
Chapter 2

Economic Developments in 1958
and Outlook for 1959

A^TER A SHARP but brief contraction starting in the third quarter of
1957, economic activity turned upward in the second quarter of 1958.

Signs that the recession was being reversed began to appear early in May
and, once started, the recovery spread rapidly through the economy. By
the end of the year most of the ground lost during the contraction had been
regained. The index of industrial production was 142 percent of the 1947-
49 average, compared with the peak of 146 in 1957; total employment had
increased by about 1 million from its recession low; unemployment had been
reduced by approximately the same amount; and the income and expendi-
tures of individuals were at new high levels. Gross national product, our
broadest measure of the Nation's output of goods and services, had risen to
an annual rate of $453 billion. Expressed in dollars of constant purchasing
power, this represented an output of goods and services about equal to the
peak reached in 1957.

EXTENT OF THE DECLINE

Measured by the duration and extent of declines in employment, produc-
tion, and income, the 1957-58 recession may be regarded as a moderate one
by the standards of earlier experience (Table 1). The Nation's total output

TABLE 1.—Duration and extent of declines in selected economic indicators

Period

1929-33
1937-38 ...
1948-49
1953-54 .
1957-58

Duration
(months)

43
13
11
13
9

Percentage change l

Nonagricultural
employment

Total
(Census)

(3)
(3)
-0.7
-2.5
-1.7

Wage and
salary

workers
(BLS) »

-30.7
-10.0
-4.1
-3.4
-4.4

Industrial
production

-50.8
-32.3
-7.7
-9.6

-12.4

Personal
income

-49.8
-11.2
-3.4
-. 1
-.9

1 Percentage change from cyclical peak to cyclical trough (3-month centered averages), based on season-
ally adjusted data.

2 In nonagricultural establishments. See Table D-22, footnote 1, for explanation of differences between
this series and the Bureau of the Census series.

3 Xot available.

Sources: Board of Governors of the Federal Reserve System, Department of Commerce, Department of
Labor, National Bureau of Economic Research, and Council of Economic Advisers.
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CHART 1

Changes in Major Sectors of the Nations Output
Third Quarter 1957 to First Quarter 1958

State and local spending and consumer outlays on nondurables

and services helped offset declines in business investment, exports,

and consumer spending on durables.
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CHART 2

Changes in Major Sectors of the Nation's Output
First Quarter 1958 to Fourth Quarter 1958

Changes in inventory investment and purchases by consumers and

by government were major factors in the GNP increase.
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of goods and services, adjusted for changes in prices, fell about 5*/2 percent
between the third quarter of 1957 and the first quarter of 1958. Indus-
trial output decreased more sharply, which is typical of economic contrac-
tions; over a period of eight months, it decreased 13 percent. Employment
in manufacturing industries began to decline in January 1957, slowly for
six or seven months and then more rapidly. By May 1958, one month
after what is commonly regarded as the low point in general business
activity, a decline of 11 percent had been recorded. Reductions in non-
farm employment outside of manufacturing were smaller. Unemploy-
ment began to rise in the third quarter of 1957 and fluctuated around 5
million in the spring and summer of 1958. Lower employment naturally
meant a reduction in the incomes received by individuals. Total wage and
salary payments fell 3/2 percent between July 1957 and April 1958. The
drop in total personal income, on the other hand, was only 1 percent.

These broad measures tend to obscure the fact that economic fluctua-
tions characteristically affect some parts of the economy more severely than
others. The recent recession was no exception in this respect. Production
of nondurable goods declined very little, and the output of the service indus-
tries actually increased. On the other hand, production of consumer durable
goods fell 27 percent from July 1957 to April 1958; the output of steel and
of machinery fell 40 percent and 21 percent, respectively; and the production
of automobiles in April 1958 was about 40 percent below what it had been
in the same month of 1957.

The pace of the decline was also uneven. The downturn was preceded
by a slowing in the rate of growth of the economy, and for the first few
months the rate of contraction was relatively moderate. However, it tended
to accelerate in the early months of 1958, with the result that a large propor-
tion of the total decline was compressed into a period covering less than half
of its full duration.

By the end of March the decline was abating, and by May indications
of a general improvement began to appear. The signs of recovery, which
multiplied quickly, were confirmed before long by a sustained upturn, and
the recession may now be regarded as having ended in April.

MAJOR FACTORS IN THE DECLINE

Early in 1957, changes in several economic sectors, developing at the same
time mainly by coincidence, tended to sap the vigor of the expansion then in
progress. Each exerted a growing downward pressure on production and
employment, and ultimately their joint effect was to tip the balance, around
midyear, toward a general reduction in economic activity (Chart 1).

The major developments were the decrease in the volume of incoming
business of the capital goods industries and reduced appropriations by manu-
facturing businesses for their investment expenditure programs. By the
end of 1957, these early signs were confirmed by lower expenditures of busi-
ness concerns on machinery, equipment, and new facilities. Throughout
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CHART 3

Manufacturing Capacity, Production, and Prices

Manufacturing capacity rose in 1956-58 relative to production
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most of 1957, financing for expansion programs was becoming more costly.
Corporate liquidity was low, and instances of capital issues being postponed
because of unfavorable financing conditions increased. Clearly, financial
considerations were exerting a progressively greater influence on businesses to
restrict their commitments for further expansion of their facilities.

A more basic factor affecting the capital expansion programs of businesses
was the widening gap between the supply and use of industrial capacity. In
manufacturing alone, spending on new plant and equipment between 1953
and 1957 had increased capacity by about one-fourth, but production had
increased by only 7 percent. At the same time, the cost of new capacity, as
reflected in the prices of industrial equipment, rose substantially more than
the prices of industrial output (Chart 3).

Pressure to curtail the capital improvement and expansion programs of
businesses mounted rapidly. By the second quarter of 1958, outlays for
these purposes had dropped $7.4 billion, on an annual rate basis, from the
peak reached three quarters earlier. This sharp decline was a major factor
in initiating the general economic contraction.

A similar though lesser impact on business activity resulted from a reduc-
tion in merchandise exports. These had risen at a particularly rapid rate
in 1956 and early 1957, and in the first quarter of the latter year they were
60 percent higher than in 1954. The decline that began in the second quar-
ter of 1957 persisted through the first quarter of 1958, when the volume of
exports stabilized some 20 percent below the level a year earlier. Initially,
the decline occurred largely in wheat, cotton, and petroleum, but it soon
spread to exports of metals, machinery, and manufactured goods generally.

The rising volume of exports in 1956 and early 1957 had helped to main-
tain an upward trend in our economy at a time when domestic investment
demands were beginning to level off. The disappearance of the special
factors accounting for this surge in foreign sales coincided with the decline
in investment outlays of business concerns, and reinforced this downward
pressure on economic activity. The Suez crisis that had led earlier to
unusually heavy petroleum shipments subsided. Shipments of cotton and
other agricultural products, which had been exceptionally large during the
second half of 1956 and the first half of 1957, declined. Economic activity
in certain industrialized countries of Western Europe and in Japan ceased
to increase, following a prolonged period of expansion; and, in view of
their large stocks of imported materials, these countries reduced their
demands on the productive capacity of the United States. Industrial con-
traction in Canada resulted in smaller United States exports to that impor-
tant market, and some of the less developed countries of the world curtailed
imports, because of a weakening in their terms of trade and foreign exchange
positions.

The drop in our shipments abroad, occurring at a time when our imports
were declining very little, meant a decrease in net exports of goods and
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services of about $4 billion on an annual rate basis from the first half of 1957
to the first half of 1958.

Obligations by the Department of Defense for major procurement and
production items, which had risen in the second and third quarters of 1956
to an annual rate of about $18.2 billion, were being made at a $10.6 billion
rate in the same period of 1957, but actual expenditures changed much less,
and only after some time lag. The annual rate of purchases of goods
and services for national defense declined from $44.9 billion in the second
and third quarters of 1957 to $43.9 billion in the fourth quarter; but since
Federal expenditures for nondefense programs increased, total expenditures
in the fourth quarter declined only $600 million. Additional nondefense
expenditures caused a rise in the total for the first quarter of 1958. Subse-
quently, however, both defense and nondefense spending increased, and total
expenditures in the fourth quarter reached $53.8 billion. Meanwhile, the
rise in expenditures of State and local government units continued. As a
result, total expenditures for goods and services by all units of govern-
ment—Federal, State, and local—increased throughout the recession. In
the first quarter of 1958, they were 3 percent higher than they had been six
months earlier.

Finally, although the aggregate of consumer spending changed very little,
large and important shifts occurred in the amounts spent on different groups
of goods. Purchases of consumer durable goods moved irregularly in the
first three quarters of 1957, then dropped sharply in the next six months.
In the first half of 1958, they were 11 percent less than in the third quarter
of 1957, and approximately four-fifths of the decline was accounted for by
reduced purchases of automobiles. Sharp cuts in consumer purchases of
durable goods are by no means unprecedented in recession, but the 1957-58
decline was unusually large in view of the small reduction—about 1 per-
cent—in the amount of income available to consumers after payment of
taxes.

These largely independent changes in demand—lower rates of spending
by businesses on new plant and equipment, smaller exports, briefly and
slightly reduced purchases by the Federal Government, a lower rate of
contract placement, and reduced expenditures by consumers for durable
goods—led to a change in the inventory policies of business concerns. This
change was a major factor in the decline.

From 1955 to mid-1957, business inventories were increased substantially.
To a considerable extent this represented the rebuilding and enlargement of
stocks of materials, work in process, and finished products that are a normal
part of any expansion period. The rate of inventory accumulation slack-
ened noticeably in the first three quarters of 1957, however, as uncertainties
about future sales and prices emerged and as the financing of inventories
became more costly and difficult. But the major change did not come until
the final quarter of the year. Business concerns then curtailed their produc-
tion schedules sharply below the rate at which they were making sales, and
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by the first quarter of 1958 inventories were being reduced at the rate of
$9.5 billion per year. Thus, a rather common feature of economic fluctua-
tions in an enterprise economy was repeated: a moderate decline in the pace
of actual sales produced a much larger effect on production and employ-
ment by provoking a sharp swing from inventory accumulation to inventory
liquidation.

The inventory declines were closely related to the specific reductions in
demand already noted. Indeed, reductions in inventory holdings by manu-
facturers of machinery, aircraft, and automobiles accounted for over one-half
of the decline in total business inventories. Producers supplying these indus-
tries in turn were faced with substantial declines in incoming business, and
they attempted to pare down their holdings. As a consequence, particularly
large reductions occurred in the output of the supplying industries.

Certain additional developments also influenced inventory policies. Spe-
cial problems of excess capacity and unfavorable relationships between
current sales and inventory holdings affected the petroleum, chemical, and
paper industries. The inventories of manufacturers of consumer household
durable goods were high when the downturn began; although sales declined
only moderately, production was cut sharply in order to complete the indi-
cated adjustment. And distributors of all types of consumer goods—apart
from automobile dealers, whose inventories were rising sharply—cut their
purchases from manufacturers and drew down their inventories, even though
consumer purchases were well maintained. The major part of this liquida-
tion of trade inventories came in the first quarter of 1958, when recessionary
pressures were greatest.

The impact of these inventory adjustments was considerable. The swing
from accumulation at an annual rate of $2.2 billion per year in the third
quarter of 1957 to liquidation at the annual rate of $9.5 billion during the
first quarter of 1958 reduced gross national product by $11.7 billion, about
60 percent of its entire decline during this period.

RESISTANCE TO CONTRACTION

Measures taken in 1957-58 specifically to counteract economic recession,
and other measures taken for reasons independent of economic conditions,
played an important part in limiting the contraction in production and
employment to a moderate over-all decline and to a brief span of time. But
these limiting features were in part also the result of the considerable and
growing capacity of our economic system to resist deflationary forces.

A major element in the economy's resistance to recession in 1957-58 was
the maintenance of over-all consumer demand, a result that may be attrib-
uted to consumer confidence and to the maintenance of personal income.
Although gross national product was $20 billion lower on an annual-rate
basis in the first quarter of 1958 than in the third quarter of 1957, the decline
in personal disposable (after tax) income was less than $4 billion, and
aggregate consumer expenditures fell only $2 billion.
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In contrast, during the recessions prior to World War II, large declines
in investment activity commonly resulted in large contractions in personal
income, and reduced incomes naturally led to lower consumer purchases.
But in recessions since the war, the relative stability of consumer incomes
and purchases has provided a check on this potentially cumulative process.
As a result, declines in production have been contained within a narrower
segment of the economy.

A number of factors help to account for the maintenance of consumer
income during the 1957-58 recession. First, the decline in personal
income earned in production was small relative to the contraction in the
value of output. For every decline of $1 billion in private output, personal
income earned fell only $360 million; in 1929-30, it fell $670 million for
each $1 billion decline in output. This relatively more moderate decline
in earned income resulted in part from the fact that a larger proportion of
our labor force is now employed in industries and occupations not quickly
affected by moderate changes in business conditions; and even in the indus-
tries that are more sensitive to business fluctuations, a larger proportion of
employees hold positions not usually affected by production cutbacks of
short duration. Moreover, wage rates continued to press upward during the
1957-58 period, increasing the pay of employed persons and moderating the
income reductions of those working a shorter week. But this is a factor that
works two ways. It may sustain income for the employed; but to the extent
that it leads to higher costs and prices, it may induce reductions in the
working force and be an obstacle to re-employment.

Some of the factors that have made personal income earned in production
more resistant to recession have, on the other hand, made corporate income
more sensitive. Total corporate profits, and consequently the revenues
received by Government from corporate income taxes, fell sharply during
the recession. Because corporate dividends were maintained at a high level,
helping to sustain personal income, corporate retentions of income were
sharply reduced. For every $1 billion decline in gross national product,
corporate income taxes and retained earnings (adjusted for inventory valua-
tion) together fell $590 million from the third quarter of 1957 to the first
quarter of 1958, compared with a drop of $240 million from 1929 to 1930.

Another development accounting for the small decline in personal income
earned in production was the rise in farm income during the recession.
Net farm income rose in the first quarter of 1958 to an annual rate that
was 10 percent higher than in 1957, increased another 6 percent in the
second quarter, and then remained roughly unchanged for the rest of the
year. To some extent, however, the beneficial results for the economy of the
larger income of farmers were offset by the effect of higher farm prices,
which reduced nonfarm real income and purchases.

Second, certain supplements to earnings helped to maintain aggregate
consumer income. Unemployment compensation payments increased
sharply as employment and earnings fell, and the extension of these benefits
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for additional periods in 1958 provided a further offset to lost pay for those
who had exhausted their rights. Actually, the extended benefits did not
begin to be paid until after the recovery had started; nevertheless, they
assisted those who felt the recession's effect for the longest time and they
also strengthened the recovery movement. In addition, supplemental unem-
ployment compensation payments under private plans helped to maintain
personal incomes and consumption expenditures. Another major income
supplement was the steady increase in payments under social security,
pension, and other benefit arrangements. The increase in such payments
during the recession resulted from the growth in the number of persons
eligible to receive them and from benefit increases under certain public
social security programs which had been legislated earlier.

The increase in these so-called "transfer" payments was very large:
$2.6 billion on an annual rate basis between the third quarter of 1957 and
the first quarter of 1958, and another $2.6 billion by the third quarter. In
this way, not only was the personal income earned in production relatively
well maintained during the recession, but the declines that did occur were
appreciably moderated in their effect on total personal income.

Finally, part of the fall in personal income was offset by a decline in
tax obligations, so that the income available to consumers after taxes, and
thus their purchasing power, declined less than the flow of personal income.

The combination of these three stabilizing factors—the small decline in
earned personal income relative to the decline in production, the growth
in transfer payments, and the reduction in personal tax payments—greatly
moderated the fall in consumer income available for spending. And con-
sumers, in turn, reduced their purchases of goods and services by less than
the fall in their income.

If purchases by consumers in 1957-58 had fallen as much, in proportion
to the decline in all other demands for output, as from 1929 to 1930, they

TABLE 2.—Changes in income and consumption in recessions

Period

1929-30
1937-38
1948-49
1953-54
1957-58

Percentage change

Gross
national
product

-12.7
—6 2
-3.6
-2.7
-4.4

Personal
income

earned in
produc-

tion

-10.7
-8 0
-3.7
-1.1
-2.2

Disposable
personal
income

-10.5
—7 5
-2.0

.8
-1.2

Personal
consump-
tion ex-

penditures

-10.1
—4 0

.2
1.4

-.7

Ratio of
change in
consump-

tion to
change in

gross
national
product

(percent) l

0.60
48

(2)

(2)
.11

1 Ratio based on change in dollar amounts.
2 Not computed because consumption rose while gross national product declined.

NOTE.—Changes from 1929 to 1930 and from 1937 to 1938 are based on annual data. Other changes are
based on seasonally adjusted data for the peak and trough quarters of gross national product.

Sources: Department of Commerce and Council of Economic Advisers.
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would have dropped by at least $26 billion. Actually, they fell only $2
billion. While gross national product fell 4/2 percent, personal disposable
income fell only about 1 percent, and consumption expenditures only 0.7
percent (Table 2 ) .

The moderate extent and relatively short duration of the recession were
also due in part to the absence of adverse financial developments—which in
the past have tended to aggravate business contractions—and to the increase
of asset values, notably farm land and real estate. These circumstances
reflect the fact that the recession was brief and moderate, but they helped
to keep it brief and moderate.

PRICES AND COSTS

Public attention was attracted during the recession to the apparent para-
dox of prices continuing to rise while production and employment were
declining. Attention was naturally focused mainly on consumer prices.
As measured by the consumer price index, this group of prices rose, on the
average, by about 2 percent, though there was considerable diversity of
movement among different items. A major part of the increase was due
to higher food prices and the continuing upward drift in the costs of various
services used by consumers (Charts 4 and 5). On the other hand, prices of
manufactured products, with the major exception of new and used auto-
mobiles, were reasonably stable.

CHART 4

Consumer Prices on a Prewar Base
Between 1939 and 1948 commodity prices increased rapidly,

service prices slowly. Since then, prices of services have risen

steadily relative to prices of commodities.
INDEX, 1939 = 100

250

200

150

100

•>
..••*

/ DURABLE
/COMMODITIES

ALL ITEMS

NONDURABLE COMMODITIES «^»*
EXCLUDING FOOD , ' ^

I I I I I I I J I I 1 I 1 I I I I

1940 42 44 46
SOURCE: DEPARTMENT OF LABOR.

48 50 52 54 56 58

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



Prices in wholesale markets rose somewhat less than prices at retail, and
have been roughly stable since early in 1958. Again, however, the average
of wholesale prices fails to disclose the considerable differences of movement
among commodity groups. Prices of farm products and foods rose sharply
during the recession and then declined after mid-1958. Prices of raw
materials, which are always sensitive to changes in domestic and world
market conditions, declined sharply during the recession but recovered
rapidly after the upturn. Prices of manufactured products continued to
rise during the early months of the contraction, but fluctuated within a
narrow range throughout 1958 (Chart 6).

While it is important to beware of overly simple explanations for the rise
in prices during the last few years, and in particular for the continuance of
some increases during the recession, three factors of major importance may
be identified as having contributed to these results. First, during the early
part of the upward price movement which started about three years ago,
some increases were caused by heavy and rapidly mounting demands. These
higher prices often became higher costs for other industries, thus diffusing
their effects throughout much of the economy.

Second, a substantial part of the rise during the recession reflected forces
not closely related to the immediate business situation. Prices of services,
on which consumers spend over one-third of their total outlays, were making
a delayed adjustment to earlier increases in prices and costs. This paralleled

CHART 5

Consumer Prices on a Recent Base

Between 1955 and mid-1957 all major price indexes rose; during

the next year increases were confined mainly to food and service

prices; in recent months the over-all index has been stable.
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CHART 6

Wholesale Commodity Prices
The wholesale price index was roughly stable in recession and

recovery. Offsetting changes occurred in prices of the various

components.
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the experience in the other two postwar recessions. Prices of food, which
account for roughly one-quarter of the expenditures of consumers, rose
mainly because of supply conditions. Lower marketings of livestock resulted
in higher meat prices; and unfavorable weather conditions reduced the
supplies, and led to higher prices, of fresh fruits and vegetables.

Third, substantial increases in costs in recent years have influenced prices.
Large additions to productive capacity, and the replacement in this period
of facilities originally acquired when costs and prices were lower, have
caused capital costs to mount sharply. A rapidly enlarging complement of
professional and technical personnel has also added to costs, though inevi-
tably the full beneficial effects of these larger staffs will be realized only over
an extended period of time. Since commensurate gains in output have not
occurred, these increases in costs have resulted in higher expenses per unit
of output produced.

Finally, wages, salaries, and employee fringe benefits have increased at
rates above those consistent with the long-run productivity performance of
the economy. As a result, employee compensation per unit of output, which
had been fairly stable between 1953 and 1955, rose about 10 percent in the
next two years.

This persistent advance in costs of all types naturally exerted an upward
pressure on prices. The increase in prices that did occur was less than the
rise in costs, however, with the result that profits per unit of output were
lower in 1956 and 1957 than in 1955.

Clearly, severe reductions in the price level during a brief and moderate
recession are not to be expected and would not be a proper objective of
national economic policy. Indeed, such reductions might impede early
recovery of the economy. Rather, the problem is how to achieve a reason-
able stability of prices when economic activity is advancing and output and
employment are high. The limited downward flexibility of prices in a
moderate recession, and the upward movement even then of certain key
prices and costs, highlight and emphasize the need for public and private
policies that will produce the desired price stability at all times.

RESUMPTION OF ECONOMIC EXPANSION

Even during periods of general economic contraction, some industries
and some regions of the Nation continue to forge ahead and others experi-
ence only a temporary cessation or slowing down of their rate of growth.
This continuing strength helps to moderate cutbacks of production else-
where ; and when demands begin to rise again in areas where there had been
actual declines, over-all gains in output and employment follow quickly.

A pattern of this type prevailed in the 1957-58 recession. While produc-
tion and employment were declining rather sharply in some sectors, notably
in the heavy industries and in those producing consumer durable goods,
output and sales of consumer nondurable goods fell only slightly, the service
industries expanded, and purchases by State and local governments con-
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CHART 7

Employment in Nonagricultural Establishments
Manufacturing, mining, and transportation accounted for four-

fifths of the 1957-58 decline in employment and for half of the

increase since April.
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tinued to rise. Then, as areas of the economy that had suffered declines
resumed expansion, and as sales began to be met increasingly out of current
production rather than out of inventories, a rise in general economic activity
started (Chart 2 ) .

In the early part of 1958, shifts of this kind developed quickly. In Febru-
ary, employment was declining in all major sectors of the private economy;
only in government was it increasing. By April and May, increases in
private employment were reported (Charts 7 and 8). The demand for
goods and services ceased declining in a number of industries and in some
cases began to rise. The decline of exports virtually ended by the second
quarter of 1958, eliminating an important contractive force.

As indicated earlier, Federal outlays on goods and services fell only in the
fourth quarter of 1957, and then by a relatively small amount—$600 million
on an annual rate basis. A rise in such outlays began in the next quarter.
Purchases of nondefense goods and services by the Federal Government rose
at an annual rate of $3 billion from the first to the fourth quarter of 1958,
largely on account of increased payments under agricultural price support
programs and higher Government pay scales. And defense outlays, sig-
nificantly influenced by the effect of pay increases, rose at an annual rate of
$400 million between the first and second quarters of 1958 and by another
$900 million in the next two quarters. At the same time, there was a sharp
increase in the placement of contracts for the purchase of military goods.
New orders for major items of defense goods, which in the second half of
1957 were being placed at an annual rate of $12 billion, increased to an
annual rate of $22 billion in the first half of 1958. The most immediate
effect of this rise was to slow and eventually halt the liquidation of inventories
by defense contractors.

Most of the decline in business expenditures for plant and equipment
had occurred by the second quarter of 1958. However, indications that
the decline would not be of long duration began to appear early in the
year; new orders for machinery and equipment, after falling sharply in
the late months of 1957, stabilized after the turn of the year and moved
upward shortly thereafter. Surveys of the plans of businesses for capital
outlays reported in September 1958 and again in December indicated that
the decline in these expenditures had ended and that some increase was in
prospect. Although industrial capacity was generally ample, the need for
more or for improved facilities was already being felt in some industries.
Throughout the economy, increased competitive pressures and rising costs
intensified the search for more efficient production techniques.

Indications that home building would help promote an upturn were
apparent early. Applications for FHA commitments, after declining more
than seasonally in the final quarter of 1957, moved moderately upward
through March 1958 and then increased strongly for the next six months.
The number of new private dwelling units being started increased steadily
after February. As was to be expected, time was required for these changes
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CHART 8

Employment, Hours, and Earnings in Manufacturing
The average length of the workweek turned up in March 1958 . . .
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CHART 9

Employment, Production, and Income

Employment changes have been broadly similar to previous post-

war experience.
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CHART 9—Continued

Employment, Production, and Income
Changes in production and income also have been similar to

previous experience.
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to be translated into actual construction activity, but the volume of expendi-
tures for residential construction turned upward after May and quickly
pushed well above the levels of 1956 and 1957.

The rise in home building activity and the stability of consumer demand
in general began early in 1958 to exert a favorable influence on the inven-
tory policies of producers and distributors of building materials and consumer
goods. In the first quarter of the year, these industries were cutting back
their inventories sharply. Except for automobiles, however, sales were not
falling by a significant amount, and in many cases were rising. As retail
and wholesale firms placed larger orders with manufacturers, the latter in-
creased their production, both to meet the increased sales and to replenish
their own inventories. In preparation for a new model year, the automo-
bile industry also began expanding production and adding to inventories.
The change in the rate of inventory investment by wholesalers and retailers
and by the automobile industry accounted for a rise of about $4 billion in
national product between the first and fourth quarters of 1958, about one-
seventh of the total increase recorded for that period.

Although inventories of manufacturers not closely associated with con-
sumer developments continued to decline throughout the summer at a fairly
rapid rate, they eventually began to feel the effects of the increase in demand
elsewhere. Inventory reductions were slowed considerably, as production
expanded faster than sales; but in some industries, particularly those pro-
ducing capital goods, liquidation continued in the final quarter of 1958.
For the economy as a whole, however, the rate of production in the fourth
quarter was equal to sales, whereas in the first quarter it had been $9.5
billion less than sales. This rise of $9.5 billion accounted for more than
one-third of the increase in gross national product during the period.

As a result of increases in sales and production, and a continued rise in
transfer payments, personal income began to rise in March. Apart from the
effects of retroactive salary payments to Federal employees in July, and the
pattern of dividend payments in December, the increase continued through
the year, providing the basis for higher consumption expenditures. Although
the decline in consumer spending on durable goods continued through the
second quarter, total consumption expenditures began to increase in that
quarter and by the end of the year retail sales were above sales a year earlier.
After September, purchases of durable goods increased substantially.

Responding to the increase in output and sales, corporate profits recovered
sharply in the second half of 1958. By the fourth quarter of the year, they
were apparently equal to the highest quarterly figure in 1957 and only
slightly below the peak attained in 1955. Supplementing the increasing
allowances for depreciation, these higher earnings were providing substan-
tially larger amounts of internal funds to business concerns by the end of
the year.

Had it not been for extensive work stoppages in the final quarter, the
recovery in output, employment, and income, and in spending by consumers,
would have been more rapid. As it was, changes in employment followed
fairly closely the patterns of change in previous postwar cycles. The rate of
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unemployment, which had risen above the rate in previous recessions since
the war, also fell rapidly. In the final two months of the year, the unem-
ployment rate was close to what it had been in the corresponding period in
the 1948—50 recession and recovery, though still above what it had been in
the corresponding period in 1953-55 (Chart 9).

DEVELOPMENTS IN WORLD PRODUCTION AND TRADE

The recession was not limited to the United States in its origins or in its
effects. Production ceased to expand in most other industrial countries of
the Free World, and in some countries it declined in 1957-58 (Chart 10).
However, the general level of industrial output abroad in the closing months
of 1958 was moderately higher than it had been a year earlier, and many
indications pointed toward a renewal of expansion in countries with which
the American economy is closely related. World commodity prices, crucial
to the incomes of the primary producing countries, stabilized in the first half
of the year, and some of them tended to strengthen in the second half.
World trade, after its first significant setback since the Korean conflict, also
appeared to reflect a strengthening of demand.

The period of expansion which preceded the recession produced certain
maladjustments abroad, the correction of which entailed at least some
slowing down in production and trade before growth could be resumed
on a firmer footing. As in the United States, the expansion of industrial
capacity in certain countries was greater than the increase in industrial
output. In the United Kingdom, the increase in capacity resulting from
large investment outlays after 1955 was not matched by a corresponding
increase in industrial production or in output per worker. As wage rates
continued to rise rapidly, labor costs per unit of output increased. Together
with rising capital costs, they exerted an upward pressure on prices. In
most other industrial countries, the investment boom was translated
into a rapid growth in output and in productivity. Some of these
countries, especially the Federal Republic of Germany, Italy, and Austria,
successfully combined these high growth rates with only moderate price
increases. Others, however, including particularly Japan, France, and
the Netherlands, developed strong inflationary pressures at home and unsus-
tainably heavy external deficits as their demands for capital goods and indus-
trial materials rose. To these maladjustments were added the strains in
international payments produced by the Suez crisis and the short-term
capital movements that started in late 1956.

Readjustments thus had to be made in a number of countries at about
the same time. The timing of these shifts was partly coincidental, but their
effects were closely intertwined. A contraction of demand arising out of
them had immediate effects on inventory policies not only in the countries
immediately concerned but in other countries as well, as world prices of
primary commodities weakened. Some commodities were already vulner-
able to such changes. This was especially true with respect to nonferrous
metals, for which production capacity in the United States and abroad had
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CHART 10

Foreign Industrial Production
Production abroad rose rapidly from 1952 to mid-1957 and since

then has shown little further change.
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CHART 11

World Trade
The chief decline was in exports of the U. S. and the primary

producing countries and in imports of other industrial countries.
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been rapidly expanded in response to the extraordinary demands generated
by the Korean conflict and its aftermath and by the investment boom.
Burdensome surpluses of coffee had also been generated by excessive in-
creases in capacity.

The decline of commodity prices, in turn, reduced the buying power of
countries producing primary products, in many of which the demand for
imports had already grown beyond export earnings or other means of
financing.

For these reasons, international trade receded from the high level reached
in the first half of 1957 and declined into the early part of 1958 (Chart 11).
The decline was especially marked in United States exports, for reasons
related to their commodity composition and country distribution. In the
second half of 1958, however, United States exports were at about the same
rate as in the first half of the year, and there appeared to be some strength-
ening in world trade.

OUTLOOK FOR 1959

An examination of changes in demand that have been occurring recently
in the major sectors of our economy provides a useful basis for estimating
further changes during the months ahead. In the private sector, the
industries that supply capital goods and facilities have, so far, con-
tributed only modestly to the recovery. New orders for such goods have
improved and demands for them have begun to rise, but output in the
industries producing these goods has not increased markedly and the
increase in employment has been even more restricted. In the months
ahead, however, these industries and others more or less closely related
to them should make a larger contribution to rising production, employ-
ment, and income. Factors that have a considerable influence on capital
outlay decisions have become more favorable. Business earnings have
improved. The rate of utilization of existing industrial capacity, though
still not exerting pressure on businesses generally to enlarge their facilities,
has increased sufficiently to bring the need for additional capacity within
sight for some industries and firms. Moreover, the need for controlling
costs provides incentives to replace obsolete and high-cost facilities, even
though they remain operational. Present evidence indicates that business
concerns contemplate no further curtailment of their expenditures for new
and better facilities, and an upturn in such expenditures may already be
under way. In the past, improving economic conditions have typically led
business concerns to revise upward their plans for capital outlays, and it is
reasonable to believe that some such revision may take place as the year
progresses. There is not, as yet, a sufficient basis for judging how large
the eventual increase in demand from this sector of the economy may be,
but it seems reasonable to expect that it will make an increasing contribution
to a rise in over-all economic activity.

Although residential construction has already risen by about one-fourth
since mid-1958, it is continuing to be a major factor in economic recovery.
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Financing commitments already in hand and uncompleted starts should
entail some further increase in construction outlays in the next few months.
Subsequently, however, the level of building activity will depend increas-
ingly on the capacity of the industry to compete for funds in the capital
markets. Favorable action by the Congress on recommendations made
elsewhere in this Report to correct those features of our housing laws that
tend currently to impede the flow of private funds into home financing
would significantly improve the outlook for a sustained high level of resi-
dential construction.

For the time being, exports are still affected by some of the factors that
contributed to their decline in 1958: a leveling of industrial activity abroad;
apparently large inventories of some commodities that are important in
United States shipments; and continued trade deficits and strains on foreign
exchange reserves in some of the primary producing countries. These
conditions not only moderate foreign demands for United States output but
also produce keener export competition. A decisive upturn in United
States exports can scarcely be expected until a renewed rise in industrial
activity abroad sets in, and perhaps then only with some delay where
inventories or idle capacity are large. However, there are encouraging
indications of such a rise in some countries abroad, and policies favorable to
economic expansion have been undertaken generally. Increased demand
arising from renewed expansion in the industrial countries may be expected
to benefit the trade position of primary producing countries. Meanwhile,
United States imports appear to be strengthening further, as domestic eco-
nomic activity rises, and this should help to increase foreign buying power,
both directly through larger earnings from the United States and, more
widely, through some continued firming of raw material prices. Accord-
ingly, the prospect is that in the course of this year foreign economic activity
and, possibly with some delay, the foreign demand for United States exports
should begin to rise again in a mutually reinforcing relationship with our
own economy.

Farm production may be expected to remain an element of strength and
stability in 1959. Even with growing conditions less favorable than in
1958, which was an exceptional year, the aggregate output of crops prom-
ises to remain high. It is expected that the total supply of milk, eggs, and
meat will be increased, the last especially by a substantial amount of pork.
Large production and stocks of many crops are likely to keep farm prices
under some pressure, but prices of many products are protected from severe
decline by governmental supports. Livestock prices may recede somewhat,
owing to larger supplies of hogs and poultry, though beef cattle prices may
remain relatively unchanged. Farmers' cash receipts from marketings
may be well maintained but total expenses on account of farm production
will probably continue to rise somewhat, reflecting higher payments for
wages, taxes, interest, and machinery. Lower or unchanged costs are
expected for other items. In these conditions, income from farming may
be slightly below that in 1958, but still high, and farmers' expenditures for
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production and consumption may be expected to remain at levels favorable
to an expansion of business activity. Also, the high productivity of agricul-
ture and large stocks of food and feed should help restrain increases in the
general price level in the year ahead.

In the public sector of the economy, a rise in Government outlays—Fed-
eral, State, and local combined—may be expected in the present year,
though probably a smaller increase than in 1958. Outlays by State and
local governments have been rising steadily, and they may be expected to
continue expanding at the same rate as in the past year, if not at a somewhat
higher rate. The Federal Government's outlays for goods and services and
for transfer payments in connection with social security programs will in-
crease in 1959, though by a lesser amount than in the past year.

If increases in the demand for output continue to develop along these
lines, the liquidation of inventories should soon come to an end, if it has not
already done so, and some stepping up in production schedules above sales
can reasonably be expected. A building up of stocks of materials and work
in process is typical of a period of economic expansion. Moreover, inven-
tories of some businesses in 1958 appear to have fallen below the amounts
appropriate for even the reduced pace of sales at that time. The improved
liquidity position of business concerns and financial institutions should make
it possible to finance needed increases in inventories with reasonable ease.

When account is taken of the currently favorable appraisal of eco-
nomic conditions which consumers appear to hold, their improved credit
position, and the higher incomes likely to be generated in sectors of the
economy not directly connected with the production of consumer goods, it
seems reasonable to expect an enlarging market for these goods in the coming
year. In turn, higher employment in these industries may be expected to
contribute further to the increase in economic activity generally. On the
other hand, the extent to which increases in income can lead to higher con-
sumption of goods and services, and thus to higher levels of production and
employment in the consumption goods industries, depends on whether
increases in wage and other costs are held within limits consistent with rea-
sonable stability of consumer prices.

With due allowance for the limitations that surround all efforts to fore-
cast the probable course of activity in a free economy, there is a reasonable
basis for confidence that the recent improvement in activity will be ex-
tended into the months ahead. However, it must be recognized that the
actions of all individuals and groups in the Nation—consumers, business
concerns, labor organizations, and Government—will have a decisive bear-
ing on the outcome. All must play their parts appropriately if the high
levels of employment, production, and purchasing power envisaged by the
Employment Act are to be attained. A significant contribution by Govern-
ment to the accomplishment of this purpose, and particularly to the
achievement of the price stability essential for sustainable economic growth,
would be assured by the economic program outlined in Chapter 4. That
program is recommended to the favorable attention of the Congress.
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