
Chapter 2

A Year of Economic Transition
T THE TIME last year when the Economic Report was submitted

V to the Congress, our economy was undergoing a contraction, partly
as a result of readjustments forced by the ending of the Korean conflict,
partly for other reasons. Today, after a small and brief over-all decline,
though one that affected individual industries and localities unevenly, pro-
duction and employment are again increasing on a broad front. The re-
covery has already carried economic activity to the highest level of the past
twelve months. And although aggregate production and employment dur-
ing 1954 fell somewhat short of the levels reached in 1953, the year just con-
cluded will go down in history as one of our most prosperous years. The
following analysis of recent events is documented by the charts and tables of
this chapter, and by the evidence assembled in Appendices B and D.

I. T H E ONSET OF CONTRACTION

In our economy, or in any other of which we have definite knowledge,
occasional imbalances between production and sales are virtually bound to
occur. Such a condition developed in 1953. After the steel strike in the
summer of 1952 was settled, production, employment, and incomes increased
sharply. So too did consumer spending, though at a somewhat lower rate

TABLE 1.—Changes since 1939 in physical volume of production

Type of output
Percentage change 1 from—

1939 to 1954 1946 to 1954 1952 to 1954 1953 to 1954

Gross national product2

Agricultural production

Industrial production: Total
Manufactures

Minerals

New construction *

Consumer services ! *

Railway freight carried«

Electric power production 8_.

+89

+35

+116
+123

+63

+90

+72

+56

+266

+28

+10

+39
+41
+22

+96

+24

-10

+109

+1
+1

- 3

+10

+4
-12

+17

- 3

0

- 7
- 7
- 4

+5
+1

-10

+6

1 Based on preliminary estimates for 1954.
2 Based on data in constant prices.
8 Consumer expenditures for services except housing, in constant prices.
* Ton-miles of revenue and nonrevenue freight.
5 Production by electric utilities only.
Sources: Department of Agriculture, Department of Commerce, Department of Labor, Board of Gover-

nors of the Federal Reserve System, Federal Power Commission, Interstate Commerce Commission, and
Council of Economic Advisers.
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CHART 4

INDICATORS OF PROSPERITY
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than the increase of personal incomes. The rate of general economic ex-
pansion was reduced, but continued to be fairly rapid, during the early
months of 1953. Total spending by consumers roughly kept pace with
their rising incomes during these months; however, spending on commodi-
ties, as distinct from services, tapered off. Inventories therefore kept rising,
particularly those held by retailers. About the same time the flow of new
defense contracts, which tie up inventories of factories on a larger scale than
civilian production, diminished sharply. In view of these developments, as
well as the general quickening of deliveries, many business firms deemed it
prudent to bring their inventories into better balance with sales and in-
coming orders. The effort to adjust inventories led to scattered declines
in production, which became visible in the Nation's aggregate of industrial
production after July 1953. Within a few months, total production fell
short of consumption, just as it had previously exceeded consumption. An
inventory recession, of the sort that occurred in 1948-49 and earlier times
in our history, was under way.

This economic readjustment was complicated and aggravated by the
close of hostilities in Korea. With the war at an end, the need for many
types of defense goods diminished. At the same time, basic defense plans
were being modified to strengthen our economy for what might prove a
very long period of "cold war." The changed situation in Korea, the
revisions of military programs, and improvements in the administration of
our defense establishment brought about a sizable drop of military and
related expenditures. A larger reduction was carried through during 1954
than had been anticipated, and it called for further readjustments by the
economy. For the decline of defense spending not only reduced the
Nation's stream of expenditures for final use; it also accentuated the efforts
of businessmen to cut inventories.

The primary contractive factor during the latter part of 1953 was the
adjustment of inventories. This role shifted to defense spending after the
turn of the year. In the second quarter of 1953 businessmen added to their
inventories at an annual rate of 5.4 billion dollars. In the first quarter of
1954 they reduced their inventories at a rate of 4.2 billion. In the mean-
time, expenditures on national security fell from an annual rate of 54.3
billion dollars to 46.9 billion, while total Federal spending on goods and
services fell from 62.2 billion to 55.0 billion. Thus the combined decline of
inventory and defense spending over this nine-month interval was at an
annual rate of 17 billion dollars.

This reduction of expenditures was reflected rather promptly in produc-
tion, employment, the flow of incomes, business loans, imports, and other
phases of the Nation's economic life. The over-all decline of economic
activity was small, but its impact was very uneven, and some industries and
localities suffered seriously. The impact of inventory liquidation and of the
cuts in defense expenditures was heaviest on those engaged in the manu-
facture of durable goods. Other factors added to the downward pressure
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T A B L E 2.—Recent changes in income, production, and employment

Item

Percentage change l from—

1953 to
1954 3

July 1953 to
March 1954

March 1954 Ai
to August

1954

_ugust 1954
to Decem-
ber 1954 2

INCOME

Personal Income (before taxes): Total .-
Labor income _
Proprietors' income _
Investment income
Transfer payments8

Disposable personal income (after taxes)

Corporate profits:«
Before taxes
After taxes

PRODUCTION

Industrial production: Total
Manufactures: Total _

Durable goods
Nondurable goods _

Minerals _

New construction *

EMPLOYMENT »

Employment: Total
Nonagricultural establishments: Total.-

Manufacturing _
Mining
Transportation _
Allother _.

Man-hours worked in manufacturing: Total.
Durable goods
Nondurable goods _

+0.1
- 1 . 1
- 1 . 6
+5.7

+14.5

+1.4

-11.2
- 2 . 7

- 6 . 7
- 6 . 6
- 9 . 8
-1 .7
- 4 . 3

+5.2

- 1 . 6
- 2 . 8
- 7 . 1

-11.7
-7 .0
+.5

-10.8
-13.8
- 6 . 3

- 1 . 1
-3 .2
+1.6
+3.6

+11.8

+.2

-17.7
-10.3

-10.2
-10.1
-14.0
- 5 . 8
- 6 . 7

+3.7

-1 .9
-2 .9
- 7 . 1
- 8 . 5
- 8 . 1
+.3

-11.5
-14.4
- 7 . 2

+0.1
+.4

- 2 . 1
+1.4
+3.3

+.1

.0

.0

.0

.0
-2.7

+4.7

-1 .0
- 3 . 3
—5.4
- . 1
+.3

-3.1
-5.1
- . 3

+2.0
+1.3
- . 5
+.9

+4.5

+2.3

+8.2
+8.0

+5.7
+5.6
+7.4
+4.4
+6.4

+2.1

+.6
+.8

+2.0
- 2 . 9
- . 9
+.5

+3.6
+5.5
+1.1

1 Changes based on seasonally adjusted data.
2 Preliminary. For labor, proprietors', and investment income, changes are based on data through

November.
3 Changes in the last three columns are from second quarter of 1953 to first quarter of 1954, first to third

quarter of 1954, and third to fourth quarter of 1954.
4 Based on data in constant prices.
6 Data for total employment are Bureau of the Census estimates, seasonally adjusted, and for employ-

ment in nonagricultural establishments are seasonally adjusted estimates of the Bureau of Labor Statis-
tics.

Sources: Department of Commerce, Department of Labor, Board of Governors of the Federal Reserve
System,National Bureau of Economic Research, and Council of Economic Advisers.

T A B L E 3.—Recent changes in gross national product and its major components

[Billions of dollars, seasonally adjusted annual rates]

Item

Gross national product: Total

Additions to inventories
Federal purchases of goods and services
Personal consumption expenditures—
Gross private domestic fixed investment
Net foreign investment _ _ _ _ -
State and local purchases of goods and services—_

Change from—

Second
quarter 1953

to first
quarter 1954

-14.1

- 9 . 6
-7 .2
- . 3

-1 .8
+2.2
+2.5

First
quarter 1954

to third
quarter 1954

- 0 . 3

- . 6
- 7 . 1
+4.3
+1.4
+.9
+.8

Third
quarter 1954

to fourth
quarter 19541

+5.5
+3.3
- 1 . 8
+2.7
+.6
+.2
+.5

1 Preliminary.

NOTE: Detail will not necessarily add to totals because of rounding.

Sources: Department of Commerce and Council of Economic Advisers.
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on this sector of the economy. Although total spending by consumers was
virtually unchanged between the second quarter of 1953 and the first quar-
ter of 1954, their outlays on durable goods were considerably reduced.
Investors in fixed capital likewise reduced their outlays on equipment,
though not on construction. In consequence, while the physical volume of
nondurable manufactures declined 6 percent between July 1953 and March
1954, the production of durables declined 14 percent and manufacturing
production as a whole, 10 percent. About 1J4 million men and women
lost their jobs in manufacturing during this period, nearly a million of them
in steel mills, ordnance establishments, shipbuilding yards, automotive
plants, locomotive works, and other durable goods factories. In the mean-
time, overtime work was curtailed and the average length of the workweek
declined. Wage rates continued to rise, but their influence was swamped
by reduced employment and working hours, and the annual rate of wage
income in manufacturing fell by 5 J4 billion dollars, or 11 percent. As is
usual at such a time, profits fell more sharply; dividend payments, on the
other hand, were maintained or even increased.

Economic contraction was not confined to manufacturing industries.
Sizable reductions of activity occurred also in the mineral and transportation
industries, particularly in coal mining and railroading, whose long-standing
difficulties in maintaining a satisfactory market position were accentuated.
Agriculture continued to be characterized by large surpluses, inadequate
exports, and lower prices received by farmers relative to those paid by
them. Other branches of industry—notably, construction, the electrical
utilities, and the great range of service industries—were successful in re-
sisting the forces of contraction and even continued to grow. Nevertheless,
by early March 3% million persons were unemployed, an increase of about
2 million from the preceding July. Another % million were temporarily
laid off, and a large number were working only part time. A cry of im-
pending depression was raised.

II. GATHERING FORCES OF RECOVERY

The depression that so many feared or expected did not, however, develop.
Toward the end of 1953 signs of improvement began to appear in financial
and investment markets, and these indications multiplied after the turn of
the year. Stock prices started rising in September 1953. Contracts for
residential building resumed their advance at about the same time. Con-
tracts for commercial and industrial building joined the advance at the
beginning of the new year, as did new business incorporations and orders
placed with manufacturers of durable goods. The liabilities of business
firms forced into failure reached a peak in February, then declined ir-
regularly. Meanwhile, money rates, which had been falling since June 1953,
continued to move downward. Credit became more readily available at
progressively cheaper rates. The terms of mortgage financing, which had
already been extensively liberalized by the fall of 1953, continued to ease
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during 1954, and a buoyant market developed for new mortgages. Also
the market for capital issues, especially for State and local government
bonds, became increasingly active and confident.

The early recovery was most dramatic in the financial and investment
spheres, but it was not confined to them. After the turn of the year, retail
sales began to increase, despite a substantial drop of outstanding consumer
credit. Exports rose above the preceding year's level, despite a drop of
imports. Inventories of manufacturers continued to decline, and sales
therefore continued to exceed production. But by the spring of 1954, the
decline in production had abated and the economy stabilized. The com-
bined output of manufacturing and mining industries traced an even course
between March and August. The gross national product, which expresses
the dollar value of the Nation's total output of goods and services, was
virtually the same for the second and third quarters of the year as for the
first. Employment in nonagricultural establishments continued to fall; but
the rate of decline in employment diminished appreciably and the average
length of the workweek in manufacturing actually increased somewhat.
The flow of total personal income, as well as of labor income, reached a low
point in April and then began to rise gradually.

Meanwhile, investment preparations, especially of home builders, pro-
ceeded on an expanding scale. Businessmen also continued their efforts
to win better control over inventories. These efforts met with success.
Around the turn of the year, the ratio of inventories to sales had ceased
rising in most lines of industry. The ratio for manufacturing as a whole,
which was 1.95 in January 1954, fell to 1.88 in May and to 1.85 in Septem-
ber. For retailers the ratio moved from 1.66 in January to 1.62 in May
and 1.58 in September. These readjustments were largest in the case of
durable goods, which had felt the impact of contraction most keenly.
With inventories under better control, the gap between the orders received
by manufacturers and their current sales became progressively narrower,
while commodity prices at wholesale and retail changed very little on the
average. Wage rates continued to move upward, but most adjustments
were of moderate proportions and some decreases occurred. In these cir-
cumstances the retirement of marginal units of equipment, reductions of
overtime work, and other economies resulted in lower unit costs for many
businesses. By the late summer of 1954, a broad foundation had thus been
laid for industrial recovery.

The transition from contraction to recovery is an intricate economic
process, worked out over time, whose character is never disclosed by over-all
measures of economic activity. The virtual stability of the gross national
product over a good part of the past year concealed the fact that, after the
turn of the year, the number of declining industries in the area of manu-
facturing progressively diminished. It also concealed the vital transforma-
tion that was taking place in the Nation's stream of expenditure. Between
the first and third quarters of 1954, total Federal spending on goods and
services declined at an annual rate of 7 billion dollars. Meanwhile, other
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major categories of expenditure—that is, consumer spending, private
domestic investment, foreign investment, and State and local expenditures—
increased, in the aggregate, at approximately this rate. Not only that, but
each of these four broad classes of expenditure expanded. Thus, while the
gross national product stood still, the civilian part of the economy kept
moving forward, enlarging its outlays, taking up the slack caused by the
continued decline of Federal spending. This adaptive power of the economy
during a difficult period of readjustment from war to peace supported and
strengthened a widespread feeling of confidence.

By the early autumn of 1954, the forces of recovery had gathered suffi-
cient strength to lift total production and employment, despite a continued
drop of Federal spending. Total industrial production began rising gently
in September, then gained momentum as the virtual shutdown of auto-
mobile plants for model change-overs ended. Employment in nondurable
goods manufactures reached a trough in July, in durable goods manufac-
tures in August, in nonagricultural establishments as a whole in the same
month. In early October unemployment fell below the 3 million mark for
the first time in 1954. By November economic improvement had again
pushed the average length of the workweek in manufacturing above 40
hours. The recovery was largest in the steel, automobile, household
appliance, and textile industries. It was felt also in coal mining, railroad
freight movements, and a host of other activities. In the meantime, the
construction industry, which had stubbornly defied the recession, continued
to advance. The flow of personal incomes, reflecting all these improve-
ments, expanded at a more rapid rate. Weekly earnings in manufacturing
reached a new record. Bank loans increased again and interest rates
stopped declining. Commodity markets generally kept steady, but rising
demand for industrial raw materials pushed up their prices. Some tend-
ency to lengthen inventory commitments developed, and the flow of orders
to manufacturers again exceeded their sales. When the year ended, the
traces of contraction had not yet been erased, but a general economic
recovery was in process.

III . W H Y THE CONTRACTION PROVED MILD

The course of the recent contraction raises important questions for
all students of public affairs, namely: Why did the economic setback of
1953-54 prove so mild on an over-all basis? Why did our total national
output of goods and services decline no more than 4 percent? Why did not
the decline turn into the cumulative, spiraling depression that many feared
and some expected? Why, to put a still more exacting question, did the
gross national product decline from an annual rate of about 370 billion
dollars in the second quarter of 1953 to 356 billion in the third quarter of
1954, or by 14 billion dollars in all, when the primary contracting factors—
inventory spending and Federal spending—declined between them as much
as 24 billion dollars?
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These are difficult questions and they will doubtless engage the attention
of scientific investigators for a long time to come. Nevertheless, some of
the factors that contributed to the result are clear even today. Consumers
not only maintained their spending at a consistently high level, but reduced
their rate of saving during 1954. Businessmen kept up their capital expend-
itures at a high rate, increased the flow of dividends to stockholders, and
intensified their selling efforts. Builders and real estate developers stepped
up their operations. Trade unions conducted their affairs with an eye
to basic conditions and with a sense of responsibility. Farmers and their
organizations recognized the danger of piling up ever larger surpluses.
Commercial banks and other financial institutions made ample supplies
of credit available on liberal terms. States and localities carried out large
and expanding programs of school, hospital, and road construction. And
the continuing recovery of Western Europe helped to augment our exports
and to bolster the prices of internationally traded raw materials.

Clearly, many people had a part in stemming the economic decline and
easing the readjustment from war to peace. The Federal Government
also contributed significantly to the process of recovery. It influenced the
economy in two principal ways, first, through the automatic workings of
the fiscal system, second, by deliberately pursuing monetary, tax, and ex-
penditure policies that inspired widespread confidence on the part of
people and thus helped them to act in ways that were economically
constructive.

IV. ROLE OF FEDERAL GOVERNMENT

It is well to recall that we have developed in our country a fiscal system
that tends to cushion or offset a decline in private income. When employ-
ment and income decline, tax receipts decrease and certain expenditures,
such as unemployment insurance payments, automatically increase.
These offsets cannot be counted on to prevent a depression, but they can
be of very material assistance, as recent experience indicates.

Between July 1953 and July 1954 total personal income derived from
production decreased at an annual rate of 4.4 billion dollars. In the mean-
time, unemployment insurance and other social security payments to the
public increased at a rate of 2.2 billion dollars, while tax payments by the
public—quite apart from the change in rates that became effective in Janu-
ary 1954—fell at the rate of another billion. These two factors alone served,
in very large part, to offset the over-all decline of personal income from pro-
duction, and their effects were augmented by the operations of the farm
price-support system.

The experience of corporations was similar to that of individuals. While
corporate income decreased at an annual rate of 7.4 billion dollars be-
tween the second quarter of 1953 and the second quarter of 1954, the tax
liability of corporations was cut by 4.5 billion dollars merely as a result of
the decline in income and quite apart from any change in the tax law.
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Once again, therefore, our taxing machinery automatically cushioned the
impact of a declining income on the sums available to corporations for
paying dividends or adding to their assets.

The Government was not content, however, to play merely a passive
role in the economy. On the contrary, definite and deliberate steps were
taken to promote a stable prosperity. One of the earliest acts of the new
Administration, after taking office in January 1953, was to remove price
and wage controls, in order to restore the functions of competitive markets.
With a boom psychology existing at the time and unemployment at a
vanishing point, this reform carried the danger of inducing fresh inflation.
A precautionary policy of restricting credit expansion was therefore adopted.
The aim was to prevent a reckless increase of investment and a deteriora-
tion in the quality of new credits, such as had often characterized the clos-
ing stages of economic booms in our history.

By May of 1953 it became clear that a policy of credit restraint had
already accomplished this purpose, and that its further continuance might
incite an anxious scramble for cash. The Federal Reserve authorities there-
fore proceeded promptly to ease credit conditions, first, by expanding the
reserves of commercial banks, second, by reducing the reserves that the
banks were required to hold against their deposits. In line with these
actions, the Treasury arranged its financing so as not to compete with
mortgages and other long-term issues. These steps were initiated before
the peak of business activity had been definitely passed.

Later, in September 1953, when it was not yet generally appreciated that
an economic decline had already begun and that the curtailment of defense
spending might carry it further, the Secretary of the Treasury announced
that the Administration, besides relinquishing the excess-profits tax, would
not seek to postpone the reduction of the personal income tax, scheduled
for January 1, 1954. The cuts served to reduce taxes during the next six
months by 1.1 billion dollars, and it has been estimated that they will reduce
taxes from July 1954 to June 1955 by 4.7 billion dollars. Although the tax
reductions were partly offset by increases in social security contributions
that also became effective in January 1954, the net effect was to increase
substantially the money available to people for spending or investing.

In January 1954 the Economic Report of the President developed a com-
prehensive program to stimulate competitive enterprise, to strengthen the
floor of security for the individual, and to curb tendencies toward either
depression or inflation. The program called for structural tax changes to
encourage economic growth, in particular, for more liberal treatment of
depreciation allowances, for treating research and development outlays
as a current expense, for reducing the double taxation of dividends, and
for lengthening the period over which business losses could be carried back
in reckoning the income tax. The program called also for tax adjustments
to ease personal hardships, an enlargement of the credit facilities for hous-
ing, the speeding of slum clearance, extension of the protective scope of
old-age and unemployment insurance, improvement of the highway system,
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systematic planning of public works, a realistic agricultural policy, and an
extension of the President's authority to control the terms on which the
Federal Government would underwrite housing loans and mortgages. The
announcement in January of these legislative proposals, nearly all of which
were subsequently enacted by the Congress, helped to inspire confidence in
the economic policies of Government.

In later months, additional steps were taken by the Government to stimu-
late the economy. Federal Reserve banks lowered their rediscount rates.
The reserves that member banks are required to hold in support of their
deposits were reduced once again. Excise taxes were cut, carrying a revenue
loss of about 1 billion dollars in the fiscal year 1955, in addition to the loss
of 1.4 billion dollars as a result of enacting structural tax changes. Some
of our hard-pressed industries were aided—notably shipbuilding through
a new construction program, and zinc and lead mining as a result of a
revised stockpiling program. The Executive Branch attended to its house-
keeping duties by expediting actions that involved the private economy,
as in the case of refunds of overpaid taxes, and by announcing promptly its
own commitments, as in the case of grants to the States for road building.
The Government also attempted to assist localities suffering from unemploy-
ment by channeling contracts to them as far as feasible, by boosting the
allowable rate of accelerated amortization on facilities needed for the
mobilization base, and by expanding the activities of the Area Development
Division of the Department of Commerce.

V. EFFECTS OF GOVERNMENTAL POLICIES

This, in broad outline, is the record of recent actions of the Federal Gov-
ernment to stimulate the economy. What gave them a special character
was their promptness and the heavy reliance on monetary policies and tax
reductions. The shift from credit restraint to credit ease before an economic
decline had begun, the announcement of sizable tax reductions before it
was generally appreciated that an economic decline was actually under
way, the submission to the Congress of a comprehensive program for en-
couraging the growth of the economy through private enterprise—these
early measures to build confidence were by far the most important. For
they strengthened confidence when it was most needed, and thereby rendered
unnecessary any later resort to drastic governmental programs in an atmos-
phere of emergency.

The basic policy of the Government in dealing with the contraction was
to stimulate business firms, consumers, and States and localities to increase
their expenditures, rather than to expand existing Federal enterprises or
initiate new spending programs. The success of this policy is evident in
the present recovery. It is evident also in some of the unusual, and at first
blush puzzling, characteristics of the recent contraction—the steady in-
crease of disposable personal income, the almost uninterrupted rise of
consumer spending, the expansion of State and local improvements, the
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maintenance of private investment in fixed capital close to peak levels, the
expansion of the money supply, and the steadiness of the price level.

Tax reductions, along with unemployment insurance benefits and other
social security payments, supported powerfully the income at the disposal
of individuals and families. This can be seen from a simple calculation for
the interval from July 1953 to July 1954. If we combine the effects, first,
of the automatic reduction of tax payments resulting from reduced incomes,
second, of the deliberate changes of tax rates that occurred in January
1954, third, of the expanded flow of unemployment insurance and related
payments, we get a sum of offsets to a declining production income that
comes to 5.2 billion dollars. Since the income derived from production
declined by an annual rate of only 4.4 billion dollars, the income available
to the public for spending or saving actually increased by nearly 1 billion
dollars. This remarkable result—namely, a rise in disposable personal in-
come accompanying a 10 percent decline of industrial production—has no
parallel in our recorded economic history.

Tax reductions not only offset reductions from production income; they
also helped to make production income itself larger than it would otherwise
have been. As noted previously, corporate profits before taxes fell at an
annual rate of 7.4 billion dollars between the second quarter of 1953 and
the second quarter of 1954. Meanwhile, the reduction of taxes that auto-
matically accompanied the decline of income, coupled with the removal
of the excess-profits tax, reduced the tax liability of corporations at an
annual rate of 5.5 billion dollars, and thus offset the greater part of the
reduction of corporate income. Had it not been for this reduction of
taxes, it is unlikely that corporations would have increased their dividend
payments at an annual rate of 300 million dollars during this period, thus
bolstering the flow of personal income. Nor is it likely that they would
have maintained their capital expenditures at so high a rate, thereby sup-
porting the Nation's income base. And if this is true of corporations, it is
not less true of individuals and families. With their disposable income
increasing, people spent money rather freely and thus supported employ-
ment and the flow of income to themselves, their neighbors, and others.

The effects of monetary and debt management policies on the com-
munity's income stream are harder to trace than the effects of lower taxes,
but there can be no doubt of their significance or pervasiveness. These
policies were adjusted swiftly to changing conditions, and helped materially,
first to prevent inflation, later to check contraction. Before the recession
of economic activity in 1953 had commenced, interest rates were already
declining. Later in the year, the easing of credit terms became general,
and extended from prime issues to those involving larger risks. Financial
institutions, amply supplied with reserves or cash, sought opportunities to
put their resources to use. With the demand for business and consumer
loans relatively low, they eagerly took up mortgages, municipal bonds, cor-
porate issues, and Treasury obligations. As a result, the loans and invest-
ments of commercial banks increased by about 10 billion dollars during 1954
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and the money supply increased further—especially in the second half of
the year. Had it not been for the increased availability of credit and the
easing of terms, the fast pace of residential, commercial, and State and local
construction, which did so much to stabilize the economy during the past
year, would not have been attained. Nor would consumers have been able
so easily to arrange financing for a part of their expenditure. Nor would
the liquidation of inventories have proceeded with so little disturbance to
markets or general economic activity.

It is well to recognize, however, that the reasons for the success of recent
policies are not to be found in them alone. Tax reductions, however at-
tractive they may seem when the economy is declining, will not necessarily
lead to an increase of spending or investing. Easier credit conditions, larger
bank reserves, even a larger money supply will not necessarily put new money
to work in industry. Management of the public debt so as to avoid com-
petition with mortgages and other capital issues will not necessarily increase
private capital formation. If such policies are to be of material help in stem-
ming a contraction, there must be a pervasive feeling of confidence on the
part of people. The effectiveness of a particular policy, whatever be its
sphere or expression, is conditioned by the mood of the time, and this is
bound to reflect people's attitudes toward governmental policies at large.
It is not merely the intrinsic merit of the individual policies that were pur-
sued, but also the fact that each was part of a cohesive program for strength-
ening the confidence of people in their own and their country's economic
future, that accounts for our recent success in curbing economic contraction.

VI. LESSONS FROM EXPERIENCE AND GUIDES TO THE FUTURE

In the course of our latest encounter with the business cycle we have
learned or relearned several lessons. First, that wise and early action
by Government can stave off serious difficulties later. Second, that con-
traction may be stopped in its tracks even when governmental expenditures
and budget deficits are declining, provided effective means are taken for
building confidence. Third, that monetary policy can be a powerful instru-
ment of economic recovery, so long as the confidence of consumers and
businessmen in the future remains high. Fourth, that automatic stabilizers,
such as unemployment insurance and a tax system that is elastic with respect
to the national income, can be of material aid in moderating cyclical fluctu-
ations. Fifth, that a minor contraction in this country need not produce a
severe depression abroad. Sixth, that an expanding world economy can
facilitate our own readjustments. These teachings of experience should
serve us well in the years ahead, though we must always be alert to the special
needs of every new situation.

As our minds turn from the past to the future, the basic fact to keep before
us is that, while the groundwork for the recent recovery was laid by the
Government, the recovery itself was brought about by the American people.
A mood of confidence about the economic future has been gradually de-
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veloping in recent years, and the strength exhibited by our economy last
year has reinforced this trend.

A large and increasing number of business managements have become
accustomed to thinking in ambitious, long-range terms. Expecting our
economy to grow and prosper, they do not permit minor variations in sales
to divert them from the objective of strengthening, or at least maintaining,
their competitive position five or ten years later. Hence they boldly allot
large sums to research, plan capital expenditures well beyond immediate
needs, launch extensive investment projects, and even judge one another
by these yardsticks no less than by profit-and-loss statements.

The economic horizons of consumers are also widening. One of the
marvels of our generation has been the growth of consumer capital—mod-
ern homes, automobiles, radios, television sets, washing machines, air condi-
tioning units, electric dryers, food freezers, and so on in an ever longer list.
Perhaps at no time in the past has the desire for material improvement
played so large a role in the economy as it does today. Consumers continue
to visit bargain basements but their preferences run strongly toward the
latest contrivances, newest conveniences, and premium grades. And if
people are no longer timid about borrowing to expand their current spend-
ing, they are also willing to work hard to acquire the incomes needed to
live as they feel they should.

T A B L E 4.—Output of some rapidly growing consumer commodities and services

Commodity or service Unit 1940

(2)
(2)
(2)
58

(2)
431
123
264
320
900
30
5

(2)
(2)
676

100
100
1

1948

73
243
675
92
690

1,163
379
420
908

1, 650
550
75
980
175

2,540

302
326
6

1953

1,045
1,630
948
737

1,090
3,500
925
852

1,292
3,500
2,134
301

7,215
325

3,002

369
912
16

19541

COMMODITY

Air conditioning units, room
Antibiotics.
Blankets, electric
Dryers, clothes
Freezers, farm and home
Frozen foods
Furnaces, warm air, oil and gas
Oil burners,?residential
Oleomargarine
Shavers, electric
Synthetic detergents
Synthetic fibers, other than rayon.
Television sets
Waste food disposals
Water heaters, electric and gas

Thousands
Thousand pounds..
Thousands
Thousands
Thousands
Million pounds
Thousands..
Thousands...
Million pounds.
Thousands
Million pounds.
Million pounds.
Thousands
Thousands
Thousands

SERVICE

Cleaning and dyeing.. _
Repairs, household durables
Revenue passenger miles flown

Index, 1940=100
Index, 1940=100
Billions

1,230
1,780
1,050
890
975

3,800
1,110
800

1,320
3,950
2,350
320

7,400
360

3,075

367
1,170

17

1 Preliminary.
2 Production was relatively small.
Source: Department of Commerce, based on data from various private and Government sources.

With the business cycle apparently under reasonable control, with the size
of population growing rapidly, with science and technology adding new won-
ders each day, with incomes distributed widely, with mass markets expanding
to match mass production, and with governmental policy steering a middle
course between the political extremes, both material and psychological
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factors are peculiarly favorable to economic progress. Hence, the business
recovery now under way is powerfully supported by underlying forces of
economic growth. While only of very recent date, the recovery is wide-
spread and has already made up half of the decline that had occurred in
industrial production. The rate of inventory liquidation has sharply abated,
and we are soon likely to experience some rebuilding of inventories. The
projected decline of Federal spending is less than in the past two years.
State and local expenditure will probably continue to expand and more
than offset any further decline that may occur in Federal expenditure.
The recent increase of housing starts and the rush of applications to Federal
agencies for mortgage insurance or guarantees promise that home building
will continue to mount for some time. The recent high level of commercial
building contracts is practically sure to mean a high level of expenditure for
this type of construction over coming months. The prospects for plant and
equipment expenditure are more uncertain; however, rising orders for ma-
chinery, to say nothing of the new plans and revisions of old plans that are
likely to accompany continued recovery, give a basis for expecting that this
broad category of expenditure will soon join, though perhaps only modestly
at the start, the general economic advance. In view of the resurgence of the
economy of Western Europe and the reduction of restrictions against dollar
trade, it seems likely that our exports will continue to increase. The
spirited behavior of retail sales in recent months has borne out earlier sur-
veys of consumer attitudes. Further expansion of consumer spending may
be expected as economic recovery cumulates.

Beyond these indications of immediate or short-run prospects is the fact
that new firms are being established at an increasing rate, and that the
offices of architects are reported to be bursting with plans for new homes,
schools, and all sorts of commercial and industrial projects. Still further in
the future, but already a factor in business thinking, is a new national high-
way system, which will create great economic opportunity in many direc-
tions, and of which something will be said later in this Report.

In the course of the current year, the economic situation may therefore
be expected to continue to improve. The gross national product increased
from an annual rate of about 355 billion dollars in the third quarter of 1954
to about 360 billion dollars in the fourth quarter. With economic activity
continuing to expand, it is reasonable to expect that the Nation's output
within the coming year will approximate the goals of "maximum employ-
ment, production, and purchasing power" envisaged by the Employment
Act. At this juncture of our economic life, when confidence is running
especially high, it is well, however, to keep in mind the sobering fact
that there is no way of lifting more than a corner of the veil that separates
the present from the future. How long the current phase of expansion will
continue before new international trouble or a cyclical reversal of business
occurs, or how far the expansion will carry, it is impossible to say with great
assurance. The uncertainty of economic predictions requires that the
Federal Government be prepared to adjust its policies promptly if economic
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events should not bear out current expectations. Over coming weeks or
months we should, however, be careful not to confuse seasonal fluctuations
in employment or special fluctuations of individual industries or markets
with over-all economic trends. It will prove helpful to keep in mind that
a business recovery never retraces the precise path of the preceding con-
traction, and that this divergence is apt to be sharpest in postwar move-
ments. The prosperity that some industries and localities attained during
the Korean conflict, and which they have now lost, will not be regained
quickly in all instances. Here and there the process of readjusting to
reduced markets may be prolonged, although it will be greatly eased as
general economic expansion continues.

We must also remember that, just as economic expansion resolves old
problems, so it often brings new ones in its train. History tells us that
industrial disputes have usually been more frequent in periods of expansion
than in periods of contraction, and that industrial disputes sometimes have
serious economic repercussions. History also warns us that activities which
involve the discounting of a long future, as in the case of home purchases
or the pricing of corporate shares, may be carried to excess in the course
of a business expansion. Fortunately, when speculative trends develop,
they usually become self-corrective before they become excessive. It is
highly desirable that corrective movements, testing the soundness of various
parts of the economy, be scattered over a period of time rather than culmi-
nate at the same time. As the recent increase of stock margin require-
ments by the Federal Reserve Board has demonstrated, the Government
is mindful of its great responsibility to help assure balanced economic
growth. It is essential to keep a close watch on financial developments.
Continued economic recovery must not be jeopardized by overemphasis of
speculative activity.
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CHART 5

GROSS NATIONAL PRODUCT
MAJOR CATEGORIES OF EXPENDITURE
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CHART 6

INVESTMENT EXPENDITURES
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CHART 7

GOVERNMENT PURCHASES OF GOODS AND SERVICES
PERCENT OF GROSS NATIONAL PRODUCT
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CHART 8

GROSS NATIONAL PRODUCT
FINAL PURCHASES AND INVENTORY CHANGE
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CHART 9

EMPLOYMENT IN NONAGRICULTURAL
ESTABLISHMENTS
MILLIONS OF PERSONS

24

22

SEASONALLY ADJUSTED DATA

OTHER PRIVATE

MANUFACTURING, MINING,
~" AND TRANSPORTATION I

MILLIONS OF PERSONS

24

22

18

STATE AND LOCAL GOVERNMENT-

FEDERAL

1 1 1 1 1 1 1 1 1 1

GOVERNMENT

11111111111 1111 M I . I I . 1111 i l i 11 11

1948 1949 1950 1951 1952 1953 1954

SOURCES: DEPARTMENT OF LABOR AND BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM.

28

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



CHART 10

EMPLOYMENT AND UNEMPLOYMENT
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CHART 11

HOURS AND EMPLOYMENT
IN MANUFACTURING
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CHART 12

INDUSTRIAL PRODUCTION
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CHART 13

CONSTRUCTION EXPENDITURES
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CHART 14

CONSUMER INCOME AND EXPENDITURES
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CHART 15

CONSUMER EXPENDITURES
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CHART 16

MANUFACTURERS' INVENTORIES AND SALES
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CHART 17

MANUFACTURERS' SALES AND NEW ORDERS
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CHART 18

WHOLESALE INVENTORIES AND SALES
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CHART 19

RETAIL INVENTORIES AND SALES
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CHART 20

AVERAGE HOURS AND EARNINGS
IN MANUFACTURING
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CHART 21

CORPORATE PROFITS BEFORE A N D AFTER TAXES
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CHART 22

CORPORATE PROFITS BEFORE TAXES
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CHART 23

LIABILITIES OF BUSINESS FAILURES
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CHART 24

WHOLESALE AND CONSUMER PRICES
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CHART 25

WHOLESALE PRICES
FARM AND INDUSTRIAL
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CHART 26

WHOLESALE PRICES
INDUSTRIAL MATERIALS AND GOODS
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CHART 27

MONEY SUPPLY
BILLIONS OF DOLLARS
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SOURCES: BOARD OF GOVERNORS OFTHE FEDERAL RESERVE SYSTEM, NATIONAL BUREAU OF
ECONOMIC RESEARCH, AND COUNCIL OF ECONOMIC ADVISERS.
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CHART 28

BANK
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CHART 29

CONSUMER INSTALMENT CREDIT
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CHART 30

MONEY RATES AND BOND YIELDS
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CHART 31

STOCK AND BOND PRICES
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CHART 32

INDICATORS OF INVESTMENT PREPARATIONS
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CHART 33

HOUSING STARTS AND FINANCING APPLICATIONS
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