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The Economy: A Moderate Recovery

I OTAL SPENDING on goods and services rose at
a 7.3 per cent annual rate from the third quarter of
1970 to the first quarter of 1971, compared with a 4.6
per cent increase in the preceding year. A consider-
able first quarter spurt in the pace of overall economic
activity can be attributed largely to a reversal of
those forces accompanying work stoppages in the
automobile industry late last year. First quarter gains
in the auto sector accounted for about two-thirds of
the $30.8 billion increase in GNP.

Monetary growth, as measured by the narrowly
defined money supply, accelerated sharply in early
1971. Most interest rates are currently higher than
their February or March lows, though still well below
the 1969-70 peaks. Federal Government expenditures,
which have a short-run stimulative effect on total
spending, rose more rapidly in early 1971 than in the
previous two quarters.

Some progress in combating inflation has become
apparent this year, while unemployment has remained
at about 6 per cent of the labor force. Cutbacks in
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defense spending have led to significant unemploy-
ment in defense-related industries. Continuation of
rapid monetary expansion, however, probably would
be reflected in considerable gains in total spending,
but would entail the risk of re-enforcing still formida-
ble inflationary pressures.

Stabilization Actions

The recent monetary ease evidenced in the growth
of the money stock is an extension of the expansive
policies undertaken last year. The Federal budget, on
a national income accounts basis, has been in sub-
stantial deficit since early 1970, compared with a
large surplus in 1969. On a high-employment basis,
which provides a better measure of fiscal stimulus,
the budget has been in surplus and has changed
little in recent quarters.

Monetary Actions

The monetary base, the prime determinant of
growth in the money supply,l increased at a 10.5 per
cent rate from November to April, compared with a
6.2 per cent rate from February 1970 to November
and a 2.9 per cent rate in the preceding eleven
months. The growth pattern of Federal Reserve credit,
the principal source component of the monetary base,
has been similar to that of the base. Federal Reserve
credit rose at a 13.6 per cent rate from November to
April, compared with a 6.5 per cent rate from Febru-
ary 1970 to November and a 3 per cent rate in the
preceding eleven months. Money increased at a 12.5
per cent annual rate in the three months from January
to April, after rising 4.7 per cent in the year ending
in January.

The growth of the money supply over the past
three months was greater than any other consecutive
three-month period since January 1950. The growth
of the monetary base and Federal Reserve credit

'See “Elements of Money Stock Determination,” this Review
(October 1969), pp. 10-19, for an explanation of the linkages
between the monetary base and the money supply.
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ranked in the 98th and 71st percentiles, respectively,
for the same three-month period. Such rapid growth
rates of the monetary aggregates, if continued much
longer, suggest future increases in total spending at
rates far in excess of the growth rate of potential
real output.

Fiscal Actions

Federal Government expenditures rose at an 8.4
per cent annual rate from the fourth quarter of 1970
to the first quarter of 1971, a slightly faster rate than
the 5.9 per cent annual rate of increase over the
preceding two years. On a national income accounts
basis, the Federal budget was in deficit at a $13.3
billion annual rate in the first quarter of 1971, com-
pared with an $11.5 billion average rate of deficit
in calendar year 1970. The large current deficit re-
flects more a shortfall in tax receipts, caused by the
slowing in overall economic activity, than accelerating
growth of Government expenditures. The rate of in-
crease of Government expenditures has slowed since
mid-1968. Expenditures rose at a 14.5 per cent rate
from mid-1965 to mid-1968 and have risen at a 6.4
per cent rate since mid-1968.

The hypothetical high-employment budget, which
reflects presumed income and expenditure patterns
of the Government at a 4 per cent rate of unemploy-
ment, was in surplus at a $6.6 billion annual rate in
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the first quarter, compared with an average surplus of
$7 billion in calendar year 1970 and $9.7 billion in
calendar year 1969. The high-employment budget
averaged a $7.2 billion rate of deficit from 1966 to
1968.

According to research at this Bank, fiscal actions
alone, regardless of the method of measurement, have
little long-run influence on total spending for goods
and services, but these actions affect the transfer of
goods from one sector of the economy to another.2 For
example, expenditures associated with the award of a
large Government defense contract require the trans-
fer of funds from some individuals or businesses to
others, when the funds are provided through taxes
or bond purchases. If the Federal Reserve, rather
than the public, finances the award, the end result
may be an expansion of the money stock and further
inflation. If the Government does not wish to enlarge
its overall control of resources, the defense award
could be paid for through the elimination of some
other Government project.
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The Government allocated a greater share of its
spending to human resources than to defense expendi-
tures in the first quarter of this year. Prior to 1971,
defense spending exceeded expenditures on human
resources. Both defense expenditures and total Fed-
eral outlays as a per cent of total spending peaked in
mid-1968. Since then the Government has allocated a
declining share of its expenditures to defense. Some
effects of this shift in national priorities are evidenced
by the large number of defense workers currently

2See “The ‘Crowding Out’ of Private Expenditures by Fiscal
Policy Actions,” this Review (October 1970), pp. 12-24.
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among the unemployed. Defense Department-gener-
ated employment declined at an estimated 7.9 per
cent annual rate from 1968 to 1971, after rising at a
12.2 per cent rate from 1965 to 1968.3

Output, Prices and Employment

Recent output, employment and price trends have
been obscured somewhat by the automobile work
stoppages last year and preparations for a possible
steel strike this summer. Allowance for these irregular
fluctuations in activity, particularly the automobile
strike, suggests that real output has risen slightly
since the middle of last year. Rates of price increase
have slowed somewhat, and the level of employment
has remained about unchanged since last summer.
None of these developments is necessarily inconsis-
tent with those of the early recovery stages following
other postwar recessions.

The addition (to adjust for auto strike influences)
of about $2 billion to nominal GNP in the third quar-
ter of last year and $14 billion in the fourth quarter
indicates that a slow recovery from a mild recession
probably began in the third quarter of 1970. The ac-
companying chart presents an approximation of the
changes in real output with and without adjustment
for auto strike influences over the past year and a
half. The adjusted data indicate that three quarters

3Economic Report of the President, 1971, p. 44.
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of negative or negligible growth from 1V/1969 to
11/1970 were followed by three quarters of moderate
gains in real output from 111/1970 to 1/1971.

The transitory influence of the auto strike on em-
ployment, industrial output and prices does not seri-
ously hamper the comparison of these economic
variables with past recession-recovery periods. The
following chart indicates the relative mildness of
the current recession-recovery in terms of payroll em-
ployment and industrial production, and the relative
severity of the current inflation. Industrial production
did not decline as steeply in the current recession-
recovery period as in previous comparable periods,
but it also has not rebounded as sharply. In fact,
industrial production in the first quarter of 1971 (six
quarters after the peak) was still below the third
quarter 1969 peak; industrial production on average
for the three comparable earlier periods had risen
above the earlier peak after six quarters. Recent data
indicate that industrial production increased at a 3.7
per cent annual rate from March to April 1971, but it
continued at a rate below the 1969 peak.

Prices

An inspection of the consumer and wholesale price
indexes suggests that some progress has been made
in slowing price rises. Consumer prices rose at a 4
per cent rate from July 1970 to March 1971, compared
with a 5.9 per cent increase the previous year. Whole-
sale prices of industrial commodities rose at a 4 per
cent rate in the July-to-April period, about the same as
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Comparison of Three Economic Indicators
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the increase in the preceding year. Wholesale prices
of farm products and processed foods and feeds, a
more volatile price index than most others, was about
unchanged from July to April after rising 3.3 per cent
the previous year.

The accompanying chart indicates that price in-
creases began to slow a few quarters after the peak
in the three comparable earlier periods, but have con-
tinued to rise rapidly since the most recent peak. The
upward momentum of prices generated over the
decade of the 1960’s has been difficult to halt.

Employment

Both payroll and total civilian employment have
been about unchanged since late last summer. Pay-
roll employment was not cut back as much in the
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1969-71 period as in the average of the three earlier
periods. Six quarters after the peak, however, payroll
employment was at about the level of the peaks in
both the recent and the earlier periods. The fact that
payroll employment did not decline or rebound as
much as the average of the earlier comparable periods
suggests the mildness of the latest economic slow-
down and recovery.

The current employment situation is similar to the
1961 recession-recovery period in terms of the gap
between real and potential output, as estimated by
the Council of Economic Advisers. A fairly reliable
relation between real output, potential output and
the unemployment rate has been established.4 The
greater the gap between actual and potential output,
the higher the unemployment rate. The gap between
real and potential output at the end of 1961 (three
quarters after the trough of the recession) was about
6.3 per cent of potential output, not substantially dif-
ferent from the 5.9 per cent in early 1971. Elimination
of the gap between real and potential output, which
did not occur until four years after late 1961, was
accompanied by a fall in unemployment to 4 per cent
of the labor force or less.

The composition of the unemployed has changed
since past recession-recovery periods. The trough
years, 1954, 1958, and 1961, were marked by substan-
tial unemployment among full-time, blue-collar, mar-
ried male workers. The trough year 1970 was charact-
erized by marked unemployment among part-time
workers (all workers other than full-time workers),
teenagers, and women. This changed nature of un-
employment carried over into early 1971.

Table |

Ratio of the Unemployment Rate of Selected
Workers to the Overall Unemployment Rate

Teen- Women
All Full- Blue Married agers (20 and
Workers time Collar Men (16-19) over)
1954 100% 95% 131% 73% 229% 100%
1958 100 106 150 75 234 90
1961 100 100 137 69 251 94
1970 100 92 127 53 312 98

The number of employed as a proportion of the
population of labor force age (16-64) was higher in
1970 than in earlier trough years, reflecting a stronger
job market and higher labor force participation rates.
This ratio was 64.2 per cent in 1970, compared with
61.8 per cent in 1961, 61.4 per cent in 1958 and 60.5
per cent in 1954.

'See “A Monetarist Model for Economic Stabilization,” this
Review (April 1970), pp. 7-25.
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Secular increases in the labor force participation
rate of women are one probable cause for their higher
unemployment, and the 1947-55 baby boom has been
a strong force increasing the number of young-adult
entrants into the labor force. A changing attitude
toward the role of women in society, growing numbers
of young workers, and an increasing supply of mili-
tary veterans (whose unemployment rate is consid-
erably higher than their civilian counterparts) will
tend to assure continued rapid growth of the labor
force in the near future.

Spending in Major Sectors

Among those economic sectors usually considered
cyclically sensitive, residential construction activity is
one of the few which has displayed strong signs of
recovery in recent months. Consumer spending on
durable goods has shown little strength apart from
first quarter automobile sales. Spending (on inventory
and on plant and equipment) has also remained
sluggish.

GNP Spending Components
Cyclically Sensitive Sectors

Billions of Dollars Billions of Dollars

Source: U.S. Department of Commerce

Latest data plotted: 1st quarter 1971
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Housing and Consumer Expenditures

Residential construction continued at a brisk pace
in the first quarter. From the second quarter of last
year to the first quarter of 1971, nominal spending on
residential structures rose at a 36.2 per cent rate, com-
pared with a 16.2 per cent decline in the preceding
year. Falling mortgage interest rates, increased avail-
ability of funds from savings institutions, and continu-
ing Federal housing subsidies have stimulated build-
ing activity in recent months.

New housing starts and new building permits, both
of which lead actual home construction, were at a
higher level in the first quarter of this year than at
any quarter in more than a decade. The outlook for
business structures, however, is not so favorable for
the near future. Commercial and industrial construc-
tion contracts, which normally lead business construc-
tion, were at a six-year low in the first quarter.

Consumer spending, which constitutes more than
60 per cent of total spending, increased at a 7 per
cent annual rate from the second quarter of last year
to the first quarter of 1971, after rising 7.2 per cent
in the previous year. Consumer spending on durable
goods, which is more cyclically oriented than spend-
ing on services or nondurable goods, has not re-
bounded strongly from a 1969-70 slump. Such spend-
ing increased at an 8.2 per cent rate from the second
quarter of last year to the first quarter of 1971, com-
pared with a 9.6 per cent annual rate of increase from
1961 to 1968.

Much of the drop in fourth quarter automobile
sales was offset by first quarter post-strike purchases.
A rapidly expanding money stock, a March-April surge
in all retail sales (an estimated 7 per cent higher than
a year earlier), improved credit conditions, and high
stock market prices suggest possible future consumer
spending strength. Unfavorable price and unemploy-
ment developments, however, would tend to counter
a strongly optimistic consumer spending outlook.

Business Spending

Spending on producers’ durable equipment and
structures slowed to a 3 per cent annual rate of in-
crease from the second quarter of 1970 to the first
quarter of 1971, down from a 5.4 per cent rise the
previous year. Possibly contributing to the slowing in
investment has been a fall in manufacturing capacity
utilization from 79.8 per cent in the first quarter of
1970 to 73.1 per cent in the first quarter of 1971
After-tax corporate profits, which often lead invest-
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ment activity, increased at an 11.1 per cent rate from
11/1970 to 1/1971, after falling 11.7 per cent the pre-
vious year. Continued profit recovery, lower interest
rates, and a sustained surge in consumer spending
would, if realized, spur investment spending later
this year. Lengthy work stoppages and continued
excess capacity would tend to restrain such spending.

Inventory spending was not strong in any quarter
of 1970 nor in the first quarter of 1971. The increase
of business inventories was $3.5 billion in 1970 and
$1.4 billion (annual rate) in the first quarter of 1971,
compared with an average $9.7 billion increase from
1965 to 1969. The inventory-to-sales ratio did not in-
crease so much in early 1970 as in past recessionary
periods. Consequently, inventory liquidation need not
be so great as in past recovery periods. Steel inven-
tories (as well as steel production) are expected to
rise rapidly before the possible mid-summer steel
strike. Steel inventories would be worked off later
this year with a strike (as in 1959) or without one"
(as in 1968).

Summary

Total spending rose rapidly in the first quarter of
this year, with much of the increase attributable to a
post-strike automobile rebound. Residential construc-
tion spending has expanded rapidly in the current
recovery period, but consumer, business and Federal
Government spending have declined or expanded
only moderately through the first quarter of this year.

Partial elimination of work stoppage influences sug-
gests that a mild recovery from a mild recession has
been underway since last summer. The declines in
payroll employment and industrial production were
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not as steep as the average of three comparable
earlier periods, nor has the recovery been as sharp.

Monetary actions have been very stimulative in re-
cent months. The money supply grew at a 12.5 per
cent rate from January to April, a rate greater than
any other consecutive three-month period since Jan-
uary 1950. The monetary base and Federal Reserve
credit have also risen at extremely high rates in early
1971.

Some slight signs of progress in slowing the rate of
inflation emerged in the first part of 1971. Inflationary
pressures, as evidenced by continuing high wage set-
tlements, are far from being erased. Prices, preceded
by monetary expansion, rose virtually unabated
through the second half of the decade of the 1960’s,
in contrast to the 1950°'s when they were slowed by
policy actions on several occasions. The momentum
of price increases has been much stronger recently
than in the 1950’s.

Policies of moderate restraint and moderate expan-
sion were undertaken in 1969 and 1970, respectively,
to slow price increases gradually. These policies of
gradualism may be in jeopardy of being abandoned
prematurely at the first signs of progress in arresting
inflation. A repeat of the excessively stimulative poli-
cies of 1967-68 risks reversal of the modest progress
achieved thus far in curbing inflation. The moderate
economic slowdown of 1969-70 will have served no
useful purpose if the battle against inflation is termi-
nated short of success. In addition, the costs of slow-
ing prices in terms of lost employment and production
will be far higher in subsequent years if the current
inflation and inflationary expectations are permitted
to continue.
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Social

Priorities and

The Market Allocation of Credit

Speech by DARRYL R. FRANCIS, President, Federal Reserve Rank
of St. Louis, to the College of Rusiness and Industry,
Mississippi State University, February 23, 1971

I n RECENT YEARS there has been much discus-
sion concerning financial responsibility for the alloca-
tion of resources for social goals. Some contend that
there is a widening gap between the performance of
our financial institutions and the desires of society.
They assert that society is concerned primarily with
the relative shares of total expenditure in individual
sectors of the economy, and that this is inconsistent
with the concern of national monetary policymakers
for aggregate activity and the profit motive governing
the private financial community.

For several decades many economic sectors have
allegedly fared unfavorably from the market alloca-
tion of resources, especially the allocation of credit.
Such sectors include housing, state and local govern-
ments, small business, low income groups, -and agricul-
ture. A natural consequence of this alleged inefficient
allocation of credit has been a number of proposals
designed to improve the system of credit allocation.

In a world of scarce resources the allocation of
credit is an important function. It is a major deter-
minant of the type and quantity of goods and services
available to consumers. This function can be per-
formed either through competitive markets or on the
basis of social priorities administered by the govern-
ment. Allocations through the marketplace are the
result of individual decision-making in the daily pur-
chasing of goods and services. Such purchases indi-

°The issues discussed in this speech have been presented to
other groups recently by President Darryl R. Francis.

cate to producers the type and quantity of goods and
services desired by consumers. Producers in turn pur-
chase resources such as labor and capital to provide
a level of production necessary to meet consumer de-
mands at market prices. In contrast, social priorities
are actually restrictions imposed on the community
by delegated authority. In making the choice between
these systems of resource allocation, we are faced with
issues concerning both economic welfare and freedom.

In this discussion | shall contend that the main-
tenance of maximum welfare in individual sectors is
consistent with both a monetary policy concerned
primarily with aggregates and the profit motive of
private financial firms. Most shortcomings in financial
market performance in recent years were the result of
impediments to the operation of free markets. Credit
controls designed to alleviate alleged hardships often
do not alter resource flows in the socially desired di-
rection. If aid to low income groups is the social ob-
jective, cash payments are a more efficient means of
providing assistance than credit reallocations.

I believe that the market system of credit alloca-
tion is superior to any other system. It provides
greater economic welfare and more individual free-
dom of choice. Rather than attempting to improve
welfare in specific sectors, the monetary authorities
can make a greater contribution to overall welfare by
concentrating on the maintenance of national eco-
nomic stability. Given the appropriate actions for
overall stability, market forces will assure that indi-
vidual sectors are treated equitably in a competitive
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enterprise economy free from excessive restrictions.
Consumer preferences as reflected by demands for
goods and services will provide the incentive for pro-
ducers in each sector to acquire necessary resources,
including credit, for a level of output consistent with
maximum satisfaction.

Case for Social Priorities Overstated

Most of the impetus for setting social priorities on
credit flows or on goods and services produced has
occurred during periods of great depressions or of high
nominal interest rates (notably agriculture in the
1930’s and housing more recently). When market
rates exceed limits established by usury laws, Regula-
tion Q and other restrictions on savings yields, credit
flows are diverted from normal patterns. These market
barriers have tended to starve some sectors, while
other sectors not subject to the regulations have paid
the market rates and obtained more funds than would
have been available under free market conditions.
Such restrictions, however, probably have little effect
on the total volume of credit or savings.

In order to correct the assumed defects of capital
and credit markets, proposals have been made to es-
tablish priorities on credit flows through various finan-
cial agencies, including the Federal Reserve System.l
Variable reserve requirements against bank assets,
selective open market purchases, the discount mech-
anism, moral suasion, quotas, margin requirements,
and direct controls have been suggested as means for
altering credit flows to specific sectors. If reserves
were required against assets rather than liabilities,
and it was desired, for example, to increase invest-
ment in housing relative to other investments, re-
quired reserves could be increased on other invest-
ments and reduced on residential mortgages. This
would provide incentive for banks to make more
residential mortgage loans. It has also been suggested
that Federal Reserve Open Market purchases include
FNMA securities, thereby increasing the volume of
funds available for home mortgages.

Credit Priorities Included in
Federal Reserve Act

A number of credit priorities were included in the
discount provisions of the original Federal Reserve

1See Tom Connors, “Variable Reserve Requirement Imposi-
tion Opposed by Burns,” New York Journal of Commerce,
April 1, 1971, and “Bunting Opposes Fed on Credit Alloca-
tion,” American Banker, April 19, 1971, for discussions of this
subject.
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Act. Agricultural paper, for example, was given the
special consideration that maturities of such paper not
exceeding six months (later extended to nine months)
were eligible for discount. Short-term paper, or real
bills, arising from commercial transactions was like-
wise given preference over most other instruments in
the credit market. Maturity requirements were more
stringent for other paper.

With the decline of the discount mechanism as a
major monetary policy instrument in the 1930’s, this
means of channeling credit to areas with high priori-
ties declined. Other restrictions on credit, however,
tended to offset this move toward free market alloca-
tion. Margin requirements placed on stock market
credit may have channeled a small amount of funds
to other areas. At the beginning of World War 11, the
buildup of defense industries was given high priority
and received aid through the V loan program admin-
istered by the Federal Reserve. Consumer credit con-
trols were instituted about this time, and both con-
sumer and real estate credit controls were used dur-
ing the Korean conflict to reduce credit and demand
for resources in these sectors.2 Following World War
Il and the Korean buildup, the central bank reverted
to its pre-war position with respect to credit allocation.

As market interest rates increased in recent years,
Regulation Q and other restrictions reduced credit
flows through normal bank channels. These restric-
tions probably resulted in a loss of funds to the hous-
ing industry and a gain to other sectors which could
pay market rates for the diverted funds.

Since credit flows are an important determinant of
production, the problem of credit allocation is similar
to that of allocating other resources. The solution de-
pends upon whether the individual should be given
freedom of choice in the marketplace to decide what
goods and services will be available for consumption,
or whether this decision should be imposed on the
individual through social action. It is my belief that
such rights to choose goods and services for consump-
tion should be left to the individual.

Public Action Appropriate for
Some Activities
I recognize that a number of functions can be per-

formed more efficiently in the public sector. Main-
tenance of social order, air pollution control, common

2Federal Reserve Bulletin, September 1941, p. 825-836; Oc-
tober 1950, p. 1314-1321; and December 1950, p. 1577-1581.
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defense, and monetary controls provide general bene-
fits which cannot be completely captured by an indi-
vidual. For example, air pollution control, which may
require considerable expenditure by some sectors, pro-
vides substantial benefits to the entire community.
Some producers and consumers in minimizing costs
fail to control harmful waste products. Such polluting
activities which violate the rights of others to clean air
and water must be regulated by government action.

A lighthouse is a classic example of a service that
should be in the public sector. It provides equal
benefits to both owners and nonowners of ships in its
vicinity, and its use by one ship does not reduce its
services for other vessels. We justify expenses for
public education on the basis that all citizens receive
some benefits from the educated individuals. In order
for the public to gain the benefits of such public goods
and services, collective expenditures are necessary.
These expenditures may not provide benefits to tax-
payers in proportion to the taxes collected from each
individual, but the alternative may result in the elimi-
nation of services with a consequent reduction in
welfare to the entire community.

Private Action More Efficient
for Most Activities

In contrast to activities which are performed more
efficiently in the public sector, most economic benefits
readily accrue to the individual without specific com-
munity action. Given the premise that individuals
spend their funds so as to maximize satisfaction, in-
dividual expenditures for goods and services provide
a more efficient guide to producers than do priorities
established by legislative action. The establishment of
legal priorities is simply a method of substituting col-
lective for individual decision-making.

The establishment of priorities involves a tradeoff
of one type of activity or good for another. Total
volume of goods and services produced is not in-
creased. The diversion of resources to enhance output
in one sector, such as residential housing, with a re-
duction of resources in other areas, however, is not
neutral with respect to economic welfare. If marginal
expenditures by each person result in optimum satis-
faction prior to the diversion, the goods and services
forego