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By C. Edward Harshbarger 

A s the bicentennial year in the nation's 
history becomes a memory. it seems 

appropriate to salute the many outstanding 
achievements in American agriculture that have 
enabled the world to forestall the Malthusian 
specter of widespread starvation. The American 
farmer has the ability to produce enough food 
and fiber to meet not only his own needs but 
also those of almost 60 other people. No other 
nation can make this claim. The United States, 
of course, has been blessed with an abundance 
of natural resources and a climate conducive to 
agricultural production. Because of these 
factors and many others, American agriculture 
has grown and prospered, and the whole world 
has benefited from it. 

Yet, despite all of the progress to date in 
American food production, there still is much 
worldwide concern over the availability of 
foodstocks. Much of the world's population is 
malnourished; some still die from starvation 
each year. Indeed, it would appear that the 
challenge of providing adequate food to a 
growing population will be even more 
demanding in the future than it has been 
during the last 200 years. The American 
farmer, with his wonderful technology and 
innovative ingenuity, will be expected to 

assume much of the responsi'oility for seeing 
that the production achievements of the past 
are extended into the future. If these 
responsibilities are met in a dedicated fashion, 
perhaps the threat of malnutrition and hunger 
will be but a memory when this nation pauses 
to celebrate another 200 years of history in 
2176. 

Despite all of the noteworthy changes that 
have occurred in agriculture, a few things 
remain the same. For example, agricultural 
production involves biological processes which 
are quite rigid: a certain amount of time is 
required for plants and animals to complete the 
growth and development process, even under 
ideal conditions. All of man's improved 
technology and new management practices 
have not been able to negate these biological 
constraints. Furthermore, farmers are still 
grappling with uncertainty. Although they may 
know more about weather patterns, disease 
control, and price forecasting than their 
forefathers, today's farmers and ranchers are 
still subject to the risks of floods, drought, 
disease problems, and severe price fluctuations 
which play havoc with their farm operations. 
Minimizing these risks will be the key to 
success in the future, and accomplishing this 
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goal will require additional technological 
improvements, new management tools, and 
better economic information. 

The capital investment in American 
agriculture now averages nearly $200,000 per 
farm, up 300 per cent since 1960. Financial 
mistakes, therefore, can be very costly, and 
extra care must be taken to avoid them. For 
this reason, questions about the outlook for the 
economy, farm prices, government programs, 
and probable production levels are of prime 
importance to the financial well-being of 
agriculture. This is especially true today given 
the sharp fluctuations that have occurred in 
farm prices and incomes in recent years. With 
this background, then,. a review of 1976 
developments will help set the stage for 
discussing the agricultural outlook for 1977. 

1976 HIGHLIGHTS 

A marked expansion in livestock production 
coupled with vacillating demand for grains 
summarizes the 1976 agricultural picture. As a 
consequence, farm prices continued to  
fluctuate during the year with increases in one 
period being generally offset by declines in the 
next. The index of prices received by farmers 
did exhibit some strength during the second 
quarter in response to a seasonal decline in red 
meat production. In addition, grain prices rose 
during this same period due to increases in 
export demand as well as to growing concerns 
about the effects of the drought on winter 
wheat production. Since the second quarter, 
however, commodity prices have generally 
trended downward under the weight of 
expanded meat production and ample grain 
supplies. Furthermore, foreign demand has not 
been quite as strong in recent months as it was 
earlier this year, reflecting the overall increase 
in world grain production which will likely 
reduce total world t rade in agricultural 
commodities during 1976-77. 

Although farm prices fell 5 per cent in 
October to a level 9 per cent below a year 

earlier, price gains during the first half of the 
year will hold the 1976 average very close to the 
1975 figure. Therefore, a larger volume of 
marketings has resulted in a record flow of cash 
receipts to farmers this year. It is currently 
estimated that total cash receipts for all of 1976 
will exceed the 1975 level of $90 billion by 5 to 
6 per cent. However, production costs in 1976 
are up again and will virtually offset the 
increase in gross income. Thus, net farm 
income for 1976 is expected to be up only 
slightly from the $22.7 billion realized in 1975. 

Still, these income figures fail to reflect the 
full scope of the adjustments that  have 
occurred in 1976. During the frrst 9 months of 
1976, for example, total red meat production 
was approximately 8 per cent more than in the 
comparable year-earlier period. However, beef 
output ran 10 per cent above year-earlier levels 
during this period because producers increased 
fed cattle marketings sharply and continued to 
liquidate their cowherds. On the other hand, 
hog producers behaved differently. Instead of 
cutting back, they expanded their breeding 
stock in response to the very favorable hog to 
feed price ratios that had existed during the 
last half of 1975 and early 1976. Thus, while 
hog marketings during the first 6 months of 
1976 were 5 per cent smaller than a year 
earlier, farrowings were 16 per cent higher, and 
this bolstered pork supplies in the third and 
fourth quarters to levels well above year-ago 
figures. For the year, it is estimated that pork 
production will be about 5 per cent larger than 
in 1975. 

With the exception of a brief period last 
spring, returns to cattle feeding were negative 
in 1976. Prices on choice steers receded from a 
yearly high of about $45 per hundredweight in 
April to a level of about $36 per hundredweight 
in late summer. Although prices have edged up 
since then, it is expected that cattle producers 
will continue to reduce inventories and hold 
feedlot placements somewhat below year-earlier 
levels until feeding becomes more profitable. 
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Unlike cattle, the hog industry has enjoyed 
good profits throughout most of the year, which 
explains the expansion phase now underway in 
the hog cycle. In June, prices on barrows and 
gilts averaged about $50 per hundredweight, 
but prices fell by a surprising amount during 
September and October, indicating that the 
expansion in supplies may be more vigorous 
than originally anticipated. If so, hog 
producers may be in for some financial 
disappointments in the coming months. 

Some interesting adjustments also occurred 
in the crop sector. Coming into 1976, grain 
prices were relatively low, reflecting the record 
harvests of 1975 and the early indications that 
1976 production levels would likely be very 
large. However, a number of developments 
ultimately led to considerable price strength by 
midyear. First, a severe drought over a large 
part of the wheat belt triggered a nervous 
reaction in wheat markets. Soon to follow were 
reports about problems with the condition of 
the winter wheat crop in Russia and news about 
a disastrous drought situation in Western 
Europe. Finally, total demand for corn and 
soybeans grew unexpectedly during this period, 
virtually eliminating any hope of a significant 
buildup in carryover stocks. 

To summarize 1976 crop production, wheat 
output turned out much better than originally 
expected, while the corn and soybean harvests 
fell short of targeted goals because of the 
summer drought. In the case of feed grains and 
wheat, final production levels were virtually the 
same as those for 1975, but soybean output was 
down nearly 20 per cent due to a 10 per cent 
decline in acreage and lower average yields. 
Wheat prices have slipped sharply since 
summer, owing to a general weakness in total 
demand and the likelihood of a substantial 
increase in carryover reserves. Feed grain prices 
have also weakened since summer, but not 
nearly to the same extent as wheat because 
supplies are seemingly in better balance with 
prospective demand. The sharp drop in 

soybean production has buoyed prices during 
the last half of this year and further strength 
may be in the offing. 

A number of factors will influence 
agricultural developments in the year ahead. 
For example, the current pause in the economy 
raises some doubts about the ultimate strength 
of consumer demand for food in 1977. 
Although most economic indicators point to 
some renewed vigor in the coming months, it 
seems unlikely that growth rates in economic 
activity will be so robust as to significantly 
boost disposable incomes and employment 
rates. If the economy is unable to break out of 
its current lethargy, the domestic demand for 
agricultural commodities will show only modest 
strength in the year ahead. 

Other factors influencing the outlook for 
farm prices and incomes include the prospects 
for agricultural exports and the extent to which 
producers adjust output in 1977. Generally, 
foreign demand appears to be quite strong, 
although the overall increase in world grain 
production during the past year will likely 
shave the volume of exports somewhat below 
last year's record. Nevertheless, because of the 
growing importance of agricultural exports as a 
market force in the farm economy, the total 
demand picture for food and farm products in 
the year ahead is reasonably bright. 

The supply picture is blurred by the usual 
questions about weather patterns, government 
programs, livestock-feed price ratios, and the 
like. Generally, total meat supplies in 1977 are 
expected to be approximately equal to 1976 
levels, with increases in pork output offsetting 
probable declines in beef. Poultry supplies will 
probably remain about the same. In the crop 
sector, production levels will depend largely on 
weather conditions as total acreage is not 
expected to change appreciably. Although there 
will be no set-aside requirements under the 
farm program for 1977, constraints on land 

Monthly Review 0 December 1976 



The Agricultural Outlook for the 

availability coupled with uncertainties about 
production costs, the weather, and commodity 
prices will likely temper, if not preclude, a 
significant expansion in production plans. 
Therefore, the realization of higher levels of 
output in 1977 will hinge on further 
improvements in yields, which implies that 
either the weather will have to be more 
favorable than it was in 1976, or that one crop 
will have to be substituted for another. Some 
substitution will no doubt occur, probably 
cotton for soybeans in the South and soybeans 
for corn in the Midwest, but these decisions will 
depend on relative prices at the time the 1977 
planting season begins. 

The volume of farm marketings in 1977 will 
likely be moderately larger than in 1976 if crop 
and livestock production turns out as expected. 
Thus, given the reasonably strong prospects for 
total demand, farm prices on average should 
compare very favorably with those of 1976, 
bolstering the chances for an increase in total 
cash receipts from farm marketings in 1977. 
However, higher outlays for fuel, pesticides, 
machinery, and other essential items will erode 
most, if not all, of the gains in gross farm 
income. Hence, 1977 net farm income is not 
likely to differ significantly from the $23 billion 
estimated for 1975 and 1976. From a 
distribution standpoint, however, the producers 
of feed grains, soybeans, cotton, and cattle are 
expected to fare better than the producers of 
wheat and hogs. 

Stability in Food Prices? 

After tolerating 3 consecutive years of rapidly 
rising food prices, consumers finally 
experienced some relief in 1976. For the year, it 
is estimated that food prices will average about 
3 to 4 per cent above 1975, which is in sharp 
contrast to the 14 per cent gains registered in 
1973 and 1974. This moderation in the rate of 
price increase is attributable to the expansion 
in total meat supplies in 1976 and to generally 
ample quantities of most other foods. 

Furthermore, the reduction in the general rate 
of inflation in the economy eased some of the 
pressures on various marketing charges in the 
food bill. 

Looking ahead, per capita food supplies are 
likely to remain plentiful during the first half of 
1977, which promises to hold food prices fairly 
well in check. The outlook for the second half 
of the year is clouded by uncertainties about 
production levels, overall demand, and the 
general rate of inflation in the economy. If 
conditions materialize as expected, food 
supplies should be large enough to help keep 
the lid on 1977 food prices, but other forces 
may overshadow this tendency toward stability. 
For example, marketing spreads-the price 
differentials between farmers and retailers- 
could widen which would cause food prices to 
rise assuming that farm prices remain the 
same. 

The general rate of inflation probably affects 
marketing spreads as much as any other factor. 
For 1976, it is estimated that the farm-to-retail 
price spread on all food items will be about 5 
per cent wider than in 1975. This increase, of 
course, conforms very closely with the overall 
rate of price increase in the economy. 
Therefore, in view of the outlook for farm 
prices in the year ahead, any gain in 1977 food 
prices will probably be largely attributable to 
widening margins between farm and retail as 
reflected by the general rate of inflation. As 
seen at this time, the rise in food prices in 1977 
likely will be somewhat higher than the increase 
posted in 1976. 

Agricultural Exports to Remain Strong 

Although world grain supplies have increased 
rather significantly in 1976, the prospects for 
U.S. agricultural exports still remain favorable. 
Sales in the current fiscal year are expected to 
approach the lofty $21-$22 billion levels 
achieved in the last three periods (Chart 1). 
The volume of shipments may fall somewhat 
from the fiscal 1976 record level, but higher 
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Chart 1 
U.S. AGRICULTURAL EXPORTS 

Billions of Dollars Billions of Dollars 
2 4  2 4  

Year Ending June 30 

SOURCE: U.S. Department ot Agriculture. 

average prices for soybeans, oilmeal, and 
cotton will help offset this loss. The surplus 
from agricultural trade has amounted to about 
$12 billion in each of the last 3 fiscal years. In 

million metric tons and a maximum of 8 
million metric tons unless the U.S. Government 
approves a higher level. Although Russia has 
satisfied the terms of the agreement for the 
current year, Soviet purchases of about 1.5 
million metric tons of soybeans may signal their 
reevaluation of the need for more protein in 
their livestock rations. If so, a potentially 
profitable market may be looming on the 
horizon for U.S. farmers. 

The increase in world grain production will 
push total supplies for 1976-77 above 
anticipated consumption levels, enabling 
carryover reserves to grow in the coming year. 
While the increase for feed grains will be small, 
ending wheat stocks are expected to be up 
sharply from 62 million metric tons in 1976 to 
more than 90 million metric tons in 1977. The 
ending wheat carryover will represent about 
one-fourth of what was produced in 1976-77 
and can hardly be regarded as burdensome. 

the current period, agricultural imports will 
likely approach $12 billion, a 15 per cent gain 
over last year, thereby reducing the surplus to 
about $10 billion. However, this figure is still 
far above any historical average and will 
certainly help alleviate U.S. balance of 
payments difficulties. 

After 2 mediocre years, world grain 
production in 1976-77 promises to be some 6 to 
8 per cent larger than in the previous year, 
despite the small decline in U.S. output and 
the drought-stricken crops of Western Europe. 
The Soviet Union is responsible for a large 
portion of the increase with a near-record level 
of production in 1976. Preliminary forecasts 
indicate that Soviet grain production may 
exceed 220 million metric tons, up nearly 60 
per cent from the disastrous harvest in 1975. 
Consequently, U.S. grain sales to the Soviet 
Union will be down sharply from the $2 billion 
sold in 1975-76. Of course, sales were destined 
to fall anyway because of the 5-year agreement 
that was signed last year restricting annual 
wheat and feed grain sales to a minimum of 6 

- 

COMMODITY OUTLOOK FOR 1997 
The general picture for agriculture in the 

year ahead has several positive features which 
should lend some support to farm income. As 
noted, total demand is expected to hold up very 
well during 1977, and if the economy perks up 
again in the near term, potential demand will 
be boosted even further. The supply situation is 
perhaps more uncertain because production 
levels are difficult to predict. Obviously, 
favorable crop weather and expectations of 
good profit margins in livestock feeding will be 
prerequisites for an expansion in output in 
1977. 

Livestock Situation 
Based on recent reports on livestock 

inventories, the livestock outlook through 
midyear 1977 will be dominated by rapidly 
expanding pork supplies and high, but easing, 
output of beef. Although the demand for red 
meat is strong, heavy pork supplies will 
effectively keep the pressure on hog prices 
during this period, holding them well below the 
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$48.50 per hundredweight average realized in 
the first 6 months of 1976. Lower feedlot 
placements coupled with a seasonal decline in 
the slaughter of cattle off grass offer consider- 
able promise for higher cattle prices by 
midyear. During the second quarter, prices on 
choice steers will probably equal, if not exceed, 
year-earlier levels, which, in 1976, averaged $42 
per hundredweight. Production levels and 
prices during the second half of 1977 are less 
certain, although it is generally anticipated that 
pork output-while declining seasonally-will 
exceed 1976 levels, whereas beef output 
probably will be down somewhat. 

A closer examination of the hog situation 
reveals that 1977 pork production will probably 
exceed the 1976 level by 10 to 12 per cent, with 
most of the increase occurring during the first 
half of the year. As noted, prices are not likely 
to show much strength over and above a 
seasonal increase in the spring which will 
probably fall short of $40 per hundredweight. 
Some slippage is anticipated during the second 
half of the year; prices could easily fall below 
$30 per hundredweight if production continues 
to expand sharply. Thus, for the year as a 
whole, prices seem destined to average sharply 
below the $44 per hundredweight estimated for 
1976. Obviously, 1977 is not going to be a very 
profitable year for the hog industry. 

The outlook is brighter for cattle. The 
inventory adjustments that began in 1975 have 
accelerated in 1976 with the result that total 
cattle numbers are significantly lower. It is 
estimated that the inventory of cattle on farms 
as of January 1 ,  1977, will be approximately 
121 million head, or 7 million fewer head than 
a year ago. Because farmers have been culling 
their herds, beef slaughter in 1976 was at 
record levels, thus depressing prices. These 
adjustments in numbers are expected to 
continue in the year ahead, although the 
inventory reduction should not be nearly as 
large as it has been in 1976. Sometime within 
the next 2 years, cattle numbers are expected 

to bottom out and start increasing, which will 
temporarily diminish beef supplies and bolster 
prices. 

But what is the price picture for next year? 
Briefly, it is an improving one. Based on 
reports as of October 1, 1976, fed cattle 
marketings during the first half of 1977 should 
run slightly below year-earlier levels. If the 
slaughter of grass-fed animals falls as expected, 
total beef supplies will probably diminish 
enough to bolster prices on choice steers to the 
mid-to-high $40 '~  by midyear. Despite the 
adjustments that have occurred in herd sizes 
during the last 2 years, the supply of feeder 
cattle is still large enough to support feedlot 
placements at high levels, given the proper 
economic incentive. If prices do increase as 
projected in the first half of 1977, new 
placements during this period will likely keep 
second-half fed cattle marketings close to 1976 
levels. A decline in the slaughter of cows and 
nonfed steers and heifers will reduce total 
slaughter, but a probable increase in average 
slaughter weights arising from a larger 
proportion of grain-fed cattle in the total 
slaughter mix will prevent beef output from 
dropping appreciably. Thus, when potential 
pork supplies are added to the picture, total 
red meat output could increase enough during 
the second half of 1977 to bring about .some 
weakness in cattle prices. Still, it is anticipated 
that the yearly average will run between $43 
and $45 per hundredweight on choice steers, as 
compared with the $39 per hundredweight 
estimated for this year. Hence, at these prices, 
producers will probably be at least breaking 
even throughout most of 1977, unless feed costs 
rise sharply. 

The picture for feeder cattle prices continues 
to improve, although net returns are still 
negative. With the adjustments that have 
occurred in herd sizes, together with the 
outlook on slaughter prices, feeder cattle prices 
should show some strength in 1977. However, 
significant gains may still be a year away. The 
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dairy industry has experienced a better-than- 
average year in 1976 due to stronger prices and 
more stable costs. In the year ahead, some 
increase in prices is anticipated, but higher 
costs may leave dairy net incomes about the 
same. After enjoying a good year in 1976, the 
broiler and egg industry may retreat somewhat 
in 1977. Prices will no doubt average lower, 
which could elicit some decline in meat output 
later in the year. Egg supplies, however, may 
still be a little larger in 1977. 

Crop Situation 

Table 1 summarizes the highlights for the 
1976-77 crop marketing year. The production 
of feed grains and wheat in 1976 was virtually 
the same as in 1975 for both crops. However, a 
significant increase in the beginning carryover 
for wheat pushed total supplies for the current 
marketing year about 7 per cent above year- 
earlier levels, and was the highest total since 
the early. 1960's. Soybean supplies are off 
sharply this year due to a reduction in acreage 

and lower yields. However, a larger carryover 
coming into the new marketing year partly 
offset the 20 per cent decline in 1976 
production. 

With the possible exception of soybeans, 
grain stocks appear ample for meeting 
anticipated domestic and foreign demand 
without reducing carryover stocks next summer 
and fall. The domestic use of feed grains in 
1976-77 will be up for the second consecutive 
year, but the increase will not be nearly as 
sharp as the 12 per cent gain in the previous 
marketing year. Despite a larger supply, total 
wheat usage is not expected to show much 
change from 1975-76 due to general weakness 
in export demand. However, under the current 
price situation, wheat is competitive with feed 
grains, and so the decline in exports will likely 
be offset by more wheat feeding to livestock. 
Soybean supplies in the coming year will be 
relatively tight and prices are expected to 
remain very sensitive to changes in the overall 
picture. Although total disappearance will 
decline this year as a result of the reduced 1976 
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harvest, usage is still expected to approach 1.4 
billion bushels, about 150 million bushels 
above 1976 production. Thus, the carryover 
next fall will be nearing minimum levels. 

In the last marketing year, farmers received 
prices which averaged about $3.50, $2.50, and 
$5.00 per bushel for wheat, corn, and 
soybeans, respectively. Given the prospects for 
the coming year, some changes can be expected 
in average grain prices. Since wheat supplies 
are presently weighing heavily on the market, 
the average price for 1976-77 is almost certain 
to be less than $3.00 per bushel. Some seasonal 
strength is expected in the coming months, but 
if 1977 crop prospects promise to be large, 
considerably weaker wheat prices could occur 
before next summer. Like wheat, corn prices 
will probably rise seasonally this winter and 
spring, but the overall average price is not 
expected to differ significantly from last year's 
figure. Soybeans, however, will likely do much 
better than a year ago because of the tight 
supply situation. While short crops typically hit 
their price peaks early in the marketing year, 
there is a good chance that soybean prices will 
advance beyond current levels until more is 
known about the potential size of the 1977 
crop. Thus, an average price near $6.50 per 
bushel seems likely for 1976-77. 

Exceptionally strong demand and a probable 
drawdown in carryover stocks despite an 
increase in production highlight the cotton 
situation. Prices in the year ahead are expected 
to remain profitable, although sharp increases 
will be blunted by increased competition from 

manmade fibers. The favorable outlook will 
likely induce producers to expand acreage in 
1977. If the production prospects point to large 
increases, some price weakness will likely occur 
in cotton prices later next year. Ample supplies 
describe the fruit and vegetable situation for 
1976, but adjustments in output will probably 
occur in 1977 to shore up market prices. If 
output is reduced, some price improvement can 
be expected. However, the net returns to 
growers in the year ahead probably will not 
change appreciably, barring any unusual 
circumstances. 

A CONCLUDING COMMENT 

Describing the agricultural outlook for 1977 
is difficult task because of the delicate 
situation that currently exists in commodity 
markets. As noted, the price prospects for most 
major farm products are generally favorable for 
the coming year, although the outlook for 
wheat and hog producers has to be regarded as 
disappointing. But from an income standpoint, 
the nation's farmers and ranchers should enjoy 
a reasonably good year by historical standards. 
However, history shows that agriculture is 
frequently bombarded with sudden and 
unexpected changes that can be very disruptive. 
Given the present uncertainty about the future 
course of the economy, the international 
situation, and 1977 production levels, 
producers should exercise more than the usual 
amount of caution in their planning as they 
begin the third century in the history of 
American agriculture. 

Federal Reserve Bank of Kansas City 



By J. A. Cacy and Sheldon W. Stahl 

to forecast economic A :id ?nea",:ial conditions necessarily 
involves an exercise in judgment. In this 
regard, charting the probable course of 
developments for the U. S. economy in 1977 is 
subject to more than the usual vagaries of 
chance. For as 1976 draws to a close, the 
economic horizon appears clouded not only in 
terms of doubt as to where the economy might 
be going in the period ahead, but also as a 
consequence of the divergent views of precisely 
where it is at the present time. In part, these 
differing views as to the current state of 
well-being of the economy may reflect little 
more than the resultant of the torrent of 
rhetoric regarding the economy which is 
normally served up in an election year. 

At the same time, though many of the signals 
from the economy at yearend were clearly 
indicative of softness, other indicators were 
amenable to a different interpretation, thus 
injecting a measure of ambiguity into economic 
prognosticating. Similarly, the behavior of the 
various price indexes suggested for some 
observers reassurance of ongoing progress in 
the fight against inflation, while for others the 
problem of accelerating inflation was again 
seen as a clear and present danger. 
Additionally, many viewers of the nation's 
financial scene found themselves, at yearend, 
attempting to explain the somewhat surprising 
stability that had characterized the money and 
capital markets throughout much of the year. 
Thus,  even while acknowledging the 
considerable distance the economy had traveled 
since bottoming out in the spring of 1975, the 
protracted so-called "pause" in the economy 

has served to intensify the degree of urieasiness 
on the part of the skeptics as well as to inject a 
note of caution into some of the more 
optimistic assessments of business and financial 
developments in the year ahead. 

BUSINESS DEVELOPMENTS 
AND THE OUTLOOK 

For those inclined to seek out favorable 
indicators of economic performance in 1976, a 
number of measures were readily available. As 
the economy registered its sixth consecutive 
quarter of advance from the cyclical trough, 
total employment was well above its 
pre-recession peak level. The Index of 
Industrial Production in October 1976 was less 
than a percentage point away from its all-time 
peak of June 1974. Real gross national 
product (GNP) moved beyond its pre-recession 
peak and, in the process, transformed the 
recovery phase of the current cyclical upswing 
into the growth phase. Real final sales (GNP 
less the change in business inventories) 
increased from the first quarter of the year to 
the third quarter, albeit, at moderate rates. In 
September, housing starts which had 
languished throughout much of the year rose 
sharply. A slight decline in October failed to 
offset the previous month's gain, and left 
housing starts 25 per cent above the same 
month a year ago. Orders for machine tools 
exhibited ongoing strength, as did nondefense 
orders for capital goods. Both the Consumer 
Price Index (CPI) and the implicit price 
deflator-a GNP measure of broad price 
changes-reflected further slowing down in the 
rate of price inflation from the second to the 
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third quarter, a slowing down which was 
reflected in the nation's money and capital 
markets as well. Thus, there appeared to be 
little doubt about which way the economy was 
moving. But, as the year progressed, and, even 
in the face of some of the more late blooming 
signs of economic strength, concern was 
mounting as the moderation in the economy of 
late spring and summer was extended into early 
fall with signs of becoming increasingly 
pervasive. 

Real growth in the economy as measured by 
GNP was at an annual rate of 9.2 per cent in 
the first quarter. It was sharply reduced to 4.5 
per cent in the second quarter and rose by only 
3.8 per cent in the July-September period. 
Viewed from this perspective, the so-called 
"pause" in the economy does not really 
represent a stopping of the economy's forward 
movement, but rather a slowing down in the 
rate of growth. Given the very rapid growth 
experienced earlier in the year, some slowing 
down should have been both expected and 
welcomed. However, an examination of the 
nature of the slowing down, and additional 
indications of more recent economic 
developments do raise questions as to future 
activity levels in the economy and the prospects 
for a rate of growth satisfactory to make further 
substantial inroads into the current high degree 
of unused resources. 

The rapid GNP growth which occurred in the 
first quarter was largely the consequence of 
strong consumer spending for durable 
goods-mostly autos--combined with a sharp 
reversal in inventory investment by business- 
men. The failure'of inventory spending to do 
much since the large gains early in the year 
affected the development of final sales, as was 
noted earlier. However, the final sales 
developments, which appeared to some to be a 
positive economic sign, were not actively aided 
by significant growth in consumption. For, in 
fact, consumer spending for durables grew at 
an annual rate of $2.6 billion in the third 
quarter, down from $3.6 billion in the second 

quarter, and down dramatically from $9.6 
billion in the first quarter. In addition, retail 
sales in October were only slightly above the 
September level, and were essentially 
unchanged from levels reached last June. 

The reasons for this weakness are not too 
hard to discern. Growth in personal incomes 
has slowed measurably since the end of 1975. 
In the fourth quarter of 1975, the annual rate 
of increase was 10.8 per cent; and the rate fell 
from 9.7 per cent in the first quarter of 1976, to 
9.2 per cent in the second quarter, and to little 
more than 7 per cent in the third quarter. Not 
only did the rate of gain in nominal income 
diminish, but workers' real purchasing power 
fell by 0.4 per cent in the 12 months since 
October 1975.' In 5 of the past 8 months 
through October, the  Bureau of Labor 
Statistics reports that real buying power has 
declined. With nominal income gains slowing 
and with actual purchasing power reduced, it is 
no small wonder that consumers have shown 
increasing reticence to come to the marketplace 
in large numbers. In this connection, another 
point bears mentioning. As a consequence of 
slower income growth, the gains in consumer 
spending which did occur were made possible 
largely through reduced saving. In the four 
quarters through the second quarter of 1976 
the saving rate averaged about 7.2 per cent. In 
the third quarter, that rate fell to 6.4 per cent, 
or lower than it has been since 1972. It is 
currently about three-fourths of one percentage 
point below the average annual saving rate 
which has prevailed since 1967. Thus, it would 
appear that, in the absence of a quickening in 
the growth of income, the prospects for marked 
increases in consumer spending are question- 
able. 

The more recent reduced rate of growth in 
personal income is traceable to the reduced 

1 Workers' purchasing power refers to the buying power of 
production and nonsupewisory workers with families as 
represented by after-tax real earnings-weekly pay less 
Federal income tax withholdings and Social Security taxes, 
adjusted for changes in the CPI. 
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vigor in the economy with its attendant 
consequences on both production and 
employment gains. In both September and 
October, industrial production declined, partly 
reflecting the earlier auto strike at Ford Motor 
Company. But production gains had been 
moderating throughout much of the year, and 
this moderation was ultimately reflected in the 
labor market. Early in the year, employment 
gains had been substantial,  and the 
unemployment rate had been declining. 
Beginning in June, the unemployment situation 
began to deteriorate, and since July, 
employment gains have been minimal, with 
actual declines in both September and October. 
Additionally, average weekly hours have fallen, 
in part contributing to the reduction in buying 
power alluded to earlier. With production, 
employment, and income growth moderating, 
the overall negative consequences on the 
performance of consumers has done little to 
make inroads into reducing the amount of 
unutilized capacity in the economy. In the 
July-September period, the rate of manufac- 
turing capacity utilization as reported by the 
Federal Reserve Board had edged up only 
slightly to 80.9 per cent from 80.2 per cent in 
the preceding quarter. Given the uncertainty 
engendered by the lengthy pause, and the 
persistence of idle capacity, actual expenditures 
on new plant and equipment have been held to 
levels below those which might have been 
anticipated on the basis of earlier capital 
spending surveys for 1976. Thus, an element of 
potential strength which was expected to play a 
stronger role in sustaining the current upswing 
has been disappointingly weak. After three 
consecutive monthly declines in the new factory 
orders through September, orders rose in 
October. However, excluding a very sharp 
increase in orders for defense capital goods, the 
overall rise was quite modest, suggesting that 
the current sluggishness in the industrial sector 
may persist for some time yet. Combined with 
softness on the consumer side as well, the 
potential for expansion in capital outlays may 

remain in abeyance for a while longer. 
The lack of real vigor in much of the private 

sector ,was also evident in the public sector of 
the economy. Federal government purchases of 
goods and services, after declining slightly in 
the first quarter of 1976, did rise somewhat in 
both the second and third quarters of the year. 
However, Federal outlays were substantially 
below their earlier budgeted levels. Indeed, 
even if one includes the state and local sectors, 
the growth of government spending has been 
sharply slowed in the economy this year. For 
example, in 1975, government outlays rose by 
12 per cent. However, in the first 9 months of 
1976, government spending was up at an 
annual rate of only about 6 per cent. This drop 
in the rate of spending clearly exacerbated the 
slowing of the growth of national output in 
recent quarters. The slower growth in Federal 
outlays was, in part, traceable to a shortfall in 
spending below projected levels, as shown by 
data jointly reported by the Treasury and the 
Office of Management and Budget. Actual 
Federal outlays in fiscal 1976 were nearly $8 
billion less than earlier estimates and $3.5 
billion less in the transition quarter-the third 
calendar quarter-than previously estimated. 

Another troublesome area for the economy 
was the foreign sector. In the third quarter, net 
exports of goods and services fell by nearly $6.0 
billion to an annual rate of $3.4 billion. This 
drop from the preceding quarter was wholly 
traceable to a sharp rise in imports of 
petroleum products, as exports remained at 
the level of the earlier quarter. And finally, to 
add to the picture of an economy confronted by 
uncertainties, the index of industrial 
commodities prices a t  wholesale rose in 
October by a full percentage point, or at a 12 
per cent annual rate. This marked the fifth 
consecutive month in which this component of 
the Wholesale Price Index (WPI) had risen by 
relatively large amounts and was in marked 
contrast, as noted earlier, to the' generally 
declining trend of price increases exhibited by 
the CPI during roughly the same period. 
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Looking ahead to 1977, the outlook is far 
from certain. The likelihood that the economy 
might move from its current growth plateau 
onto a higher growth path is not overly strong. 
For this to occur, some evidence of ,increased 
strength from the consumer sector must 
appear. Perhaps the degree of enthusiasm with 
which the 1977 auto models are greeted by the 
buying public will provide a clue as to whether 
consumer confidence is on the rise and will 
manifest itself as a more positive factor in the 
months ahead. However, the early indications, 
while not conclusive, are not very encouraging, 
and the obstacles to be overcome, as noted 
earlier, remain formidable. The average price 
of a 1977 auto-over $ 6 , m r e p r e s e n t s  yet 
another hurdle. 

Similarly, the potential for significant further 
improvement in the homebuilding sector in 
1977 would seem to rest with the multi-family 
component, rather than in single-family 
dwellings. Despite the rise in single-family 
starts in September and October, which carried 
them to their highest rate in nearly 4 years, the 
median price of a new single-family 
dwelling-now in excess of $45,000-along 
with mortgage rates which remain high by 
historical standards, would appear to impede 
any major stimulus to the economy from this 
sector. The potential for strength may appear 
better in the multi-family sector, as vacancy 
rates are historically quite low. Yet concern 
over the overall profitability of rental and 
condominium units continues to restrain 
investment in this sector. Nevertheless, given 
the fact that  starts are  running a t  
approximately one-third of their earlier peak 
rates, the potential for growth certainly exists. 
It should be noted that any increased activity in 
homebuilding would tend to  reinforce 
consumption spending through increased 
purchases of furniture and appliances. 

As noted earlier, since the spurt in inventory 
investment early this year, businessmen have 
pursued a cautiously conservative policy. One 
consequence of this is that the ratio of business 

inventories to sales is quite low. This suggests 
that any evidence of strengthened economic 
activity would likely prompt a somewhat more 
expansive role for inventory investment than in 
recent quarters. Should this occur, the pace of 
production and employment gains would firm 
up as well. The recent McGraw-Hill survey of 
plant and equipment spending plans for 1977 
indicates that dollar outlays are expected to rise 
13 per cent over 1976 levels, or 6 per cent in 
real terms after allowing for expected cost 
increases for new facilities and equipment. 
Given the shortfall in these outlays which has 
already occurred this year, the 1977 survey 
results are not unusually strong. In any event, 
their realization is contingent upon sizable 
reductions in the large amount of idle capacity 
presently available and some resolution of the 
uncertainty on the part of businessmen. This, 
in turn, will depend upon the degree of 
strength evidenced in the months ahead in the 
other key sectors of the private economy 
alluded to earlier. Thus, for the economy in 
1977 to shift toward a higher rate of growth will 
depend upon a number of crucial pieces, of a 
self-reinforcing nature, falling neatly into 
place. Unfortunately, at this writing, there is 
no high degree of assurance that this will, 
in fact, occur in 1977. 

Indeed, there would appear to be an equal 
likelihood that  the economy may simply 
continue on a growth path that would imply a 
protracted period of significant underutilization 
of its capital and labor resources. In this 
regard, the prospective role of fiscal policy in 
1977 does not appreciably alter this likelihood. 
The second joint congressional budget 
resolution for fiscal 1977 significantly increased 
the level of grants-in-aid to state and local 
governments from $58.7 billion in fiscal year 
1976 to $71 billion in 1977. Thus, real growth 
in state and local government spending in 1977 
should rise about 5 per cent. Despite this, 
overall Federal budgetary projections for the 
current fiscal year suggest little, if any, net 
contribution toward stimulus is to be expected 
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from fiscal policy currently in place. Should it 
be found desirable to inject a measure of fiscal 
stimulus into the economy, quick action may be 
impeded somewhat. For, given the new 
budgetary procedures in effect, any tax or 
spending changes in the 1977 budget would 
require the convening of the congressional 
budget committees of both houses in order to 
come up with a new joint resolution approving 
the size of the new taxing and spending 
totals-a time-consuming procedure. Thus, the 
ability of the Chief Executive to quickly bring 
about either a tax cut and/or an increase in 
spending to stimulate the economy has been 
impaired. To this should be added the 
depressant effects both here and abroad of the 
rising costs of energy, at a time when already 
sluggish growth is common not only to a 
number of the more industrialized economies, 
but also to less-developed countries. 

This view of the real economy and its 
prospects in the forthcoming year suggests a 
higher than usual degree of uncertainty. 
However, any view of the outlook is incomplete 
in the absence of a careful consideration of the 
financial factors that may affect the period 
ahead. For the outlook for the economy must 
allow for the interaction between both financial 
and economic developments. . 

FINANCIAL DEVELOPMENTS 
AND IMPLICATIONS 

Financial conditions in the coming period 
will be importantly influenced by the demand 
for credit to help finance prospective outlays for 
goods and services. Also, the supply of funds 
available to satisfy credit needs will play a 
significant role in determining future 
developments. Recent and prospective credit 
demand and supply conditions are treated in 
the following pages. 

As would be expected in a period of generally 
rising economic activity, the demand for funds 
in the nation's credit markets was quite strong 
in 1976. (See Chart 1.) In the first three 
quarters of the year, nonfinancial borrowers- 

Chart 1 
BOWWOWlNGi IN CREDIT MARKETS 
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governments, nonfinancial businesses, 
households, and foreigners-raised funds at an 
annual rate of $248 billion--compared with 
$210 billion in 1975, which was a record yearly 
high. Moreover, borrowing levels have been 
high relative to economic activity as well as in 
dollar volume. In the first three quarters of 
1976, borrowings amounted to 14.8 per cent of 
GNP, a larger percentage than in the year 1975 
and about the same as the record yearly high 
set in 1972. 

Recent high borrowing levels reflect to an 
important extent borrowing by the U. S. 
Treasury to finance the Federal government's 
budgetary deficit. Credit market borrowing by 
the private sector has been only moderately 
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Chart 2 
SELECTED INTEREST WAVES, 1975-96 

Per Cent 
10.0 

large. Thus, private sector borrowing at an 
annual  rate of $172 billion during the 
January-September period amounted to 11.2 
per cent of private GNP,2 higher than 1975 but 
noticeably less than in most recent years. 

Among private sectors, households have 
raised the most funds. To help finance home 
purchases and outlays for durable goods, 
households borrowed at an annual rate of $78 
billion in the first three quarters of the year, 
compared with $50 billion in 1975. Reflecting 
modest capital outlays, as noted earlier, and an 
ample flow of internal funds, business 
borrowing has been more moderate than 
households, and concentrated in long-term 
markets. In total, businesses raised funds at an 
annual rate of $61 billion in the first 9 months 
of 1976, compared with $48 billion in 1975. In 
addition, state and local governments have 
been important borrowers in 1976. 

2 GNP minus Federal government purchases of goods and 
services. 

The heavy borrowing of recent quarters has 
taken place in an atmosphere of stable 
financial markets. Short-term interest rates 
moved within a fairly narrow band throughout 
1976. (See Chart 2.) For example, on a weekly 
average basis the Federal funds rate moved 
between a low of 4.70 per cent established in 
mid-February and a high of 5.58 per cent set in 
early July. Since July, the funds rate has drifted 
down and at the time of this writing was 
around 4.75 per cent. Long-term interest rates 
were on a declining trend throughout most of 
the year. To illustrate, 'yields on recently 
offered Aaa utility issues declined from around 
9 per cent at the beginning of the year to 
around 8 per cent at the end of November. 

Monetary policy has made an important 
contribution to the financial stability of the 
past year or so. In seeking to promote economic 
recovery and growth, the Federal Reserve 
System has fostered growth in money at fairly 
rapid rates compared to historical experience. 
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Table 1 
GROWTH RATES OF SELECTED 

MONETARY AGGREGATES 
(Seasonally Adjusted Annual Rates) 

1976 August 5.9 9.2 12.7 
1976 September - 0.4 9.5 13.1 
1976 October 13.7 15.7 16.4 

The Federal Reserve's policy with regard to 
money growth is reflected in the targeted 
growth rate ranges for the monetary aggregates 
that the System adopts. For example, for the 
target period from the third quarter of 1975 to 
the third quarter of 1976, the Federal Reserve's 
targeted range for MI,  the narrowly defined 
money supply, was 5 to 7.5 per cent. M2's 
targeted range was 7.5 to 10.5 per cent, and 
M3's range was 9 to 12 per cent.3 

In general, money supply measures increased 
during the year ending in the third quarter 
of 1976 at rates consistent with growth rate 
ranges adopted by the Federal Reserve. M1 is 
to some extent an exception in that its growth 
rate was 4.4 per cent, somewhat below the 
targeted range. (See Table 1.) However, both 
M2 and M3 rose at rates in the upper part of 

3 M1 is defined as demand deposits of commercial banks 
other than domestic interbank and U.  S. Government, less 
cash items in process of collection and Federal Reserve 
float; foreign demand balances at Federal Reserve Banks; 
and currency outside the Treasury, Federal Reserve Banks, 
and vaults of commercial banks. M2 is M1 plus savings 
deposits, time deposits open account, and time certificates 
of deposit other than negotiable CD's of $100,000 of large 
weekly reporting banks. M3 is M2 plus the average of the 
beginning and end-of-month deposits of mutual savings 
banks, savings and loan shares, and credit union shares 
(nonbank thrift). 

their target ranges. M2 increased 9.3 per cent 
and M3 rose 11.5 per cent. 

Growth in the monetary aggregates has 
allowed the nation's private depository 
institutions to supply large amounts of funds to 
credit markets during the past few quarters. 
Credit market lending by the nation's banks 
and savings institutions-savings and loan 
associations, mutual savings banks, and credit 
unions-increased very sharply in the second 
quarter of 1975 and remained at high levels 
throughout the latter part of 1975 and in the 
first three quarters of 1976. (See Chart 3.) 
These consistently large lending volumes 
contributed significantly to stability in credit 
markets. Even so, funds supplied by the 
nation's depository institutions have not been 

Chart 3 
LENDING IN CREDIT MARKETS, 1974-76 
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unusually large relative to total demand. 
During the three quarters ending in the third 
quarter of 1976, depository institutions 
supplied 43 per cent of total funds raised in 
credit markets, about the same as in 1975 but 
below the average of recent years. 

Willingness of private nonfinancial investors 
to supply funds directly to credit markets also 
has contributed to recent financial stability. 
Direct lending by households, businesses, and 
state and local governments has been at record 
levels during the first three quarters of 1976, 
amounting to $58 billion, or about 24 per cent 
of total demand. Heavy lending by private 
investors is somewhat unusual during a period 
of stable or declining interest rates. Typically, 
rising interest rates are required to induce 
nonfinancial investors to  acquire direct 
investments in volumes of the magnitude that 
has occurred in recent quarters. 

Several factors have encouraged direct 
investment by nonfinancial investors. An 
important factor has been the decline in the 
rate of inflation which encouraged investors to 
undertake long-term commitments even though 
nominal yields were lower than previously. For 
example, in recent quarters, the household 
sector (households, personal trusts, and 
nonprofit organizations) has acquired large 
volumes of corporate bonds, state and local 
government bonds,' and mortgages. 

An additional factor contributing to direct 
credit market lending in 1976 has been efforts 
by business firms to restructure their balance 
sheets and to rebuild liquidity positions. In the 
process of restructuring balance sheets, 
businesses, especially corporations, borrowed 
very heavily in long-term credit markets. 
Corporations raised $42 billion in these 
markets in the January-September period, 
which accounted for almost 17 per cent of total 
borrowing by all nonfinancial sectors. Due to 
rising profits and modest capital outlays, 
businesses were able to use a portion of these 
borrowed funds to improve their liquidity 
positions by repaying bank loans. In addition, 

corporations acquired large volumes of liquid 
assets, mainly U. S. Government securities. In 
the process, they supplied funds directly to 
credit markets. During the first three quarters 
of 1976, for example, direct corporate lending 
totaled $14.5 billion-about one-third of the 
amount corporations borrowed in long-term 
markets. Thus, a significant portion of the 
pressure on financial markets that resulted 
from long-term corporate borrowing was 
alleviated by direct corporate lending. 

Another important factor that encouraged 
direct lending by nonbank investors was the 
availability of large volumes of high quality 
U.S. Government securities. The role these 
securities played in liquidity rebuilding by 
corporations was mentioned earlier. In addition 
to businesses, other nonfinancial investors, 
such as state and local governments, acquired 
large amounts of U. S. Government securities. 
Thus, during the January-September 1976 
period, private (non-Federal) domestic nonfi- 
nancial investors supplied funds to the U.S: 
Government a t  an annual rate of $29 
billion-about 34 per cent of the total funds 
raised by the Treasury. 

In 1977, the demand for funds in the 
nation's credit markets will reflect economic 
events as they unfold. Smaller budget deficits 
may be expected to reduce the demand for 
funds by the U. S. Treasury. The extent 
to which such a decline may be offset by 
increases in private borrowings will depend on , 

the actual strength of the economy. While a : 
greater demand for funds will place upward 
pressure on interest rates, their behavior will 
depend on the supply of funds as well as the 
magnitude of the rise in the demand. 

As noted earlier, one sector that is a 
potential source of increased borrowing in 1977 
is the residential mortgage market, especially 
the multi-family sector. In line with the 
uptrend in housing starts and residential 
construction expenditures, home mortgage 
borrowing has been large in recent quarters. 
However, total residential mortgage borrowing 
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has been held down somewhat by weakness in 
the multi-family sector. Thus, if privately 
financed multi-family housing starts 
strengthen, and if single-family starts continue 
at current high levels, borrowing in the 
residential mortgage market might increase 
substantially. 

Nonmortgage household borrowing is 
another area of potential increase in the 
demand for credit market funds in 1977. In 
helping finance their consumption spending, 
households borrowed fairly heavily in 1976. 
However, compared to the level of consumer 
outlays, these borrowings were considerably 
lower than in earlier years. Thus, there is some 
leeway for increases in consumer instalment 
credit and other household borrowing. These 
increases could be substantial if consumer 
outlays for durable goods move up sharply in 
1977. 

The potential for sizable borrowing by 
businesses in 1977 does exist. Business 
borrowing was moderate in 1976 as internal 
funds were ample and businesses did not 
undertake large capital outlays, nor did they 
accelerate their rate of investment in 
inventories since early in the year. The flow of 
internal funds is likely to continue to be 
adequate to permit businesses to increase their 
capital outlays somewhat without undertaking 
large increases in credit market borrowing. 
However, a combination of large gains in plant 
and equipment expenditures, along with more 
aggressive inventory rebuilding programs could 
lead to noticeable increases in the business 
demand for credit market funds. 

It must be noted that much of this discussion 
regarding the demand for funds in 1977 is 
predicated upon the potential for strength 
which exists in the economy. However, as was 
noted earlier, for this potential to be 
realized-for the economy to move to a higher 
growth path-it would be necessary for a 
number of crucial pieces of a self-reinforcing 
nature to fall neatly into place. And, given the 
obstacles discussed, such an eventuality is not 

assured at this writing. In the event that the 
economy continues on its current growth path, 
the demand for funds would not likely increase 
much, and may even decline somewhat. 

With regard to the supply of funds, their 
availability will depend, to some extent, on the 
course of monetary policy. In this connection, 
the long-run growth rate ranges announced by 
Federal Reserve Chairman Burns for the period 
from the third quarter of 1976 to the third 
quarter of 1977-for MI, 4.5 to 6.5 per cent; 
for M2, 7.5 to 10 per cent; and for M3, 9 to 
11.5 per cent-will permit the nation's private 
depository institutions to continue to supply 
ample volumes of funds to credit market 
borrowers. 

As in 1976, an important determinant of the 
overall availability of funds to credit markets in 
1977 will be the willingness of private 
nonfinancial investors to supply funds by 
acquiring credit market instruments. This will 
depend importantly on the outlook for 
inflation. If investors feel tha t  continued 
progress is being made in reducing the rate of 
inflation, they will be encouraged to make 
commitments in credit markets. This would 
enlarge the supply of funds and tend to foster a 
financial environment characterized by 
relatively stable interest rates. Under these 
conditions, interest rate stability would be 
especially likely to prevail in 1977 in the 
absence of substantial increases in demand for 
credit market funds. Moreover, even if demand 
should rise markedly, expectations of a further 
reduction in the rate of inflation would 
encourage a continuation of financial market 
stability. On the other hand, a marked increase 
in inflationary psychology would place interest 
rates under strong upward pressures. In this 
case, any rise in the demand for credit would 
likely result in upward movements in interest 
rates. Such a development could destroy the 
stable financial environment that is needed for 
continued economic growth. In this connection, 
it is understandable that many observers have 
expressed concern over some signs of 
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heightened inflationary pressures, directed 
most recently at the behavior of industrial 
prices at wholesale. 

SOME CONCLUDING OBSERVATIONS 

For the .past 5 months, the industrial 
commodities component of the WPI has risen 
at relatively high and accelerating rates. In 
October, the rise was a full 1 per cent, or at an 
annual rate of 12 per cent, thus heightening 
fears of a renewed round of stepped-up 
inflation. However, these developments were at 
variance with the decelerating trends in price 
increases in both the CPI and the GNP implicit 
price deflator, and they appear to be equally at 
odds with the tone of aggregate demand 
conditions which have been prevailing in the 
economy during that same period. In part, this 
may be due to the fact that the WPI reflects list 
or quoted prices, rather than actual transaction 
prices as in the case of the CPI. Thus, the 
behavior of the WPI raises some questions as to 
its reliability at this time as a measure of 
underlying inflationary trends. This point has 
been acknowledged by the Government's 
Council on Wage and Price Stability. On the 
wage front, the rate of increase in unit labor 
costs has been moderating throughout the year 
as a result of somewhat lower increases in 
wages and increased productivity occasioned by 
gains in output. In fact, major collective 
bargaining agreements in the first 9 months of 
1976 carried lower labor cost increases than 
those of the same period a year earlier. 

This is not to say that concern over inflation 
and efforts to reduce it further are misplaced. 
Nor should it in any way cause people to fail to 
recognize the significant progress that has been 

made in moderating the rate of inflation. And 
where needed, such efforts should be pursued. 
On the other hand, neither monetary nor fiscal 
policies are completely suitable tools for dealing 
with price increases which may be largely 
unrelated to  underlying excess demand 
conditions. To the extent that rising prices stem 
from such outside sources as OPEC, or from a 
fear on the part of busi~~essmen that price 
controls may be in the offing, or where they 
arise in market circumstances where structural 
problems impede the competitive process, it 
might prove very costly, in an environment of 
economic slack, to combat those sources of 
inflation with policy tools which restrict 
aggregate demand in the overall economy. 

The levels of unused capacity and 
unemployment that have persisted well into the 
recovery and growth period suggest that the 
economy does need to grow more vigorously 
than in recent quarteks: Indeed, one of the 
tangible benefits of such growth would be the 
increased output and productivity gains that 
would help to dampen the inflationary impact 
of expected wage increases. ~e t : ' as  noted in the 
preceding analysis, such growth is not assured. 
The economy is in a tenuous state of balance. 
Thus, public policies must be especially 
sensitive to the numerous and sometimes 
contradictory signals given off by the economy. 
In particular, attention should be given to signs 
of further economic weakness even as public 
policies continue their pursuit of the restoration 
of price stability. At the same time, both the 
restoration of price stability and the prospects 
for improved economic growth would be 
enhanced by public policies that aggressively 
address themselves to the economy's ongoing 
structural problems. 
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