
The Economy in 1966

imposing array of achievements
marked the performance of the American
economy in 1966. The sixth year of
rising demand brought new records in
production and sales, employment, pay-
rolls, and profits. A total of 74 million
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persons were at work, and the unem-
ployment rate fell below 4 percent to
its lowest level since 1953. The rise
in output made provision for the ex-
panding requirements of the war in
Vietnam and at the same time per-
mitted an improvement in living stand-
ards and progress toward the objectives
of many new social programs.

These accomplishments put a con-
siderable strain on the Nation's re-
sources. Pressures on the labor market
were especially strong as the size of the
Armed Forces was increased by more
than a half million men over the year
while the demand for workers con-
tinued to rise. Unemployment rates,
although still high for those with little
skill and training, were very low for
those with experience, and labor short-
ages were common for several types
of skilled workers in various parts of
the country. Even though business-
men made record outlays for expanding
and modernizing their plant and equip-
ment facilities, the rise in demand
brought capacity utilization to rates
not seen in more than a decade, back-
logs were built up, and delivery times
were lengthened. Through much of
the year, business turned to foreign
sources to meet some of its additional
needs for materials and equipment—a
development that had an unfavorable
influence on the balance of payments.

The pressure of demand on available
resources led to larger price increases
than in any other year of the current
expansion and, indeed, since the mid-
fifties. Last year's tight labor market
brought increases in wage rates well
in excess of the rise in productivity so

that unit labor costs, which had risen
remarkably little in about 5 years,
advanced noticeably. The price rise
was aggravated by temporarily un-
favorable supply conditions for a num-
ber of important agricultural commod-
ities that caused farm prices and food
prices at wholesale and retail levels to
rise more than they had in several
years. All told, the price increase in
final markets from 1965 to 1966 was
almost double the average of the
preceding 5 years.

Government restraints on demand

For the first year since the expansion
s tar ted , Gove rnmen t a u t h o r i t i e s
adopted measures to restrain demand.
Some restraint became effective at
the very beginning of the year in
the form of higher social security
taxes—the result of legislation passed
some time ago. New tax measures
adopted early in the year included
graduated withholding of personal in-
come taxes, accelerated payment of
corporate income taxes and the partial
restoration of previously enacted cuts
in excise taxes. Later in the year,
tax incentives to investment in new
plant and equipment were eliminated.
But monetary policy was the major
weapon employed in 1966 to hold
down demand and prices. With credit
demands extremely high—particularly
those by business to finance rising-
plant and equipment programs and
working capital needs—and with mon-
etary policy directed toward restraint,
interest rates rose to their highest
levels in several decades. These in-
creases and the resulting diversion
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of funds from the housing industry
to more lucrative investments brought
the rate of housing starts in the
final quarter of 1966 to its lowest
point since the early postwar period.
Other types of investment were also
adversely affected by tight money in
1966 but apparently not nearly so
much as housing.

Tight money helped the Nation's
balance of payments problem last year.
It served to stem the net outflow of
capital and thereby offset in part the
decline in the export surplus.

Expansion slows after early 1966

Although demand and prices rose
sharply and unemployment fell con-
siderably from 1965 to 1966, the pattern
of change during 1966 tells another
story. The expansion in demand that
became especially noticeable in the
summer of 1965 continued only through
the first quarter of 1966; subsequently,
demand grew much less rapidly, more
nearly in line with the capabilities of
the economy. There was little change
in the unemployment rate after the
early months of the year. Price in-
creases in final markets slowed down
only slightly in the second half, but
prices in wholesale industrial markets
changed little after midyear and actu-
ally declined after midsummer for
farm products and processed foods.
Moreover, the worst of the credit
stringency appeared to be over after
mid-September, and a distinct easing
was evident in money markets in
December.

A major part—though not all—of
the slowdown in demand and produc-
tion after the first quarter was clearly
attributable to the deep cuts that were
made in outlays for construction gen-
erally and housing in particular. In
real terms, the decline in construction
from the first to the fourth quarter
of 1966 offset one-third of the rise in
GNP other than construction over the
same period.

Yearend Position

In spite of the continued decline in
construction activity, GNP increased
approximately $14 billion in the fourth

quarter to a seasonally adjusted annual
rate of $759 billion, according to pre-
liminary data. With prices rising 0.8
percent from the summer quarter, the
increase in the physical volume of out-
put came to about 1 percent.

As in the summer months, government
purchases continued to be a major
stimulus to the rise in production.
Spending for national defense rose $3%
billion, bringing the total increase in
defense spending during the second half
of 1966 to $8% billion. Although
Federal nondefense purchases were un-
changed, the steady long-term rise in
State and local purchases continued.

Fourth quarter patterns of gross
private domestic investment were mixed.
In addition to a $3 billion decrease in
residential construction, investment in
nonresidential structures eased slightly,
but outlays for producers' durable
equipment advanced again. The rate
of inventory accumulation showed a
considerable step-up on the basis of
figures that are still incomplete. In-
ventory investment in the fourth quarter
was $4% billion above the $10 billion
annual rate in the third and was the
largest since the second quarter of 1951.

There were signs that the extended
decline in net exports had come to a
halt as exports increased more than
imports. These estimates are also
based on incomplete statistics.

Personal consumption expenditures
continued to advance in the closing
months of the year, but most of the
increase was in spending for services.
Expenditures for durable goods showed
little change from the third quarter
rate as auto sales failed to improve
after the introduction of the 1967
models. Outlays for nondurable goods
rose only $0.6 billion, as compared
with a $2}£ billion increase during the
preceding period, but the strong up-
trend in spending for services was
extended with a $4 billion rise.

December developments

Output expanded throughout the
quarter but at a slower rate in Decem-
ber than earlier in the fall. Personal
income rose $3 billion over November,
at a seasonally adjusted annual rate,
after increases of about $4% billion in
the preceding 2 months; the smaller

gain in December was attributable in
part to a sharp decrease in dividend
payments that reflected smaller yearend
extras by a number of large companies.
Increases in wages, particularly in
manufacturing, were not as large as in
recent months.

Payroll employment showed a sizable
increase of about 250,000 persons in
December as a result of gains in all
major industries, but hours of work
were cut back rather sharply in manu-
facturing for both durable and non-
durable goods. Rates of pay continued
to rise.

The Federal Reserve index of manu-
facturing production was unchanged for
the second month in a row as a dip in
durable goods output was offset by a
rise in nondurables. Steel production
fell considerably, extending the decline
in progress since midsummer. The
output of consumer appliances ap-
parently decreased; auto production
was about unchanged, and the output
of business and defense equipment
combined rose further.

Wholesale prices of industrial com-
modities remained stable in December;
however, increases were announced in
early January for copper, aluminum
ingot, and steel tubing, among other
items. Prices of farm products and
processed foods declined less than sea-
sonally in the final month of 1966.

A moderate easing in monetary policy
was evident as 1966 came to a close.
The money supply and time deposits at
commercial banks each increased about
$1 billion in December, seasonally ad-
justed, and loans and investment ad-
vanced $2.3 billion, for the largest gain
since June. Financing costs generally
edged down as the month progressed.

Outlook

Although a number of crosscurrents
were evident toward the end of the year,
the chances seem good that the expan-
sion will continue in 1967. However,
the rise in real GNP is likely to be more
moderate than the substantial increase
from 1965 to 1966. On the basis of the
President's State of the Union message
and subsequent statements, Govern-

(Continued on page 26)
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also rose in 1966 because of higher
interest rates, and the net balance on
income receipts therefore probably
changed very little.

Capital outflows
The decline in U.S. private capital

outflows reflected a decrease in direct
investment financed by U.S. funds and
in net purchases of foreign securities,
and a speedup in liquidations by U.S.
banks of their foreign assets. How-
ever, the large repatriation of funds
held by U.S. corporations with foreign-
ers other than their own affiliates—a
1965 development that took place in
response to the appeal by the Govern-
ment, and contributed importantly to
the improvement of the balance of
payments in that year—could not be
repeated in 1966.

U.S. direct investment abroad in
1966 was probably less than $3 billion
(net of funds obtained from foreign
sources) as compared with $3.3 billion
in 1965.

Funds borrowed abroad by U.S.
corporations especially to finance their
foreign investments amounted to about
$600 million in 1966, as compared with
roughly $200 million in 1965. These
borrowings were undertaken for the
first time in 1965 in order to reduce
outflows of U.S. funds under the
voluntary program. About $350 mil-
lion to $400 million of these funds may

have been used for direct foreign in-
vestments in 1966 (as compared with
about $60 million in 1965), and the
remainder was added by U.S. corpora-
tions to their foreign banks deposits or
other relatively liquid assets.

Purchases of newly issued foreign
securities may have been about the
same as in 1965 (including $150 million
of Canadian securities deferred from
1965 to 1966), but redemptions and
liquidation of other foreign securities
were probably larger in 1966.
Outlook

Current indications suggest that
growth rates in the United States and
other industrial areas will be somewhat
lower in 1967 than in 1966. Growth in
Japan, France, and Italy may continue
at recent rates or increase slightly, but
in Germany, the rate may remain
about as low as in 1966, and in the
United Kingdom there may be little
or no further growth in 1967. Canada
is likely to follow the U.S. pattern.

A deceleration in the U.S. growth
rate in 1967 should bring a substantial
slackening in the rate of increase in
merchandise imports, so that even if
exports do not expand as much as in
1966, there may be some improvement
in the trade balance.

Toward the close of the year, the
stringent credit conditions that pre-
vailed in the spring and summer months

in domestic capital markets eased
noticeably. This change in the mone-
tary climate potentially could give rise
to unfavorable trends in net capital
flows. However, restraints on U.S.
investment abroad will continue in
1967 with the extension of the voluntary
balance of payments program an-
nounced on December 12, 1966. The
1967 program continues the approach
of the 1965 program and proposes new
ceilings for net changes in U.S. private
assets abroad.

Under the Commerce Department
program, corporations have been re-
quested to limit direct investment
capital transactions in developed coun-
tries in 1966 and 1967 to an annual
average of no more than 120 percent of
the 1962-64 annual average and to
make additional favorable contributions
to other international transactions.

The Federal Eeserve Board's 1967
program for commercial banks suggests
that there be no increase in the current
ceiling of 109 percent of the claims
outstanding at the end of 1964 and
that no more than 10 percent of the
$1.2 billion leeway under the ceiling be
utilized for nonexpert credits to de-
veloped countries. For nonbank finan-
cial institutions, the program permits
an increase of 5 percent in outstanding
foreign assets from October 1, 1966,
through December 31, 1967.

ment defense purchases are expected to
show sizable increases through at least
the first half of 1967, and they are likely
to be the main factor in the advance.
It is also reasonable to anticipate an
extension of the upward trend in State
and local government purchases.

The less stringent credit situation
that was apparent late in 1966 provided
a little relief to the hard-pressed housing
industry, and a further easing could be
expected to bring a turnaround in resi-
dential construction outlays by this
spring. A sizable backlog has built up
for housing because the cutback at the
end of last summer was so severe that
starts fell below the rate required for

The Economy in 1966
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new household formation; moreover,
since last spring, the rate of starts made
no allowance for replacement demand.

The OBE-SEC plant and equipment
survey published in December indicated
a small advance in business capital ex-
penditures through mid-1967, and cur-
rent indications point to little if any
growth beyond that. Net exports
could show some improvement mainly
because, with domestic demand less
pressing, the sharp expansion in imports
is likely to slow down, as it apparently
did in the fourth quarter.

Inventories pose a problem because
they were high in relation to output or
sales at yearend, and the (preliminary)

fourth quarter rate of investment re-
flected some involuntary accumulation
that requires correction.

A rise in income will bring further
advances in consumer spending; the
rise in expenditures will probably be
moderated somewhat by sluggishness in
automobile sales.

Prices are likely to rise further in final
markets but less than they did from
1965 to 1966, partly because food prices
are not likely to repeat their 1966 ad-
vance. Although an easing of pressure
on resources will tend to hold down
price increases, a rise in employee com-
pensation in excess of the growth in
productivity is a likely prospect.
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