows tend to be reversible as interest rate 
relationships change, and they do not have the same significance for 
the balance of payments as more deep-seated shifts in other transac-
tions affecting reserves. A large part of the Euro-dollar reflows in 
1970 represented a readjustment of the U.S. domestic banking sys-
tem to its renewed regulatory and economic ability to compete for 
funds in domestic money markets. As noted earlier, the Federal Re-
serve took steps to moderate the rate at which U.S. banks were re-
paying their borrowings, in order to help offset the unsettling effect 
that might occur if large reflows continued over a short period. 
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Longer-term capital flows are also highly responsive to variations 
in economic activity here and abroad, and also to corresponding var-
iations in the cost of funds. The outflow of U.S. funds in response to 
such variations remains inhibited by Government restraints, which 
have been retained in 1971 because of the persistence of large defi-
cits in the U.S. balance of payments. U.S. industrial firms have indi-
cated that they plan to carry out major programs to expand their 
foreign productive facilities in 1971. With domestic demand for 
loans relatively weak, it is to be expected that U.S. banks would 
wish to enlarge their foreign credits if there were no guidelines con-
cerning foreign credit restraint. Though there was some increase in 
the outflow of capital for these purposes in 1970, it was probably 
much less than would have occurred without the restraint programs. 
In the case of U.S. purchases of foreign securities, the outflows were 
smaller than in other recent years, in part because of the restraints 
but also because Canadian borrowers made more use of their own 
capital markets. 

The principal change in flows of foreign capital in response to 
changes in the economic situation—apart from flows of liquid funds 
—was in transactions in U.S. equity securities. Foreign investors 
shifted from net sales of $0.2 billion in the first half to net purchases 
of $0.8 billion in the second half, once the U.S. equity market began 
to show basic strength again. 

Taking U.S. and foreign private long-term investments together, 
there appears to have been a net increase in outflows of some $1.5 
billion from 1969 to 1970. Of course, the adverse shift in flows of 
short-term funds was much greater. Looking ahead, it seems likely 
that the outflow of U.S. private capital will continue to be large in 
1971, though the amount will be limited by the restraint programs. 
However, with recovery in the U.S. economy, some increase in the 
inflow of funds for investment in corporate securities would be ex-
pected. Also, there is much less scope for return flows of borrowed 
private foreign short-term funds, after the attrition of 1970. 

O V E R - A L L B A L A N C E 

The net result of divergent changes in the U.S. trade and capital ac-
counts in 1970 was a moderate improvement in the liquidity balance 
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—apart from special transactions and the initial allocation of SDR's. 
Over the years there has been a tendency for the current and capital 
accounts of the U.S. balance of payments to move in opposite direc-
tions, as the cyclical conditions favoring improvement in the current 
account have, at the same time, tended to encourage net capital out-
flows. Given the large dollar outflows that are not related to eco-
nomic conditions, large liquidity deficits tend to persist. From an-
other point of view, the desire of foreign governments and private 
holders of assets to add to their liquid reserves, with the dollar a 
principal vehicle for doing so, is a factor in the continuation of U.S. 
balance of payments deficits. 

17. US. BALANCE OF PAYMENTS 
SEASONALLY AOJUSTED ANNUAL RATES SEASONALLY ADJUSTED A N N U A L RATES 

BILLIONS OF DOLLARS B I L L I O N S OF DOLLARS 

1 Exc ludes special t ransact ions w i t h fo re ign governments and the S D R a l loca t ion . 
- Excludes S D R al locat ion. 

The U.S. balance of payments reflects a great diversity of eco-
nomic and political decisions here and abroad—a diversity that is 
unique because of the pivotal role of the dollar in the world's mone-
tary system. The large flow of dollars into foreign official accounts in 
1970 was accommodated with relative smoothness, though not with-
out concern that the continuation of such flows would disrupt the 
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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 authorities, and the introduc-
tion of SDR's. • 
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