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The Business Situation 
S 

Recent business indicators confirm that some accelera- 
tion of the economic recovery occurred toward the end of 
1971 following a lethargic showing over most of the year. 
In the fourth quarter. real gross national product (GNP) 
advanced at a 6 percent annual rate, about double the 

very sluggish rate of increase in the two preceding quar- 
ters. Similarly, the tempo of industrial production quick- 
ened somewhat toward the year-end. There are sonic signs 
that the recently increased economic momentum may he 

carrying into 1972. The record levels of housing starts 
and building permits in December increased the likelihood 
that the housing boom will continue into the opening 
monttis of the year. while the latest surveys of plant 
and equipment spending intentions for 1972 suggest 
that a strengthening of recently weak business investment 
could emerge this year. On the other hand, post-freeze 

developments in retail sales, together with the continued 

high rate of personal savins, provide no clear indication 
that consumers have overcome their hesitancy. However. 
the net tax reductions for most income groups that took 
effect in January should help to holster consumer demand. 
As yet, the unproved pace of the recovery has not had 

a significant influence on the unemployment rate, although 
the rate slipped slightly in January. 

The recent data on wages and prices—while showing 
some encouraging developments—do not yet provide a 

firm foundation for evaluating the progress of Phase 'Iwo 
policies in combating inflation. To be sure, all of the major 
indexes of price and wage trends slowed markedly in the 

fourth quarter. Generally speaking, however, these data 

overstate tile moderation in underlying inflation since they 
were heavily influenced by the mid-August to mid- 
November price and wage freeze. On the other hand. price 
data in the months immediately following the freeze may 
overstate inflationary trends as a result of the clustering of 

price and wage increases. 

GROSS NATIONAL PRODUCT 
AND RELATED DEVELOPMENTS 

During the fourth quarter of 1971. the market value of 
the nation's output of goods and services rose by $19.6 

billion (see Chart I ) to a seasonally adjusted annual rate 
of $1 ,073.t) billion. 1he rise in real (iNP—that is, GNP 
adjusted for price increases—was at a rapid 6.1 percent 
annual rate, the largest advance in more than three years 
except for the first quarter of 197 I which was swollen by 
the rebound from the General Motors strike. At the same 
time, the (JNP price deflator rose at an annual rate of only 
I .5 percent, the smallest since the beginning of the Viet- 
nam escalation. 

On the basis of newly revised data, real GNP growth 
during the second and third quarters of last year is now 

reportect to have averaged a 3 percent annual rate, about 
I percentage point less than previously estimated. Nor- 

mally, such revisions of the GNP data are not pub- 
lished until July of the following year. However, the 
need to adjust certain GNP components for retro- 
active provisions of the Revenue Act of 1971, together 
with some major revisions of the source data used to 
estimate (1NP, proitipted these earlier than usual revi- 
sions in the GNP accounts. One elleet of these changes 
was to underscore even more forcefully the sluggishness 
of the economic recovery during most of 1971 and to 
make the fourth-quarter performance stand out in sharper 
contrast. 

'l'he fourth-quarter strengthening in the growth of (iNP 
was partially a result of greater inventory spending. In 
the previous quarter. inventory spending as measured in 
the GNP aceounLs had actually declined, as users worked 
off excess steel inventories that had been accumulated 
earlier as a hedge against a possible strike. While the steel 

adjustment continued into the fourth quarter—as sug- 
gested by the virtually unchanged level of durables manu- 
facturers' inventories on a book-value basis during Novem- 
her and December—the magnitude of the resulting drag 
on overall inventon' spending was smaller than in the 
third quarter. More impartantly, however, there was also 
some evidence of a strengthening in the underlying de- 
mand for inventories during the final months of the year. 
In part. this may have reflected the general improvement 
in conlidence that appeared to characterize this perio 
Beyond this, the relatively low level of inventory—sales 
ratios in most sectors was conducive to higher demands 
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for stocks. These factors, especially if coupled with an 
acceleration of final sales, should lead to a still more 

expansionary rate of inventory spending in the months 
ahead which in turn would tend to stimulate production 
and employment. 

The most recent readings of the Federal Reserve 
Board's index of industrial production provide some evi- 

dence of a quickening in the pace of industrial output. 
Indeed, increases in November and December industrial 
production averaged a fairly substantial 0.7 percent. While 

part of these gains resulted from the resumption of coal 
production following the coal miners' strike, the advances 
in output excluding coal were still fairly sizable. More- 
over, these most recent gains in production were broadly 
based, as December production levels in virtually every 
major grouping were above their October readings. One 
major exception to this rule was the production of motor 
vehicles and parts which stood at 0.4 percent below its 
October level. 

Sourc. United Slates D.partment ot Commerce. 

The failure of automobile production to show added 

strength at the year-end may have been a reflection of 
the sharp downturn in sales of domestically produced 
cars that occurred in December. Indeed, new car sales, 
which surged almost immediately after the President's 
August 15 speech and continued at a rapid rate into the 
fourth quarter, dropped off during late November and in 
December. This suggests that at least some of the spurt 
in purchases represented buyer attempts to avoid higher 
future car prices. Increases were, in fact, allowed by the 
Price Commission after the end of the freeze. Sales of 
imported automobiles have tended to weaken since cresting 
in mid-1971, but it is impossible to determine how much of 
this was the consequence of shortages resulting from long- 
shoremen labor disputes as distinct from the higher import 
prices stemming from the temporary import surcharge and 
from the international currency realignments. 

The end-of-quarter weakening in automobile sales was 
one factor that held the fourth-quarter rise in consumer 
spending to a modest $8.9 billion, a somewhat smaller 
gain than was registered in the two preceding quarters. 
Because of the dramatic impact of the freeze on the rate 
of inflation, however, the October-December quarter's 
gain in real consumption amounted to a 4 percent annual 
rate, the same as in the second and third quarters. In 
addition to the December slowdown in auto sales, non- 
automotive retail sales closed the year on a somewhat 
weak note. On the other hand, consumer credit outstand- 
ing continued to grow quite rapidly in the final months of 
1971. The increased willingness of consumers to finance 

purchases through credit may be an indication of an im- 

provement in consumer confidence. In any event, the out- 
look for consumer spending has been enhanced by the net 
tax reductions for most income groups which took effect in 
January of this year. 

Despite the moderate advance in current-dollar con- 
sumption spending in the fourth quarter, the ratio of per- 
sonal savings to disposable or after-tax income fell by 0.4 
percentage point to 7.7 percent. This decline in the savings 
rate was primarily a reflection of accelerated collections 

procedures for estate and gift taxes, which temporarily in- 
creased personal tax payments by about $3 billion in the 
fourth quarter and thereby depressed the level of dispos- 
able income. However, since this change in collections pro- 
cedures was not likely to have had a major impact on con- 
sumer spending, it can be assumed to have been the princi- 
pal cause of the reduced savings rate. And, even without 
allowance for this factor, the savings rate in the fourth 
quarter remained very high by historical standards. 

Home-building activity continued to expand in the 
fourth quarter from the very high levels attained earlier 

Chart I 
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in the year. Indeed. the monthly record for the level of 

seasonally adjusted housing starts was shattered by No- 
vember's 2.3 million unit annual rate and again by De- 

cember's 2.5 million units. Although the small l)eeemher 
seasonal Factor ma' have exaggerated the died of excep- 
tionally good weather. during the fourth quarter as a whole 

housing starts increased at a 22 percent annual rate over 

the level attained in the previous three-month period. At 
the same time, newly issued building permits. which are an 

advance indicator of home—building starts, climbed at 
about a 27 percent annual rate. In short. despite the rec- 

ord perliwmanee of the housing sector during 1971, 
in(lications are that this upward monientuiii may carry 
into the opening months of 1972. The recent declines in 

most market interest rates should further strengthen the 

competitive position of the nation's thrift institutions, there- 

by facilitating the continued ample flow of credit into 
the residential mortgage market. 

The growth in business fixed investment expenditures 
was a modest SI .1 billion in the final quarter of 1971. 
about the same as in the previous three months. During the 
fourth quarter. and for the year as a whole, low levels of 
industrial capacity utilization as well as the sluggish pace 
of the recovery had a depressing impact on business fixed 
investment, particularly in the manufacturing sector. How- 
ever. recent indications suggest that a more expansionary 
spending pace may emerge in 1972. For example, between 

June and December 1971. the index of industrial produc- 
tion for business equipment increased at an annual rate of 
7.4 percent, reversing a two-year downward trend. Sim- 

ilarly. the most recent survey of capital spending plans 
conducted jointly by the Department of Commerce and the 

Securities and Exchange Commission indicates that such 
investment is expected to rise by about 9. 1 percent in 

1972, a figure which is roughly in line with other recent 

survey results. Manufacturing companies are expected to 
increase investment spending by 4 percent. a marked con- 

trast to the 5.4 percent decline registered in 1971. 

Government purchases of goods and services jumped by 
a very sizable $7 billion during the fourth quarter, or about 

three times the average quarterly gain in recent years. In- 

creased spending by state and local governments accounted 

for $4 billion of this gain. Spending on structures, which 
had been particularly sluggish earlier in the year despite 

heavy state and local borrowing, rose sharply during the 

final quarter. At the Federal level, a military pay raise de- 

signed to help speed the transition to a volunteer army 
took effect in mid-November and accounted for about 
one third of the $3 billion rise in total Federal expendi- 
tures. A substantial increase in crop purchases under the 

price-support programs of the Commodity Credit Corpora- 

tion was also a factor in the advance in Federal spending. 
Net exports of goods and services posted a dclicit of 

$2.0 billion in the fourth quarter, according to preliminary 
estimates. Since this account had been in balance during 
the preceding quarter. the iourth-qtiarter deficit repre- 
sented a $2 billion drag on the overall advance of nominal 
(INP. The latest decline in net exports was primarily the 

result of the East and Gulf Coast (lock strikes although. 
even apart from this factor, the trade position of the 

United States deteriorated sharply in 197 I. In the Future, 
however, the December IX, 1971 currency realignments 
and the ongoing trade negotiations should lead to an im- 

provement iii our position in the world markets, and thereby 
promote a strengthening in our net export position. 

PRICES, WAGES. AND PRODUCTIVITY 

Since August 15, a dilTerent framework has surrounded 
the making of price and wage decisions. Inflation rates 

slowed, in 5OfliC cases quite dramatically. tinder the 

impact of the ninety-day wage and price freeze. While 
some rather sizable price and wage increases have taken 

place in the post-freeze period, a bunching of increases 

that might otherwise have been spread out over the 
three-month period of the freeze was to be expected. 
Uttder these circumstances, the advances recorded in the 

available price data for December and January have actu- 

ally been smaller than might have been feared. 
Some of the clearest manifestations of recent palicy 

changes are to be found in the behavior of seasonally ad- 

justed wholesale industrial prices (see Chart II). Over 
the first eight months of 1971. these prices soared at a 

4,9 percent annual rate. They then declined at a I .3 per- 
cent rate between August and November, and spurted 
at a 3.1 percent rate in December. Movements in consumer 

prices followed roughly similar contours, but the data col- 
leetion procedures for consumer prices are such that not all 

prices for the items in the index are sampled every month. 
Thus, consumer price changes recorded during the freeze 
included some pre-New Economic rolicy developments 
while changes recorded during the early stages of Phase 

Two are still a partial reflection of the freeze. The risc in 
consumer prices, which had proceeded at a 3.8 percent an- 

nual rate over the first eight months of last year, slowed to 
1 .7 percent during the freeze and then accelerated to a 4.6 

percent annual rate of increase in December. The December 
rise in consumer prices was paced by a large increase in 
food prices. many of which had not been covered by the 

freeze. Nonfootl commodity prices rose by a fairly sub-s 
stantial seasonally adjusted annual rate of 4.1 percent. 
Uowever. because of the sampling procedures noted above. 
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fluenced by the ninety-day freeze. Indeed, because 
compensation per man-hour is a measure of the quarterly 
average level of wage and benefit payments, most of the 
monthly data used to estimate it over the last three months 
of 1971 was collected while the freeze was still in effect. 
For example, between August and November, average 
hourly earnings—one of the monthly sources for the series 
on compensation per man-hour—rose at only a 2 per- 
cent annual rate. Reflecting the post-freeze clustering of 
wage increases, this series then shot up at an annual rate 
of 10 percent in December and a slower but still rapid 7 

percent in January. This pattern of behavior suggests that 
the quarterly rise in compensation per man-hour—like 
most wage and price series—could accelerate at the start 
of 1972 as a large number of wage increases are con- 
centrated into a relatively short time span. 

Productivity, as measured by the index of output per 
man-hour in the private economy, rose at a 3.4 percent 
annual rate during the fourth quarter—slightly above its 
long-term trend. Excluding the farm sector, where pro- 
ductivity changes tend to be quite volatile on a quarterly 
basis, output per man-hour climbed at a 4.9 percent an- 

the December consumer price data probably did not fully 
capture the clustering of price increases that seems likely 
to have occurred following the termination of the freeze. 

The implicit GNP deflator, which is the broadest avail- 
able measure of price changes, rose at a relatively modest 
1.5 percent annual rate during the fourth quarter (see 
Chart III). While this was the smallest such quarterly ad- 
vance since 1965, the behavior of the deflator exaggerates 
the underlying moderation in inflation. For example, in the 
absence of the auto excise tax repeal, the deflator would 
have risen at an annual rate of about 2 percent. More 
importantly, because it is essentially an average of monthly 
price data during the quarter, most of the data used in 
estimating the deflator for the fourth quarter was collected 
while the freeze was still in effect. As a consequence, much 
of the post-freeze clustering of price increases will be re- 
flected in the quarterly average level of the deflator for 
the first three months of 1972. Just as the deflator 
for the fourth quarter tends to understate the rate of infla- 

tion, its 1972 first-quarter showing will probably overstate 
the situation. 

During the fourth quarter, the increase in compensation 
per man-hour in the private economy slowed to a 4.3 per- 
cent annual rate, a marked deceleration from the gains 
of 6 percent to 9 percent generally registered over the 
last several years. The fourth-quarter showing of com- 

pensation per man-hour was, however, also heavily in- 

GNP IMPLICIT PRICE DErLATOR 

11111 d1tiiiIii1n 
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nual rate in the final quarter, nearly twice as fast as in the 
preceding two quarters. As a consequence of the com- 
bined private economy compensation and productivity 
changes, labor costs per unit of output rose at a very 
small 0.7 percent annual rate, the slowest quarterly growth 
since 1965. However, because as noted earlier the rise in 
compensation was held down by the wage freeze, the in- 
crease in unit labor costs was similarly affected. Thus, 
these data do not provide a clear indication of the extent 
to which labor cost pressures on the price level have 
moderated. 

Some very tentative signs of improved labor market 
conditions emerged from the surveys conducted by the 
Bureau of Labor Statistics during January. After strength- 
ening in the closing months of last year, seasonally ad- 

justed nonfarm payrolls rose by an additional 240,000 
workers, the largest monthly gain since payroll employ- 
ment bottomed out in November 1970. However, about 
one third of the overall January rise was concentrated in 
contract construction, possibly as a result of the exception- 
ally mild weather prevailing in some parts of the country 
during the month. The increase of 45,000 workers on 
manufacturing payrolls was accompanied by sizable de- 
clines in the average factory workweek and hours of 
overtime. According to the monthly household survey, the 
unemployment rate for January was a seasonally adjusted 
5.9 percent. Although some of the data point to a firming 
of labor markets for experienced workers, the overall 
unemployment rate was probably not significantly changed 
from December's downward revised 6.0 percent. 

Monetary and Bank Credit Developments in the Fourth Quarter 

During the fourth quarter of 1971, the narrow money 
supply rose only slightly but the broader monetary and 
credit aggregates posted relatively large advances. The 
growth of M1—adjusted demand deposits and currency 
held by the public—slowed to a seasonally adjusted an- 
nual rate of 1.1 percent in the fourth quarter from 3.7 

percent in the third quarter of 1971 (see Chart I). While 
demand deposits were virtually unchanged in the fourth 
quarter, the expansion of time deposits accelerated. Con- 
sequently, the growth of M2—which includes M1 plus 
commercial bank savings and time deposits other than 
large-denomination certificates of deposit (CDs)—rose 
to 8.0 percent at an annual rate during the fourth quarter 
from 4.4 percent in the previous three-month period. The 
surge in time deposits was also reflected in the adjusted 
bank credit proxy. This aggregate consists of total member 
bank deposits subject to reserve requirements and such 

nondeposit sources of bank funds as Euro-dollar borrow- 
ings and commercial paper sold by bank holding com- 

panies and affiliates. The adjusted proxy increased in the 

fourth quarter of 1971 at a seasonally adjusted annual 
rate of 9.7 percent, up from the 7.6 percent rate of advance 
in the third quarter. 

Bank credit—total commercial bank loans and invest- 
ments adjusted for loan transactions with affiliates—in- 
creased in the final quarter of 1971 at a seasonally ad- 
justed annual rate of 8.8 percent, virtually the same as 
the growth registered in the previous quarter. The overall 
strength in bank credit was paced by a large increase in 

holdings of tax-exempt securities. However, commercial 
and industrial loans outstanding remained practically un- 
changed during the fourth quarter, reflecting the sluggish- 
ness in business demands for short-term credit. 

MONETARY AND RESERVE AGGREGATES 

The narrow money supply (M1) began moving higher 
in December after four months of virtually no growth. The 
December increase amounted to a modest 2.6 percent 
at a seasonally adjusted annual rate. This figure, however, 




