February 18, 1977

Mother Nature on Strike

Along with the Blizzard of '88 (1888,
that is), the Big Freeze of 77 will be
long remembered in folk mytholo-
gy as one of the nation’s most mem-
orable physical disasters. Yet opin-
ion remains divided over how long-
lasting its economic effects will be.
Some observers believe that the
freeze will affect the economy in
the same way as the OPEC price-
rise/oil-embargo; others believe
that its impact will be closer to that
of a major strike. The distinction is
important, because the economy
generaltly has recovered quickly
from strikes, whereas it sank into a
decp recession following the oil
shock of 1973, (Of course, other
factors also contributed to that re-
cession.) To date, the shock of the
freeze mostly resembles the shock
of a major strike—Mother Nature
on strike, as it were. In dealing with
this type of supply shock, normal
policy instruments generally are not
very helpful.

The damage indeed has been se-
vere, Thousands of plants were shut
down in the nation’s heartland as
the cold stalled all types of trans-
port and the natural-gas shortage
closed off gas supplies to factories
and commercial establishments,
Forced shutdowns caused the auto
industry to reduce production
schedules by almost 150,000 cars
and trucks, At the peak in early
February, weather-caused layoffs
added about 1.8 million to the un-

employment rolls. There were rej-
atively few beneficiaries of all this
havoc, aside from Arab oil produc-
ers, Mexican vegetable growers—
and perhaps Japanese TV set pro-
ducers. since shut-in Americans
spent a record 7.2 hours daily in
front of their TV sets during this
period.

Frozen assels

The commercial-banking sector
was affected in various ways by the
freeze, apart from all the operation-
al problems caused by weather,
Consumer borrowing, a major
source of strength in late 1976, had
been expected to accelerate in ear-
ly 1977, but now this is much less
certain, Recent layoffs have re-
duced consumer income and will-
ingness to borrow, and this uncer-
tainty could persist until workers
begin receiving overtime checks in
the post-freeze recovery period.
And as long as consumer spending
lags, the long-expected improve-
ment in borrowing for business
inventories should be delayed.
Also, the weather-related worsen-
ing of inflationary expectations
could again delay the long-awatted
rise in business borrowing for capi-
tal spending,

To some extent, though, the bad
weather has created its own loan
demand. Firms forced to close by
severe weather may need to beat a
path through the snow to their

trontinued on page 2|




Oprieiom s enprresset in his revslelier do not

Necescariiv retlect they 'eas of the masagement of the

Fociorad Resonve Banl of san Fronosen, nor of e Beard

of Clomeernars of the Vedorel Resenve System,

banks to replenish cash positions,
and also to get funds to meet their
mid-March corporate tax pay-
ments. (These payments shouid be
larger than usual anyway, in view of
the 1976 shortfall in business tax
payments.) Some individuals and
smaller businesses also may be
seeking emergency credits because
of their weather-caused problems.
Still, any significant rise in bank
borrowing may have to await the
projected post-freeze recovery in
business activity.

Frozen foods—and gas

The weather disaster has severely
affected Florida’s agricultural sec-
tor, and the losses there may not be
offset by gains in other growing
areas because of the impact of the
Western drought. By some esti-
mates, Florida could lose 30-35 per-
cent of what would have been a
bumper citrus crop, and as a result,
wholesale prices of frozen orange-
juice concentrate have already ris-
en 12,5 percent. A number of veg-
etable crops were almost lost to the
freeze, causing prices to rise 30 to
50 percent. But these increases may
be temporary, and prices couid
drop back to their original levels by
April as replanted crops begin to
appear in the markets,

The weather impact on the energy

sector has been felt most severely in
the form of a natural-gas shortage,

which had been anticipated anyway
because of the price ceilings affect-
ing deliveries between gas produc-
ing and consuming states. The crisis

led to the passage of the Emergency
Natural Gas Act, which was de-
signed to meet the needs of high-
priority users in shortage areas by
facilitating the transfer of supplies
from surplus areas. Under this legis-
lation, the Administration can allo-
cate available supplies among dif-
ferent areas of the country, and can
permit emergency purchases at
above-ceiling prices. But domestic
and foreign producers have already
contracted for most of their limited
supplies, so the effects of the legis-
lation on supply and price may be
minimal.

The increased demand for alterna-
tive fuels in this situation could
exert additional pressure on fuel-oil
and coai supplies, although many
users would have trouble making
the switch to these fuels. Mean-
while, refineries may have to de-
vote an abnormally high proportion
of their output to heating fuels in
the next several months, and this
could create a gasoline shortage in
the summer-driving season, leading
to new price pressures in that im-
portant market.

The energy legislation may solve
some of the problems of high-
priority users, such as households
and institutions, but it doesn’t solve
the problems created by recent
factory shutdowns. Indeed, some
emergency gas shipments will have
to be used to replenish severely
depleted reservoirs, to prevent
even worse shortages next year.
Without a marked improvement in
the weather in coming weeks, the



problems of industrial users could
cantinue.

Nature on strike

Ali these pieces of evidence suggest
that the economy has undergone a
severe shock—but a shock on the
supply side, not the type of
demand-side shock that would re-
sult from a major shift in fiscal or
monetary policy. The shock to sup-
ply has been likened either to an
OPEC-style embargo/price hike or
to a major strike—a crucial distine-
tion, because of the qualitative and
quantitative differences between
the two. Major strikes have differed
substantially from the OPEC’s 1973
actions, which led to a major trans-
fer of real wealth from oil-
consuming 1o producing nations,
and which thus contributed to the
severity of the 1974.75 downturn,
Also, each type of shock generally
has involved an increase in the
relative prices of important factors
of production, but no major strike
has yet caused a permanent loss of
productive capacity comparable to
that from the oil-shock—that is, no
strike has caused a quadrupling of
wages in an entire industry. In these
respects, then, the effects of the big
freeze are most closely akin to
those of a big strike.

Several major strikes have occurred
in basic industry during the past
several decades—the coal strike of
1949, the steel strike of 1959, and
the General Motors strike of 1970.
The overall impact of the first two is
difficult to evaluate; both had been
long anticipated, so that firms

stockpiled a great deal of material
in advance, and then went through
a prolonged period of liquidation
after each event. Less of this oc-
curred on the occasion of the GM
strike, and that event thus provides
us with a better chance to evaluate
the output/employment effects
and the rate of recovery froma
sudden supply shock.

Partly because of the GM strike,
real GNP dropped at a 3.9-percent
annual rate during the fourth quar-
ter of 1970, but then rose at a 9.2-
percent rate during the following
quarier. Within two months of the
end of the strike, the national econ-
omy recovered all of the lost retail
sales and about 90 percent of the
layoffs associated with the strike.

No lingering supply constraints re-
sulted from the GM strike, whereas
the recent cold snap could lead to a
continued problem with natural-
gas supplies, because of depleted
reserves and reduced pipeline
pressures. Aside from that, our anal-
ogy suggests that most of the

losses from cold-induced stoppages
will be made up during the second
quarter of this year, provided of
course that weather patterns return
1o normal. During the spring
months, a recovery from the first-
quarter shortfall, plus the current
growth in demand, should generate
a temporarily high rate of growth. If
that is true, there would be little
reason for extra financial stimulus
beyond the amount currently con-
templated.






