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The Business Situation

Economic activity was continuing a rise of almost four 
years’ duration as 1964 drew to a close, and most fore
casts pointed to further gains in 1965. Production, employ
ment, and personal income all recovered in November 
from the depressing effects of widespread strikes in the 
automobile industry in the preceding months, and output 
in both the auto and steel industries continued to climb in 
December. Unusually heavy Christmas shopping re
sulted in an appreciably greater than seasonal rise in 
retail sales in December, and businessmen’s outlays for 
new plant and equipment apparently were also increasing. 
On the other hand, residential construction still showed 
some weakness. Price developments continued to be a cause 
for some concern. Both consumer and industrial wholesale 
prices rose slightly in November, and some additional rise 
in the industrial component of the wholesale price index 
apparently occurred in December. Moreover, a number of 
further price rises announced by the steel industry in late 
December undoubtedly added to the recently emerging 
climate in which businessmen seem to be less reluctant to 
probe markets to determine whether price increases can be 
made to stick.

Assessment of the economic outlook for the new year is, 
of course, beset with the usual collection of complicating 
uncertainties, not the least of which is the possibility of 
disruptions as a result of labor disputes. The strike of East 
and Gulf Coast dock workers will have serious effects unless 
it proves to be of short duration. There are also the lingering 
possibilities of a nationwide railroad tie-up during the 
winter as well as of a strike in the steel industry on or after 
May 1. Another determinant of the course of over-all 
activity in the months ahead is likely to be business spend
ing. A Commerce Department survey taken in November, 
which may not fully reflect the possible hedge buying of 
steel, indicated that manufacturers already anticipated a 
substantial increase in their inventory holdings in the final 
quarter of 1964 and a somewhat more moderate expan

sion in the first quarter of 1965. Capital spending plans 
for 1965, on the other hand, appear to have strengthened 
since the initial surveys early last fall.

Economic developments in the months ahead will, of 
course, also be influenced heavily by the Administration’s 
budgetary decisions that are about to be revealed. Most 
business analysts seem to believe that these decisions will 
result in some net expansionary impact on the economy 
and thus will help extend further the current over-all 
advance.

R E C E N T  I N D I C A T O R S

After a strike-induced dip in October, industrial produc
tion rose strongly in November: the Federal Reserve 
Board’s seasonally adjusted index advanced by more than 
3 full percentage points to 134.9 per cent of the 1957-59 
average (see Chart I ) .  The bulk of this advance was at
tributable to the return of most automobile workers to 
their assembly lines, though final settlement of issues at a 
number of local Ford Motor Company plants was not 
reached until late in November. In addition, most other 
industries—including primary metals, furniture and fix
tures, and machinery—registered moderate increases in 
output in the month. In December, most of the automotive 
industry mustered everything at its command in an effort 
to work down the backlog in consumer orders and to re
stock dealers’ showrooms. December data indicate that as
semblies rose about 6 per cent above the pre-strike level 
and 12 per cent over December 1963. The stepped- 
up pace of activity in the automobile industry also influ
enced steel ingot production, which continued to rise in 
December. Steel ingot output for the year as a whole is 
now estimated at 127 million tons, 9 per cent more than 
the previous record reached in 1955 and 16 per cent above
1963. Strength in over-all production during the months 
ahead is suggested by the high level of unfilled orders on
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C h a rt I

RECENT BUSINESS INDICATORS
S e a s o n a lly  a d ju ste d

Sources: Board of Governors of the Federal Reserve System ; United States 
Departments of Commerce and Labor.

the books of durables manufacturers. Such backlogs rose 
for the eleventh consecutive month in November, to a level 
13 per cent higher than a year ago.

Reflecting the turnabout in production, nonfarm pay
roll employment also turned sharply upward in Novem
ber, following a decline the month before (see Chart 
I ). Employment gains were scored by all major industry 
groups, though the return to work in the automobile in
dustry accounted for two thirds of the over-all rise. Total 
employment expanded further in December, according to 
the Census Bureau’s household survey, and the rise was 
somewhat greater than the expansion in the civilian labor 
force. As a result, the over-all unemployment rate (season
ally adjusted) fell to 4.9 per cent, a substantial improve
ment over the 5.5 per cent figure for the final month of
1963. For one of the most important groups in the labor 
force, the improvement has been relatively even more sub
stantial: the jobless rate for married men stood at only 2.7 
per cent in December, as against 3.3 per cent a year ago.

Retail sales declined in November, the third successive 
month of slippage, as unusually warm weather apparently

sharply curtailed sales of winter apparel. Personal income, 
however, recorded a considerable advance in November, 
with the result that Christmas shoppers were in good finan
cial shape to carry out the buoyant buying plans that had 
shown up in recent surveys. Glowing trade reports sug
gest that heavy consumer spending did in fact occur. 
Indeed, according to the advance report, retail sales in De
cember rose to a record $22.8 billion (seasonally adjusted), 
5 per cent higher than in November and 9 per cent above 
December 1963. The substantial gain reflected largely a 
marked pickup in durable goods sales. These, in turn, were 
sparked by a very considerable advance in automobile sales 
as new-model cars were in better supply.

Outlays for nonfarm residential construction in Decem
ber were off by less than 1 per cent. Such outlays edged 
downward in the closing months of 1964 but for the year 
as a whole amounted to $26.6 billion, compared with $25.8 
billion in 1963. Building permits issued rose by 3 per cent 
in November and the dollar value of residential construction 
awards was up by 12 per cent, although nonfarm housing 
starts declined after moving up in the preceding two months. 
A recent forecast by the Commerce Department places non
farm housing outlays in 1965 slightly above the 1964 
figure.

B U S I N E S S  S P E N D I N G .  P L A N S

As the new year began, most business analysts were in
creasingly focusing attention on the probable course of 
business spending in 1965. One area of immediate inter
est is investment in inventories, especially in view of indi
cations that steel users have already begun to stockpile 
finished products in anticipation of a possible strike. A 
Commerce Department survey taken in November—which 
may not fully reflect the possible hedge buying of steel— 
indicated that manufacturers already anticipated a sub
stantial $1.2 billion increase in their inventory holdings in 
the final quarter of 1964 and a somewhat more moderate 
expansion of $0.6 billion in the first quarter of 1965. At 
the same time, manufacturers expected their sales in the 
final quarter of 1964 to remain unchanged from the quarter 
before, but did anticipate a considerable rise in sales in the 
first quarter of 1965. In October and November inventories 
held by manufacturers recorded the two largest monthly 
advances in the current upswing, which suggests that manu
facturers would actually carry out fourth-quarter inventory 
building plans. If inventory and sales expectations for the 
first quarter of 1965 are realized, the inventory-sales ratio 
for manufacturers at the end of the first quarter will be no 
higher than the reading for the third quarter of 1964, a 
figure that was relatively low by historical standards.
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Chart II
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for a 4.2 per cent advance in 1964, compared with the 13.9 
per cent increase over 1963 now expected for 1964.

There are now other indications that capital spending 
will show strength through the first half of the new year. 
According to a Commerce Department-Securities and Ex
change Commission survey taken in November—i.e., some
what later than the McGraw-Hill survey—businessmen’s 
spending plans for the first quarter of 1965 were $1.2 
billion above the expected figure for the final quarter of
1964. At the same time, businessmen expected their 
spending for plant and equipment to expand by an addi
tional $0.8 billion in the second quarter of 1965. The 
indicated advance in the first half of the year was pro
jected to come largely from the manufacturing sector. If 
the expected average gain in the first and second quarters 
were to be extended over the rest of the year, the estimated 
year-to-year gain for 1965 would be approximately 10 
per cent.

The National Industrial Conference Board has recently 
reported that, according to its survey, capital appropriations 
by manufacturers were up strongly in the third quarter. 
Such appropriations tend to lead capital spending by two to 
three quarters. Thus, manufacturers’ plans for enlarged 
capital spending through the first half of 1965 may well 
be firm.

As in previous years, business capital spending in 1965 
will be an important determinant of the course of business 
activity. Such outlays, of course, tend to increase pro
ductivity and to accelerate real economic growth, in addi
tion to their immediate influence on aggregate economic 
activity. The first clue with regard to the course of plant 
and equipment spending in 1965 was provided by the fall 
1964 McGraw-Hill survey of businessmen’s capital spend
ing plans, which pointed to about a 5 per cent over-the- 
year gain for 1965. When this projected 1965 level of plant 
and equipment spending is compared with the $46.7 billion 
annual rate of spending now expected in the final quarter 
of 1964 (see Chart II ), the advance amounts to only 0.3 
per cent. However, the fall McGraw-Hill survey has in past 
years of uninterrupted business expansion tended to under
state the mark on average by about 7 percentage points. 
For example, the 1963 fall McGraw-Hill survey had called

P E R S P E C T I V E  O N  1 9 6 4

Early each year the Federal Reserve Bank of New 
York publishes Perspective, a nine-page review of 
the course of the economy during the preced
ing year. Many businessmen find the booklet useful 
as a layman’s summary of the economic highlights 
treated more fully in the Bank’s Annual Report, 
available in mid-March. If you would like to receive 
without charge Perspective on 1964—it is available 
now—write to Public Information Department, Fed
eral Reserve Bank of New York, 33 Liberty Street, 
New York, N. Y., 10045.
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The Business Situation

The economy closed out its fourth full year of sustained 
growth with activity still moving ahead vigorously. Official 
tabulations have confirmed that, due to the October- 
November strikes in the automobile industry, over-all 
activity registered only a moderate advance in the fourth 
quarter as a whole, but various monthly and weekly indi
cators pointed to renewed widespread gains in Decem
ber and January. Thus, industrial production, payroll 
employment, and durables new orders were all up strongly 
in December. Preliminary January data suggest that auto
mobile assemblies were maintained a shade below Decem
ber’s record rate and that steel ingot production continued 
at the very high December level. Retail sales in January 
apparently moved past the high mark set in December. The 
drop in the unemployment rate to 4.8 per cent in January 
was a most encouraging development.

All major labor disputes in the railroad industry are re
portedly settled. However, in a strike that has already had 
considerable adverse effects, East and Gulf Coast dock 
workers continue to be absent from their jobs despite con
tract agreements at most of the ports. The crucial labor- 
management negotiations in the steel industry are about to 
be resumed. Meanwhile, despite the late 1964 flurry of 
announcements of selective price increases, the broad price 
indicators have continued to show relative stability. Con
sumer prices rose less in 1964 than in 1963, while industrial 
wholesale prices last year inched up by just over Vz of a per 
cent. With the economy operating at a high level, restraint in 
wage-price decisions will be necessary to avoid a resurgence 
of the inflationary atmosphere characteristic of the mid- 
1950*8.

One key factor affecting the course of over-all activity 
during the months ahead will be the actions taken by Con
gress on the Administration’s fiscal 1966 budget and other 
economic proposals. The proposed Administration budget 
will stimulate the economy significantly, particularly in 
the second half of calendar 1965, and would thus serve as 
a counterbalance to any weakening that might develop in 
some sectors of demand. Most of the suggested expenditure 
increase in such areas as education, health, and social wel

fare would have their initial impact at that time. In addi
tion, an excise tax cut has been proposed, which would 
amount to $1.75 billion per year when fully effective.

R E C E N T  P A T T E R N S  OF  D E M A N D

According to the preliminary estimates of the Com
merce Department, gross national product in the final 
quarter of 1964 (measured at a seasonally adjusted an
nual rate) rose by $5.1 billion to $633.5 billion (see chart), 
bringing the total for the year to $622.3 billion. This rep
resented a 6.6 per cent increase over the 1963 figure and 
brought the nation’s total output to a level 24 per cent 
above that prevailing at the start of the current business 
expansion. As had been expected, the figures for the 
fourth quarter were depressed, owing to the strikes that 
took place in the automobile industry in October and No
vember. As a result, the rise in total GNP in the quarter was 
the smallest since early 1961.

In a reflection of the shortage of the new models in the last 
several months of the year, consumer spending for automo
biles and parts dropped by $2.9 billion. Consumer outlays 
for other durables and for nondurables and services, on the 
other hand, rose by $4.5 billion in the quarter. With new 
cars once again in ready supply in dealers’ showrooms, auto
mobile sales surged to a record in the final month of the 
quarter and moved even higher in January. Trade reports 
indicate a high degree of optimism about near-term auto 
sales prospects. Moreover, retail sales in general appear to 
have continued to advance in January, as they did in De
cember (even after allowance for seasonal factors).

The fourth quarter also witnessed the third consecutive 
quarterly decline in outlays for residential construction, 
There is, however, some evidence that the downtrend in 
residential construction activity may have leveled out. In 
December, nonfarm housing starts rose by 7 per cent, and 
the dollar value of residential construction contract awards 
moved up markedly in the final two months of 1964.

Business fixed investment showed an increase in the 
fourth quarter of 1964, although the gain was estimated to
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GROSS NATIONAL PRODUCT AND SELECTED COMPONENTS
S e a s o n a l ly  a d ju s t e d  a n n u a l  r a t e  

B ill io n s  o f  d o l la r s  B il l io n s  o f  d o l la r s

N o te : T o ta l G N P  inc ludes n e t ex p o rts  o f go o ds  a n d  se rv ice s n o t show n s e p a ra te ly .

♦  G ross n a t io n a l p ro d u c t  ex c lu d in g  business in v e n to ry  in v e s tm e n t.

+  In c lu d es in v e n to ry  in v e s tm e n t not show n s e p a ra te ly .

4  In c lu d es  o u tlay s  fo r  p ro d u ce rs ’ d u ra b le  e q u ip m e n t a n d  n o n re s id e n tia l construc tion. 

Source: U n ite d  S tate s D e p a r tm e n to f  C o m m erce .

be smaller than those recorded in most of the quarters of the 
current business upswing. In large part, the slower advance

reflected the enforced partial deferment of truck and auto
mobile buying plans—in many cases involving whole fleets 
of vehicles—because of strike-induced shortages. With 
normal supply conditions restored, and with commercial 
and industrial contract awards up strongly in the final 
quarter of 1964, the prospects appear bright that capital 
spending will move to new records in the months ahead.

Government expenditures for goods and services ex
panded following a very slight third-quarter decline. State 
and local government spending, up for the tenth consecu
tive quarter, provided most of the strength, while Federal 
purchases rose only slightly. Indeed, the average quarterly 
increase in Federal purchases in calendar 1964 was $0.2 
billion as against a $0.6 billion average in the 1962-63 
period. (Under the proposed budget, the quarterly average 
advance in purchases of goods and services during fiscal 
1966 would be about the same as in calendar 1964. Most 
of the stimulative impact of the budget arises from pro
jected larger expenditures on social programs that do not in
volve direct purchases of goods and services.)

P R O D U C T IO N ,  O R D E R S ,  A N D  E M P L O Y M E N T

The Federal Reserve Board’s seasonally adjusted index 
of industrial production chalked up a 2.2 percentage point 
increase in December, following an even larger gain the 
month before. This rise brought industrial output to a 
level 8 per cent higher than at the end of 1963 and 32 per 
cent above the level that prevailed at the beginning of the 
current upswing. As in November, a large part of the 
December increase in total output was attributable to the 
automobile industry where most workers clocked a con
siderable amount of overtime in an effort to alleviate short
ages of new cars in dealer showrooms. At the same time, 
however, good gains were recorded by producers of most 
other consumer goods—there was an especially sharp 
rise in the output of television sets—while production of 
business equipment also showed strength. Among the 
widespread gains in materials output was a further rise in 
iron and steel production, which brought operations in that 
industry to near the record rates reached just before and 
after the long strike in 1959.

The total flow of new orders received by manufacturers 
of durable goods rose by 6.3 per cent in December, as 
new orders for motor vehicles and parts and primary and 
fabricated metals surged forward. Moreover, the backlog 
of unfilled orders on the books of durable goods manu
facturers moved up for the twelfth consecutive month and 
reached the highest level since 1957. Weekly data at hand 
for January point to continuing strength in production in 
that month. Automobile assemblies were again responding
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to the favorable reports of dealer sales, while demands for 
steel—apparently mainly for current consumption but partly 
also for inventory building as a hedge against a possible 
strike—continued to stimulate high production of steel 
ingots, putting pressure on steel-finishing capacity.

The strong upward movement in industrial production 
helped materially in raising seasonally adjusted nonfarm 
payroll employment by 226,000 persons in December. All 
major industry groups shared in the increase, but par
ticularly strong gains were registered in manufacturing and 
construction as well as in the number of persons at work 
for state and local governments. The employment rise in 
manufacturing brought total employment in that sector up

to 17.6 million, the highest level in more than ten years 
and nearly 500,000 persons more than at the end of 1963. 
Average hours worked in manufacturing also rose further 
in December and, at 41.1 hours per week, were the high
est since 1953.

In January, the seasonally adjusted unemployment rate 
dropped to 4.8 per cent from the revised December level of 
5.0 per cent. This represents the lowest monthly reading 
since October 1957 and continues the gradual but marked 
improvement in unemployment that took place last year. In 
1964, the unemployment rate averaged 5.2 per cent, which 
represented considerable progress over the 5.7 per cent 
average for 1963.

Recent Banking and Monetary Developments

Federal Reserve policy actions taken in late November 
in defense of the nation’s balance of payments had a sig
nificant impact on United States short-term interest rates 
in the fourth quarter of 1964, but did not, on present evi
dence, lead to any appreciable curtailment in the flow of 
funds through the banking system and the long-term credit 
markets. With banks amply supplied with reserves, bank 
credit and deposits continued to expand substantially, both 
before and after the policy change. Although there were re
ports of a slight firming in some bank lending terms, the 
prime rate remained unchanged after an abortive attempt by 
a few banks late in November to initiate an increase, and 
indications are that borrowers still found banks ready to ac
commodate their loan demands. The continued growth of 
the banks’ over-all loan portfolios led to a further rise dur
ing the quarter in the loan-deposit ratio for commercial 
banks as a group.

S E L E C T E D  IN T E R E S T  R A T E  C H A N G E S  
IN T H E  FO U R T H  Q U A R T E R

The raising of the Federal Reserve’s discount rate from 
3V2 per cent to 4 per cent in late November, as was indi
cated at the time, was largely a precautionary move fol
lowing the rise in the British bank rate from 5 per cent to 
7 per cent. It was aimed at offsetting a part of the increased 
differential between United States and foreign short-term

interest rates as well as at discouraging potential speculation 
against the dollar. There was a marked response of United 
States short-term rates to the policy change. For example, 
after having fluctuated in a narrow range above the 3.55 
per cent level from late September through most of Novem
ber, the average issuing rate on three-month Treasury bills 
rose by about 25 basis points in the period immediately fol
lowing the discount rate change (see Chart I on next page). 
Similarly, rates charged by major banks on new loans to 
Government securities dealers worked higher over the final 
six weeks of 1964, closing the year in a 4Vs to 4% per cent 
range, compared with an average of around 3.80 per cent in 
most earlier weeks of the year. Secondary market rates on 
negotiable time certificates of deposit also adjusted upward 
following the discount rate change.

Long-term interest rates remained generally stable 
throughout the fourth quarter, as they did earlier in the 
year. Yields on five-year United States Government mar
ketable securities moved up only about 4 basis points over 
the quarter and those on ten-year maturities were up only 
about 2 basis points. Yields on corporate bonds and on 
secondary mortgages were also stable over the period, 
while yields on municipal bonds declined to their lowest 
levels of the year. This stability in long-term rates, com
bined with the increase in rates in the shorter term market, 
brought about a general flattening in the yield-maturity 
curve for Government securities during the quarter. As
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The Business Situation

Business activity expanded at a good rate in January, 
and most newly available evidence, on balance, points to 
further gains in the immediate months ahead. Reflecting 
this upward momentum, such broad current indicators as 
industrial production, nonfarm payroll employment, new 
orders received by manufacturers of durable goods, and 
outlays for residential construction all increased in Jan
uary, while spending at retail outlets remained near its 
advanced December level. Early returns for February 
suggest that the automobile and steel industries were both 
still straining their facilities to meet pressing demands 
and that retail sales moved up somewhat. The unemploy
ment rate, moreover, continued within the lower range 
that has prevailed in recent months. With the economy 
continuing to advance from already high levels, the price 
indicators bear close watching. The consumer price index 
increased again in January, while the industrial component 
of the wholesale price index (seasonally adjusted) was un
changed. However, weekly data for February suggest that 
the industrial component moved up in that month.

Labor-management negotiations have continued to oc
cupy much of the business news. In early February, East 
and Gulf Coast longshoremen who had already signed 
wage contracts returned to their jobs after an extended and 
costly work stoppage. Although the strike continued at 
some ports, activity in the opened ports immediately 
surged as shippers sought to make up for the business lost 
during the walkout. Meanwhile, with the results of the 
presidential election in the steel union still being contested, 
there is some question as to when meaningful contract 
negotiations can be resumed. Indeed, the uncertainty over 
the election was probably a contributing factor in the 
breakdown of the union’s negotiations with major can 
producers on March 1, which resulted in the first strike in 
this industry in eleven years. Many observers have urged 
that the present contract in the steel industry be extended

beyond its April 30 termination date. To do so would re
move one significant short-term uncertainty but would also 
prolong the period of inventory stockpiling as a hedge 
against a possible strike.

P R O D U C T I O N ,  O R D E R S ,  A N D  E M P L O Y M E N T

Industrial production rose further in January, as re
sponse to broad-based demand brought a 0.7 percentage 
point advance in the Federal Reserve’s seasonally ad
justed index. Following on the heels of the unusually 
large gains in November and December, which reflected 
efforts to make up for production lost during the earlier 
automobile strikes, the January advance brought the 
index to 137.7 per cent of the 1957-59 average (see 
chart), or 8 per cent higher than the reading a year 
earlier. The production increase included advances in 
consumer goods and materials output, which were all the 
more significant since they did not depend on a further 
push from the auto and steel industries.

In the steel industry, new bookings appear to have risen 
only about seasonally in January. Trade sources, however, 
reported that orders for some types of steel had to be 
turned down because forward commitments made earlier 
in response to strike-hedge ordering had already filled the 
books at some mills for several months ahead. It was also 
reported that steel shipments, although rising, have recently 
tended to fall considerably behind delivery dates promised 
earlier. Ingot production, which had been limited to levels 
that could be handled by the industry’s finishing facilities 
for flat-rolled products, edged up a bit further in February 
in response to increased demand for pipe and wire prod
ucts, but with operations already at such a high rate the 
gain was less than is usual for that time of year. In the 
auto industry, dealers continued to press manufacturers for 
deliveries. However, a severe Midwest snowstorm that
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RECENT BUSINESS INDICATORS
Se a so n a lly  adjusted  

Per cent Per cent

Sources: Board of G ove rn ors of the Federa l Reserve System ; United S tate s  
D ep a rtm en ts o f C om m erce  an d  Labor.

kept many automobile production workers off their jobs 
for several days apparently caused assemblies in February 
to edge off a bit from the unprecedented height of the 
previous month.

Prospects for further gains in over-all production appear 
good. Despite a lack of push from steel orders in January, 
total new orders received by manufacturers of durable 
goods (seasonally adjusted) advanced again (see chart). 
Backlogs of unfilled orders also were up and currently 
amount to more than two and a half times the monthly 
rate of shipments. Orders booked by machinery- and 
equipment-producing industries rose in January and 
reached a level 8 per cent higher than a year ago. Increases 
in such orders tend to confirm the indications of the No
vember Commerce Department-Securities and Exchange 
Commission survey that business capital spending will con

tinue to climb in the first half of 1965, A more up-to-date 
reading of spending plans should be available in early 
March with the publication of the results of the Govern
ment’s February survey.

Although the absence of dock workers from their 
jobs in January curtailed employment in transportation 
industries, the expansion in over-all economic activity 
helped push total nonfarm payroll employment (sea
sonally adjusted) up by 93,000 persons in that month. 
Except for the brief interval during the automobile strikes 
last fall, payroll employment has risen virtually without 
interruption for three years (see chart). The number of 
persons at work in manufacturing rose to 17.7 million in 
January, the highest level since mid-1953, and the aver
age workweek clocked by manufacturing production 
workers climbed to 41.4 hours. This represented an aver
age of 3.3 hours of overtime per production worker, the 
highest overtime rate for January since this series began 
in 1956. According to the Census Bureau’s household sur
vey, the unemployment rate was 5.0 per cent in February, 
up slightly from 4.8 per cent in January, but close to the 
range that has prevailed since mid-1964. Total employ
ment was about unchanged in February, while the civilian 
labor force rose somewhat.

R E S I D E N T I A L  C O N S T R U C T I O N  A N D  R E T A I L  S A L E S

Developments in the residential construction sector 
continue to present a mixed picture. Vacancy rates for the 
nation as a whole on both rental and for-sale units in the 
fourth quarter of 1964 were exactly the same as a year 
earlier. Building permits issued in January advanced 
markedly and outlays for new buildings rose in February 
for the third month in a row. On the other hand, the dollar 
value of residential construction awards (seasonally ad
justed) moved down in January after a two-month rise, 
and the number of nonfarm housing units started in Janu
ary dropped sharply after a surge in December. The 
major area of weakness in starts, compared with the high 
levels of about a year ago, apparently continues to be in 
multifamily units on the West Coast.

Consumer spending at retail outlets eased a bit in Jan
uary from the record December level, but remained never
theless almost 7 per cent above the year-earlier perfor
mance. Weekly data for February suggest that retail volume 
in that month probably more than made up the decrease of 
the month before. It should be noted that the sharp ad
vance in personal income in January, partly reflecting early 
payment of dividends to veterans holding Government life 
insurance, buttressed consumers’ ability to spend. While 
new car sales appear to have dipped a bit in February fol
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lowing their surge in January, they remain at a very high 
level.

The Census Bureau’s latest survey of consumer buying 
plans, taken in January, suggests that auto sales will con
tinue at a good rate over the near term. The January re
sults do show a decline in the proportion of consumers 
planning to buy new cars within the next six months, com
pared with the results reported last October. However,

such plans are usually reduced in the interval between these 
two surveys, with October plans probably biased upward 
because of the introduction of the new car models. Plans 
to buy a new car within six months were higher in January
1965 than a year earlier, and the 1964 survey was, of 
course, followed by a year of record sales. Plans to pur
chase household durables, on the other hand, were off 
somewhat from their high level at the start of 1964.

The Money and Bond

Attention in the money and bond markets during Feb
ruary focused on the implications of the nation’s balance- 
of-payments problem and the official actions proposed to 
deal with it. The money market’s tone became somewhat 
firmer during the month and this, combined with the pub
lication of lower average levels of nationwide reserve avail
ability, led many observers to conclude that a slight shift 
in monetary policy had taken place. In the firmer money 
market atmosphere, Treasury bill rates edged upward and 
at the end of the month the three-month bill was bid at 
3.99 per cent, just under the discount rate.

In the market for Treasury notes and bonds, caution aris
ing from the balance-of-payments problem and the situa
tion in Vietnam led to a gradual decline in prices through 
mid-February. Thereafter, prices steadied and moved 
narrowly. Prices of corporate and tax-exempt bonds also 
receded during the month, as investors resisted the lower 
yield levels that had developed on new issues in January.

T H E  M O N E Y  M A R K E T  A N D  B A N K  R E S E R V E S

The tone of the money market gradually became slightly 
firmer during February, reflecting in part the decline in 
nationwide reserve availability from the levels prevailing 
in December and January. Rates posted by the major 
New York City banks on call loans to Government securi
ties dealers rose a bit and generally fluctuated between 4Vs 
per cent and 4Vi per cent. At the same time, offering

Markets in February

rates for new time certificates of deposit issued by the 
leading New York City banks, and the range of rates at 
which such certificates traded in the secondary market, 
edged higher during the month. On February 4, dealers in 
bankers’ acceptances raised their rates by Vs of a percent
age point making the new offering rate on ninety-day un
endorsed acceptances 4Vs per cent. In the course of the 
month, the major sales finance companies increased their 
offering rates on various categories of directly placed paper 
by Vs to V4 of a percentage point. At the end of the period 
they were offering 4Vs per cent on 30- to 59-day paper and 
4V\ per cent on 60- to 270-day paper. Toward the end of 
the month, commercial paper dealers raised their rates by 
Vs of a percentage point, making the new rate on prime 
four- to six-month paper 4% per cent (offered).

As the month opened, the money market continued to 
exhibit about the same steady tone that had prevailed 
toward the end of January. System open market opera
tions about offset the effects of a withdrawal of reserves 
stemming from movements in market forces. Although re
serve positions at major money market banks as a group 
came under slightly increased pressure, these banks were 
able to cover a good part of their reserve needs in the Fed
eral funds market where funds were readily available at 4 
per cent. Subsequently, as nationwide reserve availability 
contracted, pressures on the reserve positions at these 
banks mounted, and the over-all tone of the money market 
became slightly firmer. Banks bid strongly for Federal
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Th e B usin ess Situation

The domestic economy was apparently continuing on 
a strong uptrend as the first quarter came to a close, with 
activity for the quarter as a whole probably about in line 
with the buoyant expectations for the period expressed by 
most analysts at the year’s start. Industrial production, un
filled orders for durable goods, nonfarm payroll employ
ment, and retail sales each moved up again in February. 
Indicators of residential construction activity, however, 
continue to be mixed. Preliminary data for March suggest 
that retail sales were off a bit, while unit assemblies of 
new automobiles advanced to a new record rate and steel 
ingot production showed a more-than-seasonal increase as 
mills continued to strain finishing capacity in the attempt 
to work down their huge order backlogs. The unemploy
ment rate in March, moreover, dropped to 4.7 per cent, 
the lowest reading since late 1957. The updrift in industrial 
wholesale prices that began last fall seems to have con
tinued. As in February, such prices apparently failed in 
March to register their expected seasonal decline. The 
mild but steady advance in the over-all level of consumer 
prices was interrupted in February when the price index 
showed no change, although Labor Department analysts 
noted that the advance was probably resumed in March.

The high level of over-all economic activity in recent 
months is, of course, partly attributable to the direct and 
indirect effects of the bulges in automobile and steel out
put. To some extent, these reflect temporary factors—* 
although high output in both industries is also being sup
ported by the strong general advance of the economy. The 
demand for further additions to steel stockpiles will pre
sumably continue only so long as the threat of a strike 
remains, although the filling of previously placed non- 
cancelable orders could lead to some further rise in actual 
inventories even if the strike threat were removed. In this 
connection, it is gratifying that the union, despite the con
tinued uncertainty over the outcome of its election, was 
able to reach a settlement with the can producers, and that 
intensive steel labor talks are under way. The hope has been

expressed that these talks will result either in a contract 
settlement by the May 1 deadline or at least in a post
ponement of the deadline to permit the making up of bar
gaining time lost during the union election.

Despite the possibility of some future cutback from the 
present extremely high rates of auto and steel output, pros
pects for further over-all economic advance in the months 
ahead remain good and have, in fact, become more firmly 
based. Thus, the results of the Government’s latest capi
tal spending survey, taken in February, confirmed the 
widespread belief that businessmen’s spending plans for
1965 have been substantially upgraded since first reported 
last fall—which is not unusual— and that such outlays may 
well continue to grow at a good rate during the year. 
Another recent survey points to strength during the first 
half of the year in manufacturers’ demand for additional 
inventories. Along with this indicated strength in the pri
vate business sector, of course, there is the prospective 
stimulus to be provided by the Government’s fiscal ac
tivities during the second half of the year.

I N D I C A T O R S  O F  R E C E N T  A C T I V I T Y

Industrial production continued upward in February. 
The Federal Reserve Board’s seasonally adjusted index was 
up for the fourth month in a row, rising by 0.7 percentage 
point to 138.8 per cent of the 1957-59 average (see Chart 
I). Over-all output was thus 8.3 per cent above its year- 
earlier level. The recent advance was sparked by higher 
output of furniture, television sets, and commercial and 
industrial machinery, while materials production also 
moved ahead. Iron and steel producers succeeded in push
ing output a little further above the very high level of the 
month before, but motor vehicle assemblies edged off a bit 
from the surging January pace, owing to a severe snow 
storm that forced many plants in the Midwest to close tem
porarily. In March, early indications are that automobile 
assemblies hit a new record and that output of finished steel
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edged up in response to heavier demand for products for 
which there was some unused finishing capacity. Steel ingot 
production also was up in March (seasonally adjusted), 
with unadjusted weekly output averaging more than 86 per 
cent of estimated capacity.

New orders received by durable goods producers in 
February were a shade under the record volume of the 
month before. Orders for electrical machinery and equip
ment showed a noticeable decline, reportedly attributable 
in part to the aftermath of a January bunching of defense 
orders for electronic equipment. Nevertheless, the average 
volume of durables orders received during the first two 
months of the year was above the average for any quarter 
of 1964. Moreover, the total backlog of unfilled orders, 
which has grown without interruption for more than a year, 
increased further in February and reached a level nearly
16 per cent above that of a year earlier.

The strength in industrial production in February con
tributed to the addition of 232,000 persons to the pay
rolls of nonfarm establishments. Gains were recorded in 
all major sectors, but manufacturing employment showed 
an especially strong increase and reached the highest level

since the Korean war. The growth in factory employment 
was concentrated in the durable goods industries, reflecting 
in part the high operating rates of steel users. There was 
also a substantial amount of overtime in the durables 
sector, and as a result the average workweek clocked by 
all manufacturing production workers was maintained 
at the postwar record of 41.4 hours for the second month 
in a row. The return of longshoremen to their jobs buoyed 
the emplojment figures in the transportation industry. 
In March, with total employment (seasonally adjusted) 
expanding further while the civilian labor force contracted 
a bit, the over-all unemployment rate dropped to a seven- 
and-a-half-year low of 4.7 per cent, from 5.0 per cent in 
February. 'ITie decline in over-all unemployment, more
over, extended to all major labor force groups.

The rise in employment pushed personal incomes up 
further in February, and consumers continued to be in a 
spending mood. Thus, sales volume at retail outlets rose 
for the fourth month in a row. Sales at stores featuring 
nondurables were especially strong in February, in con
trast to their sluggishness in preceding months, while dur
ables sales were also up. Partial data for March suggest 
that total retail volume slipped a bit from the record Feb
ruary level. The decrease apparently in part reflected a de
cline— after seasonal adjustment—in unit sales of new cars 
from the extraordinary January-February pace, though 
sales of domestically built cars in March still amounted to 
a seasonally adjusted annual rate of around 8.7 million 
units. The sustained high rate of new car sales appears 
to reflect stronger demand than can be attributed solely to 
the recovery of sales lost during the strikes last fall. Indus
try forecasts of sales of domestically built cars this year 
have ranged up to 8V2 million units.

Developments in the residential construction sector con
tinue to present a mixed picture. Both nonfarm housing 
starts and building permits issued— indicators that tend 
to foreshadow future activity—moved down in February. 
On the other hand, the F. W. Dodge Corporation re
ported that the value of residential building contracts 
awarded in February showed a slightly more-than-seasonal 
gain. Moreover, outlays for nonfarm residential con
struction in March were up for the fourth month in a row. 
For the first quarter as a whole, outlays were $26.9 
billion (at an annual rate), or 4.5 per cent higher than in 
the final quarter of 1964. The mixed showing in residential 
construction thus far in 1965 seems to be about in line 
with the outlook for the year as a whole that many ana
lysts deemed most likely. In general, no further decline 
in starts from late-1964 levels was foreseen, but a strong 
upward push was not expected either. This appraisal was 
held to be compatible with a moderate growth in outlays,
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attributable to the construction of a greater proportion of 
relatively costly units.

B U S I N E S S  S P E N D I N G  P L A N S

There is now a somewhat firmer indication than had 
been the case earlier that business capital spending is 
likely to continue to expand throughout 1965. A survey 
taken in February by the Commerce Department and the 
Securities and Exchange Commission indicates that busi
nessmen plan to spend about $50.2 billion for plant and 
equipment in 1965 (see Chart II) . If the February plans 
are realized, outlays this year will be almost 12 per cent 
larger than the amount actually spent in 1964— a sign of 
continuing business optimism and strong demand for capi
tal goods as the economy moves into its fifth year of ex
pansion. Larger expenditures are planned this year in 
all major industry groups. Spending plans by nondurables 
manufacturers show particular strength, especially in the 
textile and chemical industries, and the nondurables group 
as a whole projects a percentage rise in outlays for 1965 
which is actually larger than that recorded in 1964. Du
rables manufacturers also expect to show another sizable 
spending increase. Outside manufacturing, it is noteworthy 
that the railroads have plans for a 15 per cent rise in capi
tal investment this year, which, if achieved, would put 
their expenditures at a total almost twice as large as three 
years ago. Spending by commercial and communications 
firms is also expected to show strength.

The February survey shows that since late fall there has 
been a considerable upgrading of aggregate business capi
tal spending plans for the first half of 1965 and for the 
year as a whole. Some upgrading between fall and spring 
is generally to be expected in years of over-all business 
expansion. Given the substantial IAV2 per cent increase 
in 1964, however, many analysts had not been counting 
on the degree of optimism that in fact has apparently 
emerged. The only previous survey of plans for 1965 as 
a whole was that taken last fall by McGraw-Hill, which 
indicated that business at that time planned a year-to- 
year increase of only 5 per cent, compared with the Feb
ruary plans for a rise of nearly 12 per cent. For the first 
half of 1965, the Commerce-SEC survey taken last No
vember indicated that expenditures in the six-month 
period, expressed at an annual rate, would be about 8 per 
cent above the 1964 total, but the upgrading shown in 
the latest survey was sufficient to push the rise to more 
than 9Vi per cent. Furthermore, actual outlays in the 
fourth quarter of 1964 exceeded the amount indicated in 
the November survey by about $1 billion (at a seasonally 
adjusted annual rate).

C h art II

ACTUAL AND ANTICIPATED 
PLANT AND EQUIPMENT SPENDING

B illio n s  of d o lla rs  Se aso na lly  adjusted, annual rates B i„ ion s of d o „ a rs

% F e b ru a ry su rv e y srep o rtan av erage fo rth eseco n dh alfbu tno sep aratefig u resfo rth e  
third and fourth quarters. Straight lines are drawn from the second-quarter figure 
through a point representing the second-half average.

Sources: United States Department of Com m erce; Securities and Exchange Commission.

While it thus appears that the general pattern of re
peated upward revisions which prevailed throughout 1964 
may be continuing into 1965, there remains of course a 
margin of uncertainty. It is notable also that the Febru
ary plans, if realized, imply a slower quarter-to-quarter 
growth in plant and equipment spending during 1965 than 
that which occurred during 1964. A further upgrading of 
spending plans would be necessary if the 1964 rate of 
growth were to be duplicated. The need for caution is 
underscored by the results of a National Industrial Confer
ence Board survey, which show that new capital appro
priations by leading manufacturers (net of cancellations) 
fell sharply in the fourth quarter of 1964. It should be noted, 
however, that the large size of the fourth-quarter decline 
was mainly attributable to a big drop in appropriations 
in one industry grouping, petroleum and coal products. 
Moreover, the backlog of manufacturers’ unspent appro
priations, which had been rising without interruption since 
the second quarter of 1963, was still expanding in the 
fourth quarter. Furthermore, the Treasury has meanwhile 
removed one possible drag on capital spending with its
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announcement, in February, that a planned review of cor
porate depreciation practices will be postponed. This re
view might have cost the affected corporations an estimated 
$700 million in additional taxes this year as a result of pos
sible Treasury challenges of corporate practices since the 
1962 liberalization of depreciation guidelines.

Prospects for inventory spending also show near-term 
strength, although further accumulation is planned at a 
more moderate pace than was recorded in the fourth 
quarter of 1964. According to a survey taken by 
the Commerce Department in February, manufacturers 
planned to add $900 million to inventories in the second 
quarter of the year following an expected addition of 
only $700 million in the first quarter. The actual accu

mulation in the fourth quarter of last year was $1.9 bil
lion, but that figure was of course influenced by the initial 
widespread push to stockpile steel as a hedge against a 
possible strike. The plans for the first half of 1965 are 
more nearly in line with the moderate pace of accumula
tion that has prevailed throughout most of the current 
expansion. Moreover, manufacturers’ inventory plans 
seem modest even if judged against a projected sales de
cline in the second quarter of this year, when auto and steel 
producers expect their shipments to move back to more 
normal levels from the exceptionally high first-quarter 
volume. Thus, the plans imply a further decline in the 
inventory-sales ratio, which has been generally trending 
downward since 1962 and is near its postwar low.

T h e M oney and Bond M ark ets in M arch

The money market displayed a steadily firm tone dur
ing March, readily accommodating the substantial flows of 
funds which occurred early in the month in connection 
with the quarterly corporate dividend and tax payments 
and again in late March in anticipation of the April 1 
Cook County, Illinois, personal property tax date. The 
heavy demands placed upon the money market were re
flected in higher rates on some short-term money market 
instruments, including certificates of deposit. In the Treas
ury bill market, however, yields edged lower through most 
of the month in response to good demand— apparently 
reflecting to some degree a reflow of short-term funds 
from foreign countries—which persisted even over the 
midmonth corporate dividend and tax payment period.

In the market for Treasury notes and bonds, the un
certainty about the potential repercussions of interna
tional financial developments which had clouded the at
mosphere in February carried over into the early part of 
March, but a much more confident tone soon developed 
following favorable reports regarding the initial results 
of the President’s balance-of-payments program. Activity 
expanded and prices of coupon issues moved progressively

higher. Later in the month, a cautious tone reemerged 
and prices receded for a time before steadying at the close. 
Elsewhere in the capital markets, prices of corporate and 
tax-exempt bonds continued to decline at the beginning 
of March but rebounded subsequently, partly in response 
to the same factors that affected the Government bond 
market.

T H E  M O N E Y  M A R K E T  A N D  B A N K  R E S E R V E S

The money market in March retained the firmer tone 
that had emerged during the previous month. Nation
wide reserve availability continued to fluctuate around 
the lower levels that had begun to prevail in February. 
Federal funds traded mainly in a 4 to 4Vs per cent range, 
and rates posted by the major New York City banks on 
call loans to Government securities dealers were gener
ally quoted in a 4 Vi to 4 Vs per cent range in the first half 
of the month, and in a 43/s to 4% per cent range there
after. Offering rates for new time certificates of deposit 
issued by leading New York City banks increased early in 
the month, as banks sought to minimize the net decline in
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The Business Situation

The business situation continues to show a great deal of 
strength. Most important monthly indicators surged fur
ther in March, and the total volume of goods and services 
produced in the first quarter as a whole showed the largest 
increase in three years. Part of the first-quarter buoyancy, 
of course, reflected a catching-up of output and sales lost 
during the automobile strikes last fall as well as inventory 
building due to the threatened steel strike. Nevertheless, 
there are few, if any, signs of an appreciable falloff in activ
ity in any major sector. Indeed, a very recent survey sug
gests that business capital spending plans for 1965 may 
have further strengthened in the last several months. The 
extension of the deadline for a steel settlement for another 
four months has removed the threat of a strike during the 
current quarter and, while automobile assemblies did de
cline in April, current production schedules for the second 
quarter as a whole nearly match the pace reached in the 
first quarter. Retail sales were apparently about unchanged 
in April and consumer demand, buoyed by a high degree of 
consumer confidence, remains strong.

Activity in a number of sectors has clearly been mov
ing closer to full utilization of capacity—difficult as this 
type of measurement is to make. Furthermore, the un
employment rate averaged 4.8 per cent in the first four 
months of this year, the first extended period during this 
business expansion in which the average was below 5 per 
cent. The April figure was 4.9 per cent. Signs of pro
duction bottlenecks that might put strong upward pres
sure on prices are still largely absent, and there are 
only isolated instances of labor costs outrunning pro
ductivity gains. Nevertheless, current specific price an
nouncements are heavily weighted on the upside and 
there continues to be a need for very close surveil
lance of the price situation. The present period is marked 
by a round of current and upcoming labor contract nego
tiations in a number of key industries, including not only 
steel but also aluminum, paper, shipbuilding, ordnance, 
and aircraft. The terms of the settlements that will emerge

from these negotiations will individually, and even more in 
the aggregate, have an important bearing on future cost 
stability. In addition, significant upward price pressures 
have developed in the world markets for certain raw ma
terials, while the high level of domestic demand for many 
goods has led to numerous probings of markets for their 
degree of resistance to price increases.

As regards the immediate price situation, industrial 
wholesale prices apparently advanced once more in April. 
Such prices (seasonally adjusted) rose by 0.7 per cent in 
the second half of last year and are now about 1.8 per cent 
above the level reached in April 1963 (a month that marked 
the end of a general downtrend during the early phase of 
the current expansion). Consumer prices edged up once 
more in March, following a pause in February when the 
index was unchanged. In most recent months, however, the 
year-to-year increase in the consumer price index has re
mained slightly lower than in the preceding two years.

PRODUCTION, ORDERS, AND EMPLOYMENT

Industrial output advanced on a broad front in March, 
and the Federal Reserve Board’s seasonally adjusted index 
rose by 1.2 percentage points to 140.1 per cent of the 
1957-59 average. The increase was paced by a very large 
gain in automobile assemblies and received additional 
strength from another rise in iron and steel production. 
Outside these two industries, however, production gains 
were also larger in March than in February. Prospects for 
further near-term strength in production were bolstered 
by the further advance in March of new orders received by 
durable goods manufacturers. New orders booked by steel 
producers fell a bit in March, following the bulge in orders 
earlier in the year—many of which were for delivery sev
eral months in the future. On the other hand, the over
all volume of orders in other durable goods industries in
creased. Data at hand for April show that auto produc
tion slipped back from the extraordinary 10 million unit
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Chart I

EMPLOYMENT AND HOURS IN MANUFACTURING 
OVER THREE CYCLES

Quarterly averages of seasonally adjusted monthly data

Note: Shaded areas represent recession periods, according to National Bureau of 
Economic Research chronology.

Source: United States Bureau of Labor Statistics.

annual rate reached in March. For the second quarter as 
a whole, however, current schedules call for a seasonally 
adjusted assembly rate of around 9.4 million units, virtu
ally the same as that turned in during the first quarter. 
According to trade reports, producers foresee the con
tinuation of extra shifts and six-day weeks well into the 
summer. In the steel industry, ingot production (season
ally adjusted) rose once again in April.

Nonfarm payroll employment also scored another siz
able advance in March, with virtually all sectors sharing 
in the expansion. Reflecting the continued growth of fac
tory output, especially in the metal-producing and metal- 
using industries, the number of persons at work in 
manufacturing reached the highest monthly reading since 
early 1944. On a quarterly basis, manufacturing employ
ment over the first three months of 1965 was very nearly 
equal to the postwar quarterly record reached twelve years 
earlier (see Chart I). Over-the-year gains in such em
ployment in early 1965 have amounted to some 600,000 
persons, in contrast to the over-the-year gains of only 
about 200,000 persons in early 1964. Extensive use of 
overtime in March, especially in the durable goods indus

tries, lengthened the average workweek of all manufactur
ing production workers to 41.5 hours, a postwar record.

RECENT PATTERNS OF DEMAND

The strength of the economy in March capped off a 
first quarter that, as had been widely expected, showed an 
exceptionally large gain in over-all activity. According to 
the Commerce Department’s preliminary estimates, gross 
national product rose to a seasonally adjusted annual rate 
of $649 billion in the first three months of 1965, up by 
$14.4 billion from the preceding quarter when strikes in 
the automobile industry had curtailed output. To be sure, 
some of the first-quarter surge reflected a recovery of the 
losses suffered during the auto strikes last fall. One way 
of making a rough allowance for this special circumstance 
is to focus on the average increase in GNP in the past two 
quarters combined. Such a calculation shows that the

Chart II

RECENT CHANGES IN GROSS NATIONAL PRODUCT 
AND ITS COMPONENTS
Seasonally adjusted annual rates

Average quarterly change, second ■■ Average quarterly change, fourth 
quarter 1964 and third quarter 1964 quarter 1964 and first quarter 1965

-2 0 2 4 6 8 10 12
Billions of dollars

Source: United States Department of Commerce.
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average increase in the annual rate of GNP in the two 
most recent quarters —  i.e., 1964-IV and 1965-1 — 
amounted to $10.3 billion, compared with $9.8 billion in 
the second quarter and again in the third quarter of 1964 
(see Chart II) . It is noteworthy that, even on this 
smoothed-out basis, the average GNP gain over the past 
two quarters has exceeded the increases registered in all 
but one of the quarters since the pace of expansion 
speeded up in mid-1963.

The most notable added boost to over-all demand in the 
latest six-month period, compared with the preceding six 
months, came from business decisions to build up inven
tories. After a very modest accumulation through most of 
1964, stock building (at an annual rate) jumped by 
$2.9 billion in the fourth quarter and by an additional 
$0.8 billion in the first quarter of 1965. To a consider
able extent, of course, the fourth-quarter spurt reflected 
the onset of widespread steel stockpiling. It is estimated 
that manufacturers and wholesalers laid in 2.9 million tons 
of finished steel during the fourth quarter of last year, an 
accumulation rate almost five times as large as in the pre
ceding three months. Steel stockpiling continued in the first 
quarter of this year, though at the reduced rate of 2.1 
million tons, while auto dealers were at the same time add
ing heavily to their strike-depleted stocks in an effort to 
meet the booming demand for new cars. While there are 
obvious potential dangers associated with a rapid rate of 
inventory building, it should be noted that, even with 
the recent run-up in stocks, inventory-sales ratios in most 
lines of business have risen little, if at all, in recent 
months. Moreover, despite the near-record number of 
automobiles in dealer stockpiles, some fast-selling models 
reportedly continue to be in short supply.

Although consumer spending showed significantly more 
strength in the first quarter of 1965 than in the preceding 
three months, the average gain in the two quarters com
bined was about the same as in the previous two quarters. 
The main factor in the first-quarter surge was, of course, 
the boom in auto sales, following their strike-caused slow
down late in 1964, but spending on nondurables also 
showed a sizable gain. Auto sales in March and again 
in April moved down from the extremely high level of 
the first two months of the year but, at an annual rate of 
8.2 million units in April, remained well above the pace 
of 7% million units set during the first nine months of 1964. 
In recent months, consumers have also been heavy buyers 
of color television sets and demand for nondurable goods 
has picked up new vigor. Total retail sales were apparently 
unchanged in April, following the slight dip in March. 
Prospects for further gains remain strong. Michigan Uni
versity’s Survey Research Center reported that consumer

confidence in the January-March period had risen to a 
very high level, and that the proportion of families plan
ning to purchase new cars was larger than a year and two 
years earlier.

Outlays for residential construction in the initial quarter 
of 1965 were up for the first time in a year, and the new 
level was about maintained in April. While this level re
mains below the year-earlier reading, a number of ob
servers have expressed the view that the recent weaken
ing may well have bottomed out. Contributing to this 
more optimistic appraisal is the rebound in March in the 
number of housing units started as well as in the number 
of new building permits issued, following considerable de
clines in February. Moreover, the value of residential 
construction contract awards also registered a substantial 
increase in March.

Business outlays for new plant and equipment also ex
panded in the first quarter, with the large size of the gain 
to some extent reflecting the effects of delayed business 
spending for automobiles and trucks. Future spending 
plans, moreover, continue to show strength. Thus, 
McGraw-Hill’s latest survey of business spending plans 
for 1965, taken in March and early April, points to total 
outlays this year of $51.7 billion, or 15 per cent more than 
in 1964. As has been generally true in other years of 
over-all economic expansion, this year’s McGraw-Hill 
spring surrey suggests a larger rise in capital spending 
than the 12 per cent increase indicated in the survey taken 
in February by the Commerce Department and the Securi
ties and Exchange Commission. In part, the difference be
tween the results of the two surveys may reflect the greater 
concentration of large firms in the McGraw-Hill sample. 
In the past several years, such firms have tended to show 
above-average percentage gains in capital spending. Yet, 
the fact that the size of the over-all differential between the 
two surveys is somewhat larger this year than in the past 
several years suggests that some businessmen probably 
have upgraded their spending plans, as sentiment regarding 
the business outlook has become more optimistic.

Government purchases of goods and services have re
cently given little push to over-all GNP. Indeed, the 
total volume of such purchases by all levels of govern
ment was unchanged in the first quarter, following a 
very small rise in the final quarter last year. Federal out
lays declined in both quarters, while the rate of increase 
in state and local government purchases slowed somewhat 
from the pace set earlier in 1964. It is interesting to note 
that state and local government outlays for goods and 
services in the first quarter of 1965 exceeded those of 
the Federal Government for the first time since mid-1950, 
when defense spending began to accelerate after the out
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break of the Korean conflict. Total government spending, 
of course, also includes sizable outlays for social welfare, 
interest on the debt, etc. Since these government “trans
fer” expenditures are not purchases of goods or services, 
they are not counted directly in GNP. (They do, of 
course, affect GNP indirectly since they constitute income 
for the recipients of the transfers, who are then able to pur
chase goods and services.) Such expenditures, which have 
been growing more rapidly than government purchases of 
goods and services, make up a considerably larger propor
tion of total Federal spending than of total spending at the 
non-Federal level. As regards government purchases of

goods and services alone, the total at all levels of govern
ment accounted for about 14 per cent of GNP in 1950, with 
outlays at the state and local level very slightly larger than 
those of the Federal Government. By the end of 1953 
Federal purchases had grown to more than twice the size 
of state and local purchases, and combined government de
mand accounted for some 23 per cent of GNP. Since that 
time, the share in GNP of outlays for goods and services 
by all levels of government combined has been nearly con
stant at about 20 per cent, but such spending has grown 
more rapidly at the state and local than at the Federal 
level.

The Money and Bond Markets in April

The slightly firmer tone which had developed in the 
money market during the latter part of March generally 
also prevailed in April. Nationwide net reserve availabil
ity fluctuated about the lower levels reached in late 
March, and reserve positions at banks in the major money 
centers remained under pressure. A number of these 
banks raised their interest rates on brokers’ call loans 
secured by stock exchange collateral, while some other 
short-term interest rates also rose during the month. De
spite this general firmness in the money market, Treasury 
bills continued to be in strong demand. Bill rates were 
little changed during the first two thirds of the month and 
moved slightly lower in the latter part of April.

Prices of Treasury notes and bonds receded at the be
ginning of the month in quiet trading, as the market 
evaluated the continued rapid advance of the domestic 
economy and awaited disclosure of the new British budget. 
This budget, presented on April 6, was well received. Sub
sequently, investment demand for coupon issues expanded 
moderately, and a steadier atmosphere emerged. Over the 
remainder of the month, prices of intermediate- and long
term Government securities fluctuated narrowly as market 
attention focused upon the Treasury’s approaching May 
refinancing operation. Prices of corporate and tax-exempt 
bonds were little changed in early April, receded tempo
rarily around midmonth, and held generally steady during 
the remainder of the month.

THE MONEY MARKET AND BANK RESERVES

With nationwide net reserve availability remaining at 
the lower levels reached toward the end of March, the 
money market was steadily firm in April. Federal funds 
traded predominantly in a 4 to 4Vs per cent range during 
the month, and member bank borrowings from the Federal 
Reserve averaged somewhat higher in April than in the pre
ceding month. Rates posted by the major New York City 
banks on call loans to Government securities dealers were 
generally quoted in a 4Vs to 4V2 per cent range during the 
month. Offering rates for new time certificates of deposit 
issued by leading New York City banks and the range of 
rates at which such certificates traded in the secondary 
market edged higher in April. New York banks expanded 
their volume of outstanding negotiable certificates of de
posit substantially during the month, and they accounted 
for the bulk of nationwide growth in such certificates. Early 
in the month, three dealers in bankers’ acceptances tem
porarily rescinded a Vs of a per cent increase in rates that 
they had posted in late March. However, dealer holdings 
remained heavy, and on April 23 all five dealers raised their 
rates by Vs of a per cent, quoting ninety-day unendorsed 
bills at 4% per cent bid, 4V4 per cent offered.

In the early part of the month, market factors absorbed 
an unexpectedly large volume of reserves, particularly re
flecting a substantial rise in required reserves and an in
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The Business Situation

As had been generally expected, the advance in eco
nomic activity has slowed somewhat following the excep
tional buoyancy in the first three months of the year. Two 
major factors in the more moderate pace of the current 
advance are the easing-off in automobile sales and produc
tion following all-time records in the first quarter and the 
postponement of the threat of a steel strike until the fall, 
which has led to a downward adjustment of steel produc
tion from the record levels reached in the January-April 
period. Underlying forces of expansion remain strong, 
however, and the over-all business outlook continues to be 
bright. In April, new orders booked by durable goods 
manufacturers surged to a new record, despite a decline 
in steel orders, and the number of housing units started 
was up for the second month in a row. While steel ingot 
production fell off in May, automobile assemblies and 
scattered other production indicators moved up, and re
tail sales apparently also advanced.

The bill currently before Congress proposing a sizable 
multistage cut in Federal excise taxes should, if enacted, 
help to sustain economic expansion during the second 
half of this year; it should also provide a further boost to 
activity at the start of 1966, just in time to offset part of 
the scheduled rise in social security taxes. Many busi
nesses have already announced their intention of passing 
whatever tax savings are eventually enacted on to cus
tomers in the form of lower prices. Moreover, the Federal 
Government may possibly provide some additional direct 
boost to demand, at least over the near term, since ex
panded military commitments abroad may tend to halt the 
recent downtrend in defense spending. Consumer responses 
to the Census Bureau’s mid-April survey, taken before the 
tax-cut proposals were announced, confirmed earlier indi
cations that buying intentions remain high. Businessmen’s 
own confidence in the economy is evident in the results 
of the Government’s latest capital spending survey, which 
points to an increase in outlays of 12.3 per cent for 1965 
as a whole with advances in each quarter. Such gains 
should help to offset the adverse effects on over-all activity 
that may occur as a result of further readjustment of steel

production and should also aid in maintaining a strong 
demand for steel itself.

The price situation continues to bear watching. While 
the rate of increase in industrial wholesale prices remains 
mild, such prices were up once again in April and per
haps also in May, and there is evidence of some accelera
tion in recent months. The gain in the three-month period 
from January through April was at a seasonally adjusted 
annual rate of about 2 per cent, compared with an annual 
rate of about IV2 per cent over the entire period since last 
September. Over the first nine months of 1964, the rise in 
the index was at an annual rate of only 0.3 per cent. Con
sumer prices in April registered the largest seasonally ad
justed rise since December 1963. The gain was attributable 
in good part to the effects of tighter supply conditions for 
many food items. The advances in nonfood prices, on the 
other hand, were more nearly in line with the moderate 
increases of recent months.

R E C E N T  M O N T H L Y  I N D I C A T O R S

Increases in production were moderate but widespread 
in April, and the Federal Reserve Board’s seasonally ad
justed index moved up by 0.3 percentage point to 140.8 
per cent of the 1957-59 average. The gain was smaller 
than in the preceding few months, partly as a result of 
floods and other adverse weather conditions that curtailed 
workweeks in several regions. At the same time, there was 
some downward adjustment in the automobile assembly 
rate— an adjustment that came after an enormous surge in 
production following the strikes of last fall. Output of 
consumer goods other than automobiles advanced further 
in April, and production of television sets continued to 
show particular strength. Production of materials was up 
once again, as was the output of business equipment, 
paced by a record rate of truck assemblies.

The outlook for continued strength in over-all produc
tion was enhanced by a 2 per cent rise in the volume of 
new orders received by durable goods manufacturers in 
April. Orders for steel were down appreciably from the
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very heavy pace set earlier this year when strike-hedging 
efforts were in full swing, but the decline was more than 
offset by strength in orders for machinery and equipment, 
reflecting a rise in defense ordering as well as the buoy
ancy in businessmen’s capital spending plans.

Actual production data available for May are scanty and 
mixed. Automobile output (seasonally adjusted) advanced 
a bit after dropping off in April, and preliminary schedules 
suggest that the May production rate will be sustained in 
June. In the wake of the interim settlement of the steel la
bor contract, however, ingot production in May fell off by 
about 6 per cent from the record annual rate of 146Vi mil
lion tons in April (seasonally adjusted), and the industry 
expects some further decline in June. Nevertheless, the 
steel mills report that there were unexpectedly few order 
cancellations following the four-month extension of the la
bor negotiations. It has been observed that the current high 
rate of steel consumption will act as a brake on the down
ward adjustment of steel production, and trade sources 
have in fact expressed the opinion that there will be some 
further inventory accumulation over the summer months. 
However, it should be noted that in recent months, just as 
in other periods of threatened shortages, foreign steel has 
made substantial inroads into the United States market.

Reflecting the impact of adverse weather conditions in 
many parts of the country during April, payroll employ
ment in the construction industry registered a substantial 
decline that slightly more than offset strength in other 
sectors. Employment in manufacturing—which is at the 
highest level in over twenty-one years— expanded some
what further in April, with gains centered in the metal- 
using industries. On the other hand, most manufacturing 
industries reported a decline in overtime— a decline that 
was perhaps slightly overstated, since the survey week 
included important religious holidays— and the average 
workweek put in by manufacturing production workers 
was shortened to 40.8 hours in April from 41.4 hours in 
March. In May, the civilian labor force expanded a bit 
further but the volume of employment registered a larger 
gain. As a result the over-all unemployment rate was 
reduced to 4.6 per cent, the lowest reading since the fall of 
1957. The over-all rate has moved down fairly steadily 
since early 1964, partly in response to the more rapid 
growth in aggregate activity that has occurred during the 
past year and a half (see Chart I). The improvement, 
which followed two years of stubbornly high rates of 
generally about 5Vi per cent, has brought the average un
employment rate in the first five months of 1965 to 4.8 per 
cent, the lowest for any such extended period since 1957.

It is significant that this recent improvement in the 
labor market situation has affected the unemployment

C hart I

UNEMPLOYMENT RATES
Q u a rte r ly  a v e r a g e s  of s e a so n a lly  a d ju ste d  m o n th ly  d a ta  

Pe r cent Per cent

Source: United States Bureau of Labor Statistics.

rates in all age groups, including even the teen-agers. 
While the absolute level of the unemployment rate among 
teen-agers remains about three times as high as the over
all unemployment rate, the general downtrend since mid- 
1963 contrasts with the increase in teen-age joblessness that 
occurred during late 1962-early 1963. However, the pos
sibility of future problems in this important sector of the 
job market should be clearly borne in mind. An excep
tionally large rise in the teen-age labor force is expected 
this summer as the children born in the immediate post
war years graduate from high school. Adult women have 
likewise come into the labor market in great numbers 
over the course of the current business expansion, but the 
unemployment rate in this category has also moved down
ward during the past year. For adult men, particularly 
those who are married and have a family to support, un
employment rates have fallen to very low levels. Indeed, 
the rate for married men was at 2.5 per cent in May for the 
third consecutive month, only 0.4 percentage point above 
the lowest rate since collection of such data began in 1954. 
At the time of that lowest recorded reading— in the latter 
part of 1955— there were clear signs of strain in the

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

June 1965



120 MONTHLY REVIEW, JUNE 1965

supply of skilled labor, and some such shortages have 
likewise been reported in recent months. A basic improve
ment in the employment situation is also reflected in the 
fact that in April the number of major labor market areas 
classified by the Government as having substantial unem
ployment was reduced from 29 to 25, the lowest number 
since the fall of 1957.

I N D I C A T O R S  O F  F U T U R E  C O N S U M E R  D E M A N D  

A N D  C A P I T A L  S P E N D I N G

The Census Bureau’s latest survey of consumer buying 
plans, taken in mid-April, has confirmed the earlier signs 
of continued underlying strength in consumer demand— 
which of course may be stimulated further by passage of 
the proposed excise tax cut. The proportion of families 
planning to purchase, within six months, at least one of 
the seven household durable goods included in the survey 
jumped sharply from a January figure that had been be
low that of 1964 to one well above the readings for 1964 
and earlier years. At the same time, the proportion of 
families planning to buy a new car remained essentially 
unchanged at the high January level and was substantially 
above the year-ago reading (see Chart II). The lack of 
a significant decline since January is especially note
worthy when it is recalled that the car-buying plans re
ported in that month’s survey may well have been in
flated a bit by the responses of persons who were unable 
to buy during the strike-affected fourth quarter. Actual sales 
in January were at the extraordinary seasonally adjusted an
nual rate of around 9.7 million units. While some decline in 
auto sales has occurred in subsequent months, it is reported 
that the industry is increasingly optimistic over the prospects 
for total 1965 sales of 8.5 million domestically built units, 
which would of course easily surpass the previous record of 
7.6 million units set last year. Data for May point to a sea
sonally adjusted annual sales rate in excess of 8 million units 
for the month; total sales for the first five months of 1965 
amounted to an annual rate of about 8.9 million units. Over
all retail sales volume appears to have gone up a bit in May, 
reaching a level close to the record set in February.

In proposing a substantial cut in Federal excise taxes, 
the Administration strongly urged that the benefits of 
whatever reductions are enacted be passed on directly to 
buyers in the form of lower prices. The current bill pro
vides that the first stage of the tax cut would amount to 
$1.75 billion annually, effective July 1. The reductions in 
taxes on automobiles and air conditioners would be ret
roactive to May 15, to avert possible delays by buyers 
waiting for lower prices after July 1. A second major 
round of reductions, amounting to an additional $1.75

Chart II

CONSUMER INTENTIONS TO BUY NEW AUTOMOBILES 
AND HOUSEHOLD DURABLES WITHIN SIX MONTHS

Per cent Per cent

Note: Buying plans are expressed as the ratio of the number of families who indicate  
they Intend to buy to the total number of families in the survey.

Source: United States Department ofComm erce,Bureau of the Census.

billion, would occur on January 1, 1966. Including allow
ance for the eventual complete elimination of the tax on 
autos, written into the bill by the House Ways and Means 
Committee, still further cuts totaling $1.4 billion would 
take place at one-year intervals to January 1969. The 
effect of these cuts on consumer spending will depend 
importantly on how much of the total tax reduction is 
passed on to buyers in the form of lower prices.

Business spending for new plant and equipment should 
also provide a boost to over-all activity during the months 
ahead. According to the latest survey by the Commerce De
partment and the Securities and Exchange Commission, 
conducted in mid-May, capital spending plans for 1965 
total $50.4 billion, or 12.3 per cent higher than the volume 
of outlays during 1964. The year-to-year rise is slightly 
larger than the 11.7 per cent increase indicated in the Feb
ruary Commerce-SEC survey— a change that reflects a mod
est step-up in planned expenditures for the second half of 
the year. A survey taken by McGraw-Hill in the early spring 
had pointed to a 15 per cent rise in capital outlays this year, 
but the McGraw-Hill results are more heavily weighted by
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responses from large firms and are thus not entirely com
parable to the Commerce-SEC results.

Actual capital outlays in the first quarter of this year 
reached a seasonally adjusted annual rate of $49.0 billion, 
about the level that had been anticipated in the February 
Commerce-SEC survey and up $1.25 billion from the 
fourth quarter of last year. A further gain of $0.6 billion 
is expected for the current quarter, and the May plans called 
for progressively larger rises in the final two quarters of the 
year. If these plans are realized, capital spending in the 
fourth quarter of this year will reach a seasonally adjusted 
annual rate of $52.1 billion, 9.1 per cent higher than a year 
earlier. This would cap off four and one-half years of rising

outlays and bring to more than 50 per cent the total in
crease since the end of the last recession in early 1961.

Manufacturers, especially in the durable goods industries, 
are responsible for the bulk of this year’s planned increase 
in capital spending. The continued growth of output has 
brought a number of industries fairly close to their pre
ferred rates of capacity utilization, and the expectation of 
still further sales gains has increased the need for additional 
capacity. There are indications that firms are actually pro
ceeding with their capital spending plans. A recent National 
Industrial Conference Board survey found that manufac
turers’ net new capital appropriations rose by 11 per cent 
in the first quarter.

The Money and Bond Markets in May

The money market retained a steadily firm tone in 
May. The reserve positions of the money market banks 
outside New York City remained under pressure, while 
the reserve positions of the major New York City banks 
became somewhat more comfortable. Treasury bill rates 
generally declined on good demand, although there was a 
temporary rise around midmonth.

Prices of Treasury notes and bonds rose moderately in 
the opening days of the month, when most activity was 
associated with the Treasury’s refunding operation then 
in progress. After the subscription period came to a close, 
demand contracted and prices of outstanding issues moved 
slightly lower in dull trading. In part, the cautious atmos
phere reflected developments elsewhere in the capital mar
ket, where prices of corporate and tax-exempt bonds 
eased after midmonth in the face of a large schedule of 
current and future offerings of new issues.

T H E  M O N E Y  M A R K E T  A N D  B A N K  R E S E R V E S

Nationwide net reserve availability contracted slightly 
during May, and a firm tone persisted in the money market. 
The bulk of Federal funds transactions continued to take 
place in a 4 to 4Vs per cent rate range (see top panel of the 
chart on page 123), while average member bank borrow

ings from the Federal Reserve increased slightly. During 
the month, rates posted by the major New York City banks 
on call loans to Government securities dealers were gen
erally quoted in a 4XA  to AV2 per cent range. Offering rates 
for new time certificates of deposit issued by leading New 
York City banks were little changed in May, but the range 
of rates at which such certificates traded in the secondary 
market edged a bit higher. Fairly strong investment demand 
developed in the market for bankers’ acceptances at the 
higher rate levels established toward the end of April, and 
dealers reduced their heavy inventories to a lower level than 
had prevailed in recent months. Rates on acceptances, how
ever, held generally steady during the month.

System open market operations provided a considerable 
volume of reserves in the first statement period in May 
and offset a substantial portion of the absorption of re
serves which was accounted for by market factors. Never
theless, the money market was quite firm as the financing 
needs of Government securities dealers rose, mainly re
flecting their acquisition of “rights” to the Treasury’s May 
refunding. A considerable portion of the enlarged dealer 
needs was filled by the major banks outside New York 
City. This resulted in additional pressures on the reserve 
positions of these banks and in a strong demand for Fed
eral funds, which traded predominantly at 4Vs per cent
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The Business Situation

Business activity continued to expand as the summer 
began. The pace of advance has recently been slower than 
in the unusual first quarter of the year, which has led to 
a more cautious reassessment of future prospects by 
a number of observers. Some of this reassessment has 
shown up in a change in the previously highly buoyant 
atmosphere of the stock market. The underlying sources 
of strength in the economy remain intact, however, and 
are being recognized both by business analysts and in cur
rent official appraisals. These positive factors include 
business plans for further increases in plant and equip
ment spending, the stimulus to consumer spending ex
pected from the excise tax cut effective June 22, and a 
further expansion in the combined spending of Federal and 
state and local governments on goods and services in the 
months ahead.

That the economy has in fact remained strong over 
the past several weeks is reflected in the gains in such key 
indicators of activity in May as industrial production, 
durables manufacturers’ unfilled orders, employment, and 
retail sales. Fragmentary data for June suggest that both 
automobile assemblies and steel ingot production were 
well maintained, while retail sales apparently continued 
near the record rate of the month before. The unemploy
ment rate, to be sure, did edge up in June after a marked 
decline in the month before. Nevertheless, there has been 
a distinct improvement in the labor market situation dur
ing the second quarter as a whole, compared with both the 
first quarter of 1965 and the second quarter of 1964.

The economy continues to show signs of increased vul
nerability to upward price pressures. The over-all con
sumer price index was up by 0.6 percentage point in 
the April-May period, largely reflecting higher prices 
for meats. The excise tax cut has already resulted in 
price reductions in a significant number of consumer 
items, and these decreases should show up in the index

for July, but it must be remembered that this is essentially 
a one-time effect (until the next round of reductions that 
becomes effective January 1). The wholesale price index 
was also up again in May, and apparently in June as well. 
It is true that some of the wholesale price increase in the 
past several weeks also reflected special factors relating 
to possibly temporary shortfalls in food supplies, which 
may ease again soon. Nevertheless, there continues to be a 
noticeable upcreep in prices for industrial commodities, 
and while the rate of advance in this component of the 
wholesale price index is still modest in comparison with 
the inflationary surge of the mid-1950’s, it nevertheless 
contrasts with the stability the country achieved during 
the earlier portion of the current expansion. Against the 
background of these developments, the need for restraint 
in price-wage decisions has become even more pro
nounced. The steel industry, in which labor negotiations 
were recently resumed, will clearly be a bellwether of 
the future.

P R O D U C T IO N ,  O R D E R S ,  A N D  E M P L O Y M E N T

The Federal Reserve’s seasonally adjusted index of 
industrial production rose by 0.5 percentage point in May 
to 141.3 per cent of the 1957-59 average (see chart). 
Output in industries producing business equipment 
showed particular strength in the month and reached a 
level 11 per cent higher than in the corresponding month 
a year earlier. Production of consumer goods was also up 
in May, buoyed by a slight rise in automobile assemblies 
as well as by some increase in output of consumer staples. 
Output of industrial materials, on the other hand, was 
essentially unchanged, following the sharp run-up that re
flected the surge in steel production earlier in the year. 
In June, steel ingot production edged back close to the 
record rate reached in April, and producers in the auto-
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RECENT BUSINESS INDICATORS
Seasonally adjusted monthly data 

Per cent Per cent

Sources: Board of Governors of the Federal Reserve System;United States Departments 
of Commerce and Labor.

mobile industry assembled new cars at a seasonally ad
justed annual rate of 9.6 million units—a further slight gain 
in comparison with the advanced rate of the month before.

Prospects for future strength in production remain 
good. Although the volume of incoming new orders for 
durable goods declined somewhat in May, such orders 
were still well above the current rate of shipments. As a 
result, the backlog of unfilled orders held by durables 
manufacturers rose for the seventeenth consecutive 
month (see chart). This brought the stock of unfilled 
orders to a level equal to more than 2.7 times the current 
monthly rate of shipments, which is 7 per cent above the 
ratio for the corresponding month a year ago.

Nonfarm payroll employment also rose in May, more 
than recouping the mild decline that occurred in April 
(see chart). Employment was off slightly in the manu
facturing sector in May, but this decline largely reflected 
a smaller number of persons at work in the primary 
metals industry following the interim labor settlement in

the steel industry. Outside the manufacturing sector, gains 
were widespread in May. For the April-May period com
bined, the total number of persons on establishment pay
rolls averaged more than 300,000 persons above the fig
ure for the first quarter. Along with the continuing rise in 
business activity in June, both total employment and the 
number of persons seeking jobs expanded further. The 
over-all unemployment rate in the month was 4.7 per cent, 
a shade above the 4.6 per cent rate in May, reflecting a 
rise in unemployment among adult women. The unemploy
ment rate for adult men, and married men, on the other 
hand, edged downward; and unemployment among teen
agers was also down a bit. For the second quarter as a 
whole, the over-all unemployment rate averaged 4.7 per 
cent, compared with 4.8 per cent in the first quarter and 
5.3 per cent in the corresponding year-ago period.

C O N S U M E R  S P E N D IN G  A N D  
R E S ID E N T IA L  C O N S T R U C T IO N

Retail sales rose by 2.2 per cent in May to a record sea
sonally adjusted annual rate of nearly $281 billion. The 
dollar volume of both nondurables and durables sales ad
vanced by slightly more than 2 per cent. In June, new-car 
sales surged to a seasonally adjusted annual rate of 8.8 mil
lion units. Over-all retail volume was well maintained in the 
month as a whole, and sales in the last few days of the 
month probably received some stimulus from the excise 
tax cut, which the President signed into law June 21 to 
take effect the following day. (In the case of both new auto
mobiles and air conditioners, the reductions were retro
active to cover purchases made on or after May 15.)

There were, to be sure, some reports of disappointment 
with the initial consumer reaction to the excise tax cuts 
in terms of actual purchases. Past experience indicates, 
however, that there tends to be a lag between the enact
ment of tax cuts and the response in consumer spending. 
It would seem that such a lag is especially likely in the 
case of an excise tax cut which has its immediate effect 
only on specific goods. As consumers in the weeks ahead 
come to realize more fully that previously taxed items 
now take less of their income to purchase, they will find 
more income left over for spending on other things. There 
will therefore be a tendency for the effects of the excise 
tax cut to spread over the entire range of consumer goods 
and services.

Developments in residential construction continued, on 
balance, to suggest improvement, although the erratic 
fluctuations in many of the statistical series relating to this 
sector of activity make it difficult to draw conclusions 
from any one month’s returns. One way of gaining per
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spective is to look at average levels of activity over sev
eral months. The number of nonfarm housing starts, for 
example, fell by 4 per cent in May. This decline, however, 
followed an advance the month before, and the average

level of starts in the April-May period shows an increase 
from the January-March average. With respect to actual 
outlays for residential construction, activity in the second 
quarter was on a par with the previous quarter.

The Money and Bond Markets in June

The money market remained firm in June while han
dling readily the substantial financial flows generated by 
quarterly corporate dividend and tax payments. Heavy 
midmonth credit demands associated with these payments 
increased the pressure on the reserve positions of the 
money market banks. While these banks were able to 
cover part of the special needs of the period in the Fed
eral funds market, their borrowings from the Federal 
Reserve Banks also increased. Treasury bill rates gen
erally declined during most of the month in response to 
a steady demand from commercial banks, public funds, 
and other sources, but edged higher toward the end of June.

Prices of Treasury notes and bonds fluctuated nar
rowly in the early part of June when the outlook for 
interest rates was clouded by the congestion evident in 
the corporate and tax-exempt bond markets. Around 
midmonth, as selling of Governments by investors failed 
to expand, a more confident tone developed. Demand for 
coupon issues picked up, and prices moved higher in fairly 
active trading until late in the month when both activity 
and prices receded. In the corporate and tax-exempt bond 
sectors, market supplies of new and recent issues remained 
very heavy and prices declined during the first third of 
the month. A better tone subsequently emerged in the 
corporate sector, as progress was gradually made in dis
tributing bonds to investors, but prices of tax-exempt bonds 
continued to move lower throughout the month in the 
face of persistent market congestion.

T H E  M O N E Y  M A R K E T  A N D  B A N K  R E S E R V E S

Nationwide net reserve availability in June fluctuated 
in approximately the same range which had prevailed in 
other recent months. The money market remained firm, 
with Federal funds trading on most days primarily at 4Vs

per cent. Rates on new call loans to Government securities 
dealers were most frequently quoted in a 4V4 to AVz per 
cent range by the major New York City banks, while rates 
on renewal call loans were generally in a 4V4 to 4% per 
cent range (see the left-hand panel of the chart on page 
139). Offering rates for new time certificates of deposit 
issued by leading New York City banks edged slightly 
higher in early June and then receded. The range of rates 
at which such certificates traded in the secondary market 
moved irregularly lower during the month. Rates on bank
ers’ acceptances were unchanged and dealer inventories 
increased only slightly in June, as the usual substantial ex
pansion in dealer portfolios over the June 30 statement 
date for banks failed to materialize. On June 1, the major 
sales finance companies raised their offering rates on 30- 
to 89-day directly placed paper by Vs of a percentage 
point, thus setting a uniform rate of 4V4 per cent for all 
such paper in the 30- to 270-day maturity category.

The month began with a consistently firm tone in 
the money market. System open market operations re
leased reserves in the two statement weeks ended June 
2 and June 9 as an offset to the absorption of reserves 
resulting from the movements in “market” factors. The dis
tribution of reserves favored the major New York City 
banks, which continued to add to their negotiable cer
tificates of deposit outstanding, presumably to be in a 
good position to meet credit demands expected over 
the June dividend and tax dates. In the meantime, these 
banks sold Federal funds on balance, including the siz
able volume which they normally purchase from their 
correspondents. The major money center banks outside 
New York City were able to cover a good portion of their 
substantial reserve needs in the Federal funds market. 
Member bank borrowings from the Reserve Banks, how
ever, remained around the half billion dollar mark.
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The Business Situation

The domestic economy posted a good gain in the sec
ond quarter, and early indications of July developments 
point to continued strength. The solid expansion in busi
ness activity in the April-June period brought over-all 
output to a seasonally adjusted annual rate of $658 bil
lion, higher than had generally been expected. Notwith
standing the fact that steel stocks probably will be run off 
over the latter portion of the year, there are good indica
tions that business activity will remain on an uptrend over 
the balance of 1965. Businessmen’s spending plans, which 
point to rising outlays for plant and equipment in the 
months ahead, may become somewhat firmer against the 
background of recently released highly buoyant second- 
quarter profits reports; Federal tax and expenditure pro
grams should provide a more expansionary impact on 
activity than was the case in the first half of the year; state 
and local government expenditures should advance fur
ther; and consumers appear to be in a mood to continue 
spending their rising incomes. Thus, providing there is no 
major steel strike, prospects seem good for realizing or 
perhaps even exceeding somewhat the “standard” forecast, 
made at the start of the year, of $660 billion for 1965 as 
a whole.

It is, of course, much too early to draw any firm conclu
sions about the prospects for still further advances during 
the early months of 1966. To be sure, it is entirely possible 
that the expected rundown of steel stocks may spill over 
into the first part of 1966. Moreover, the recently enacted 
increase in social security taxes will drain more from the 
private economy’s income stream than will be restored 
through the second round of excise tax cuts scheduled for 
January 1. On the other hand, it is clear that the Adminis
tration’s recent decisions with regard to Vietnam will re
sult in additional Federal spending in the months ahead. 
The potentialities of stimulus from other areas of demand 
such as plant and equipment spending and residential con
struction will, of course, become easier to assess as the

months unfold. It is reassuring that the Administration 
has indicated its continued concern with developing feasible 
fiscal policies that could be used to help sustain balanced 
over-all economic expansion should the need arise. In this 
connection, the Chairman of the President’s Council of 
Economic Advisers recently stated that “we have the 
means, and I believe the will, to adjust the budget if that 
should be necessary, in a way which will contribute to the 
steady and adequate expansion of private purchasing 
power in the economy”. The widespread confidence that 
much has been learned in recent years about the uses of 
fiscal policy to encourage business expansion will itself 
be a positive influence on business and consumer spending 
decisions.

While the prospects for continued economic expansion 
are bright, there remains the danger that such gains might 
spark further upward pressure on prices. The wholesale 
price index rose by 0.7 percentage point in June, the 
largest monthly advance since January 1964, and at 102.8 
per cent of the 1957-59 average, the index was at a new 
high for the fourth consecutive month and 2.8 per cent 
above June 1964. Most of the June advance was attribut
able to higher prices for processed foods and meats, 
although prices for industrial commodities continued on 
their uptrend of the past several months, with price in
creases for hides and textile products supplying much of the 
pressure. The industrial component of the wholesale price 
index apparently edged up again in July amid reports of 
further price increases for hides. In the consumer sector, 
prices rose by 0.5 percentage point, the largest month-to- 
month advance in two years, and the index at 110.1 per 
cent of the 1957-59 average was 1.9 per cent above the fig
ure in the corresponding month a year earlier. The June 
increase in the over-all level of consumer prices took place 
despite lower prices for new automobiles and air condi
tioners, on which excise taxes had been reduced retroactive 
to May 15, and was due mainly to sharply higher food
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prices. The substantial June run-up in food prices ap
parently reflected unfavorable weather conditions that are 
also expected to contribute to additional food price rises in 
July. This expected upward pressure, however, may be off
set to a somewhat greater degree than was the case in June 
by lower prices for a large number of items on which the 
excise tax reduction did not take effect until June 22, after 
the data for the June index had been collected.

PATTERNS OF DEMAND IN THE SECOND QUARTER

Gross national product (measured at a seasonally ad
justed annual rate) rose by $9.2 billion in the second 
quarter, according to preliminary estimates of the Com
merce Department (see Chart I). The second quarter ad
vance was, of course, markedly less than the unusually 
strong rise of $14.2 billion in the previous quarter, and 
would have been still less had there not been a sharp 
turnaround in net exports, which had been depressed by

Chart I
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dock strikes in the January-March period. Even after al
lowing for this development, however, the slowing in 
business activity that did occur from the first to the second 
quarter seems to be largely accounted for by the absence 
of the special circumstances stimulating the steel and auto
mobile industries that had served as a temporary boost 
to over-all output in the opening months of the year.

The only two major GNP sectors that showed declines 
in the second quarter were consumer purchases of durable 
goods and business inventory investment. In the consumer 
sector, the decline largely reflected the fact that automo
bile sales returned to a more “normal” level in the second 
quarter following the first-quarter surge. Consumer spend
ing on nondurables and on services, in contrast, both rose 
by more than the increases in the first quarter, indicating 
that consumers continued to be in an over-all spending 
mood. In July, unit sales of new automobiles chalked up 
another strong performance, wThile the dollar volume of to
tal retail sales apparently moved past the record set in May.

The decline in the rate of inventory investment during 
the second quarter can be traced in good part to recent 
fluctuations in the pace of steel stockpiling. With steel 
users facing the possibility of a steel strike after April 30, 
the rate of stockpiling was heavy in the fourth quarter of 
last year and in the first quarter of this year. While steel 
inventory building continued after the interim labor settle
ment was reached in April, the pace was much less rapid. 
That industries generally have continued to maintain close 
over-all control on their inventory positions is suggested 
by the further decline in inventory-sales ratios during the 
second quarter.

Among other sources of demand, business spending for 
plant and equipment moved up by $0.7 billion in the sec
ond quarter, right in line with the gain called for by the 
latest Commerce Department-Securities and Exchange 
Commission survey. This rise in capital outlays, a good 
part of which was apparently devoted to an expansion of 
capacity, has been reflected in a further continuous rise in 
industrial and commercial construction. Residential con
struction outlays, which turned up in the first quarter fol
lowing movements on the down side in the three previous 
quarters, rose very slowly in the April-June period. Fore
shadowing indicators of residential activity, however, con
tinue to hold out the possibility of some further modest 
strength in this sector. Thus, nonfarm housing starts were 
up a bit in June, with the average for the second quarter 
some 4 per cent higher than in the opening quarter of the 
year (see Chart II).

In the government sector, outlays were up by $2.6 bil
lion in the second quarter, with purchases at both the 
Federal and the state and local levels showing appreciable
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gains. Even with the rise, however, Federal purchases were 
still little changed from the level of a year earlier. In the 
months ahead, however, Federal expenditures on goods 
and services are scheduled to expand further, in part, owing 
to stepped-up outlays for defense. The recently enacted 
increase in social security benefits will add substantially 
to Federal cash disbursements in the last half of this year 
and thus add to private spending.

PRODUCTION, ORDERS, AND EMPLOYMENT

The Federal Reserve Board’s seasonally adjusted index 
of industrial production rose in June for the eighth consecu
tive month, advancing by 0.5 percentage point to 141.9 per 
cent of the 1957-59 average (see Chart II). The June gain 
for the most part reflected a considerable further expansion 
in output of industrial materials, although production of con
sumer goods and equipment also showed small advances. 
The step-up in materials output, in turn, was apparently 
largely attributable to further increases in seasonally ad
justed steel production. Weekly data for July indicate that 
automobile workers assembled new cars at a pace close to 
the seasonally adjusted annual rate of 9.6 million units of 
the month before, despite shutdowns at some plants for 
model change-over toward the latter part of the month. Steel 
ingot producers, on the other hand, increased their already 
advanced rate of activity in an effort to work down their 
order backlogs before a possible strike that could take place 
on or after September 1.

New orders booked by manufacturers of durable goods 
in June were essentially unchanged following a decline in 
the month before. New bookings in the transportation 
equipment producing industry fell off in June, largely be
cause of a sharp cutback in the often erratic and volatile 
flow of orders registered by producers of aircraft and 
parts. Excluding the transportation equipment producing 
industry, new orders for hard goods actually posted a mod
est advance. At the same time, the backlog of unfilled 
orders held by such producers moved up for the eighteenth 
month in a row, and the ratio of unfilled orders to ship
ments, at 2.8, was over 5 per cent above the figure in 
the corresponding month a year ago.

The number of persons on nonfarm payrolls rose by

Chart II
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208,000 (seasonally adjusted) in June to 60.3 million, a 
solid 2.2 million above the reading for the corresponding 
month last year. Employment gains were widespread in 
June, with a particularly large increase in the manufactur
ing sector as producing and fabricating industries added 
significantly to the number of workers on their payrolls 
(see Chart II). In July, according to the household survey, 
total employment expanded for the ninth month in a row, 
and the gain was considerably greater than the concurrent 
increase in the civilian labor force. As a result, the over
all unemployment rate moved down 0.2 percentage point 
to 4.5 per cent, the lowest reading since October 1957, 
with all major worker groups sharing in the improvement.
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The Business Situation

The economy made further good gains in the summer 
months, and the prospects for sustained strength in the 
fall and winter remain excellent. To be sure, the long- 
awaited labor settlement in the steel industry, which was 
preceded by many months of strike-hedge stockpiling by 
users of the metal, most probably signals the start of a re
adjustment toward lower and more normal steel inventories. 
But the dampening impact of a decline in inventories on 
over-all demand in the months ahead is likely to be offset, if 
not more than offset, by increases in consumer spending, 
business outlays for new plant and equipment, and expen
ditures by all levels of government. The latest surveys of 
consumer sentiment point to continued strength in this 
demand sector. Furthermore, the latest (August) Gov
ernment survey of businessmen’s actual and planned capi
tal spending in 1965 points to a 13 Vi per cent increase 
this year, as against a HV2 per cent increase projected at 
the time of the May survey. The National Industrial Con
ference Board has reported that manufacturers’ capital 
appropriations showed a very sizable further advance in 
the second quarter and that partial survey results point to 
another gain in the third quarter, confirming the present 
as well as future strength in capital spending. Moreover, 
private demand will be buoyed by the acceleration of de
fense spending. Indeed, the prospect of expanding de
mands for military hardware may tend to dampen the 
pace of the expected rundown of steel inventories.

To date, most estimates still suggest that defense spend
ing in the current fiscal year will be only moderately 
greater than projected in the Federal budget last January. 
Yet, the expansion of the American military commitment 
in Vietnam may quite possibly intensify the upward 
pressures on prices that were already in evidence prior to 
the July decisions concerning the military buildup. On 
the other hand, the wage settlement in the steel industry 
appears to be about in line with the Council of Economic 
Advisers’ guideposts, in contrast to earlier settlements in 
some other major industries.

The uptrend of the wholesale price index slowed in 
July, when industrial commodity prices remained stable 
on balance. Weekly data indicate that the advance of in
dustrial prices was renewed in August, although offsetting

price declines for farm products and foods may have 
left the over-all index for that month unchanged. The 
advance of consumer prices also moderated in July be
cause the excise tax cuts effective that month led to 
price reductions for various nonfood commodities. These 
reductions very nearly offset the effects of further price 
increases for foods and services, and the over-all index 
rose by only 0.1 percentage point to 110.2 per cent of 
the 1957-59 average. Government estimates indicate that, 
in the absence of these reductions, the index would have 
risen to 110.4 per cent. While it is gratifying that the tax 
cuts have thus in large part been passed on in terms of 
lower consumer prices, they cannot of course be ex
pected to have much, if any, further moderating effect on 
such prices. The economy is clearly vulnerable to infla
tionary pressures in the current circumstances of strong 
demand in markets for both labor and goods, although 
there is no present evidence that an inflationary spiral is 
actually under way.

P R O D U C T IO N ,O R D E R S ,  A N D  E M P L O Y M E N T

The normal summer slowdown of industrial activity has 
been unusually mild this year, and producers in a broad 
range of industries report that customary vacation shut
downs have been curtailed or even omitted. The brisk 
pace of activity is reflected in the Federal Reserve Board’s 
seasonally adjusted production index, which registered 
a further substantial gain in July, rising by 1.2 percentage 
points from the upward-revised June level to reach 143.6 
per cent of the 1957-59 average. The July advance was 
centered in durable goods which, in turn, were paced by 
gains in the output of equipment and of industrial mate
rials, particularly steel. Production of consumer goods, on 
the other hand, was unchanged in July, with automobile 
assemblies remaining at the high June rate of about 9 ¥1 
million units annually.

Fragmentary data suggest that over-all production rose 
again in August, even though steel output was cut back as 
both producers and users began to plan for the reduction 
of the inventories accumulated in anticipation of a pos
sible strike. In the auto industry, August was marked by
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shutdowns for the changeover to production of 1966 
models, and actual output was thus at a seasonal low. 
However, manufacturers were most anxious to provide 
dealers with adequate stocks prior to the introduction of 
the new models in early October. Therefore, shutdowns 
were shortened and new-model production begun as 
rapidly as possible and, after allowance for seasonal fac
tors, the assembly rate in August was maintained at about 
the advanced June-July pace. Trade sources see a good 
chance that production, which was at a seasonally ad
justed annual rate of 9.5 million units in the second 
quarter, will post a more than seasonal gain in the third 
quarter as a whole. Many observers are looking for total 
output in 1965 to be slightly over 9 million units, which 
would handily surpass the previous record of 7.9 million 
set in 1955.

The outlook for continued strength in durables produc
tion was further improved in July by an upsurge in new 
orders for such goods, which rose by 3 per cent to a volume 
only fractionally below the record set in April. It is note

worthy that the over-all advance was centered in industries 
oriented to civilian production, as defense orders edged 
up only slightly in July. Orders for machinery and equip
ment registered a particularly good advance of 6V2 per cent, 
no doubt reflecting in good part the sustained growth of 
capital spending. While shipments of durables also rose—  
to a record volume—the backlog of unfilled orders on pro
ducers’ books nevertheless expanded once again.

The brisk pace of economic activity in July was re
flected in a further gain in nonfarm payroll employment 
(see Chart I). Employment in manufacturing industries 
increased by nearly 100,000 persons to 18.1 million per
sons, thus slightly exceeding the old record set in the 
middle of World War II. The fact that it took twenty-two 
years for this new record to be set reflects, of course, 
substantial gains in manufacturing productivity as well as 
the rapid reorientation of the economy toward service 
industries and public employment in the postwar decades. 
Nonfarm employment in sectors other than manufacturing 
has expanded by no less than 17.8 million persons during 
the intervening years, from 24.6 million in November 
1943 to 42.4 million in July 1965. Since last winter, 
however, employment has been rising at a somewhat 
faster rate in manufacturing than in other major sectors. 
Manufacturing activity in a number of industries has been 
running at very high rates of capacity utilization and, in 
those industries experiencing particularly rapid demand ex
pansion, producers are finding it increasingly difficult, at 
least in the short run, to expand output by the substitution 
of new capital equipment for the additional manpower 
that has so far been readily available. In August, both the 
total labor force and total employment declined, but since 
the reductions were about equal in size the over-all un
employment rate was unchanged from the July reading of 
4.5 per cent. The stability of the over-all rate reflected off
setting developments for adults and teen-agers. While the 
unemployment rates for adult men and women both rose a 
bit, the teen-age employment situation showed a welcome 
further improvement and that group’s rate dropped from 
13.2 per cent in July to a three-year low of 12.4 per cent 
in August.

C O N S T R U C T IO N  S P E N D IN G  A N D  
C O N S U M E R  D E M A N D

After staging a modest recovery during the first half of 
1965, private nonfarm housing starts dropped off rather 
sharply in July and building permits also declined. It is 
true that both these indicators of future construction 
spending tend to be rather volatile, but the latest develop
ments clearly give no ground for expecting any pro
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nounced acceleration in home-building outlays over the 
near term. In fact, after trending slowly upward since the 
start of the year, such outlays declined in July and Au
gust. Nevertheless, industry analysts are cautiously 
estimating that the decline in starts has at last touched 
bottom, and that the rate of starts in the second half 
might equal or perhaps slightly exceed that of the first 
half. Such an outlook implies a continued slow growth of 
outlays, reflecting not only the rising costs of materials 
and labor but also the shift this year to the construction 
of somewhat more expensive types of housing units. On 
the other hand, outlays for commercial and industrial 
construction have been expanding this year more rapidly 
than most analysts had expected, with a good deal of the 
push coming from a renewed surge of office building. In 
large part, of course, the expansion of commercial and in
dustrial construction activity is part of the growth of business 
capital spending. Another sizable advance in August 
brought seasonally adjusted expenditures for such con
struction in the first eight months of 1965 to a total about 
15 Vi per cent above that for the same period last year. This 
component, however, accounts for only about 15 per cent 
of total construction spending, whereas private home build
ing accounts for about 40 per cent of the total. (The re
maining components of total construction activity—public 
construction and construction spending by utilities and in
stitutions—have been virtually stable for some time.)

The latest Census Bureau survey of consumer buying 
intentions, taken in mid-July, points to continued strength 
in consumer demand (see Chart II). The proportion of 
families planning to purchase a new car within six months 
was well above the year-earlier reading, and the pro
portion planning to buy one or more of the seven house
hold durable goods included in the survey was also higher 
than at the corresponding time a year ago. To be sure, 
buying plans in both categories contracted a bit between 
mid-April and mid-July, but such a movement is in line 
with the usual seasonal pattern shown in this survey. Thus, 
these midsummer results tend to bear out the findings of 
another survey of consumer sentiment taken in early June 
by the University of Michigan’s Survey Research Center, 
which showed a high degree of consumer optimism over 
the prospects for continued general improvement in the 
economy as well as for the economic circumstances of 
the individual respondents.

Sales volume at retail outlets, after showing a slight 
dip in June, advanced strongly in July to a new high, 
with virtually all lines of trade sharing in the gains. Retail 
sales in July probably received some added impetus from 
the Federal excise tax reductions, and further stimulus 
is likely over the months ahead as consumers adjust to

Chart !l
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the fact that many previously taxed items now cost less. 
Government estimates indicate that, as of July, some 75 
per cent of the total potential benefit of the tax cuts was 
being passed on to buyers in the form of lower retail 
prices. It had been expected, of course, that the number 
of new-car sales would benefit significantly from the 
excise reductions which, for autos, were retroactive to 
May 15. Unit sales, after declining from post-strike highs, 
did jump sharply in June and edged slightly higher in 
July to a seasonally adjusted annual rate of nine million 
cars, which was about equaled in August. However, 
the 1965 cars have enjoyed buyer enthusiasm throughout 
the model year, and it is virtually impossible to disentangle 
the specific effects of the tax cut. Industry sources forecast 
a strong October start for the 1966 cars.

R E V IS IO N S  OF  G R O S S  N A T IO N A L  P R O D U C T  
E S T IM A T E S

The Commerce Department has released a revised set 
of gross national product estimates, incorporating changes 
back to 1929. The revisions are comprehensive, but it is
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noteworthy that the new figures show substantially the 
same quarter-to-quarter movements in GNP that had been 
indicated previously. In particular, the pattern of GNP 
growth during the current business expansion continues to 
look very much as it did prior to the revisions. For the 
earlier years of the postwar period, the net effect of the revi
sions has been to reduce GNP slightly, while for more re
cent years GNP has been increased moderately. Since the 
figure for 1964 has been scaled upward by about 1 per 
cent, from $622.6 billion to $628.7 billion, business 
analysts will find it desirable to make a similar upward 
revision in their forecasts for 1965 as a whole. For ex
ample, the frequently cited “standard” forecast has put 
GNP this year at $660 billion, up by 6 per cent from 
the unrevised figure for 1964. The same percentage in
crease, applied to the revised figure for 1964, implies a 
revised “standard” forecast for 1965 of roughly $667 
billion.

One result of the revisions which is of particular inter
est is that the new figures show a slightly higher rate of 
growth of “real” GNP during recent years. Thus, the 
previous estimates showed GNP, measured in dollars of 
constant purchasing power, growing by an average of 4.1 
per cent annually in the 1960-64 period, while the re
vised figures put the average annual growth at 4.3 per 
cent.

The regular summer revisions of GNP figures for the past 
few years have each reflected the use of more reliable data

that become available only after some lapse of time. This 
year’s revisions, however, are unusually extensive. They 
incorporate the results of using better data not only for 
the past few years but for earlier years as well, and they 
also reflect some changes in the definitions that determine 
which items are to be included in calculating the value of 
the economy’s total output of goods and services. The last 
time the national income accounts were given such an 
extensive overhaul was in 1958. The largest of the “statis
tical” revisions —  those reflecting the use of better data—  
is in the estimated value received by homeowners from 
the houses in which they live. This “imputed rent”, which 
is classed in GNP as consumption spending for a service, 
has been increased because Government studies indicate 
that the nation’s stock of housing in the postwar years 
has been of better quality than had previously been be
lieved. Other “statistical” revisions resulted, among other 
changes, in increases in outlays for residential construc
tion and producers’ durables. With regard to the “defini
tional” revisions, the largest change is the removal from 
GNP of interest payments by consumers. These payments 
were formerly counted as personal consumption of a ser
vice but have now been excluded on the ground that they 
do not reflect any production. This and other definitional 
revisions generally reduced GNP below the levels pre
viously estimated. For recent years, however, the defini
tional revisions were more than offset by the increases 
resulting from the use of better data.

The Money and Bond Markets in August

The money market was somewhat firmer during August, 
after having eased slightly in the latter part of July. Fed
eral funds traded mainly at 4Vs per cent, and the major 
reserve city banks were under reserve pressures as reserve 
distribution swung in favor of the “country” banks. Treas
ury bill rates moved higher in the early part of the month 
when professional offerings outweighed a rather modest 
investment demand. Subsequently, rates generally edged 
lower through midmonth. In the latter part of the month, 
demand tapered off— as often happens in August— and

bill rates rose against a background of general market 
uncertainty.

Prices of Treasury notes and bonds declined irregularly 
in August, with prices of some issues dipping to their 
lowest levels in five years. Market participants warily 
appraised the potential effects of recent international polit
ical and economic developments, including those in Viet
nam, as well as the possible consequences for interest 
rates of the very strong summer performance of the econ
omy. There was also some selling of long-term Govern
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The Business Situation

The economy has been spared the serious dislocations 
that would surely have stemmed from an extended steel 
strike. Nevertheless, the rate of economic expansion will 
clearly be influenced during the remainder of the year by 
readjustments in steel inventories and steel production. 
Early indications are that the readjustment has been 
moderate to date, and may possibly be milder than many 
observers had previously anticipated. While it must be ex
pected that liquidation of steel inventories will continue 
for a time to have some slowing effect on industrial pro
duction and manufacturing employment, the dampening 
impact on the expansion of over-all demand should be 
readily absorbed by sustained strength in various other sec
tors. The prospects for consumer purchases and business 
capital spending remain favorable. Furthermore, recent de
fense and other Federal budgetary developments suggest 
that the net impact of Federal Government spending poli
cies during the balance of the current fiscal year may turn 
out to be considerably more stimulative than earlier esti
mates had indicated.

Basically, the economy continues to be characterized 
by considerable strength in current and expected demand, 
and the margin of unutilized resources has shrunk sub
stantially over the past year. The danger of upward pres
sure on prices therefore is real, although there has recently 
been an encouraging slowdown in the advance of the 
broad price indexes.

P R O D U C T I O N ,  O R D E R S ,  A N D  E M P L O Y M E N T

Industrial output edged up a bit further in August and 
pushed the Federal Reserve Board’s seasonally adjusted 
production index to a record 144.4 per cent of the 1957- 
59 average, up by 0.2 percentage point from the upward- 
revised July level (see Chart I ) . The advance occurred 
despite a 4 per cent drop in the seasonally adjusted output 
of iron and steel, as this decline was more than offset 
by a moderate rise in the production of other industrial 
materials and by a sizable expansion in the output of 
business equipment, especially machinery. The continuing

uptrend of equipment production is in large measure a 
reflection of the sustained expansion of business capital 
spending. Since the start of the year, there has also been 
an upward push on industrial production from enlarged 
output of defense equipment, following a decline in 1964
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and virtual stability in the two preceding years.
Consumer goods output, the remaining major compo

nent of the over-all industrial production index, was about 
unchanged in August at the advanced level that has 
prevailed since the recovery early this year after last fall’s 
auto strikes. Actual production of automobiles in both 
August and September was, of course, affected by assembly 
line shutdowns for the annual model changeover. Although 
it is difficult to make an accurate assessment of the season
ally adjusted production rate during the changeover period, 
it appears that the rate in both months was about unchanged 
from the July level of 9.4 million units annually.

The expected reduction in steel inventories is currently 
under way, and resultant declines in the output of ingots 
and of finished steel will most likely persist for a while. 
Ingot production alone moved off in September by 10 
to 15 per cent (seasonally adjusted). However, mills re
port that orders volume has held up better than had been 
expected, with new orders continuing to exceed cancel
lations. The consensus in the trade appears to be that the 
level of “excess” inventory is smaller than had generally 
been estimated so that the production decline may be less 
severe than the cutbacks following some of the industry’s 
earlier labor settlements. Underlying these optimistic ap
praisals is the fact that steel consumption is high and ex
pected by many to grow further.

The pace of steel ordering was already slowing in 
August, as the approach of the strike deadline reduced 
the time available for deliveries prior to the threatened 
work stoppage. The decline in steel orders was a major 
factor contributing to a contraction in new orders for 
durable goods, which dropped by 3 per cent from July’s 
upward-revised record. The steel industry also reported a 
sharp reduction in its backlog of unfilled orders, but the 
over-all backlog on the books of durables producers never
theless expanded fractionally to mark the twentieth con
secutive month of growth.

Nonfarm employment rose again in August, lifting the 
total number of persons on nonagricultural payrolls to
60.7 million (seasonally adjusted), up by 120,000 from 
July. Gains were experienced by all major industries ex
cept mining, but manufacturing employment advanced 
only fractionally as a modest rise in the nondurables sector 
was nearly offset by a small employment decline in the 
durables sector. However, the average weekly hours 
clocked by manufacturing production workers and their 
average overtime were both unchanged at the relatively 
high July levels. Indeed, a number of manufacturers, 
especially in the metal-working industries, reportedly con
tinue to find that shortages of skilled labor necessitate the 
substantial use of overtime.

B U S I N E S S  A N D  C O N S U M E R  S P E N D I N G

Further strength has developed in business capital 
spending plans for 1965 as a whole, according to the latest 
Commerce Department-Securities and Exchange Commis
sion quarterly survey taken in August (see Chart II). 
Businessmen reported that outlays for new plant and 
equipment in the second quarter were $750 million greater 
(at a seasonally adjusted annual rate) than had been esti
mated in May, and that plans for third- and fourth-quarter 
spending had been scaled up since May. If the plans re
ported in August are realized, outlays this year will total 
almost $51 billion— an advance of 13.4 per cent. Previous 
surveys in February and May had estimated the 1965 
gain at 11.7 per cent and 12.3 per cent, respectively. 
Thus far in 1965, there has been a pattern of gradual 
upward revisions in capital spending plans rather similar 
to that of 1964, when the year’s final outcome was an in
crease larger than had been indicated even as late as the 
August survey. If the trend of upward revision again per
sists into the final quarter, this year’s gain in spending may 
well approximate last year’s increase of 14.5 per cent. 
Revisions for most industry groupings followed the over
all pattern, but were relatively large in the nonrail trans
portation, paper manufacturing, and motor vehicle 
industries. The automobile manufacturers, after upping 
capital expenditures by 42 per cent in 1964, foresaw in 
February a gain of IOV2 per cent for this year; by May the 
figure had been pushed up to 25 per cent, and in August 
it reached 31 per cent.

The prospects are good that strength in actual capital 
spending will persist well into 1966. A recent National 
Industrial Conference Board survey indicates that manu
facturers’ capital appropriations continued to rise through 
the third quarter and that, despite the growth of outlays, 
backlogs of unspent appropriations are still expanding. 
The Conference Board has also reported that nearly 75 
per cent of manufacturers expect to need additional 
capacity to meet demand a year from now. In fact, of 
the group so reporting, almost half find that capacity is 
inadequate at the present time.

Another midsummer survey, taken by the Commerce 
Department, found manufacturers optimistic regarding 
sales prospects. Sales gains in the neighborhood of 2 per 
cent each were generally expected for the third and fourth 
quarters. The survey results also pointed to generally 
favorable prospects for inventory demand by manufac
turers. Manufacturers expected the rate of inventory 
accumulation to be slower in the fourth quarter, after a 
third quarter believed likely to equal the second-quarter 
pace. Nondurables manufacturers looked for modest step-
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Chart 1!
ACTUAL AND ANTICIPATED 
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Sources: United States Deportment of Commerce; Securities and Exchange Commission.

ups in the pace of accumulation in both the third and 
fourth quarters; the accumulation rate in the durables 
sector, on the other hand, was expected to slow down in 
both quarters.

The over-all rate of manufacturers’ inventory invest
ment rose sharply in the fourth quarter of 1964, reflecting 
partly the onset of steel stockpiling and partly a catching- 
up in nondurables stocks following a net decumulation 
over the first nine months of the year. In 1965, the actual 
accumulation rate in the first two quarters and that an
ticipated for the third quarter remained higher than in 
most quarters of recent years. The anticipated fourth- 
quarter slowdown in the pace of inventory accumulation 
reflects the expected swing to decumulation of steel stocks, 
which would be only partly offset by additions to other 
durables stocks and by the step-up in nondurables ac
cumulation. Thereafter, the behavior of over-all inventory 
investment in manufacturing may gradually become free 
of the special effects of steel inventories.

Commercial and industrial construction has been ad
vancing in recent months, reflecting the strength of capital 
spending. Residential construction, on the other hand, 
has remained a relatively weak sector in a generally strong 
business picture, and housing starts declined in both July

and August. Despite a modest upturn during the spring, 
the seasonally adjusted annual rate of starts for the first 
eight months of 1965 has averaged only 1.47 million units, 
off by 4 per cent from the 1964 total of 1.53 million.

In contrast to the sluggishness of housing demand, re
tail sales continue strong and sales volume in August was 
about equal to the record high reached in July. Retailers 
are reported to be experiencing a good fall upswing, and 
weekly data suggest that sales volume (seasonally ad
justed) may have expanded a bit in September. As auto 
dealers carried out an apparently successful cleanup of the
1965 models, sales of new domestically produced cars ran 
at a seasonally adjusted annual rate of 8.9 million units in 
August and probably declined in September toward the end 
of the cleanup period. The new models are being intro
duced during the first two weeks of October, and their 
reception by consumers will, of course, have an important 
effect not only on the auto industry but also on the econ
omy at large. Manufacturers remain confident of another 
good year with their 1966 models.

W A G E  A N D  P R I C E  D E V E L O P M E N T S

The support gained for the principle of noninflationary 
wage behavior through a steel settlement approximately 
within the Administration’s guideposts is a welcome devel
opment. However, over the year preceding the steel settle
ment, labor contracts clearly in excess of the guideposts 
were negotiated in a number of other major industries. 
Labor costs per unit of manufacturing output, after show
ing a gratifying downtrend during the earlier years of the 
current business expansion, have been virtually stable 
since last winter as productivity gains have no more than 
offset the rise in hourly labor costs.

There was no increase in the over-all wholesale price 
index in August— the first month without an increase in 
1965— as a small decline in agricultural prices from the 
seven-year peak reached in July offset a slight further 
rise in prices of industrial commodities. Much of the 2.6 
per cent advance in the over-all index in the twelve months 
ended with August reflected the run-up in agricultural 
prices in the first half of 1965. The combined price index 
for farm products and processed foods moved down last 
fall but then shot up by 6.7 per cent from December to 
July; the August-to-August advance was 5.7 per cent. 
This marked rise was mainly attributable to tight supply 
conditions: shortages of fruits and vegetables resulted from 
poor weather and harvesting delays, while marketings of 
hogs and cattle were curtailed as a result of stockmen’s 
reactions to the low prices that prevailed in 1963 and 
1964. However, supplies have recently expanded, and
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weekly data indicate that agricultural prices may have 
declined slightly further in September.

Agricultural prices were not solely responsible for the 
upward movement of the wholesale price index through 
July. The index of industrial commodity prices in August 
was 1.5 per cent above its year-earlier level, although the 
uptrend in these prices appears to have slowed in recent 
months. The advance has been especially pronounced in 
metals and metal products, but most other major com
modities have also moved higher. Although weekly data 
suggest that industrial prices may have been fairly stable 
again in September, it remains to be seen whether this 
favorable situation will persist. The prices of many indus
trial products are affected by world market developments 
in raw materials supplies, as well as by producers’ at
tempts to offset rising costs and to widen profit margins 
during periods of strong demand. Specific industrial price 
announcements have recently been preponderantly on the 
upward side.

The over-all index of consumer prices fell in August 
for the first time in a year, but the decline was no larger 
than the expected seasonal movement. On a seasonally 
adjusted basis, therefore, the index was unchanged. The 
August decline in the unadjusted index was largely the 
result of reductions in consumer food prices, especially 
for produce. The previous sharp advance in food prices 
during the spring and summer was a major factor in the
1.7 per cent advance of the over-all index from August 
1964 to August 1965— an annual rate of increase some
what larger than has generally been experienced in recent 
years. The level of nonfood commodity prices did rise 
noticeably in the winter and spring, but then declined 
through the summer. However, this recent decline was

partly attributable to the excise tax cuts, from which little 
if any further moderating effect can be expected. The 
long-term upward trend in the price of services has con
tinued throughout the past year at about the previous rate.

T R A D I N G  IN  F E D E R A L  F U N D S

The Board of Governors of the Federal Reserve 
System has just published its second technical study 
on the Federal funds market, entitled “Trading in 
Federal Funds-—Findings of a Three-Year Survey”, 
prepared by Dorothy M. Nichols of the Federal Re
serve Bank of Chicago. The 116-page report focuses 
on variations in the size and distribution of flows of 
Federal funds. It also shows the continued growth in 
the importance of these transactions in the money 
market. The survey on which the study is based in
cluded nearly 250 banks throughout the country. 
They supplied the System with data on daily trans
actions in Federal funds for the three years ended 
in September 1962.

Copies of the study are available, upon request, 
from Publications Services, Division of Administra
tive Services, Board of Governors of the Federal 
Reserve System, Washington, D.C. 20551, at $1.00 
each up to 10 copies and 85 cents each for 10 or 
more copies in a single shipment.
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The Business Situation

Domestic economic activity has continued to post sub
stantial gains so far this fall. To be sure, the overhang 
of steel inventories had an adverse effect on the industrial 
production index in September and probably also in 
October. Nevertheless, the underlying forces of business 
expansion remain dominant. The economy advanced vig
orously in the third quarter, as gross national product rose 
to a seasonally adjusted annual rate of $677 billion. Con
sumer sentiment is buoyant, and business investment plans 
point to continued gains in capital outlays over the coming 
months. Government spending is also expected to advance 
further, to a considerable extent because of stepped-up 
military operations in Vietnam.

Economic expansion is currently taking place against 
a background of a fairly small margin of unutilized ca
pacity and labor resources. No serious bottlenecks seem 
to have developed over recent months, but with unemploy
ment down to the lowest levels in eight years, employers 
have generally experienced some difficulty in recruiting 
skilled personnel. The further growth expected in the labor 
force over coming months, and the additions to capacity 
that will stem from the currently high level of capital 
spending, will work to preserve balance between over-all 
supply and demand forces in the market. This balance, 
however, is a delicate one and requires that businessmen, 
labor, and fiscal and monetary authorities make a constant 
effort to maintain the orderly pace of the expansion in a 
noninflationary environment.

Consumer prices resumed their upward trend in Sep
tember, bringing the rise in the consumer price index to 
1.7 per cent for the past twelve months. In contrast to in
creases earlier this year, which had resulted largely from 
higher food prices, the latest advances were primarily 
among nonfood items. Increases in the prices of services 
were exceptionally large. Seasonally adjusted industrial 
wholesale prices also rose in September, but appear to have 
edged down in October.

P R O D U C T IO N ,  O R D E R S ,  A N D  E M P L O Y M E N T

The Federal Reserve Board’s seasonally adjusted index 
of industrial production declined as expected in Septem

ber—by 1.5 percentage points to 142.8 per cent of the 
1957-59 average. This decrease, the first since last Octo
ber when strikes in the automobile industry cut into in
dustrial production, resulted largely from a sharp reduction 
in steel output after the signing of the steel labor contract 
on September 6. The iron and steel component of the index 
declined by nearly 13 per cent in September, accounting 
for over two thirds of the drop in the total index. Pro
duction was also curtailed by strikes in the aircraft, auto
mobile, newspaper, and coal industries, while hurricane 
effects caused a drop in crude oil output in the Southern 
states. On the other hand, output of business and defense 
equipment continued to rise in September, reflecting the 
persistent uptrend in business capital spending and the 
military buildup.

Despite the September decline in over-all industrial 
production, for the third quarter as a whole manufacturing 
industries continued to operate on average at around 90 
per cent of estimated capacity. This level of operation, 
maintained since the start of 1965, is the highest since 
the first quarter of 1956 and is in the range usually 
associated with optimum efficiency. It was first reached 
in the opening quarter of the year, when demand for steel 
began to surge and when the automobile industry worked 
a substantial amount of overtime in order to make up for 
output lost during the late-1964 strike. Capacity itself has 
steadily grown under the impetus of businessmen’s capital 
spending programs. Since output has also rapidly grown 
over the year, however, utilization rates have remained high. 
Indeed, according to a recent McGraw-Hill survey, oper
ating ratios are equal to, or greater than, the “preferred” 
rates in the automobile and parts, rubber, textile, non- 
ferrous metals, machinery, pulp and paper, food and 
beverages, and petroleum and coal industries.

During October, steel output continued to fall off be
cause of the overhang of inventories built up earlier in 
the year, and newspaper and aircraft strikes persisted for 
at least part of the month. At the same time, some of the 
industries that helped to pull down total production in 
September—notably automobiles and coal—appeared to 
do better in October. In fact, weekly figures indicate that 
automobile workers assembled new cars at an annual rate
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Chart I

UNEMPLOYMENT RATES
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Source: United States Bureau of Labor Statistics.

of 9.2 million units (seasonally adjusted). Moreover, 
except for the steel industry, the flow of new orders com
ing into durables manufacturers bodes well for production 
over the months ahead. Thus, bookings received by indus
tries other than steel rose by about 3.0 per cent in Septem
ber, and the over-all backlog of unfilled durables orders 
moved up for the twenty-first consecutive month. At cur
rent rates of output it would require nearly three months 
of production to fill these orders.

Despite the decline in industrial production in Septem
ber, manufacturing as well as total nonagricultural payroll 
employment rose further during the month. Even in the 
steel industry, the adjustment to lower production levels 
was accomplished largely by cutting average weekly hours 
rather than by laying off workers. Reflecting the strength 
in employment, the total number of persons listed as un
employed in October fell to 3.3 million. The over-all 
unemployment rate for the month dropped to 4.3 per 
cent of the civilian labor force and the rate for married

men declined to 2.1 per cent. It is both noteworthy and 
gratifying that these unemployment rates are the lowest 
in eight years (see Chart I). Moreover, the rate of unem
ployment has fallen more rapidly in the last twelve months 
than in any comparable period of the current expansion 
except in its earliest stages.

P A T T E R N S  O F  D E M A N D

The nation’s total output of goods and services (mea
sured at a seasonally adjusted annual rate) rose by $11.0 
billion in the third quarter, according to preliminary esti
mates of the Commerce Department (see Chart II). This 
was a slightly greater gain than in the preceding three- 
month period, and was also larger than the average quar
terly advance during the preceding year. The rate of inven
tory accumulation fell off again in the third quarter, 
though considerably less than in the preceding three 
months. The incentives for building up steel stockpiles

C h a rt li

RECENT CHANGES IN GROSS NATIONAL PRODUCT 
AND ITS COMPONENTS
S e a so n a lly  ad justed  a n n u a l ra te
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to second quarter 1965 to third quarter 1965
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were reduced as the threat of a steel strike faded and 
finally ended. The gain in final expenditures (total GNP 
other than change in inventories) in the third quarter was 
equal to the solid advance in the preceding three months, 
and substantially above the average increase of the pre
vious four quarters.

Consumer spending rose in the third quarter by about 
the same amount as in the preceding quarter. There was 
a large gain in purchases of durable goods, accompanied 
by slightly smaller advances in spending for services and 
nondurable goods. Among the durables items, it was en
couraging that there seemed to be continued interest in 
furniture and other big-ticket household items along with 
the sustained strength in sales of new automobiles. The rise 
in consumption outlays was accompanied by an increase in 
the rate of personal savings. It must be remembered that the 
increased savings reflect at least in part the September surge 
in incomes resulting from a lump-sum payment of higher 
social security benefits. Spending out of this income bulge 
will be one of the factors affecting both total consumption 
and the savings ratio during the fourth quarter.

Business investment in plant and equipment continued 
to advance in the third quarter. As noted, operations in 
many manufacturing industries have continued to run close 
to reasonably full rates of capacity utilization, helping to 
explain why businessmen have raised capital spending 
plans throughout the year. Moreover, according to a re
cent McGraw-Hill survey, plans for 1966 already point to

capital outlays of $55 billion, or 8 per cent higher than the 
amount expected for this year. This gain, 3 percentage 
points above the first estimate for 1965, is McGraw- 
Hill’s largest initial estimate for any year of the current 
expansion. Planned advances are spread among almost all 
major industries.

Among other demand sectors, outlays for residential 
construction, which had risen only slightly in the April- 
June period, slipped again in the third quarter. The decline 
in the number of housing starts from June through Sep
tember reduces the possibility of a sustained upturn in 
housing outlays in the immediate future. The recent lack 
of advance in housing construction, however, falls into 
better perspective if it is recalled that third-quarter outlays 
were below only five other quarters of the current expan
sion of more than 4 Vi years’ duration.

In the government sector, the combined total of Federal, 
state, and local outlays on goods and services was up by 
$2.2 billion during July-September, with the entire $1.4 
billion advance in the Federal sector accounted for by in
creased defense spending. The military commitment in 
Vietnam points to still further increases in defense outlays 
in the months ahead. Decisions on the military budget 
reportedly will have a major influence on other Federal 
expenditure plans as well. Since defense needs necessarily 
rate the highest priority, any curbing of total expendi
tures will have to involve a full examination of other 
Federal expenditure plans.

The Money and Bond Markets in October

The note of caution which pervaded the Government 
securities market in September receded somewhat during 
the first half of October and a steadier tone gradually 
emerged. Market participants derived some encouragement 
from the widely circulated view that the Administration 
was continuing to emphasize the importance of interest 
rate stability, although the market also noted that selective 
interest rate increases were taking place. An undertone of 
uncertainty persisted and became more pronounced in the 
second half of the month. The continuing strength in the 
economy and in business demands for funds seemed to

some observers to suggest the possibility that the balance of 
market forces might eventually work toward somewhat 
higher interest rates. The renewed air of hesitancy during 
the later period also reflected a pause in investment activity 
as the market awaited the announcement of the terms of the 
Treasury’s November refunding.

Against this background, prices of Treasury notes and 
bonds moved generally upward in fairly active trading 
through mid-October, but then receded again in the last 
half of the month. A better tone was also evident in the 
corporate and tax-exempt markets in the first half of
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The Business Situation

The economy continues to move to new high ground, 
and business sentiment appears to have become progres
sively more confident about future prospects. Private 
residential construction activity was off again in Novem
ber, but most other broad measures were up for the month. 
Moreover, the economy appeared to be gathering further 
momentum, with the unemployment rate declining once 
again. Orders already in hand appear to support the outlook 
for protracted strength in production over the near term. 
Meanwhile, consumer buying intentions remain high, capital 
spending plans are buoyant, and Government expenditures 
will be rising substantially. In view of these facts, several 
well-known business forecasts have recently projected a 
level of over-all activity in 1966 that implies a continuation 
of roughly the same rapid rate of growth that has been ex
perienced over the past year and a half.

If these projections are realized, it seems likely that 
there will be a further lowering in the already reduced 
margin of unutilized resources. The labor market is al
ready as tight as it has been at any time in the past eight 
years, and the unemployment that now exists appears to 
be more and more concentrated among workers without 
adequate skills and within a few localized pockets of surplus 
labor. There will, of course, be another substantial addition 
to the labor force next year, and the expected high level of 
capital spending will both increase physical capacity and 
add to labor productivity. Nevertheless, cost-price move
ments will continue to bear the closest scrutiny.

The recent cancellation of aluminum and copper price in
creases has helped dampen some of the fears of an imminent 
inflationary spiral, and although there has been a renewed 
flurry of price advances on a few industrial raw materials, 
such prices remain below their earlier peak in May. The 
consumer price index, however, moved to a new high in 
October. The increase for all commodities except food was 
the largest monthly advance in two years. The year-to-year 
rise since October 1964 amounts to 1.8 per cent, which is 
more than the increase that has characterized earlier periods 
of the expansion. The wholesale price index also climbed in 
October, making the over-the-year rate of advance 2.3 per 
cent,

O U T P U T ,  O R D E R S ,  R E T A IL  S A L E S ,
A N D  E M P L O Y M E N T

The Federal Reserve Board’s index of industrial pro
duction rose by 0.6 percentage point in October to 143.6 
per cent of its 1957-59 average. The advance was suffi
cient to recoup about half of the decline in September 
when reductions in steel inventories adversely affected total 
output. Furthermore, the October gain occurred in spite of 
the fact that steel inventories continued to exert a depressing 
influence— iron and steel output fell by 8 per cent during 
the month. In late November, there were signs that the de
cline in steel ingot production was bottoming out at an an
nual rate of roughly 105 million tons.

Among other industries in October, coal and crude oil 
output rose substantially as producers worked to meet 
impending winter needs and to make up for strike and 
hurricane losses during the preceding month. Output of 
business and defense equipment was also up markedly. 
Consumer goods production advanced at a slightly faster 
pace than on average earlier in the year, with increases 
in the production of home appliances, furniture, and non
durable consumer goods following a period of somewhat 
sluggish growth. The rate of automobile assemblies also 
moved ahead somewhat in October and, with a further rise 
in November, total assemblies for the first eleven months 
of the year amounted to 8V2 million units. This means that 
the first eleven months already surpass the previous full- 
year record of 7.9 million units set in 1955. If December 
schedules are met, output for the full year will amount to 
more than 9.3 million units.

Near-term prospects for further strength in production 
remain good. New orders received by manufacturers of 
durable goods rose in October, despite a drop in Govern
ment orders placed with defense industries subsequent to 
a surge in such bookings during the summer. Moreover, the 
volume of new bookings remained above current ship
ments, with the result that backlogs of unfilled orders piled 
up further in most broad industry groups. The total back
log has risen sharply and steadily since late 1963. October 
marked the twenty-second consecutive month of increase,
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following a period of somewhat more modest growth 
earlier in the current expansion (see Chart I) . Since the 
rise in backlogs has outpaced gains in shipments, the ratio 
of unfilled orders to shipments (also shown in the chart) 
has risen to the highest level since January 1961. The pres
ent backlog is equivalent to about three months of ship
ments at the current rate.

Longer term growth prospects for production are being 
bolstered by heavy current and prospective consumer de
mand. Retail sales were at a record high in October and 
appear to have remained near this level in November. These 
gains, moreover, occurred without any push from automo
bile sales, which declined slightly below the September 
rate. Some of the recent spending undoubtedly reflects a 
slightly delayed reaction to the bulge in consumer income 
in September when the Government made large retroactive 
payments for increased social security benefits. Consumers’ 
buying plans continue to show strength, according to the 
Census Bureau’s latest quarterly survey taken in mid- 
October. At that time, the proportion of households in
tending to buy a new car or an additional household appli
ance was at the highest level of the current expansion.

Chart I
INDICATORS OF DURABLES MANUFACTURERS’ ACTIVITY

Quarterly averages of seasonally adjusted monthly data 

Billions of dollars Billions of dollars

Source: United States Department of Commerce.

Total payroll employment also advanced in November, 
and gains were widespread among industry groups. In 
manufacturing industries as a group, moreover, average 
weekly hours climbed to the highest level since June 1965. 
Overtime of manufacturing production workers remained 
near the record high established in October. According to 
the Bureau of the Census, the total labor force grew further 
during the month and the unemployment rate fell to an 
eight-year low of 4.2 per cent.

G R O W T H  A N D  U T IL IZ A T IO N  O F  R E S O U R C E S

Should economic activity continue to advance at roughly 
the 1965 rate over the year ahead, one crucial question 
would be whether this further growth can be met by the in
crease in the economy’s resources of labor and capital with
out more severe supply pressures than now exist. Many 
economic projections indicate that greater tightness will pre
vail. For example, the University of Michigan’s econometric 
model points to an over-all unemployment rate averaging 
3.9 per cent in 1966, a 0.7 percentage point decline from 
the estimated 1965 average. Moreover, the large capital 
spending now planned for next year, the strength of con
sumer buying plans, and rising defense outlays suggest that 
capacity utilization ratios may advance beyond currently 
high levels, despite the continuous additions to plant and 
equipment.

The growth in the labor force is clearly among the key 
variables bearing on the question of future noninflationary 
expansion. Over the past four and one-half years of gen
eral business advances, the civilian labor force has been 
growing by about 1.0 million persons per year (see Chart 
II) . The actual increase in the year ended in November 
1965, however, amounted to 1.6 million persons. Despite 
this larger addition, the number of new jobs created by 
the growing economy has been sufficient to reduce the un
employment rate by 0.7 percentage point over these twelve 
months and by 2.7 percentage points since the expansion 
began in February 1961. Among married men, about 98 
of every 100 wanting to work held a job in November, the 
highest employment rate for this key category since such 
data began to be collected in late 1954.

According to recent estimates by the Bureau of Labor 
Statistics, the total labor force is likely to increase by 
about IV2 million persons between 1965 and 1970, or by 
an average of some IV2 million persons per year (see 
Chart II). The projection of a substantially larger annual 
accretion in the next few years than in the early years of 
the present expansion reflects the post-World War II 
“baby boom”. Even the enlarged increase in the la
bor force, however, is well within the bounds of the
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Chart ft

GROWTH AND USE OF RESOURCES
Seasonally adjusted data  

Millions of persons Millions of persons

*  Extrapolated from Bureau of Labor Statistics labor force projections for 1965-70.

Sources: Board of Governors of the Federal Reserve System, United States Departments 
of Labor and Commerce, andjSecurities and Exchange Commission.

gain in over-all employment that the economy has gen
erated in the past year. Moreover, since many of the new 
labor force entrants will initially be lacking in skills, they 
will not immediately alleviate the shortages of skilled labor 
that have become more and more evident.

Over the longer run, one major way of overcoming 
actual or potential labor shortages is of course to increase 
workers’ productivity, which has already been growing 
rapidly during this expansion. In fact, real output per 
employed person has increased by some 3.2 per cent 
annually over the past five years. Productivity growth 
has been stimulated by the large and steadily rising vol
ume of capital spending that businessmen have under
taken. Over the past five years, the amount of such 
spending—both for capacity expansion and modernization 
—has totaled more than $200 billion, and according to an 
upward revision in recent Department of Commerce- 
Securities and Exchange Commission estimates, nearly 
$52 billion will be spent in 1965 alone (see Chart II) . 
This figure, if realized, would represent capital outlays 60 
per cent higher than those in 1961. Moreover, the report 
indicates that businessmen now plan to increase such ex
penditures to an annual rate of nearly $57 billion in the 
first quarter of 1966 and to an annual rate of $58.8 billion 
in the second quarter of next year—gains of 9.4 and
13.5 per cent over the 1965 level. These estimates follow 
the fall McGraw-Hill survey, which already pointed to an 
advance in capital spending in the next year larger than 
that indicated in similar surveys of previous years.

Despite the increase in capacity that has stemmed from 
these capital expenditures, manufacturers as a group con
tinue to operate at rates close to their preferred capacity 
utilization ratios. According to an index developed at the 
Board of Governors, operations have been running at 
around 90 per cent of capacity since the first quarter of 
this year, some 12 points above the level at the beginning 
of the expansion in early 1961 (see Chart II) . Indeed, a 
number of industries—notably automobiles, nonferrous 
metals, rubber, textiles, and machinery—have reported 
shortages of capacity.

Given the persistent need to improve labor produc
tivity and the long-run growth needs of the economy, the 
high level of capital outlays planned for 1966 is en
couraging. But the very fact that capacity and skilled 
labor are presently in short supply means that further 
large additions to aggregate demand— as implied by these 
capital spending plans—will make for more pressure on 
available resources in the short run. The economy will 
have to surmount these pressures if further gains in ac
tivity are to continue to take place in a generally non- 
inflationary environment.
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T h e B u s in e s s  S itu a tio n

Economic activity continued to advance strongly across 
a wide front late in 1965. Business outlays for plant and 
equipment are running higher than previously expected, 
Federal expenditures for both military and domestic pur
poses have been increasing, state and local government 
spending is continuing to advance, and consumer demand 
is high and still rising even though acquisitions of durable 
goods have been sizable throughout the current expansion. 
Moreover, while aggregate inventory demand by business 
has declined in recent months as steel inventories have 
been worked down following the signing of labor con
tracts, this adjustment is apparently about completed.

Planned expenditures on plant and equipment, recently 
reported by the Department of Commerce and the Securi
ties and Exchange Commission, indicate outlays in the 
first half of 1966 fully 16 per cent above the first half of
1965 and 7 per cent above the second half of 1965. 
Furthermore, a private survey taken since the commercial 
bank prime rate increase in December suggests that only 
a small proportion of the corporations questioned antici
pated reducing their planned capital spending in 1966 as a 
result of higher interest charges, and all these cutbacks 
were expected to be less than 5 per cent. Consumer in
tentions to increase purchases in future months have 
moved up once again. Retail sales, which reached a record 
high in November, appear to have advanced further in 
December. Although it is too early to evaluate the effects 
of the January transit strike in New York City, it is clear 
that the strike depressed both sales and incomes in the 
immediate area, with consequent repercussions on the 
national economy as a whole.

The continued momentum throughout the economy 
coupled with the many indications of strong future demand 
has heightened competition for the human and physical 
resources needed to meet current and expected future pro
duction schedules. As a result, price and wage restraints 
resulting from substantial margins of idle labor and capital 
have to a considerable extent been removed. The unem
ployment rate fell to 4.1 per cent in December, the lowest 
level in nine years. A substantial reduction in the unemploy

ment rate is of course a most gratifying and important 
development, but it is also necessary to keep in mind that 
the current outlook for aggregate demand suggests a distinct 
danger of further intensified pressure on prices. Consumer 
prices moved up in November for the third consecutive 
month, but even larger increases were recorded at the 
wholesale level. The wholesale price index climbed 2.8 
per cent for the year ended in November, with advances in 
almost every major category. The twelve-month increase 
in the industrial component of this index was the largest in 
a decade. Furthermore, the food component resumed its 
upward trend in November, and this was accompanied by 
accelerated increases in the prices of processed foods.

P R O D U C T IO N , E M P L O Y M E N T , A N D  

P E R S O N A L  IN C O M E

Industrial output posted a broad gain in November, and 
the Federal Reserve Board’s production index moved to a 
record level at 145.5 per cent of its 1957-59 average, 
despite a slight further decline in the iron and steel com
ponent (see Chart I ) . This moved the index 1.1 per
centage points higher than the October figure, which had 
been revised upward, and slightly above the previous peak 
posted in August. Increases were widespread among 
final products and industrial materials (excluding iron 
and steel). Production of consumer goods, which had 
been sluggish during the first three quarters of the year, 
climbed for the second straight month. Gains for household 
appliances showed a substantial recovery from reduced 
summer levels, and auto assemblies through December con
tinued strong at an annual rate of 9.3 million units. Out
put of equipment, advancing further after a large October 
increase, continued to reflect the sustained growth of busi
ness capital spending and the growing demand for defense 
equipment.

In December, steel output appears to have reversed 
the four-month downtrend that accompanied the liquida
tion of strike-hedge inventory built up in 1964 and early 
1965. Preliminary figures indicate that last year’s produc-
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tion probably reached an all-time high of roughly 130 
million tons, topping by some 3 million tons the previous 
record established in 1964. The consensus of the trade is 
that any excess of inventories has been just about elimi
nated, and that steel consumption can be expected to grow 
further. New orders booked by steel mills for January and 
February show increases for a wide range of users, par
ticularly among automobile companies. Incoming orders 
in all other durable goods industries as a group remained 
near their record high in November, despite substantial 
reductions in the typically volatile bookings received by 
the aerospace industry. Moreover, the level of unfilled 
orders advanced further even though shipments rose to an 
all-time high.

Nonfarm employment in December rose 367,000 to a 
record peak of 61.8 million persons, following an even

larger gain in November. The latest figure, up 4.5 per cent 
from a year ago, is the biggest December-to-December ad
vance in a decade. All major sectors except transportation 
and public utilities shared in the increase. Extensive use of 
overtime kept the average workweek clocked by manu
facturing employees at the November figure of 41.4 hours, 
the highest level since October 1945. Despite increased 
overtime, economic momentum produced further tightening 
in the labor market. The number of labor market areas with 
“substantial labor surplus”—over 6 per cent— is down to 
19, from 30 a year ago; the layoff rate is the lowest in 
twelve years; and the help wanted index in November 
advanced sharply once again. The need for additional 
skilled workers is reported to be particularly acute. The 
civilian labor force in December moved up to a new peak 
of 76.5 million, with the 4.1 per cent unemployment rate 
substantially below the 5.0 per cent registered only twelve 
months earlier. Unemployment rose slightly among teen
agers, but significant declines were registered for both men 
and women over 20 years of age.

Total personal income in November posted one of the 
largest gains of the year, with higher wages and salaries 
accounting for two thirds of the advance. This upward 
movement brought the rate up to the record set in Sep
tember, when income was swollen by a large retroactive 
social security payment. Reflecting both increased em
ployment and a longer workweek, manufacturing payrolls 
showed a particularly sharp rise. All other forms of in
come including dividends, interest, and transfer payments 
also increased.

C O N S T R U C T IO N  A C T IV IT Y

Over the past several years, construction activity has 
been the one major sector in which real growth has lagged 
behind the pace of the over-all economic advance. This 
development actually may have aided the performance 
of other industries as relatively more resources have been 
available for expansion elsewhere. At the same time, price 
increases in this part of the economy have generally been 
more pronounced than elsewhere.

Total spending on new construction appears to have risen 
approximately 3 per cent during 1965 to a record of nearly 
$68 billion. But in constant (1957-59) dollars, which may 
be viewed as a rough indicator of changes in physical 
volume, building activity remained virtually unchanged. 
These aggregates, however, hide the fact that there were 
substantially different movements in the four major com
ponents of the construction industry. Thus, residential 
construction, i.e., private homes, was sluggish while com
mercial and industrial activity rose sharply (see Chart II).
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The category “all other private construction”—including 
schools, churches, hospitals, farm buildings, and some 
utilities—as well as public construction advanced modestly 
when measured in current dollars while declining slightly 
in real terms (these categories are also shown in Chart II) . 
Thus, virtually all of the $2 billion expansion in construc-

Chart II

CONSTRUCTION ACTIVITY
Q u arte rly  totals at seasonally  adjusted annua l rates 

B i(3ions of dollars

Source: United States Department of Commerce.

tion outlays in 1965, and about 45 per cent of the $14 
billion advance during the past five years, represent price 
increases. In the residential sector, the downward move
ment of 1964 and 1965 is more marked when measured 
in constant dollars.

The three most basic features characterizing the housing 
sector of the construction market since 1961 have been a 
comparatively stable demand for additional single-family 
homes, a generally growing demand for apartments, and a 
cycle in apartment construction resulting from consider
able overbuilding in the early part of the period followed 
by many months of adjustment. The first two of these 
features largely reflect specific demographic forces, which 
may well continue to influence heavily the composition of 
residential construction activity in the near future. Although 
the total demand for housing is directly related to the rate 
of household formation and the demolition of existing 
structures, the type of housing that families seek is more 
closely associated with the age of the head of the house
hold. According to patterns that have been indicated by a 
University of Michigan survey, less than one out of every 
six family heads under 24 years of age owned a home in 
1964. This proportion rose to almost one half in the 25- 
to 34-year group, and to roughly three quarters in the 
35- to 44-year category. (The percentage of homeowner- 
ship remains virtually unchanged between 45 and 55 years 
and drops slightly for older groups.)

Thus, it appears that the largest additions to the de
mand for privately owned homes originate with the 25- to 
44-year-old group, which is precisely the portion of the 
population that did not increase in size during the last five 
years. In fact, the number of people in the 30- to 39-year 
category actually declined. The largest population gains 
were among the 18- to 24-year-olds (reflecting the “baby 
boom” during and immediately following World War II) 
and among the aged—both groups in which rentals of 
apartments are the most typical way of making a home. 
It is not surprising, therefore, that the construction of 
apartments almost doubled as a percentage of housing 
starts from 1960 through 1964. Neither is it surprising that 
the suddenness of the surge in apartment demand led to 
overbuilding in some major metropolitan areas—especially 
in the Far West in the early 1960’s—and to subsequent ad
justments in 1964 and 1965. This pattern in apartment 
building was reinforced, in the case of New York City, by 
a construction speedup in 1962-63 in anticipation of the 
effective date of more stringent building codes, followed by 
two years of lower activity. It appears, however, that the ex
cess in the supply of apartments has been reduced in at least 
a few major metropolitan areas and that, supported by the 
growing number of young adults and elderly people, some
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renewed expansion in this area can be expected. Both 
apartment- and house-building activity has been aided by 
the abundant supply of mortgage financing that has been 
available throughout the current five-year expansion.

The present age composition of the population indicates 
that the number of people entering the home-buying group 
will probably not increase rapidly enough to lift near-term 
demand for one- and two-family homes much above the 
plateau of the past few years. From the end of 1965 
through 1970, for instance, the size of the 30- to 39-year- 
old group is expected to continue declining. Moreover, 
demolitions of existing housing, which primarily removed 
rental units in 1965, have been relatively constant over the 
last few years.

Industrial and commercial construction, on the other 
hand, have been advancing strongly since mid-1963. With 
over three quarters of 1965 accounted for, it appears that 
outlays moved up last year by an exceptionally large 15 
per cent. The expansion, modernization, and relocation of 
manufacturing plants has been the primary source of this 
advance, but the building of stores, warehouses, and of
fices also moved ahead strongly in 1965. Moreover, the 
high rate of capital spending planned by business for the 
first half of 1966 suggests that activity in industrial and 
commercial construction will remain strong over the 
months ahead.

The category “other private construction” has been mov
ing up steadily since early 1963. With the sole exception of 
the farm component, which has been experiencing a down
trend for at least the last decade, the country’s growing and 
increasingly mobile population provides an underpinning 
for further moderate advances in this sector.

Public construction, measured in current dollars, ad
vanced irregularly during the 1960’s as a whole but

6

showed significant strength in the closing months of 1965. 
Most of the subsections of this group— such as street and 
highway construction and sewage and water works—in
volve long-term programs and thus are fairly predictable. 
The current level of commitments indicates that in the 
year ahead further growth may approximate the same 
6 per cent rate that has prevailed in 1963 and 1964. In 
real terms, however, public construction has trended 
downward during the past year and a half, and no major 
reversal seems likely in the immediate future.

Thus, it appears that trends in construction activity 
have been mixed, with nonresidential construction provid
ing the only major source of strength. Within the residen
tial component, there is some evidence of a recovery in 
apartment building, but the next major expansion in the 
demand for single-family homes does not appear likely in 
the immediate future.

P E R S P E C T I V E  O N  1 9 6 5

The Federal Reserve Bank of New York has just 
published Perspective, its annual nine-page review of 
economic and financial developments during the pre
ceding year. This booklet is a brief and simplified 
summary of the highlights treated more fully in the 
Bank’s Annual Report which will be available in 
mid-March. Copies of Perspective on 1965 are 
available without charge from the Publications Sec
tion, Federal Reserve Bank of New York, 33 Liberty 
Street, New York, N. Y. 10045.
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T h e B u s in e s s  S itu a tio n

As the current business expansion rounds out its fifth 
full year, domestic economic activity continues to move 
ahead with undiminished vigor; and indeed there has been 
some acceleration in the pace of the advance in recent 
months. Despite a reduction of excess steel inventories, 
the fourth-quarter gain in gross national product (GNP) 
exceeded that recorded in the third quarter, and the expan
sion in both employment and industrial production speeded 
up. All current indications point to further strong advances 
in economic activity in 1966. The push that is expected 
from further gains in consumption and in business capital 
spending will be strongly reinforced by Government spend
ing for goods and services as projected in the Administra
tion’s budget. Expanding military requirements, which are 
the major factor in the projected rise in Federal purchases, 
are already having a discernible impact on the economy. 
The difficulty of forecasting precisely the future trend of 
such requirements constitutes a source of uncertainty in 
any current assessment of the balance between likely de
mand conditions and resource availability during the 
months ahead. Although present estimates point to only 
a small deficit in the administrative budget in fiscal year 
1967— and to a small surplus in the more comprehensive 
cash budget—these finely balanced calculations could be 
upset by developments at home or abroad.

Recognizing the potential risk of excessive demand pres
sures, the President has asked Congress to repeal tempo
rarily the automobile and telephone excise tax cuts that 
became effective on January 1, to bring personal with
holding tax payments more in line with actual tax liabilities, 
and to accelerate the shift of corporate tax payments to a 
pay-as-you-go basis. While the two latter measures would 
leave actual tax rates unchanged, they would increase tax 
collections this year and thus might result in some post
ponement of business and consumer spending, although the 
magnitude of such an effect is extremely hard to predict. 
Even after allowing for the possible effects of the measures 
proposed by the President, the Council of Economic Ad

visers has projected that the increase in GNP for 1966 as 
a whole will nearly match, and may possibly exceed, the 
$47 billion gain recorded last year. The Council’s projection 
puts GNP this year in the $717-727 billion range with a 
midpoint of $722 billion which, if realized, would represent 
a rise of nearly 7 per cent.

The high rate of growth in aggregate demand now in 
prospect strongly suggests that this year will witness a 
further reduction in the margin of unutilized resources and 
continued upward pressure on prices and costs. Mean
while, prices continue to rise. The wholesale price index 
advanced sharply in December, and some further increase 
apparently occurred in January. Although the rise in the 
over-all index in recent months was largely attributable 
to continuing increases in agricultural prices, the prices 
of a number of industrial products have also risen. Supply 
shortages are causing persistent upward pressure on some 
prices, and the daily price index for a group of important 
raw industrial commodities has advanced steadily for sev
eral months. In January, this index reached its highest level 
in more than a decade. Prices moved markedly higher in 
December at the consumer level as well, in large part be
cause of a renewed advance in food costs. Prices of other 
consumer goods and of services also continued to rise, 
however.

R E C E N T  P A T T E R N S  O F  D E M A N D

Aggregate spending for goods and services increased by 
$13.1 billion (seasonally adjusted annual rate) in the 
fourth quarter of 1965, according to the Commerce De
partment’s preliminary estimate (see Chart I) . This in
crease was somewhat larger than that recorded in the pre
ceding three months, and was in fact one of the largest 
quarterly gains of the entire current business expansion— 
exceeded only by a slightly larger gain very early in the 
upswing and by the rise of $16.5 billion in the first quar
ter of 1965 when economic activity rebounded sharply
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C hart 1
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from the effects of the auto strikes late in 1964.
Federal Government spending for goods and services 

provided an important boost to the expansion of aggregate 
demand in the fourth quarter of 1965. In contrast with the 
very mild uptrend of recent years, Federal outlays ad
vanced sharply to register their largest quarterly gain in 
more than a decade. While the unusually large size of the 
advance was partly attributable to the fact that a Federal 
pay increase took effect during the quarter, a significant 
share of the gain reflected the current program of expan
sion in the armed forces and in military procurement. State 
and local government spending once again provided a 
modest contribution to demand expansion in the October- 
December period.

The pace of business inventory accumulation appears 
to have moderated slightly in the fourth quarter, with in
vestment in additions to stocks running at an annual rate 
$0.6 billion below that of the preceding three months.

There was a sharp decline in steel inventories in the fourth 
quarter, following the strike-hedge buildup earlier in 1965, 
and this special influence was responsible for the slow
down in over-all inventory accumulation. There continued 
to be a sizable expansion in nonsteel inventory holdings. 
In contrast with inventory investment, the volume of busi
ness fixed investment increased once again in the fourth 
quarter. The vigorous growth of capital spending was a 
very important factor contributing to the expansion of 
over-all GNP throughout 1965, and present indications 
point to yet another large gain this year.

Residential construction spending, the one major de
mand component that has failed in the past two years to 
share in the over-all expansion of economic activity, 
slowed once again in the fourth quarter. Some develop
ments in the final months of 1965, however, suggested that 
a limited improvement may be seen at least over the near 
term. Private nonfarm housing starts moved up sharply in 
November and December, with the rate in the latter month 
reaching the highest level in nearly two years. Also, the 
number of units authorized by newly issued building per
mits increased in December for the third consecutive month, 
and likewise reached the highest level in nearly two years.

Buoyed by the steady rise in employment and incomes 
and by a sustained high degree of confidence, consumer 
demand for goods and services continues to provide an 
important thrust to the over-all expansion of output. There 
was a slowdown in the pace of spending on automobiles in 
the fourth quarter, following an exceptionally strong third 
quarter, and the growth of total outlays for durable goods 
was thus held to a moderate pace. However, demand for 
nondurables surged ahead— although the size of the gain 
partly reflected the trend to higher prices for food and 
apparel— and spending on services continued to expand 
at a rate in line with the average during the past two years.

The new car sales picture has been somewhat dis
torted recently by the impact of actual and proposed 
changes in the automobile excise tax. In January, when the 
excise tax was cut from 7 per cent to 6 per cent, the sales 
pace surged to a seasonally adjusted annual rate of nearly 
9V2 million units, after having fallen off from a very high 
9 million in November to 8V2 million in December. Of 
course, the large January gain may have reflected not only 
some purchases postponed from December but also some 
speedup in buying in anticipation of the proposed return 
of the tax rate to 7 per cent. Sales performance over the 
near term will probably continue to be affected by con
sumer reactions to developments with regard to the tax.

The brisk advance of aggregate demand late in 1965 
was reflected in an acceleration in the uptrend of the Fed
eral Reserve’s seasonally adjusted production index. In
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December, the index rose by a full 2 percentage points to 
148.3 per cent of the 1957-59 average, following a gain 
of 1.5 points in November. By contrast, the monthly ad
vance had averaged 0.8 percentage point in the eight 
months of 1965 preceding the early-September steel labor 
settlement. The sharp December rise in the index reflected 
widespread output gains. Although the new car assembly 
rate did not increase further from the advanced November 
level, output of other consumer goods and of equipment 
continued to expand. Materials production rose sharply, 
buoyed by an upturn in steel output following four months 
of decline from the peak reached last July.

Steel industry analysts are increasingly optimistic over 
the prospects for significant production gains during the 
current quarter. It appears that the decumulation of excess 
steel inventories is virtually completed, and steel users— 
particularly capital equipment and motor vehicle manu
facturers as well as certain defense industries— are enter
ing a growing volume of new orders. Indeed, lead times 
for some types of steel are reported to be lengthening, and 
seasonally adjusted steel ingot production rose by a further 
8 per cent in January to reach the highest level since last 
August. The momentum of recent months has been main
tained in other industries as well, with expanding defense 
procurement providing—in an increasingly broad range of 
industries—additional strength in an already bright de
mand picture. New orders received by manufacturers of 
durable goods rose substantially in December to reach a 
record volume, and the already large backlog of unfilled 
orders recorded yet another large increase.

L A B O R  M A R K E T  D E V E L O P M E N T S

In response to the pervasive strength in the economy, 
employment expansion also speeded up in the final months 
of 1965. The number of persons at work in nonagricul- 
tural establishments rose in December by almost 370,000 
to reach 61.8 million (seasonally adjusted), following an 
even larger increase in November. The average monthly 
gain in the fourth quarter amounted to nearly 350,000 per
sons, in contrast with a monthly average of about 200,000 
in the first three quarters of 1965. The step-up in employ
ment growth late in the year was particularly noticeable 
in construction—where unseasonably warm weather in 
some areas was a contributing factor— and in manufactur
ing. Moreover, the average workweek of manufacturing 
production workers has lengthened further. Indeed, in both 
November and December these workers averaged a longer 
week than at any time since World War II.

Civilian employment as a whole has also been growing 
at a substantial pace. In January, the over-all unemploy

ment rate edged down slightly further to reach 4.0 per 
cent, the lowest reading in nearly nine years. During 1965, 
the growth in the number of jobholders outpaced the ex
pansion of the labor force by a substantial margin, and as 
a result the unemployment rate declined from an average 
of 5.0 per cent in the fourth quarter of 1964 to 4.2 per 
cent in the fourth quarter last year. Altogether, civilian em
ployment expanded by 2.2 million persons over that one- 
year period, while the civilian labor force grew by just 
short of 1.7 million persons. Thus, the ranks of the un
employed shrank by about a half million (see Chart II).

It is noteworthy that the net increase in the civilian 
labor force was comprised entirely of women and teen
agers, whereas the reduction in unemployment consisted 
very largely of adult men. The total population of adult 
men (aged 20 and over) expanded only moderately in 
1965, and the rise was especially small in the 25- to 55- 
year-old range, where the proportion of the male popula
tion participating in the labor force is highest. Moreover, 
the number of adult men in the armed forces rose sig
nificantly. As a result of these factors, the number of adult 
men in the civilian labor force actually declined by almost 
70,000 between the fourth quarter of 1964 and the fourth 
quarter of 1965. The net demand for additional adult male 
employees therefore had to be met by drawing on the un-

C hart li
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employed men already in the labor force. Thus, the num
ber of unemployed men dropped by 25 per cent—from 
1.6 million to 1.2 million.

The sizable growth in the number of adult women 
and teen-agers in the labor force during 1965 was due to 
the combined effects of population increase and a heavy 
demand for additional workers. There was a larger rise 
in the total population of adult women than was the case 
for adult men, while the teen-age population registered an 
exceptionally large gain. At the same time, the labor 
force participation rates of women and teen-agers in
creased. The rates of these two groups, in contrast with 
those of adult men, tend to be responsive to over-all de
mand conditions—rising in good times when the employ
ment situation is favorable and declining somewhat in

periods of slack demand. The growth in the number of 
adult women and teen-agers in the labor force during 1965 
was just about in line with the expansion of job opportu
nities for these two groups, and there was thus only a 
relatively small reduction in the number of unemployed 
women and none at all for teen-agers.

The outlook for 1966 is one of further tightening in the 
labor market, with only a modest increase expected in the 
adult male labor force. Moreover, a sizable expansion in 
the armed forces is planned for this year, which will tend 
to reduce the availability of additional adult men for 
civilian employment. Thus, sustained expansion of the 
economy will in all likelihood result in additional reduc
tions in the number of the unemployed and increasing 
utilization of women and teen-age workers.

R e c e n t B a n k in g  and M o n eta ry  D e v e lo p m e n ts

The growth of bank credit accelerated in the fourth 
quarter, expanding at more than twice the rate of the 
preceding quarter. Although the Federal Reserve discount 
rate was increased in early December from 4 per cent to 
4V2 per cent, bank credit continued to expand at the high 
rate set in November as the System supplied reserves in 
volume to ease money market adjustment to higher rate 
levels.1

Special demand factors affecting bank credit in the 
final three months of 1965 included sizable Treasury 
financings in October and November as well as unusually 
large borrowing needs associated with the regular Decem
ber corporate dividend and tax dates. The ample supply 
of reserves made available by the System in December

1 For details on the discount rate increase and subsequent money 
and bond market developments see this Review, December 1965, 
pages 254-55, and January 1966, pages 7-11.

enabled banks to meet heavy year-end loan demands with
out a substantial liquidation of the short-term Govern
ments acquired during the earlier Treasury financings. In
deed, bank holdings of United States Government securities 
grew substantially during the October-December period 
as a whole. By the year-end, interest rates in the money and 
capital markets had moved markedly upward, but the new 
rate levels were still being tested as market participants 
attempted to evaluate the many uncertainties in the eco
nomic and financial outlook.

The fourth-quarter performance of the deposit liability 
counterparts of bank credit featured a sharp rise in private 
demand deposits, associated with the December corporate 
dividend payment date, and also a drop in the rate of time 
deposit growth. Government deposits, which had de
clined steadily since midyear, were lifted by tax receipts 
in December. Reflecting primarily the expansion in com
mercial bank deposits, total liquid asset holdings of the 
nonbank public grow more rapidly than gross national 
product (GNP) in the fourth quarter.
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The Business Situation

Economic activity has expanded further in the new 
year, and prospects continue to be for sizable additional 
gains over the months ahead. The current buoyancy is 
only in part attributable to the high rate of growth in ac
tual and prospective production of military goods; the 
economy’s strength rests in good measure on a broad 
civilian-oriented base. A recent survey points to further 
expansion in consumer demand, and present indications 
are for sustained strength in business capital spending. Data 
gathered by the National Industrial Conference Board show 
continued sizable increases in the volume of capital funds 
appropriated by leading manufacturers and in the backlog 
of unspent appropriations. At this point, the major uncer
tainties respecting the outlook continue to center around 
the question of the adequacy of the economy’s productive 
resources—both human and physical—to meet the de
mands likely to be placed upon them. Significant labor 
shortages already exist in certain industries and regions, 
capacity utilization rates are high and apparently rising fur
ther, and price increases continue to be a matter of concern.

The wholesale price index rose sharply once again in 
January, reflecting not only further advances for farm 
products and processed foods but increases in most 
major industrial categories as well. In February, higher 
agricultural prices apparently led to another significant 
increase in the over-all wholesale index. The uptrend 
in the consumer price level was interrupted in January, 
when the index of such prices remained unchanged at 
111.0 per cent of the 1957-59 average. The over-all 
stability in January was attributable to Federal excise 
tax reductions, which resulted in lower prices for new 
cars, auto parts, and telephone service. Consumer food 
prices, on the other hand, registered another sharp advance 
and prices of services also continued to rise. According to 
Government analysts, the over-all consumer price index 
would have risen somewhat if the excise tax cuts had not 
occurred. Those cuts had, of course, only a one-time effect 
on the consumer price level, and the upward movement of 
the index was apparently resumed in February.

PRODUCTION A N D  INVESTM ENT

A further substantial advance in industrial output in 
January pushed the Federal Reserve Board’s seasonally 
adjusted production index up by 1.4 percentage points

C h art I

INDUSTRIAL PRODUCTION
S e a so n a lly  ad juste d ; 1 95 7 -5 9 = 10 0

Note: Indexes for defense equipment and nonautomotive consumer goods were calculated  
atthe Federal Reserve Bank of New York from data published by the Board of Governors 
of the Federal Reserve System.

Source: Board of Governors of the Federal Reserve System.
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to 149.9 per cent of the 1957-59 average (see Chart I) . 
Reflecting the strong uptrend of industrial activity during 
midwinter, the index rose by a total of just under 5 
percentage points between October and January—repre
senting an annual growth rate of more than 13 per cent. 
The rise in the over-all index in recent months has been 
broadly based, though the rate of production growth has 
been slower for consumer goods than for equipment and 
materials. In January, motor vehicle production schedules 
were upset by exceptionally bad weather in the midwest 
and middle Atlantic regions and by a strike at one of 
the major companies, while the output of apparel was 
curtailed as a result of the transit strike in New York City. 
Production of other consumer goods continued to expand, 
however, with particular strength in color television sets 
and other home appliances.

In response to the sustained strength of capital spend
ing, the production of business equipment has continued 
to grow at a rapid rate, with strong gains reported through
out the machinery industries as well as in transportation 
equipment. Indeed, industry sources report that produc
tion of heavy trucks is now running at virtually full 
capacity, and that total truck output in the first quarter 
is likely to set a new record. In recent months, the pro
duction of defense goods has been rising even more 
rapidly than has business equipment output. Following 
a protracted period of virtual stability, defense equipment 
production turned upward just a year ago, and the advance 
gathered strength as 1965 progressed. A further increase 
in January put defense output (according to the derived 
production index shown in Chart I) at a level about one- 
fifth above its year-earlier reading.

Fragmentary data suggest that industrial output may 
have risen further in February, although very poor weather 
throughout the eastern half of the country slowed pro
duction in a number of industries early in the month. The 
automobile assembly rate, to be sure, registered its second 
consecutive monthly decline, dropping by about 1 Vi 
per cent to a seasonally adjusted annual rate of just over
9 million cars. The February slowdown reflected losses 
due to bad weather and to the disruptions stemming from 
a strike at a key plant, as well as the start (on February 
21) of a two-week suspension of production at American 
Motors. Steel output, on the other hand, has moved up 
further as the demand situation has continued to 
strengthen. Not only is the decumulation of excess strike- 
hedge inventories apparently over, but industry reports 
indicate that, as lead times between order and delivery 
lengthen for an increasing number of items, some steel users 
are showing an interest in protecting themselves against the 
possibility of shortages in the months ahead. For the

defense-oriented industries, the near-term production out
look was further improved by a large January surge in the 
volume of new orders received. Producers in other durable 
goods industries generally reported that orders in January 
declined somewhat, but nevertheless exceeded the ship
ments pace so that the backlog of unfilled orders expanded 
further.

The over-all pace of inventory investment increased in 
the latter part of 1965. Revised Commerce Department 
figures show that the inventory component of gross na
tional product (at a seasonally adjusted annual rate) rose 
from $7.6 billion in the third quarter to $10.1 billion in 
the fourth quarter—the highest in nearly fifteen years. In
deed, had it not been for the decumulation of excess stocks 
of steel, the fourth-quarter rise in inventories would have 
been even larger. Morever, there are indications of a greater 
inclination on the part of businessmen to build up inven
tories against the possibility of shortages or price increases. 
Nevertheless, the very substantial current and prospective 
strength of final demands has undoubtedly also been a fac
tor in businessmen’s recent decisions with respect to inven
tories, and inventory-sales ratios in most major sectors of 
manufacturing and trade have in fact continued to edge gen
erally downward. At the same time, the fourth-quarter in
crease in the over-all pace of accumulation was centered in 
agriculture and in nondurables manufacturing and retailing 
—sectors in which stockbuilding had previously been quite 
slow by historical standards. Preliminary data for the manu
facturing and wholesale sectors indicate that January wit
nessed a moderate further expansion of inventories.

The generally high rates of capacity utilization through
out the economy, coupled with the good prospects for 
further demand expansion, provide a strong inducement to 
the continued growth of business investment in new plant 
and equipment. Such spending will, of course, ultimately 
result in an enlargement of the economy’s productive 
capacity. Over the short run, however, a high and rising 
demand for new plant and equipment will intensify the 
pressure on productive capacity in the capital goods indus
tries. In this regard, it is noteworthy that the operating 
rates of both the electrical and nonelectrical machinery 
industries rose substantially between the end of 1964 and 
the end of 1965. By last December, the latter industry had 
attained its “preferred” operating rate of 91 per cent while 
the former had closely approached its “preferred” rate of 
93 per cent.

E M P LO Y M E N T  A N D  CONSUM ER DEM AND

Reflecting the sustained expansion of economic activity, 
nonagricultural employment recorded further sizable gains
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in January and February. The increase in each month num
bered about 260,000 persons (seasonally adjusted), com
pared with a 1965 monthly average of about 225,000 per
sons. The growth pace in January and February was, 
however, more modest than in last year’s fourth quarter, 
largely because construction employment edged off follow
ing a sharp November-December increase. In the manufac
turing sector, the employment gains in the first two months 
of this year continued to be comprised very largely of addi
tions to the blue-collar work force. The growth of manufac
turing activity during the past year has resulted in a very 
substantial expansion of production worker employment. 
In February, the number of such workers on manufacturers’ 
payrolls was about 53A  per cent above its year-earlier level, 
compared with an over-all increase of about 4 Vi per cent 
in the other categories of nonagricultural employment. 
Moreover, manufacturers have also made increasingly 
heavy use of overtime. The average week put in by factory 
production workers has lengthened appreciably since last 
fall, and in February it reached 41.6 hours—the highest 
since World War II.

The further growth of employment in January provided 
another boost to wage and salary payments—the largest 
component of personal income. The net rise in personal 
income as computed by the Commerce Department, how
ever, was greatly restricted by a sharp jump in social 
security taxes, which are deducted from earnings in arriv
ing at the income figure. The jump in social security taxes 
reflected the shift in January to a higher tax rate and to a 
higher ceiling on the amount of earnings subject to tax. 
Measured at a seasonally adjusted annual rate, such taxes 
had risen by about $100 million monthly during 1965; in 
contrast, the January increase was $2.8 billion. The heavy 
drag on income growth in January, however, was a one
time phenomenon. While social security taxes will hence
forth continue to draw off a larger share of income than 
they formerly did, their month-to-month increases will 
again become quite modest.

The reduced rate of income expansion in January may 
well have been a factor contributing to the drop in retail 
sales, though losses attributable to the New York transit 
strike and to severe weather in some regions probably 
also had an effect. After rising strongly during the final 
quarter of 1965, sales volume at retail outlets is reported 
to have dropped by 1 per cent in January. The prospects 
for consumer demand over the months ahead are bright,

Ch art II

CONSUMER INTENTIONS TO BUY NEW AUTOMOBILES 
AND HOUSEHOLD DURABLES WITHIN SIX MONTHS

Per cent Per cent

Note: Buying plans are expressed as the ratio of the number of families who indicate  
they intend to buy to the total number of families in the survey.

Source: United States Department of Commerce, Bureau of the Census.

however. According to the latest quarterly survey by the 
Census Bureau, taken in mid-January, consumers’ income 
expectations have improved further and their buying in
tentions— though down from October, in line with the 
usual seasonal pattern of this survey—continue to show 
substantial strength (see Chart II) . The proportion of 
families planning to buy one or more of the seven house
hold durable goods included in the survey, at 18.1 per 
cent, was significantly above the year-earlier reading of 
16.3 per cent. Moreover, the proportion planning to pur
chase a new car within six months was equal to the figure 
reported for the corresponding period a year ago. This 
latter finding is noteworthy in view of the fact that auto
buying intentions in January 1965 were probably inflated 
somewhat by the responses of persons who, because of 
shortages resulting from strikes late in 1964, had post
poned intended purchases into 1965.
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The Business Situation

The vigor of the domestic business expansion continues 
unabated. Indeed, the strength of economic activity during 
the opening months of the year has led to intensified 
pressures on the economy’s resources of manpower and 
physical capacity. Conditions in the markets for labor 
have become tighter over all than at any time in more 
than ten years. Rates of capacity utilization have also 
risen significantly further in recent months, to around the 
highest levels since the Korean war. Current indications 
continue to point toward a further substantial growth in 
economic activity over the months ahead and to stepped- 
up demands upon available resources. Thus, for example, 
the results of the latest survey of business plans for capi

Chart I
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*  Includes all items other than farm products and processed foods.

Source: United States Bureau of LaborStatistics.

tal investment point to another very strong rise in such 
outlays this year—a rise so strong, in fact, as to raise 
some question regarding the ability of capital goods pro
ducers to meet the indicated production requirements.

In mid-March, Congress passed the tax legislation re
quested by the President in January. While helpful, these 
measures taken alone are unlikely to eliminate the con
tinued upward pressure on wages, materials costs, and the 
selling prices of goods and services. Meanwhile, the over
all wholesale price level rose sharply once again in Feb
ruary, with the largest advances continuing to be centered 
in the agricultural sector where unusually bad weather 
curtailed supplies (see Chart I). During the past year, a 
combination of supply shortages and strong demand has 
put very heavy upward pressure on agricultural prices, but 
analysts expect that market conditions will be easier this 
year, and farm and food prices apparently did move some
what lower in March. The rise in industrial wholesale 
prices, while much more moderate, has nevertheless persist
ed now for well over a year. In February, prices advanced 
for a broad range of individual products and the industrial 
price index rose at a substantial annual rate of about 3 V2 
per cent, the same as in January and much ahead of 
the increase of roughly IV2 per cent recorded for the 
year 1965. At the consumer level, February witnessed 
modest price increases for a broad range of nonfood com
modities, while the prices of services continued their steady 
advance and food prices registered an exceptionally sharp 
further increase. Largely as a result of this jump, the over
all consumer index rose by V2 per cent, reaching a level 2 Vi 
per cent higher than in February 1965.

PRODUCTION AND EMPLOYMENT

Industrial production expanded significantly further in 
February, as the Federal Reserve Board’s seasonally ad
justed index rose by 1.2 percentage points to 151.3 per 
cent of the 1957-59 average. The growth of output con
tinued to be broadly based: over-all consumer goods pro
duction increased despite a modest further reduction in 
the automobile assembly rate, and there was another
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sizable advance in the output of defense equipment. Busi
ness equipment production, buoyed by the strong pace of 
capital spending, surged further and reached a level some 
16Vi per cent higher than in February 1965. The pace of 
activity in the steel industry moved up once again, con
tributing to an over-all rise in the output of materials. 
At the same time, an indication of further production gains 
over the near term was provided by the February volume of 
new orders for durable goods. The total orders flow ex
panded slightly to reach a new record, despite a sizable drop 
in new bookings in the defense-oriented industries—an 
orders component which tends to move quite erratically 
from month to month. Thus, new orders for civilian goods 
rose substantially in February, and the over-all backlog of 
unfilled durables orders grew once again.

In March, further gains in steel production were re
corded amid industry reports of a continued strengthening 
in demand. On a seasonally adjusted basis, the March 
increase represented the fourth consecutive monthly ad
vance, putting output almost 30 per cent above the 
October-November level, when industry production was at 
its lowest point in the readjustment period following the 
contract settlement. Automobile production also ex
panded in March, more than recouping the modest 
declines of the two preceding months. Indeed, the sea
sonally adjusted annual rate of new car assemblies in 
March, at 9.4 million units, was the highest since last 
summer. New car sales were at an annual rate of about 9.1 
million units in February and March, and the produc
tion advance apparently reflects the buildup of new car 
inventories in preparation for the spring selling season.

Reflecting the brisk pace of economic activity, the de
mand for civilian workers has continued to expand in recent 
months. Although the growth of the total labor force in the 
first quarter was about equal to the large fourth-quarter 
gain, the growth of the civilian labor force slowed down 
somewhat as the expansion of the armed forces cut into the 
labor supply. The further tightening of civilian labor mar
kets led to another substantial decline in the over-all unem
ployment rate, which averaged 3.8 per cent in the first 
quarter as compared with 4.2 per cent in the fourth quarter 
and 4.8 per cent in the first quarter of 1965. The rate in fact 
dropped to 3.7 per cent in February, but that low reading 
resulted partly from contraseasonal developments in the 
teen-age labor force, and in March the rate edged back to 
3.8 per cent.

The recent trend of employment in nonfarm establish
ments provides further evidence of the heavy demands in 
the labor markets. The number of persons on the payrolls 
of such establishments has been growing this year at a very 
substantial pace—significantly faster than the monthly

average for 1965 as a whole and not far below the excep
tional rate of gain witnessed in the final months of 1965. 
The expansion of manufacturing employment has been 
particularly strong. At the same time, the average number 
of hours put in each week by manufacturing production 
workers has risen substantially, as employers have found 
it necessary to make increasing use of overtime. In both 
February and March, the workweek averaged 41.6 hours, 
the longest since World War II. The strong demand for 
labor in manufacturing is also reflected in the increasing 
willingness of workers to quit one job in favor of another: 
both the rate of voluntary quits per hundred employees in 
manufacturing and the rate of hirings have recently reached 
the highest levels since 1953.

BUSINESS INVESTMENT PLANS

According to the latest Government survey of business 
plans for capital investment, the rate of spending on new 
plant and equipment will very likely continue to expand 
rapidly throughout 1966. The Commerce Department- 
Securities and Exchange Commission survey, taken in 
late January and February, found that businessmen plan 
to spend a total of $601/4 billion on new facilities this 
year. That figure represents a 16 per cent increase for the 
year as a whole, fractionally larger than the very sub
stantial growth rate recorded in 1965 (see Chart II). The 
rate of advance, moreover, is expected to be about as 
rapid in the second half of the year as in the first half. 
This very strong showing for over-all investment reflects 
the buoyancy of spending programs in most of the in
dividual industries. Manufacturers, taken altogether, re
ported that they plan to spend 19.2 per cent more than 
in 1965, just a bit under last year’s 20.8 per cent gain. 
Outside of manufacturing, the indicated rise in capital 
spending this year is more rapid than last year, largely re
flecting a planned increase in spending reported by firms in 
the communications-trade-service category.

Intensifying pressure on productive capacity through
out the economy is a major factor underlying the plans 
for a continued high rate of growth in plant and equip
ment spending. In the manufacturing sector, according to 
data gathered by McGraw-Hill, the over-all operating rate 
has increased appreciably since last fall and a number of 
industries are running in excess of their “preferred” rates. 
It is noteworthy that the manufacturing industries ranking 
first and second in terms of the planned percentage rise in 
capital spending—nonautomotive transportation equip
ment and textiles—had already exceeded their “preferred” 
rates by the end of 1965. The machinery producers, whose 
operating rates have reached or exceeded “preferred”
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Chart II

PLANT AND EQUIPMENT SPENDING
Anticipated and actual year-to -year percentage changes

20

15

McGraw-Hill fall survey *

H  Commerce - SEC February survey 

I H  Actual

20

15

10

19661962 1963 1964 1965
*  Taken in the fall prior to the beginning of the year indicated.

Sources: United States Departmentof Commerce; Securities and Exchange Commission; 
McGraw-Hill, Inc.

levels in recent months, also rank near the top in terms 
of the planned percentage growth in spending. Manufac
turers apparently see little prospect of any significant 
near-term reduction in demand pressures. Although pro
ductive capacity is now growing more rapidly than it did 
in the earlier years of this business expansion, expecta
tions regarding sales growth are also more buoyant. Ac
cording to the February Commerce-SEC survey, manu
facturers’ sales anticipations add up to an expected over
all gain of 8 per cent this year, compared with expected 
rises of 6 per cent reported by the comparable surveys in 
both 1965 and 1964. The actual sales gains were 8V2 per 
cent in 1965 and 7 per cent in 1964.

In the past two years, business outlays for plant and

equipment have substantially exceeded the volume indi
cated by the Government’s February surveys of spending 
plans (see Chart II). The current prospects for a con
tinued strong rate of growth in over-all economic activity 
at least suggest the possibility of a similar upgrading of 
expenditure programs during 1966. It is noteworthy, how
ever, that the amount of upgrading in spending plans for 
the first half of 1966 between the Government’s Novem
ber and February surveys was much smaller than the up
grading between the comparable November and February 
surveys of the two previous years. Moreover capital in
vestment projects this year are pressing more heavily on 
the economy’s capacity to undertake them, and limitations 
of supply may well play a role in dampening any tendency 
toward still further expansions of 1966 investment plans. 
Some restraining influence may also be exerted by the 
increasing scarcity and the rising cost of capital funds, 
especially since it is generally expected that business will 
have to rely more heavily this year on external sources 
of financing. In this connection, it might be noted that 
the Government’s February survey was taken prior to 
the latest increase in the prime lending rate at commercial 
banks. During the past month, moreover, the President 
has urged businessmen to consider whether they might 
cut back somewhat on their capital investment programs 
for 1966.

The investment plans most recently reported are certain 
to put intense pressure on the capital goods industries, even 
without any further upgrading. By the end of 1965, busi
ness fixed investment already accounted for a larger pro
portion of over-all gross national product than at any time 
since the investment boom of 1956-57. The proportion 
can be expected to move still higher this year since 1966 
is likely to be the third consecutive year in which the 
growth rate of capital spending exceeds that of GNP. In 
marked contrast to the experience of a decade ago, the 
rate of increase in capital goods prices has thus far re
mained modest—though in recent months there has been 
evidence of some acceleration. In any event, the continued 
rapid growth of capital spending will likely put persistent 
upward pressure on such prices.
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The Business Situation

The economy continues to push ahead into new high Prices normally come under increasing pressure in an
ground with undiminished vigor. While the physical vol
ume of goods and services produced and consumed has 
expanded—and will no doubt continue to expand—this 
expansion has been accompanied increasingly by price 
advances, as pressures on the economy’s resources have 
mounted. Thus the exceptionally large dollar increase 
during the first quarter in gross national product (GNP) 
reflected not only the continued vigor of growth in real 
output but also a rather substantial rise in the prices of 
the goods and services produced.

Chart I-
UNEMPLOYMENT RATES

Quarterly averages of seasonally adjusted monthly data  
Per cent Per cent

Note: Shaded areas represent recession periods, according to National Bureau of 
Economic Research chronology.

Source: United States Bureau of LaborStatistics.

economy where mounting demands are pressing against 
a productive apparatus in which little slack remains. The 
over-all unemployment rate is down to the lowest level in 
many years, and even the particularly troublesome teen
age rate has been sharply reduced (see Chart I ) .  More
over, rates of industrial capacity utilization have edged 
higher and higher and, against this background, prices of 
a broad range of goods have risen. The wholesale indus
trial price index increased at an annual rate of 3 per cent 
during the first three months of the year, compared 
with a rise of not quite IV2 per cent during 1965, and it 
appears that such prices continued to move up in April. 
The over-all wholesale price index, however, was un
changed in March and perhaps also in April as a result 
of declines in agricultural prices. At the consumer level, 
March witnessed another appreciable rise in the over-all 
price index, reflecting increases for a number of nonfood 
commodities as well as for foods and services.

Under present conditions, restraint on aggregate de
mand to keep it in balance with supply possibilities is 
clearly desirable. With respect to capital spending, there 
appear to be several factors at work tending to influence 
businessmen to postpone some of the outlays originally 
planned for this year. Among these factors, of course, is 
the President’s direct request that businessmen try to cut 
back on spending wherever feasible. Moreover 1966 
capital outlays may be constrained to some degree by the 
reduced availability and higher cost of credit and, on the 
supply side, by actual and prospective shortages of capital 
goods and skilled labor. Nevertheless, while any decisions to 
postpone some of this year’s planned spending will surely 
be helpful, it remains to be seen how quantitatively impor
tant such postponements will prove to be in aggregate.

G R O S S  N A T I O N A L  P R O D U C T  

IN  T H E  F I R S T  Q U A R T E R

The Commerce Department’s preliminary estimates put 
GNP at a seasonally adjusted annual rate of $714.1 
billion in the first quarter, up by $16.9 billion from the 
preceding three-month period (see Chart I I ).  This large
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Chart II

RECENT CHANGES IN GROSS NATIONAL PRODUCT 
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Seasonally adjusted annual rates
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advance represented an annual growth rate of 10 per cent, 
close to the highest rate of gain experienced during any 
quarter of the current business expansion. In real terms, 
the nation’s aggregate output of goods and services grew 
at an annual rate of slightly more than 6 per cent in the first 
quarter, somewhat better even than last year’s strong rate 
of expansion. The average price of output rose at an an
nual rate of around 3V2 per cent, however, the sharpest 
increase in more than eight years and significantly ahead 
of last year’s advance of about 2 per cent. A large first- 
quarter rise in food prices was an important factor con
tributing to this step-up in the over-all rate of price 
increase.

Most of the major components of aggregate demand 
contributed to the first-quarter GNP increase. Net exports, 
however, posted their third consecutive quarterly decline, 
as spending on imported goods and services increased 
more than did exports of goods and services produced in 
the domestic economy. The downtrend in net exports is

disappointing in view of the important part played by 
our trade balance in the effort to achieve equilibrium in 
the over-all balance of payments. Nevertheless, a fall 
in net exports is by no means unusual in a setting of high 
and rising levels of production, resource utilization, and 
income. In addition, a rising domestic price level of course 
tends to stimulate imports and dampen exports.

The estimated rate of inventory accumulation also 
slowed down a bit in the first quarter, following a sizable 
fourth-quarter advance that had pushed the annual rate 
of accumulation up to an exceptionally high $10.1 bil
lion. While the $8.3 billion first-quarter rate was quite 
large relative to the experience of recent years, it was 
associated with an exceptionally strong expansion of 
final demand. Viewed in this context, the accumulation 
rate does not appear to have been excessive. Neverthe
less, a desire to build protection against possible future 
shortages or price increases may be having an influence 
on business decisions regarding inventories.

Increased spending for goods and services by all levels 
of government contributed substantially to over-all de
mand expansion in the first quarter. State and local gov
ernment outlays rose by $1.3 billion, right in line with the 
average gain recorded last year. Federal purchases, how
ever, registered the largest quarterly advance since the 
Korean war, and this jump followed a significant rise in 
the fourth quarter of 1965. The recent speedup in Federal 
spending reflected the expansion of the armed forces and 
of military procurement, as Federal nondefense purchases 
continued to rise at about last year’s average rate. Al
though uncertainty over the future course of events in Viet
nam makes forecasting difficult, current estimates never
theless imply that the push given by defense spending to the 
expansion of aggregate demand will become more modest 
in the latter part of 1966.

Consumer spending showed an exceptionally large 
increase in the first quarter even though the growth of dis
posable income was slowed by the rise in social security 
taxes effective January 1. Thus there was a considerable 
decline in the proportion of disposable income saved, 
reflecting the fact that it usually takes a while for con
sumers to adjust their spending habits to changes in dis
posable income caused by tax changes (including social 
security deductions). The dip in the saving ratio stemming 
from the rise in such withholdings may therefore prove 
to be short-lived. Sharply higher food prices were one 
factor contributing to the strong rise in consumption 
spending, and the growth in outlays for nondurables was 
well ahead of the average pace recorded last year. Spend
ing for durable goods also showed a substantial increase in 
the first quarter, attributable in good part to very strong
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sales of new domestically built cars. Sales for the quarter 
as a whole were at a seasonally adjusted annual rate of 
9V4 million units, equal to the high set in last year’s first 
quarter—when the industry was making up sales lost during 
strikes late in 1964—and substantially above the fourth 
quarter’s 82A million units. Following the strong first- 
quarter showing, however, sales dropped sharply in April to 
a seasonally adjusted annual rate below 8 million units.

Spending on residential construction increased in the 
first quarter by $0.9 billion (annual rate), and thus re
couped the declines of the two preceding quarters. The 
rate of spending nevertheless remained somewhat below 
the peak attained two years ago. The upturn in the first 
quarter reflected improvement late last year in the rate of 
new housing starts, as well as some further rise in 
construction costs. The starts rate, however, is highly 
volatile, fluctuating sharply from month to month. Thus, 
despite the March recovery of starts from the sharply 
reduced February level, there has apparently been no real 
breakout from the sideways movement that has char
acterized this sector over the past two years.

C A P I T A L  I N V E S T M E N T  A N D  

I N D U S T R I A L  P R O D U C T I O N

The rate of growth in spending for business fixed invest
ment continued to exceed the rate of increase in over
all GNP in the first quarter. As a result, the ratio of 
such investment spending to total GNP edged up fur
ther to reach 10.6 per cent, equal to the highest rates 
recorded during the investment boom of 1956-57. In 
dollar terms, business fixed investment spending grew at 
an annual rate of $2.4 billion in the first quarter, about 
equal to last year’s average quarterly increase. The latest 
survey of business plans, moreover, clearly supports earlier 
indications that the remainder of this year will see further 
strong advances in outlays for new plant and equipment. 
According to this survey, taken by McGraw-Hill in March, 
planned 1966 outlays add up to a 19 per cent rise over 
1965—an even larger gain than the 16 per cent reported 
by a Government survey taken in late January and early 
February. The McGraw-Hill survey, however, was largely 
completed prior to the President’s appeal to businessmen

to cut back on the pace of spending this year. Statements 
by a number of large corporations during the past month 
suggest that, because of the President’s request and also 
because of delivery delays, some reductions may in fact 
take place.

The McGraw-Hill survey indicates that manufacturers 
are devoting an increased proportion of their capital 
spending to the expansion of productive capacity. During 
the first four years of the current business expansion, man
ufacturers’ capital investment was heavily oriented toward 
cost reduction, and capacity growth averaged somewhat 
less than 4 per cent yearly. As utilization rates moved 
upward, however, there was a marked shift toward spend
ing for expansion. Thus capacity grew by about 7 per 
cent last year, and this year’s planned gain amounts to 8 
per cent.

Reflecting the sustained advance of capital spending, 
output of business equipment has been growing at a rapid 
rate for some time and has been an important factor in 
the over-all expansion of industrial production. Business 
equipment production increased again in March, as did 
all the other major categories of industrial output. The 
Federal Reserve Board’s seasonally adjusted production 
index rose by a substantial 1.5 percentage points to reach
152.9 per cent of the 1957-59 average. The March show
ing rounded out a very strong quarter. Indeed, industrial 
output increased during the first quarter at an annual rate 
of more than 11 per cent, one of the highest growth rates 
recorded for any quarter of the current business expansion.

Scattered data suggest that the over-all pace of output 
growth may have slowed a bit in April. A strike at one 
company cut steel output somewhat, though total ingot 
production (seasonally adjusted) was up for the fifth 
consecutive month. Auto assembly operations early in the 
month were hampered by a railroad strike, and the re
sulting production losses were a factor in the decline in 
the assembly rate—to about 9.1 million units, in annual 
terms, compared with 9.4 million in March. More
over, April output in the mining sector was significantly 
dampened by the widespread strike of coal miners. On the 
other hand, new orders for durable goods moved sharply 
higher in March and the backlog of unfilled orders reg
istered a very substantial further increase.
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The Business Situation

The rate of growth of domestic business activity has 
moderated somewhat, following an extraordinary surge of 
activity in the first three months of the year. In view of the 
fact that the first-quarter rate of economic growth had in
flationary implications and was quite clearly unsustain
able, the slower pace of recent weeks is an encouraging 
development both for the near-term and the longer term 
outlook. Indicators of prospective demand in the months 
ahead continue to point to further advances in output and 
spending. Despite the recent slackening of economic 
growth— and the May rise in unemployment, mainly 
among teen-agers—the likelihood of continued pressure 
on industrial capacity, the supply of skilled labor, and 
prices remains.

The slower pace of the business expansion in April 
showed up in a reduced rate of advance in overall in
dustrial production and personal income. In addition, 
retail sales and new orders received by manufacturers of 
durable goods backed off a bit from their high March 
levels. Strikes and poor weather conditions appear to 
have been a factor in some of these developments, but 
reduced rates of production and sales in the automobile 
industry were clearly an important dampening influ
ence. To what extent consumer demand for new cars 
may have been affected by recent public discussion of 
vehicle safety and by higher excise taxes on autos is not 
clear. In any case, a survey of consumer buying intentions 
taken in April found that plans to purchase automobiles 
remained at about the high level of the previous April. 
Moreover, intentions to purchase other consumer durables 
moved up strongly, indicating that any slack in automobile 
sales may be offset by spending on other durables. Indeed 
the outlook for further strength of overall consumer de
mand and of other broad areas of demand, such as capital 
spending, point up the danger of reading too much into the 
slowdowns apparent in some recent data—especially in 
view of the normally erratic course of short-term move
ments in many sectors of the economy.

Prices of goods and services have continued to move 
up (see Chart I). In April, the consumer price index ad
vanced by 0.5 percentage point, exceeding the average 
monthly increase of 0.3 percentage point experienced in

the first quarter and bringing the annual rate of increase 
so far this year to a very high 4.1 per cent. One special 
factor pushing up consumer prices in April was the resto
ration of excise taxes on new automobiles and telephone 
services effective March 15 and April 1, respectively, 
thereby offsetting the excise reductions made on these 
items at the beginning of the year. Price increases were 
reported in all major classifications of consumer purchases, 
however, with services replacing foods as the primary 
cause of the advance in the overall index. At the whole-

Chart I

CONSUMER PRICES
(1957-59=100)

Source: United States Bureau of Lobo r Statistics.
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sale level, prices were about unchanged on average in 
April as declines in farm and food prices largely offset 
a substantial 3.5 per cent annual rate increase for in
dustrial commodities. So far this year, industrial wholesale 
prices have risen at an annual rate of 3.2 per cent as 
against 1.4 per cent in all of 1965.

O U T P U T ,  O R D E R S ,  A N D  IN V E N T O R IE S

Total industrial output rose to a record level in April, 
but the gain was much reduced from the average advance 
for the preceding three months. The Federal Reserve 
Board’s seasonally adjusted index of industrial production 
increased by just under 0.3 per cent for the month, com
pared with the large average monthly gains of 0.9 per 
cent in the first quarter of the year. The brief railroad 
strike in early April and the coal mining strike that month 
had a substantial dampening impact. The reduction in 
automobile output was also a minor factor.

The recent weaker tone in the automobile industry fol
lowed an extraordinary performance earlier in the year. 
In 1965, sales of domestic cars amounted to 8.8 million, 
and most observers foresaw little likelihood of significantly 
higher sales in 1966. Nevertheless, in the first quarter of 
the year, sales were running at a seasonally adjusted an
nual rate of 9.3 million. In April, sales began to back off 
from this high level, amounting to a seasonally adjusted 
annual rate of about 7.9 million for the month, and with 
inventories rising, cutbacks in production schedules soon 
followed. Auto sales in May decreased further to a sea
sonally adjusted annual rate of 7.3 million units, and pro
duction also continued to move down. That there has been 
some decline from a first-quarter sales rate which many ob
servers regarded as unsustainable is perhaps not surprising. 
Industry spokesmen have stated their belief that public 
airing of the safety issue was a factor in the timing of the 
slowdown. The repeal on March 15 of the portion of the 
excise tax cut on automobiles that had become effective 
at the beginning of the year may also have played a role. 
While the actual dollar impact of the increase in the tax 
was small—perhaps amounting to little more than $20 on 
the average new car—dealer promotions apparently made 
much of this imminent increase in costs. Moreover, price
conscious business and Government purchasers may also 
have bunched some purchases in the January through mid- 
March period that would otherwise have been delayed 
until spring.

Despite the dampening influence of reduced steel orders 
from automobile manufacturers, iron and steel output 
advanced to a record annual rate of roughly 140 million 
tons in April, and it appears that steel production re

mained at roughly the same high level in May. The de
mand for some steel products is advancing quite rapidly, 
and industry spokesmen have stated that it will be difficult 
to maintain current prices in the months ahead.

There was another notable expansion in the output 
of defense goods in April, and new orders in that sector 
remained strong. Reflecting the strength of capital spend
ing, production of business equipment moved further 
ahead as sizable gains were reported throughout the 
machinery and transportation equipment industries ex
cept for the motor vehicles and parts category. With 
delivery times lengthening in many industrial areas, pur
chasers have turned increasingly to foreign producers, 
and imports, particularly of business equipment, rose 
substantially during April. Output of consumer goods also 
continued to advance beyond the high first-quarter level 
despite the dampening influence of slower automobile pro
duction. Solid gains were posted in the production of color 
TV sets and other home appliances, furniture, and a wide 
range of nondurable goods.

Prospects for further production gains in the months 
ahead appear good. New orders received by manufac
turers of durable goods have increased by progressively 
larger amounts in each of the past five quarterly periods. 
And although new durables orders in April moderated 
somewhat from the March level, they remained at the high 
monthly average of the first quarter. As new orders con
tinued to exceed shipments, unfilled orders climbed to 
new highs. Including nondurables orders, backlogs have 
now topped $70 billion, a solid $12 billion advance in the 
past year. Rising backlogs are being experienced by manu
facturers of primary metals, fabricated metal products, 
machinery and business equipment, transportation equip
ment, and other durable goods. The present backlog of un
filled orders is equivalent to about three months of ship
ments at the current rate.

Advancing levels of unfilled orders combined with the 
high rates of capacity utilization place increased pressure 
on producers to continue adding to their equipment and 
facilities. In most instances, these pressures seem to be 
outweighing the restraining effects of higher interest costs 
and reduced availability of credit as well as higher capital 
goods prices and slower deliveries. Indeed, according to a 
Commerce Department and Securities and Exchange Com
mission survey taken in May, businessmen’s plans to ex
pand capital expenditures in 1966 appear to have in
creased a moderate 1 percentage point from the 16 per 
cent rise indicated in the February survey. Some an
nounced cutbacks in planned projects have been offset by 
upward revisions, and in addition higher than previously 
anticipated costs for construction and equipment are likely
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to offset the cutbacks in terms of total dollar spending.
Conservative inventory-sales ratios, and recent reports 

that inventory buildups in many industries are falling 
short of plans, also support the outlook for further pro
duction increases. Inventory-to-shipment ratios among 
manufacturers are now significantly below the high of the 
current business expansion, while inventory-to-sales ratios 
among retailers of both durable and nondurable goods are 
averaging moderately less than levels for a year ago.

E M P L O Y M E N T ,  IN C O M E ,  A N D  
C O N S U M E R  D E M A N D

Partly reflecting the more moderate pace of economic 
activity, nonagricultural employment remained stable in 
April though it moved up moderately in May. In April, 
strikes and unfavorable weather conditions resulted in 
employment decreases in the mining and construction in
dustries, while declines were also reported in the retail 
trades, perhaps because of the fact that the monthly em
ployment survey followed the Easter holiday this year. 
These reductions offset job gains in manufacturing, gov
ernment, and other nonagricultural jobs. In May, ad
vances in nonagricultural employment were recorded in 
all major industrial categories except construction and 
finance. The seasonally adjusted rate of unemployment 
moved up to 4.0 per cent in mid-May, however, from 3.7 
per cent the month before. The Bureau of Labor Statistics, 
which collects and processes the data, attributed the May 
increase to a larger than usual number of students looking 
for work while still in school and a slightly larger than 
usual number of women entering the labor force. Nor
mally, many women are needed to work on farms in May 
but, due to poor weather conditions, employment in agri
culture was lower than usual for the month. Attesting to 
the continued underlying firmness in the labor market, the 
unemployment rate for married men—the hard core of 
the civilian labor force—remained at its low April level of
1.8 per cent.

Stability in nonagricultural employment in April and the 
reduced rate of income expansion in the same month may 
well have been among the factors contributing to the mod
erate decline in retail sales. After climbing to three con
secutive all-time highs during the first quarter of this year, 
sales volume at retail outlets was down about 1 per cent 
for the month. The level, however, remained fully 10 per 
cent above the year-ago figure. The April decrease was 
more than accounted for by lower automobile sales. In 
addition, unfavorable weather in many areas of the coun
try adversely influenced sales of lumber, building ma-

Chort II

CONSUMER INTENTIONS TO BUY NEW AUTOMOBILES 
AND HOUSEHOLD DURABLES WITHIN SIX MONTHS

Per cent per cent

Note: Buying plans are expressed as the ratio of the number of families who indicate 

they intend to buy to the total number of families in the survey.

Source: United States Department of Commerce, Bureau of the Census.

terials, and hardware. It is striking, however, that retail 
sales excluding automobiles rose to $20.7 billion, roughly 
2 per cent above the exceptionally strong monthly average 
in the first quarter of the year. Gains among a wide range 
of nondurable goods continued strong.

Prospects for consumer demand over the months ahead 
are bright, according to the Census Bureau’s latest quar
terly survey of consumers’ buying intentions taken during 
the third full week of April. This survey indicated a 
marked increase in the proportion of families reporting 
that their incomes had advanced during the previous 
twelve months, and the percentage expecting still higher 
incomes in the year ahead also showed a gain. Consumers’ 
intentions to buy new automobiles during the next six 
months moved down moderately to a level roughly in line 
with the figure reported for the corresponding period a 
year ago (see Chart II). The proportion of families plan
ning to buy at least one of the seven household durable 
goods included in the survey was 18.8 per cent, signifi
cantly above the year-earlier reading of 17.4 per cent 
(also shown on Chart II).
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The Business Situation

Many important business indicators have recently 
shown improvement from their April performance, when 
strikes and poor weather contributed to declines in pro
duction and sales in several sectors of the economy. While 
the current pace of the expansion still remains below the 
very sharp and strongly inflationary first-quarter advance, 
the pressure of aggregate demand continues to place 
the economy’s productive resources under considerable 
strain. The price situation clearly remains a cause for con
cern. Although prices of farm products have ceased their 
sharp uptrend and have even declined somewhat in recent 
months, other prices continue to move up. Over the first 
five months of the year industrial wholesale prices climbed 
at an annual rate of 3.5 per cent, on average, and there 
appears to have been a further rise in June.

One unfavorable element in the outlook for price be
havior is evidence suggesting that the rate of advance 
in labor productivity has been slowing down recently. 
Moreover, past increases in consumer prices, expanded 
profits, and generally tight labor market conditions may 
lead organized labor to press for relatively substantial 
settlements in the important wage negotiations that are 
coming up in the months ahead. Wage rates in non
organized industries are also under pressure. Against this 
background, the past stability in labor costs per unit 
of manufacturing output—a key factor accounting for the 
relative price stability over much of the current expan
sion—may be difficult to maintain.

CURRENT ECONOMIC D EVELO PM ENTS

Industrial production, as measured by the Federal Re
serve Board’s index, rose by a sizable 0.8 per cent in May 
(seasonally adjusted), despite a further decline in automo
bile assemblies (see Chart I). This advance partly re
flected a recovery from the effects of strikes during April 
in the coal-mining and railroad industries, which were a 
major factor in holding the April rise to a small 0.2 per 
cent. Nevertheless, the May expansion in production was

broadly based: output of consumer goods other than 
automobiles advanced, iron and steel activity moved 
higher, and production of equipment rose by a strong 2.2 
per cent to a level some 17 per cent above a year earlier.

Lagging automobile sales and high inventories led to a 
large cutback in the production of new cars in May.

Chart I

RECENT BUSINESS INDICATORS
Season ally  adjusted

1963 1964 1965 1966
Sources: Board of Governors of the Federal Reserve System; United States 

Department of Commerce.
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Several reasons for the weakness in sales have been noted, 
including the exceptionally high rate of auto sales in the 
first quarter, the reimposition of the January excise tax 
cut on automobiles, and the recent public discussion of 
the car-safety problem. These factors may have only a 
temporary dampening influence on car sales, and a clearer 
picture of the basic demand for automobiles should emerge 
after the 1967 models come on the market. Auto sales 
did improve materially from May to June on a seasonally 
adjusted basis, but the near-term outlook for auto produc
tion remains affected by the currently high level of inven
tories. At the end of June, dealer inventories of new cars 
represented about sixty days’ sales at that month’s selling 
pace, largely unchanged from the May inventory-sales 
ratio which was the highest figure in five years. Accord
ingly, while new-car assemblies in June rose by about 2 
per cent to a seasonally adjusted annual rate of 8.7 mil
lion units, a large reduction in automobile assemblies is 
now scheduled for July when some plants will be closed 
earlier than usual for the annual model changeover.

Reflecting the reduced rate of new-car output, auto
motive orders for finished steel products declined sharply 
in May. Overall steel demand held firm at most major 
mills, however, as defense orders were reportedly taking 
up much of the automotive slack. Despite a possible fur
ther decline in shipments to car manufacturers through 
early summer, steelmakers apparently remain generally 
optimistic about near-term prospects, and anticipate con
tinuing good steel demand for appliances, construction, 
and capital goods as well as a stream of orders for military 
purposes. In June, steel output was near the high annual 
rate of roughly 140 million tons (seasonally adjusted) 
turned out in May.

Other major suppliers to the auto industry are also 
feeling the effects of the cutback in assemblies. In sev
eral cases, however, the resulting sales loss is being par
tially offset by heavy demands for trucks, railroad rolling 
stock, and capital equipment generally. To some pro
ducers, moreover, moderation from the recent pace in the 
flow of orders would not be altogether unwelcome in view 
of heavy backlogs of orders and the need to provide for 
equipment maintenance that has been deferred during re
cent periods. In the case of the steel industry, for example, 
reports in trade publications indicate that a heavy flow of 
orders during the summer could create problems, since 
equipment repairs are ‘long overdue”.

The overall volume of new orders received by manu
facturers of durable goods was roughly unchanged in May, 
remaining at the high monthly average of the first quarter 
of the year (see Chart I). New orders received by manu
facturers of machinery and equipment continued to reflect

the strength of capital spending, and in May were nearly 
18 per cent above May 1965 bookings. For all durables 
manufacturers combined, incoming orders stayed well 
ahead of shipments, and the backlog of unfilled orders on 
these producers’ books registered another large advance. 
This gain brought the stock of unfilled orders to a level 
equal to three months’ shipments at the present monthly 
rate, up by about a week from the start of the year.

Manufacturers’ inventory plans also point to continued 
near-term strength in production. According to a Com
merce Department survey taken in the middle of the sec
ond quarter, manufacturers anticipated adding $1.3 bil
lion to the book values of their inventories during that 
quarter. While such a gain would be below the quarterly 
inventory additions of $1.6 billion to $1.7 billion realized 
since mid-1965, the survey found producers expecting to 
raise the accumulation rate back up to $1.6 billion in the 
third quarter. Moreover, during the last year and a half, 
manufacturers’ inventory projections for the ensuing quar
ter have tended to underestimate actual accumulation—in 
some cases by more than $1 billion. The planned addi
tions to inventory stocks in the third quarter are about in 
line with manufacturers’ sales projections for that quarter. 
If both sets of expectations are realized, inventories at the 
end of September will approximate 1.6 months of sales, 
representing little change from the relationship prevail
ing since early 1965.

The strength in overall production during May showed 
up in the long hours put in by production workers in the 
manufacturing industries. To be sure, a reduction in 
hours at automobile plants did produce a small 0.1 hour 
decline (seasonally adjusted) in average weekly hours 
worked. Nevertheless, the workweek remained at a high 
41.4 hours, around the level prevailing since the fourth 
quarter of last year. Overtime hours continued at the record 
high first-quarter rate of 4.1 hours a week. The number of 
workers on factory payrolls, however, rose by only 58,000 
(seasonally adjusted) in May, about one half the strong 
average rate of increase recorded in the first quarter of the 
year. Some of the slackening in factory employment 
growth reflected the weakness in the automotive industry, 
although small declines in employment were noted in a 
few other manufacturing groups. With small employment 
gains reported in wholesale and retail trade, together with 
a sharp drop in construction workers, total nonfarm pay
roll employment increased in May at about half the rapid 
first-quarter rate.

The further growth in nonfarm payroll employment in 
May resulted in another gain in total personal income, but 
as in the case of employment, the monthly advance was 
considerably below the average increase experienced in the
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first quarter. The slower growth of income, in turn, was 
partly responsible for the weakness in consumer demand 
during May, when retail sales fell for the second consecu
tive month. As in April, lower auto sales accounted for 
a sizable portion of the decline, although consumer ex
penditures for other durable goods apparently were also 
lower. Spending on nondurables was largely unchanged 
from the record level of the previous month.

Along with the more modest rate of gain in personal 
income, and the increase on May 1 in the level of per
sonal income tax withholdings, some of the moderation 
in spending undoubtedly also reflects a reaction to the 
exceptionally heavy buying in previous months. Consumer 
outlays for automobiles (as noted earlier) as well as pur
chases of other durable and nondurable goods were at 
unusually high levels in the first quarter of the year 
(see Chart II), and the ratio of saving to disposable in
come declined significantly. Consumer spending now ap
pears to be adjusting to a more normal relationship to 
incomes. Part of the enlarged outlays on nondurables in 
recent past months was attributable to higher food prices; 
the present leveling-off in these prices may now be holding 
down the dollar advance in nondurables purchases.

In another area related to consumer demand, outlays for 
new residential construction were up moderately in May;

however, some near-term easing appears in process in this 
sector, reflecting the higher cost and reduced availability 
of mortgage money. In May, seasonally adjusted private 
nonfarm housing starts and newly issued building permits 
fell to around their lowest levels of the current expansion. 
These indicators are heavily influenced by weather con
ditions and hence tend to be highly variable from month to 
month. Nevertheless, the annual rate of housing starts dur
ing the first five months of the year was about 2.5 per cent 
below the 1965 total, while permits dropped about 3.6 per 
cent. Much of the recent weakness in the residential sector 
has been offset, however, by strong gains in commercial and 
industrial construction. Indeed, aggregate spending for new 
construction during the first five months of the year, 
measured at an annual rate, was more than 6 per cent 
ahead of the total in 1965. Given the buoyancy of business 
capital spending plans for 1966, commercial and indus
trial construction will likely make up for continued slug
gishness in new home building.

PRODUCTIVITY TRENDS A N D  THE  
OUTLOOK FOR PRICES

Certainly one of the most noteworthy features of the 
current business expansion has been the sharp and unusu
ally prolonged rise in output per manhour (see Chart III). 
This growth of productivity has made an important con
tribution to the high degree of price stability that prevailed 
until late 1965, and may therefore have been one of the 
more important factors contributing to the record length 
of the expansion. Recent developments, however, have 
raised questions about the sustainability of high rates of 
productivity gain, while at the same time the outlook for 
continued moderation in the size of wage increases has 
dimmed appreciably. Because forthcoming wage contracts 
in important “pace-setting” industries will be negotiated 
against the background of sharply higher consumer prices, 
low unemployment, expanded profits, and large order 
backlogs, some observers foresee wage settlements in ex
cess of the Administration’s guideposts for noninflationary 
increases. These guideposts are intended to approximate 
the long-run trend of productivity growth and currently 
call for wage increases of no more than 3.2 per cent per 
year. If productivity growth falls below this rate of increase 
while wage settlements go substantially beyond it, labor 
costs per unit of output will increase. Moreover, as long as 
currently strong demand conditions persist, businesses 
would be very likely to pass on part or all of any in
creases in labor costs in the form of higher prices. Thus, 
the behavior of productivity in the period ahead will be 
important in determining whether or not price increases
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Chart III

INDEX OF OUTPUT PER MANHOUR 
TOTAL PRIVATE ECONOMY

Per cent Seasonally adjusted Per cent

Note: Latest quarter plotted in the current expansion is the first quarter of 1966.

Source: Based on unpublished estimates from the United States Bureau of Labor Statistics.

remain within tolerable limits.
Output per manhour in the private sector of the econ

omy has advanced at an average annual rate of 4.1 per 
cent since the beginning of this expansion, and the total 
rise over this period has amounted to 22 per cent.1 In 
comparison, productivity advanced at an annual rate of 
only 3.1 per cent during the 1958-60 business expansion, 
and by an even smaller 2.3 per cent annual rate in the 
1954-57 upswing.

The available evidence suggests that the faster rate of 
advance in overall productivity in the current expansion 
relative to the two prior cyclical upswings has been due 
to a more rapid growth of productivity outside of manu

1 In this section, the quarterly data on labor productivity for 
the entire private economy and for its nonagricultural and agri
cultural subsectors are unpublished estimates from the Bureau 
of Labor Statistics. Labor productivity data for manufacturing 
are unpublished estimates computed by the Federal Reserve Bank 
of New York. Estimated manhours are based primarily on data 
derived from the Government’s monthly survey of payroll em
ployment.

facturing. Indeed, the 4.3 per cent rise in productivity 
in manufacturing during the current expansion has only 
roughly equaled the average of the two preceding expan
sions. While direct data on other nonfarm sectors—i.e., 
services, utilities, trade, and mining—are lacking, pro
ductivity growth in these industries as a group has ap
parently been more rapid in the current advance than 
earlier. Moreover, gains in farm productivity since early 
1961, at about 5 per cent per year, have been notably 
above the roughly 3 per cent and 4 per cent rates recorded 
in the 1954-57 and 1958-60 upswings, respectively.

In previous expansions, productivity gains have tended 
to be substantially slower after the economy has reached 
relatively full resource utilization than in the earlier stages 
of the upturn. This tendency probably reflects in part the 
fact that once the slack in the economy has been taken 
up, additional output requires drawing more heavily upon 
less qualified workers and either reactivating older plant 
and equipment or working newer facilities beyond the point 
of greatest efficiency. The comparatively high unemploy
ment rates and low rates of capacity utilization that pre
vailed during the first years of the current expansion may 
partly account for the maintenance of productivity gains 
at so high a rate for so long a period. More recently, the 
margin of unused resources has shrunk, and there appear 
to have been some signs of a slackening-off in productivity 
growth. After rising by 3.6 per cent in 1964, total private 
output per manhour advanced by only 2.8 per cent in 1965 
and slowed down further to a 2.4 per cent annual rate in 
the first quarter of this year. The current shortages of many 
types of skilled labor and relatively high rates of plant 
utilization may well tend to restrain productivity growth in 
the future.

At the same time that productivity gains have narrowed, 
tightening labor market conditions and rising consumer 
prices are adding to wage pressures. The unemployment 
rate averaged a low 3.8 per cent in the first five months of 
this year, down from a 4.6 per cent rate in 1965 and the 
lowest rate since 1957. Since the end of last year, the 
unemployment rate for married men—the main reservoir 
of skilled and experienced workers—has averaged slightly 
more than 1.8 per cent, the smallest figure in the eleven- 
year history of this series. With respect to prices, the 
consumer price index advanced by 2.7 per cent in the 
year ended May 1966, after increasing by a moderate 1.2 
per cent on average in the first four years of the expan
sion. Taking into account also the increase in social se
curity contributions last January, the purchasing power 
of the take-home pay of many workers has declined since 
May 1965.

There is thus a real danger that both labor supply and
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price factors may push up wage demands in the coming 
round of negotiations. While the collective-bargaining 
calendar for the remainder of this year is light, many 
contracts are reopening in 1967, covering workers in such 
key fields as the automobile, machinery, trucking, rubber, 
communications, paper, food products, and apparel indus
tries. Additional gains in productivity will continue to

moderate the effect of higher wages on unit labor costs. 
As already indicated, such an offset is not likely to be so 
important as it was earlier in the upswing. Nevertheless, 
the currently rapid growth in industrial capacity gives 
hope that the rise in productivity will not slow down as 
much as it did in previous periods of high resource utili
zation.

Recent Developments in the Capital Markets

The continued advance of economic activity has led to 
a considerable intensification of pressures on the nation’s 
capital markets during the past several months. Overall 
demands for funds have attained record levels, and yields 
on long-term obligations of corporations and governments 
have risen strongly to postwar highs following a period of 
comparative stability which had begun in late 1961. Home 
mortgage rates have also increased sharply, after having 
remained virtually unchanged at reduced levels in 1964 
and most of 1965, as depository institutions specializing 
in mortgage lending found it increasingly difficult to attract 
and retain interest-sensitive savings accounts in the face of 
higher yields available elsewhere. While commercial bank 
credit has continued to expand at a rate only modestly 
reduced from last year’s rapid pace, the total volume of 
funds available through financial intermediaries as a 
group has not kept up with overall credit demands. At the 
same time, direct (unintermediated) market lending by 
businesses, households, and governments has recently as
sumed a major role in financial flows for the first time 
since 1960. In this environment, many borrowers have 
found it necessary to resort to other than their normally 
preferred sources of credit.

BUSINESS  FINANCE

Despite continued growth in internally generated funds, 
business firms are now experiencing exceptionally large 
cash requirements, and are relying increasingly on the 
capital markets for additional funds. This is true although 
capital market rates have risen substantially (see Chart I),

as has the cost of bank loans. Corporate income tax 
payments, which were speeded up considerably in 1964, 
were accelerated further beginning April 15 of this year. 
According to Treasury Department estimates, the ad
justment in tax payment schedules added about $3.2 
billion to the total tax remittances of businesses in April 
and June of 1966. In addition, beginning June 20, 
large employers were required to make more frequent 
payments to the Treasury of both social security contribu
tions and withheld individual income taxes, drawing off an 
estimated additional $1.3 billion of business working capi
tal. Moreover, while internally generated funds had ex
ceeded business fixed investment earlier in the expansion 
(at times by a substantial margin), this net source of 
long-term corporate funds was eliminated during the past 
year by the continued sharp rise of plant and equipment 
spending (see Chart II).

The major supplier of funds to finance these expanding 
capital needs has been the long-term corporate securities 
market. Estimated total gross new issues of corporate 
bonds during the first half of this year amounted to 
$7,875 million, $1,175 million higher than the total in 
the corresponding period of 1965 and the largest volume 
of bond flotations during any half-yearly period in the past 
eleven years—including the period of the 1955-57 
capital-spending boom. According to preliminary figures, 
net bond issues also expanded, at a rate considerably 
faster than the previous record increase in 1961. At the 
same time, the supply of funds available for investment in 
bonds has become less plentiful at those financial institu
tions which traditionally have offered major support to the
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The Business Situation

Business activity continues to expand and price pres
sures remain strong as the economy moves into late sum
mer. Although the recent rate of the expansion has been 
less hectic than in the dangerously overexuberant first 
quarter, there are indications that activity may quicken in 
the second half of the year, intensifying the strains on the 
economy’s productive resources. Thus, consumer spending 
over the balance of the year should be strengthened by 
Federal pay increases and by the beginning of Medicare 
payments, both of which became effective July 1. More
over, capital spending by business could accelerate rela
tive to the second-quarter rate of advance, unless strikes 
continue to hamper construction activity, as was appar
ently the case in the April-June period. Finally, spending 
at both the state and local and the Federal levels appears 
to be headed up strongly over the balance of the year.

The second quarter ended on the more restrained note 
that had characterized April and May. While there were 
gains in industrial production and auto sales in June, as 
well as a sizable rise in payroll employment, developments 
in other areas were more mixed, with continued softness 
in residential construction and apparently some slight eas
ing of intense labor market pressures. Newly released data 
on gross national product (GNP) in the second quarter in
dicate a substantial slowdown relative to the first three 
months of the year. Indeed, the April-June increase in 
GNP was the smallest for any quarter since the final three 
months of 1964, when there was a major strike in the auto 
industry. Analysis of the new figures, however, strongly 
suggests that special factors played a significant role in the 
second-quarter slowdown. Thus, as already noted, strikes 
apparently were a factor in restraining business outlays 
on factory construction. In addition, the relatively feeble 
rise in consumer spending, the most important single ele
ment in the overall deceleration, accompanied the smallest 
gain in after-tax personal incomes in three years. This de

velopment, in turn, was attributable partly to the unusually 
heavy amount of final tax payments made by consumers 
in April and by the switch to the new graduated with
holding system in May.

Even though the growth of demand moderated some
what in the second quarter, the annual rate of increase 
in the prices of the goods and services included in 
GNP remained at the rapid 3.6 per cent first-quarter pace. 
Prices moved up again at both the wholesale and retail 
levels in June and may have advanced further in July. 
Over the first half of the year the consumer price index 
rose at a 3.4 per cent annual rate, compared with a 2.4 
per cent rate over the same period last year. Similarly, 
industrial wholesale prices increased at a 3.3 per cent 
annual rate, as against only 1.4 per cent in the first six 
months of 1965. There is every prospect that demand 
pressures on prices will persist. Moreover, “cost push” 
factors may well become increasingly important in de
termining price behavior, particularly when the heavy 
round of wage negotiations begins about the turn of the 
year.

PRODUCTION* ORDERS, A N D  E M P LO Y M E N T

A further advance in industrial output during June 
boosted the Federal Reserve Board’s seasonally adjusted 
production index by 0.8 percentage point to 155.8 per 
cent of the 1957-59 average (see Chart I). Though pro
duction had increased by a somewhat larger amount in 
May, when output rebounded from the effects of coal
mining and railroad strikes, the latest rise was still equal 
to the average of the preceding two months. With the 
exception of a small decline in the output of defense prod
ucts, following sustained large gains over the past year, 
all major industry sectors shared in the June advance. 
For the second quarter as a whole, overall production rose
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at an annual rate of nearly 8 per cent, considerably below 
the first-quarter growth but right in line with the strong 
rate of gain for all of 1965.

Reflecting the reduced rate of new-car sales in the 
second quarter and the record high level of dealer inven
tories, automobile assemblies were cut back sharply to a 
seasonally adjusted annual rate of 7.7 million units in 
July, down slightly less than 10 per cent from June. By 
the end of July, virtually all production of 1966 models 
had been terminated. Although a few plants are already 
at work turning out 1967 cars, most car makers apparently 
plan a somewhat longer changeover period than usual in 
order to allow their dealers time to reduce the record 
carry-over of 1966 models.

Other available indicators of July industrial activity

point to advances in output. Thus electric power produc
tion increased sharply on a seasonally adjusted basis, 
partly reflecting the very high temperatures prevailing 
over wide areas of the country. In addition, steel ingot 
production rose by roughly 1.2 per cent to an annual rate 
of around 140 million tons (seasonally adjusted), just 
below this year’s high set in April. The sustained boom 
in capital spending is reported to be the major source of 
buoyancy in steel demand, and industry observers point 
to the large backlogs of orders on the books of capital 
goods producers as indicating a strong future demand 
for steel. Indeed, the record high level of unfilled orders 
of durables manufacturers as a group supports the out
look for overall production increases over the near term. 
While the incoming flow of new orders received by these 
manufacturers was largely unchanged in June, such orders 
continued to exceed the shipments rate by a wide margin. 
As a result, the backlog of durable orders rose by a very 
large 2.1 per cent in June, bringing the total advance in 
backlogs to over $8.5 billion in the first six months of the 
year or roughly equal to the gain for all of 1965.

More than 800,000 people entered the civilian labor 
force in June (on a seasonally adjusted basis), reflecting 
a sizable influx of teen-agers into the job market as well 
as the addition of a substantial number of adult women. 
This exceptionally large increase in the labor force was 
mostly absorbed by the expanding economy, and the total 
number of people employed rose sharply. In nonagricul- 
tural industries, payroll employment increased by nearly 
as much as the rapid average monthly gains recorded in 
the first quarter of the year, thus reversing some of the 
weakness in April and May. Advances were registered 
in all major categories, including the construction indus
try where employment had been affected by strikes in 
several areas of the nation.

The overall unemployment rate remained at 4 per 
cent in June, as a decline in the unemployment rates for 
both teen-agers and adult women offset a slight rise in the 
unemployment rate for adult men. For the second quarter 
as a whole, the average overall unemployment rate edged 
higher by 0.1 percentage point to 3.9 per cent. More 
significantly, this slight lessening of pressures in the labor 
market was also reflected by some shortening during the 
second quarter in the average length of the workweek and 
in the number of overtime hours worked.

GROSS NATIONAL. PRODUCT  
IN THE SECOND QUARTER

The nation’s total output of goods and services (mea
sured at a seasonally adjusted annual rate) rose by $10.8
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billion in the second quarter to a level of $732.0 billion, ac
cording to the Commerce Department’s preliminary esti
mates (see Chart II).1 This advance was considerably 
more moderate than in the two preceding quarters, when 
the largest dollar gains of the entire postwar period were 
registered. At the same time, however, the average price of 
output rose at the first-quarter rate of 3.6 per cent, sharply 
faster than the 1.8 per cent average increase in 1965. 
Thus, the annual rate of increase in real output in the 
second quarter slowed to 2.3 per cent, markedly below 
the 5.9 per cent rate of gain recorded in the opening 
three months of the year and in all of 1965. Since the 
growth of industrial production was still relatively fast, 
however, the slower rate of expansion of real GNP does 
not appear to reflect significant limitations on industrial 
capacity.

One major factor holding down the expansion in total 
expenditures during the latest quarter was a notable re
duction in the growth of consumer demand, following 
the rapid gains registered in recent quarters. The slump 
in automobile sales was, of course, the main feature 
of the slower rate of gain in consumer spending. Con
sumer purchases of other durable goods, however, also 
declined slightly, while expenditures on nondurable 
goods expanded only moderately. Outlays for services, in 
contrast, showed the largest quarterly rise in the postwar 
period, due in part to the very sharp run-up in prices of 
services during the April-June period.

The weakening in consumer demand during the second 
quarter in large measure reflected the reduced growth 
of disposable income; the proportion of disposable income 
saved remained virtually unchanged from the first quarter. 
The speedup in withheld personal income taxes, effective 
May 1, cut some $800 million (annual rate) from the 
second-quarter growth of disposable income. Final pay
ments of 1965 personal income taxes in April also put a 
drag on after-tax income growth, amounting to about $1.6 
billion at an annual rate. With the beginning of the current 
quarter, however, disposable income received a substantial 
boost as a result of the pay raise for Federal Government 
civilian and military personnel together with the inaugu
ration of the Medicare program. The combined effect on 
incomes of these two factors may amount to some $4.0

billion at an annual rate and should provide consid
erable stimulus to consumer spending. In July, new-car 
sales were roughly unchanged from the 8.3 million units 
(seasonally adjusted annual rate) sold in June, after hav
ing averaged 7.6 million in April and May.

The second-quarter decline in automobile sales was 
accompanied by a sharp rise in dealer inventories of new 
cars and was thus a major factor in the unusually sizable 
buildup of total business inventories during the quarter. 
Net additions to inventories amounted to $12 billion at a 
seasonally adjusted annual rate, the largest for any 
quarter in over fifteen years and $3.1 billion more than 
in the first quarter of this year. In addition to the expan
sion in automobile inventories, there were especially rapid 
inventory gains in the machinery and aircraft industries 
where production has been rising sharply. Over the 
near term, aggregate inventory investment will be re
strained by the efforts of auto dealers to work down their

iT h e  Commerce Department’s usual midyear revisions of the 
national income and product accounts had the effect of raising 
GNP by $1.3 billion in 1963, $3.0 billion in 1964, and $4.9 billion 
in 1965. For the first quarter of 1966, GNP was revised upward 
by $7.3 billion to a level of $721.2 billion; however, the revision 
had virtually no effect on the size of the rise in GNP from 1965-IV 
to 1966-1.

Chart II

RECENT CHANGES IN GROSS NATIONAL PRODUCT 
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huge supply of new cars. Businessmen in other key indus
tries, however, have generally continued to keep a tight 
rein on their inventory positions, as evidenced by con
servative inventory-sales ratios.

Business investment in fixed capital expanded by $1.3 
billion in the second quarter, maintaining the ratio of such 
expenditures to GNP at the 10.7 per cent first-quarter 
level—the highest in the postwar period. This second- 
quarter gain in capital spending was only about half 
as large as the advance registered in the previous quarter, 
however, and appeared to fall below the increase called for 
by the latest Government survey of capital spending plans. 
The slower growth of investment outlays may have partly 
reflected the combined effects of supply bottlenecks, skilled 
labor shortages, and the higher cost and reduced avail
ability of funds. More importantly, however, work stop
pages in the construction industry probably had a sig
nificant depressing influence, as business outlays for new 
and modernized structures actually declined from the 
first-quarter level. Additional expenditures for business 
equipment, in contrast, were substantially larger than the 
gain posted for the first quarter of the year.

In the government sector, state and local spending for 
goods and services rose by $1.7 billion for the second con
secutive quarter, thus staying within the range of advances

recorded in the past few years. At the Federal level, pur
chases increased by $2.7 billion in the second quarter, 
equal to the largest previous gain recorded in this busi
ness expansion. The bulk of the second-quarter rise again 
reflected stepped-up spending for national defense pur
poses; nondefense outlays increased somewhat less than 
the average gains registered in recent quarters.

Among other major components of national output, ex
penditures for residential construction declined slightly in 
the second quarter, bringing the rate of such spending 
back to the year-ago figure. Moreover, current indicators 
of prospective home-building activity point to some further 
slackening in the months ahead. Thus, nonfarm housing 
starts during the second quarter averaged about 10 per 
cent below the first quarter and were at the lowest rate in 
five years. Similarly, newly issued building permits fell 13 
per cent in the second quarter, reaching the lowest level 
since 1958.

Net exports of goods and services declined for the fourth 
consecutive quarter, dropping to $5.3 billion—the smallest 
margin of exports over imports since the opening quar
ter of 1963. The sharp reduction this year of the export 
surplus has been a serious obstacle to the solution of our 
balance-of-payments problem and reflects the exuberance of 
the domestic economy as well as the conflict in Vietnam.

The Money and Bond Markets in July

The money market was generally firm during July, al
though there was some temporary easing at the end of 
the statement periods. The airline strike resulted in a 
large bulge in Federal Reserve float around midmonth, 
which also eased the pressure on bank reserve posi
tions for a short time. The Federal Reserve was able to 
offset the reserve effects with minimal market impact, 
however, using for the first time sales of Treasury bills 
with matched purchases of the same bills for delivery 
several days later. Federal funds traded at rates as 
high as 53A per cent, the first trading recorded at a

\Va per cent “premium” over the Federal Reserve dis
count rate. Major New York City banks reportedly con
tinued to pay the ceiling rate of 5 Vi per cent for negotiable 
certificates of deposit with maturities as short as thirty 
days. Effective July 14, dealers in bankers’ acceptances 
raised their rates by Vs of a percentage point. The new 
rates—5% per cent bid and 5% per cent offered for 
one- to ninety-day unendorsed acceptances—matched the 
peak rates in 1929 but were still substantially below the rec
ord levels reached in 1920. Toward the end of the month, 
major finance companies raised their offering rates generally
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The Business Situation

Recent economic developments have underscored the 
basic strength and momentum of the business expansion. 
At the same time, however, it is becoming increasingly clear 
that inflationary pressures are continuing to intensify. In 
view of the critical importance of price stability in achieving 
long-term economic growth and the urgent need to maintain 
and improve our international competitive position, it is 
evident that inflation has again become one of the nation’s 
most pressing economic problems.

Industrial output climbed strongly in July, and the large 
and rising backlog of orders in manufacturing provides a 
basis for further growth of production in the months ahead. 
The strength of consumer demand was clearly demonstrated 
by a further advance in retail sales in July, following the 
sharp June recovery, and by a recent survey of consumer 
buying intentions indicating that overall plans to purchase 
major durable goods remain well above the high year-ago 
level. Business spending on productive facilities continues 
at the rapid pace forecast earlier in the year, and a recent 
survey by the National Industrial Conference Board shows 
that appropriations for capital expansion by large manufac
turing firms moved up sharply in the second quarter. Out
lays for inventories by manufacturing firms also continue to 
increase strongly. While Federal defense spending remains 
one of the most uncertain elements in the outlook for ag
gregate demand, the buildup of military forces already in 
process is likely to result in a continued sharp uptrend in 
defense spending well into 1967.

Residential construction continues to be the only major 
sector of the economy exhibiting significant weakness. Hous
ing starts have declined steadily since the beginning of the 
year. Other types of construction remain strong, however, 
especially industrial and public building. Thus, while em
ployment in residential construction has eased in certain 
regions, some of the resources released by the decline in 
residential construction are being absorbed into other 
types of building activity. Moreover, residential building 
should be stimulated by the implementation of pending 
legislation designed to increase the mortgage purchase and 
lending authority of the Federal National Mortgage Asso
ciation by as much as $4.7 billion.

In the face of tight labor markets and high-level utiliza

tion of production facilities, the price level continues to 
reflect demand pressures. Consumer prices again rose 
sharply in July, while at the wholesale level prices of farm 
products and processed foods moved upward substantially, 
following several months of declines. Industrial wholesale 
prices also increased further, although at a pace slower 
than in the first half of the year. Furthermore, the recent 
rise in consumer prices—notably the prices of food and 
services—has added to the wage demands now being 
pressed in collective bargaining. Management may find it 
hard to resist these demands in view of the high level of 
profits and substantial backlogs of orders. Indeed, the settle
ment recently concluded in the airline strike, apparently 
calling for annual increases in wages and fringe benefits 
more than half again as large as the Administration’s 3.2 
per cent guideline for noninflationary wage increases, 
underscores the developing dangers of cost inflation.

P R O D U C T IO N ,  O R D E R S ,  A N D  B A C K L O G S

The Federal Reserve Board’s seasonally adjusted index 
of industrial production advanced by a substantial 1.3 per
centage points in July to 157.5 per cent of its 1957-59 
average, despite a 10 per cent decline in the output of 
automobiles. Excluding the automotive component of the 
index, industrial production climbed 1.8 percentage points 
for the largest monthly advance since February.

The July gain in total production included a substantial 
further expansion in the output of defense materials and 
business equipment, reflecting the continuing military 
buildup and the persistent growth of business capital 
spending. Increases in output were also widespread among 
producers of both durable and nondurable industrial ma
terials. Output of iron and steel turned up after a two- 
month decline, and new orders booked by steel mills for 
September and October show increases among a wide 
range of users, including automobile manufacturers.

Among the other major market groupings in the indus
trial production index, the output of finished consumer 
goods remained roughly unchanged as declines in automo
biles and some other major durable goods were offset by 
increases in the production of consumer nondurables. The
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recent slowdown in the output of consumer durables may 
well have been a delayed reaction to the spring decline in 
retail sales of these items, and it should be noted that retail 
sales have since rebounded strongly.

The July advance in manufacturing production was at a 
seasonally adjusted annual rate of 10 per cent, somewhat 
above the average rate of expansion of manufacturing 
capacity indicated for 1966 as a whole by the spring 
McGraw-Hill survey. The average capacity utilization rate 
is already at 93 per cent for manufacturing firms, and a 
continued gain in production on the order of July’s per
formance would be likely to place considerable further 
strain on the nation’s productive facilities.

Recent data on new orders suggest continued strong 
advances in industrial production. New orders received by 
manufacturers of durable goods in the second quarter rose 
to a record seasonally adjusted quarterly average of well 
over $24 billion (see Chart I) . New orders in July were 
down slightly from this level, as decreases in automobile 
and aircraft orders more than offset advances in other in
dustry groups. However, the volume of new bookings re
mained well above the July rate of shipments, and back
logs of unfilled orders piled up further among a wide range 
of durables industry groups. The total order backlog has 
risen sharply and steadily since early 1964, following a 
period of more moderate growth earlier in the expansion. 
The ratio of unfilled orders to shipments of durables (also 
shown on the chart) is now at its highest level since No
vember 1959, with the present backlog equivalent to more 
than three months of shipments at the current rate.

The figures on total unfilled orders and total shipments 
of durables manufacturers have been subdivided into 
fourteen industry groups and an “all other” category. 
These industry data are useful in assessing the extent to 
which order backlogs are concentrated within or diffused 
throughout the durables manufacturing sector. The bot
tom panel of Chart I depicts the proportion of the fifteen 
industry groups that in any given month had unfilled- 
orders-to-shipments ratios above those six months earlier. 
This chart shows that the recent advance has been very 
widespread indeed. Whereas the proportion of industries 
experiencing increases in their unfilled-orders-to-shipments 
ratios fluctuated widely during 1962 and 1963, the pro
portion passed the 50 per cent mark at the beginning of 
1964 and trended upward thereafter. July data indicate 
that the ratio of backlog to shipments in thirteen of the 
fifteen component categories is higher than it was six 
months earlier.

Thus, in contrast to earlier years of the current expansion 
when the existence of relatively low order backlogs and a 
sizable margin of unutilized capacity enabled durable goods

Chart I
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producers to accommodate increases in orders without sub
stantial increases in delivery times, over the past two and a 
half years the proportion of firms operating at or near pre
ferred capacity rates has risen markedly and order back
logs have grown substantially. This situation threatens to 
lead to greater price pressures, production bottlenecks, and 
shifting of orders to foreign producers than has been the 
case in the past.

C O N S U M E R  D E M A N D

Preliminary data indicate that retail sales (seasonally 
adjusted) rose 0.6 per cent in July, reaching an annual rate 
of $306 billion, only $300 million below the record set in 
March (see Chart II) . This advance followed a sharp re
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covery in June which, on the basis of upward revised data, 
came to 3.6 per cent. Much of the pickup in June was 
attributable to increased purchases of automobiles follow
ing the April and May slump, while slightly more of the 
July advance was accounted for by other consumer du
rables. Although a part of the recent increase in retail sales 
reflects higher prices on many items, especially food, it 
nonetheless appears that real demand has increased also. 
Much of the adjustment of consumer spending to earlier in
creases in social security taxes and higher withholding rates 
has probably already been accomplished, and consumer 
buying is now moving more closely in line with the rising 
trend in personal incomes. Total personal income rose 
strongly in July as Federal pay increases went into effect. 
The advance in wages and salaries was the largest since 
February, and would have been even greater but for the 
earlier than usual shutdown for model changeovers in the 
automobile industry and the machinist strike at some airlines.

Chart li
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Source: United States Department of Commerce, Bureau of the Census.
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The prospect for automobile sales remains the foremost 
uncertainty in the outlook for consumer spending. While 
dealer sales of new cars averaged 8.3 million units in June 
and July, up sharply from the low May level of 7.3 million, 
it is not clear how much of this improvement has resulted 
from the intensive efforts of dealers to reduce their large 
stocks of 1966 models. Nonetheless, the automobile indus
try itself is expecting some further gains in sales during the 
remainder of this year. The most recent survey of consumer 
buying intentions, taken in mid-July, indicates that the pro
portion of families planning to purchase a new car within 
six months was roughly the same as last year’s reading (see 
Chart III). The proportion of families intending to buy one 
or more of the seven household durables included in the 
survey was substantially higher than a year ago, indicating 
that the consumer durables sector could make a further 
sizable contribution to expanding demand in the months 
ahead.

E M P L O Y M E N T ,  W A G E S ,  A N D  P R IC E S

The overall unemployment rate in August remained at 
the July level of 3.9 per cent of the civilian labor force, with
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a slight increase in the rate of unemployment among 
adult women, a further decline among teen-agers, and no 
change for married men. The August figures reflect 
a gain in total employment roughly equal to the moderate 
advance in the civilian labor force. Even with the August 
increase, however, the growth of the civilian labor force 
this year has been sluggish. In the first eight months of 
1966, the labor force has expanded by only three fourths 
the rate in the comparable period of 1965. It had been ex
pected that labor force growth this year would be quite 
substantial, reflecting both demographic factors and the 
usual tendency for high-level economic activity to induce 
many persons into the labor force who otherwise would 
not enter the job market. Nevertheless, this expected 
strength in the civilian labor force did not develop due to 
such factors as the buildup in the armed forces, a larger 
than usual number of students remaining in school, in
clement weather conditions that reduced employment in 
agriculture, and strikes in the construction and airline in
dustries. The relatively slow growth of the labor force has 
been one of the factors tending to maintain the heavy pres
sures on the available labor supply.

A recent Labor Department report indicates that 
annual wage increases (excluding fringe benefits) in 
agreements involving 1,000 or more employees concluded 
in the first half of 1966 will average 3.7 per cent over the 
life of the contracts. Comparable negotiated wage increases 
averaged 3.3 per cent in 1965, 3.0 per cent in 1964, and
2.5 per cent in 1963. Moreover, the higher gains cited for 
the first half of this year exclude settlements in the construc
tion industry, where increases have been especially large— 
averaging about 6 per cent a year during the first half of 
1966. The prospect for still higher wage demands and settle
ments in coming months may have been influenced by the 
well-publicized settlement in the airline industry which in
volves, in addition to a large pay increase, a provision for 
cost-of-living adjustments. Furthermore, many important 
wage contracts are coming up for negotiation over the 
next twelve months.

The price picture remains highly disturbing. The con
sumer price index rose once again in July, although the 
advance in the food component was less than seasonal. 
Prices also mounted further at the wholesale level. 
The prices of farm products, which had leveled off in the 
early summer, jumped 3.4 percentage points in July for 
the largest monthly increase since March 1960. Part of the

advance may be reversed as some commodities— such as 
eggs and livestock—resume their normal flow to market 
after being held up somewhat during the hot weather ex
perienced in June and July in some regions of the nation. 
A large part of the price rise is likely to be sustained, how
ever, as the spring drought and the prolonged heat wave 
have cut yield prospects for many types of grain crops and 
pasture feeds, especially in the south central and Atlantic 
seaboard states. Industrial wholesale prices also moved 
upward in July at a seasonally adjusted annual rate of 2.3 
per cent, somewhat below the average monthly advance 
for the first half of the year. Against the background of 
rising demand and the possibility of large increases in 
future wage settlements, price pressures are likely to re
main a problem in the months ahead.

K E E P IN G  O U R  M O N E Y  H E A L T H Y  
A N D

M O N E Y :  M A S T E R  O R  S E R V A N T ?

The Federal Reserve Bank of New York has re
vised two booklets which will be available free of 
charge at the end of September.

Keeping Our Money Healthy, a 16-page booklet, 
is an illustrated primer on how the Federal Reserve 
System works to promote price stability, high em
ployment, and economic growth in our economy. It 
discusses in a simplified fashion recession, inflation, 
the value of money, and the stabilizing influence of 
the Federal Reserve System.

Money: Master or Servant?, a 48-page booklet, 
explains the role of money and banking in our econ
omy. It includes a description of our monetary 
system, tells how money is created, and relates 
how the Federal Reserve System influences the cost, 
supply, and availability of credit as it seeks to en
courage sustainable economic growth at high levels 
of employment with a reasonably stable price level.

Requests for copies should be addressed to the 
Publications Section, Federal Reserve Bank of New 
York, New York, N. Y. 10045.
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The Business Situation

Business developments during the past month were 
overshadowed by announcements of several measures in
tended to restrain inflationary pressures in the economy, 
and to alleviate the strains in the nation’s credit markets. 
Meanwhile, the economy continued to advance along a 
broad front and demand pressures remained excessive. 
Moreover, there were indications that the threat of upward 
price pressures arising from labor cost increases in excess 
of productivity growth was intensifying.

In a policy statement issued September 1, the Federal 
Reserve System urged a moderation in the rate of bank 
loan expansion, and particularly in the expansion of busi
ness loans.1 The statement, while reminding financial mar
kets that the Reserve Banks’ “discount windows” are 
available as always to meet seasonal or unusual strains, 
observed that “the aggregate total of credit-financed busi
ness spending has tended towards unsustainable levels 
and has added appreciably to current inflationary pres
sures”. It went on to note that exceedingly rapid growth 
of bank credit to business could contribute to strains in 
other sectors of the credit markets.

A week later, the President asked Congress to sus
pend certain tax benefits applicable to business capital 
investment, indicating that such action was desirable in 
order to relieve excessive pressures on capital goods pro
ducers as well as on the financial markets. Moreover, the 
President stated that he intends to cut back “lower-priority” 
Federal expenditures by some $3 billion, and he warned 
that additional fiscal actions might be needed to prevent im
balances in the domestic economy and to offset further 
growth in defense outlays. Though there is a great deal of 
uncertainty about the magnitude of future military require
ments, it is now expected that the growth of defense outlays 
during the second half of 1966 will run considerably 
ahead of the quarterly advance of $2 billion (annual rate) 
that was incorporated into most projections made early in 
the year.

1 See this Review (September 1966), page 209, for the full text 
of the statement.

In a further action taken during September, new inter
est rate ceilings for various types of time and savings 
deposits were established late in the month by the Federal 
Reserve Board and other regulatory bodies, acting under 
powers newly granted to them.2 These ceilings are intended 
to limit the further escalation of interest rates by institu
tions competing for consumer savings.

Although the overall economy has been buoyant, the 
scarcity of mortgage credit—coming in the wake of ad
justments to earlier overbuilding—has had a depressing 
effect on home-building activity. The rate of housing starts 
declined sharply from March through July and then was 
about unchanged in August—at a level nearly one-third 
lower than the pace in the late winter. It is possible 
that the various measures taken and proposed during the 
past month will expand the supply of mortgage credit, 
which could improve the outlook for residential construc
tion.

With respect to business capital spending, considerable 
time will probably have to pass before the proposed tax 
measures have any substantial impact on the rate of out
lays. However, the President’s tax proposals, coupled with 
the other measures taken during the past month, may have 
served to dampen inflationary expectations. Such expecta
tions have been fed by the persistent rise in prices, particu
larly at the consumer level where the price index ad
vanced sharply once again in August. Despite the fact 
that nonfood commodity prices were unchanged on bal
ance, the overall consumer price index rose by one half 
of a percentage point, to 113.8 per cent of the 1957-59 
average. Food prices showed an exceptionally large in
crease, while the prices of services continued to rise at the 
substantial rate of previous months. At the wholesale level 
as well, food prices registered a further sharp rise in Au-

2 For details regarding these rate ceilings, see this Review (Octo
ber 1966), footnote 2 on page 221.

At the same time, Congress raised to 10 per cent, from the pre
vious 6 per cent, the maximum reserve requirements that the Fed
eral Reserve is authorized to establish for commercial bank time 
and savings deposits.
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Chart I
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Source: United States Bureau of Labor Statistics.

billion, representing an advance of 17 per cent over the 
1965 figure. An increase of that magnitude would be well 
ahead of last year’s 1516 per cent gain, and would make 
this the fifth consecutive year of capital spending growth.

According to the Commerce-SEC survey, spending in 
the fourth quarter is expected to reach an annual rate 
of $63Vi billion (seasonally adjusted), more than 50 per 
cent greater than the spending rate in the final quarter of 
1963—only three years previously. The very strong growth 
of demand for new facilities during the past several years 
has put increasing pressure on the productive capacity of 
capital goods producers and of certain sectors of the con
struction industry. Evidence of such pressures has been 
seen in labor shortages, delivery delays, increased back
logs of orders, mounting imports, and rising prices. Dur
ing the past year, moreover, credit to finance investment 
projects has become increasingly scarce and its cost has 
risen. In these circumstances, it is perhaps not surprising 
that business plans for capital spending in the second half 
of 1966, as reported in August, were virtually identical 
to those indicated by the previous survey in May—in 
contrast to the pattern of the past few years when upward

gust (see Chart I). As a result of price declines for various 
industrial raw materials, however, the overall industrial 
price level was unchanged in August. Partial information 
on wholesale prices in September indicates that agricul
tural prices rose once again while the industrial index 
appears to have remained stable.

B U S I N E S S  I N V E S T M E N T

The emphasis on business capital spending in the policy 
measures announced during September in part reflects the 
very rapid growth of such expenditures over the last three 
years. The latest Commerce Department-Securities and 
Exchange Commission survey of business capital spending 
plans—taken in August, prior to the President’s request for 
legislation suspending the investment tax credit and 
accelerated depreciation allowances—confirmed the earlier 
indications that 1966 would witness another very strong 
advance in business outlays for new plant and equipment 
(see Chart II). If business spending plans for the re
mainder of this year attain the level anticipated in the Au
gust survey, total outlays in 1966 will amount to $61

Chart II
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revisions were almost invariably reported by each suc
cessive survey. The restraining effects of supply problems 
coupled with credit tightness are helping to limit 1966 in
vestment programs to the exceptionally high level already 
projected in May.

It is very difficult to estimate the effects on capital 
spending that might result from a suspension of the 7 per 
cent investment tax credit and accelerated depreciation 
allowances. Over the near term, the volume of capital 
spending would probably be little affected, since projects 
already under way would almost certainly be completed. 
However, spending in 1967 would be reduced to the 
extent that businessmen decide to cancel some investment 
programs—or, as is more likely, to postpone or stretch 
them out. It could be expected that the suspension of the 
investment tax credit would have a more immediate im
pact on the volume of new orders received by the capita] 
goods industries. To be sure, ever since spring the total 
volume of durables new orders has shown little buoyancy, 
but this moderation has been largely concentrated in in
dustries other than those oriented to capital goods produc
tion. A slowing of the order inflow to capital goods pro
ducers would moderate the growth of their unfilled order 
backlogs and might well enable them to work down some 
part of the very large backlogs now on their books. It 
would be a welcome development if such an orders slow
down were to lead to some reduction in the currently 
intense pressures on capacity and labor resources in the 
capital goods industries. Even if the production rate in 
those industries were not appreciably affected, a slowing 
of new orders and moderation of backlog growth might 
be expected to result in an atmosphere less conducive to 
price increases. On the other hand, a significant slowing 
of business fixed investment would have a dampening 
effect on productivity growth.

At the same time that spending for fixed capital invest
ment has expanded vigorously, manufacturers have sub
stantially increased their investment in inventories. Since 
early this year, durables producers have made progres
sively larger monthly additions to their inventories, and 
the ratio of inventories to sales in that sector has risen 
noticeably. Nondurables manufacturers have also been 
expanding their stocks at a rate generally more rapid than 
previously, but their stock-sales ratio has remained at 
about the low level reached last year. During the second 
quarter, according to the Commerce Department’s August 
quarterly survey of inventory and sales expectations, both 
durables and nondurables manufacturers reported an ap
preciable advance in the proportion of inventory evaluated 
as “high” relative to sales and unfilled orders. Durables 
manufacturers reported the highest such percentage of the

current expansion, except for the reading in September 
1965 when strike-hedge steel stockpiles were at a peak.

According to the August expectations survey, third- 
quarter accumulation by durables producers was running 
well ahead of the pace projected last May. In the fourth 
quarter, however, the growth of durables inventories is 
expected to slow sharply. Though actual inventory invest
ment by durables producers in the past two years has 
generally exceeded the anticipations reported in the quar
terly surveys, the expectation of a substantial drop in the 
accumulation rate in the fourth quarter may nevertheless 
reflect a degree of caution in inventory policy. When 
coupled with their sales forecasts, the durables producers’ 
inventory anticipations point to a modest decline in their 
inventory-sales ratio by year-end.

P R O D U C T I O N ,  I N C O M E ,  A N D  C O N S U M E R  D E M A N D

Continued substantial growth of output in most indus
trial categories carried the Federal Reserve’s production 
index (seasonally adjusted) up by a further nine tenths 
of a percentage point in August, to 158.3 per cent of the 
1957-59 average. Automobile output registered a further 
sharp decline in August, but overall production outside the 
motor vehicle industry continued to expand at the sub
stantial June-July pace. Once again, the strongest output 
gains were centered in the equipment industries, reflecting 
the sustained high rate of growth in demand for capital 
goods as well as for military hardware. Production of in
dustrial materials also grew appreciably in August, despite 
a drop in steel output and a lack of buoyancy in construc
tion materials output that apparently reflected the recent 
decline in home building. With the exception of automo
biles, production in consumer goods industries continued 
to expand moderately in August.

Even after a seasonal adjustment that made a rough 
allowance for the production slack during the annual 
model changeover, automobile output declined in Au
gust by a further 6V2 per cent to a seasonally adjusted 
annual rate of about IV4 million units. Temporary prob
lems apparently hindered the start-up of new-model pro
duction, with the result that the month’s assembly sched
ules were not fulfilled. By early September, all assembly 
plants were in full operation turning out the 1967 models 
in preparation for their sales introduction at month end. 
Though production continued to fall somewhat below 
scheduled volume during the first half of the month, full 
September output resulted in a substantial advance in the 
seasonally adjusted assembly rate. A further rise is indi
cated by October production schedules.

The weakening of auto production in the spring and

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

October 1966



218 MONTHLY REVIEW, OCTOBER 1966

summer months had some dampening effect on activity in 
the steel industry. Though other sources of steel demand 
have reportedly shown steady strength, with growing de
fense requirements apparently taking up some of the 
auto slack, ingot production (seasonally adjusted) moved 
gradually lower during the late spring and summer months. 
In September, however, steel production registered a 
slightly more-than-seasonal rise, amounting to a seasonally 
adjusted gain of about IV2 per cent.

August witnessed a rather sharp drop in the volume of 
new orders received by durables producers. Part of the 
August decline apparently reflected the return, following a 
sharp July spurt, to a more normal level of orders for 
“miscellaneous transportation equipment” (which includes 
such items as vessels and railroad equipment). Aircraft 
orders, which are generally volatile, also dropped in Au
gust. Outside the transportation equipment industries, a 
reduced orders volume was also reported by producers of 
steel and electrical equipment. On the other hand, there 
was a sizable advance in the bookings of nonelectrical 
machinery producers, whose operations are largely 
oriented toward capital goods production. The August de
cline in aggregate new orders for durables brought them 
to a level not far above the volume of shipments. As a 
result, the further rise in the overall backlog of unfilled 
durables orders was relatively modest by comparison with 
the very high rates of growth in the earlier months of the 
year. Nevertheless, the backlog of durables orders at the 
end of August was fully 25 per cent larger than it had 
been a year earlier, and was equal to 3.2 months of ship
ments, up from a figure of 2.7 months in August 1965.

Reflecting the persistent growth of output in the equip
ment industries, the expansion of manufacturing employ
ment in August was especially strong in those durables 
industries oriented to production of capital goods and de
fense equipment. In turn, the expansion of wage pay
ments in those industries contributed substantially to the 
August rise in total personal income. The overall income 
advance was the largest of the year, owing to a sharp boost 
provided by social security medical care payments. The 
jump in these payments reflected the fact that August was 
the first month in which Medicare payments were made 
in any significant amount. Once the program has passed 
through its initial months and is in full operation, such 
payments can be generally expected to show only modest 
changes from month to month. In contrast to the sharp 
boost provided to income growth in August by the start 
of sizable Medicare payments, income growth this year 
had previously been dampened by rises in the level of 
social security contributions—in January, when the con

tributions tax rate was raised, and in July, when premium 
payments for voluntary medical insurance were begun.

The recent uptrend in sales volume at retail stores 
continued in August, as a strong advance carried that 
month’s total past the record high established in 
March. Sales at stores concentrating in nondurables, 
which have moved steadily upward this year, registered 
a sizable further advance in August with increases reported 
in most lines of trade. A further recovery in automotive 
dealers’ sales also contributed appreciably to the overall 
gain, though such sales remained below the peak reached 
prior to the April-May slump. Aggregate sales volume 
at all other durables outlets was about unchanged in Au
gust, and similarly remained below the early spring peak.

The sales performance of new domestically built cars 
was quite strong in the closing months of the 1966 model 
year, registering a seasonally adjusted annual rate of about 
8V2 million units in August and close to 9 million in Sep
tember. The largely successful closeout of the old models 
provided a generally optimistic atmosphere for the intro
duction of the new models in the final days of September. 
Industry spokesmen reportedly look for sales of the 1967 
models to be about equal to the 1966 model total of ap
proximately SV2 million units, provided that orderly eco
nomic expansion and a high degree of consumer confidence 
are maintained. It is still too early to gauge the strength of 
consumer response to the 1967 cars, however, and the 
future trend of auto sales remains a major element of 
uncertainty in the outlook for consumer spending.

M O N E Y ,  B A N K I N G ,  A N D  C R E D I T  IN  
E A S T E R N  E U R O P E

The Federal Reserve Bank of New York has pub
lished a new study of the credit and banking systems 
of seven communist countries by George Garvy, 
Economic Adviser. The 167-page book, “Money, 
Banking, and Credit in Eastern Europe”, examines 
the role of banking and credit policy in these coun
tries and focuses on developments arising from the 
recent changes in economic policy.

Copies are available from the Publications Sec
tion, Federal Reserve Bank of New York, New 
York, N.Y., 10045 at $1.25 each. Educational in
stitutions may obtain quantities for classroom use at 
65 cents per copy.
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The Business Situation

Heavily influenced by rising defense expenditures, the 
business expansion accelerated during the third quarter, 
but the rate of growth remained below the hectic pace 
that had characterized the opening months of 1966. A few 
measures of business activity—generally those that had 
undergone especially sharp rises in earlier months—even 
paused toward the end of the quarter, while construction 
expenditures continued to decline. Nevertheless, aggregate 
demand remains excessive, cost pressures are strong, and 
the presence of inflationary forces continues to pose a 
threat to the economy.

Gross national product (GNP) showed a substantial 
advance during the third quarter. The main impetus was 
supplied by defense expenditures, business purchases of 
machinery and equipment, and personal consumption. The 
quarter’s strong performance was again accompanied by 
substantial price advances, but at a rate below first- and 
second-quarter experience. The overall improvement in 
the behavior of prices was also reflected in the near sta
bility of industrial wholesale prices in the last two months 
of the quarter as well as in October. The outlook for prices, 
however, remains disquieting in view of the continued 
heavy pressure on resources and of the accelerating trend 
toward higher labor costs that has resulted in part from 
the substantial increases in the cost of living since late 
1965. The shortage of skilled labor shows no sign of abat
ing. Although the rise in both industrial production and 
retail sales was interrupted in September, their quarterly 
advances were strong and there is little evidence of an un
derlying change in the uptrend. Moreover, new orders for 
durable goods rebounded sharply in September, reaching 
a new record and pushing the volume of unfilled orders 
still higher, while consumers experienced a further strong 
increase in disposable personal incomes.

G R O S S  N A T IO N A L  P R O D U C T  
IN T H E  T H IR D  Q U A R T E R

The nation’s output of goods and services, according to 
the preliminary estimates of the Department of Com
merce, rose by $13.7 billion during the third quarter (see 
Chart I) , reaching a seasonally adjusted annual rate of

$746.0 billion. This advance, amounting to an annual 
growth rate of IV2 per cent, was approximately halfway 
between the very high 9 V2 per cent rate recorded in the 
first quarter and the lower second-quarter gain of 6V4 per 
cent, and was roughly in line with the average growth ex
perienced throughout the present expansion. More than 
one third of the latest quarter’s increase in the dollar value 
of GNP, however, merely represented higher prices rather 
than real growth. Indeed, the implicit GNP deflator—the 
broadest measure of price trends in the economy—rose at

Chart I
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an annual rate of 2.8 per cent. Although this rate of price 
increase was substantially lower than that recorded in the 
first and second quarters of 1966, it was nevertheless the 
highest rate for any other quarter since early 1958. 
Measured in real terms— that is, excluding the effects of 
price rises— output expanded in the third quarter at a 
4 Vi per cent annual rate, as against 6 per cent and 2 per 
cent gains in the first and second quarters, respectively. 
The main features of the third quarter’s increase in current- 
dollar GNP included an upsurge in defense expenditures, 
a large rise in personal consumption, and a further in
crease in business purchases of machinery and equipment, 
which was partly offset by a substantial decline in con
struction outlays.

Defense expenditures jumped by $4.2 billion in the 
third quarter of the year, reaching an annual rate of $61.3 
billion or more than $10 billion higher than a year ago. 
The third-quarter upsurge in defense expenditures ac
counted for almost one third of the quarter’s rise in GNP, 
thus underlining the impact of the war in Vietnam on the 
economy. At the same time, Federal spending for non
defense goods and services increased on balance only 
slightly, and the total increase in Federal spending on 
goods and services was held to $4.3 billion. State and local 
government purchases of goods and services, on the other 
hand, rose by $2.0 billion, substantially more than the 
average increases of the past few years.

The faster rise in personal consumption expenditures, 
following the modest second-quarter advance, had been 
expected because of improved trends in disposable in
come. During the second quarter, the growth in disposable 
personal income had been held down by large Federal in
come tax payments, arising primarily from the higher tax- 
withholding rates that began in May but also from the 
unusually large final payments in April of remaining 1965 
tax liabilities. During the third quarter, on the other hand, 
disposable income was boosted by pay raises for Federal 
Government civilian and military personnel as well as by 
the start of the Medicare program. Largely as a result of 
these factors, disposable personal income increased by 
$7.4 billion in the third quarter, a gain more than 50 per 
cent larger than in the second quarter. Consumer spend
ing rose even more strongly than disposable income, how
ever—by $9.9 billion, as against a $4.5 billion gain in 
the second quarter. Expenditures for durable goods, which 
had declined in the second quarter (see Chart I) because 
of the fall in automobile sales, advanced sharply in the 
third quarter, with automobiles and parts accounting for 
roughly half of the increase. Consumer outlays for ser
vices rose by about as much as in the second quarter, 
while those for nondurable goods rose somewhat less.

Business fixed investment expanded by $1.8 billion in 
the third quarter of the year. This was an appreciably 
larger increase than that of the second quarter, but none
theless remained below the quarterly gains recorded from 
the summer of 1965 to the spring of 1966. While the 
growth of investment in producers’ durable equipment, at 
$2.4 billion, was the second highest for any quarter of 
this expansion, spending for nonresidential structures de
clined for the second consecutive quarter by $0.6 billion.

At the same time, total business spending for additional 
inventories, at $10.8 billion, was somewhat less in the 
third quarter than in the second. The $12.3 billion second- 
quarter spending increase, however, had been inflated by 
the rise in stocks of new automobiles in the hands of 
dealers that accompanied the decline of retail automobile 
sales. In the third quarter, on the other hand, dealer auto
mobile inventories were reduced. Outside the automotive 
category, inventory accumulation was strong in the third 
quarter, reflecting in good part a buildup in durables man
ufacturers’ investment in work in process. There was a 
marked slowing down during the quarter in the rate at 
which manufacturers increased their inventories, but even 
so the September accumulations remained very high.

Residential construction continued as a major weak spot 
in the economy. Total expenditures for this purpose, after 
declining by $0.6 billion in the second quarter, fell by an
other $2.8 billion in the third quarter. This development, 
which had been expected because of the preceding sharp 
decline in housing starts, provided some offset to the spend
ing gains in other areas of economic activity. While housing 
starts remained stable in August and September following 
the earlier sharp declines—thus suggesting that the down
trend in residential construction might soon bottom out— 
fresh uncertainties for this industry have developed out of 
recent legislation, temporarily suspending the applicability 
of accelerated depreciation on new apartments (and other 
buildings) costing more than $50,000.

After having dropped in each of the preceding four 
quarters, net exports of goods and services remained un
changed in the third quarter, as both imports and exports 
rose by substantial amounts. At $4.7 billion, however, net 
exports are at their lowest rate in three and one-half years, 
and this depressed level has seriously impaired the efforts 
to improve this country’s balance-of-payments position.

P R O D U C T IO N , P R I C E S ,  A N D  E M P L O Y M E N T

September witnessed a pause in the growth of industrial 
output, as the Federal Reserve Board’s seasonally ad
justed production index declined by 0.1 percentage point 
to 158.2 per cent of the 1957-59 average (see Chart II).
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For the third quarter as a whole, however, industrial out
put expanded at an annual rate of 7 per cent—a slower 
but more sustainable pace than that reached earlier in 
the year, and one more closely in line with the growth 
rates experienced throughout most of 1965. The virtual 
stability of total industrial production in September re
sulted from steadiness in most of the index’s major compo
nents. Automobile production, however, advanced sub
stantially from the depressed level of the preceding 
month. The output of business equipment, reflecting the 
continuation of heavy investment outlays, was also up for 
the month, while defense production similarly continued to 
rise. Steel production, on the other hand, declined for the 
second consecutive month but still remained close to rec
ord levels.

Chart II
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New orders received by manufacturers of durable 
goods rose by an almost unprecedented $1.7 billion 
(seasonally adjusted) in September, thus much more than 
recouping the decline registered in the preceding month. 
The volume of new orders received during the whole third 
quarter thus fully equaled the record established in the 
preceding quarter (see Chart II) . As shipments did not 
rise perceptibly, the backlog of unfilled orders rose to a 
new high. At the end of September, unfilled orders on the 
books of durables manufacturers totaled $75.6 billion (sea
sonally adjusted)— a $2.3 billion increase over August 
and the equivalent of three and one-third months of ship
ments at present rates (see Chart I I ) .

On the demand side, consumers have continued to pro
vide important support for the economy’s growth. While 
retail sales (seasonally adjusted) declined slightly in Sep
tember, according to preliminary data, this followed a 
strong performance in August, when retail sales volume 
achieved one of its biggest monthly advances of the year. 
For the entire third quarter, retail sales grew at an annual 
rate of close to 10 per cent, or at roughly the same rapid 
pace as in the first half of the year. At the same time, per
sonal income continued to grow strongly, increasing by 
$4.1 billion in September. Despite the present tight mone
tary conditions, the availability of consumer credit ap
pears by and large to have been maintained by banks and 
other primary lenders. To be sure, the September rise in 
consumer credit outstanding was the smallest in almost 
two years, as new instalment credit extensions declined by 
1.7 per cent (seasonally adjusted). These extensions, how
ever, remained at a very high level by historical standards, 
and only four months, all in 1966, exceeded the Septem
ber reading. For the third quarter as a whole, consumer 
instalment credit extended was 7 per cent (annual rate) 
higher than in the second quarter, while consumer credit 
outstanding rose by $1.7 billion, with credit for auto
mobiles and other consumer goods advancing strongly.

After having risen by 3.8 per cent in the preceding 
twelve months, the wholesale price index remained un
changed in September and declined by 0.6 per cent in 
October to 106.2 per cent of its 1957-59 base. Prices 
for farm products and processed food, taken together, 
rose somewhat in September but fell markedly in October 
as supply conditions improved; they nevertheless still re
mained substantially above year-ago levels. On the other 
hand, the industrial commodities grouping, which accounts 
for three quarters of the index, remained unchanged dur
ing the last three months. Within the industrial sector, the 
prices of crude materials declined from July to October, 
while those for intermediate materials remained roughly 
unchanged and those for finished goods rose. The prices of
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hides, skins, and leather dropped sharply during this pe
riod, reflecting increased livestock slaughter as well as 
export restrictions, while the decline of residential con
struction activity continued to exert its impact on lumber 
and wood products prices. Nonferrous metal prices also 
declined, but iron and steel prices, despite some recent 
weakness, were slightly higher than in July. Price de
clines were also reported for textiles and rubber products. 
In contrast, however, capital goods prices continued their 
steady rise. Wholesale automobile prices, after being low
ered in August and September as producers granted 
rebates to help clear dealers’ inventories prior to the in
troduction of the 1967 models, rose again in October.

The consumer price index, on the other hand, has given 
no sign of flattening out. It rose by 0.3 per cent in Sep
tember, despite a 0.2 per cent decline in food prices and 
even larger reductions in the prices of 1966 model auto
mobiles. The cost of services continued to trend upward, 
and there were sharp rises in apparel prices.

Despite the improved recent performance of industrial 
wholesale prices, the general outlook for price develop
ments continues to be a cause for concern. On the cost side, 
wage pressures appear to be accelerating, and unit labor 
costs—which have been trending upward since the begin

ning of the year— are likely to rise more sharply, as the 
effect of the large settlements reached in the past few 
months begins to be felt. On the demand side, too, rising 
personal consumption expenditures, large-scale business 
outlays on fixed investment, and especially the mounting 
requirements of the Vietnam war are likely to continue 
exerting a heavy pressure on productive resources in gen
eral. One particularly serious bottleneck is, of course, 
skilled labor, and the situation did not improve in this 
respect in September or October. The overall unemploy
ment rate, which had fallen by 0.1 percentage point in 
September to 3.8 per cent, rose by an equal amount in 
October, thus returning to the 3.9 per cent level at which 
it had stood in July and August, and around which it had 
hovered during the first half of the year. The unemploy
ment rate for married men stood at 1.9 per cent in Octo
ber. Continued tightness in the labor market was also in
dicated by the fact that average weekly hours of produc
tion workers in manufacturing remained at the very high 
levels of 41.5 hours in September and 41.3 in October. 
It is noteworthy that the number of major labor market 
areas with an unemployment rate in excess of 6 per cent 
shrank in September to eight; there were ten such areas in 
August and nineteen at the end of last year.

Recent Banking and M onetary Developments

The nation’s banking system was subject to increased 
pressure during the third quarter of 1966. Reduced nation
wide reserve availability, coupled with mounting difficul
ties in competing for short-term funds, contributed to a 
noticeable slowing of the growth of bank deposit liabilities 
and bank credit. Loan demand remained strong, on bal
ance, though there was some moderation following the very 
heavy borrowing associated in part with accelerated pay
ments of business taxes in the spring and early summer 
months and in part with anticipations of tighter loan 
terms. Reflecting pressure from a wide spectrum of bor
rowers, banks reduced their holdings of all types of 
securities as a means of obtaining funds for loans. They 
also raised their prime lending rate from 5% per cent to 
6 per cent in mid-August, the fourth time in a span of 
nine months that this rate had gone up. Throughout the 
third quarter, moreover, banks continued to bid aggres

sively for reserves in the Federal funds market, and many 
with branches in Europe were very active in seeking funds 
in the Euro-dollar market. In addition, some banks in
creased their resort to the “discount window” in order to 
satisfy their residual reserve needs.

One major factor bearing on bank lending and invest
ing policies during the third quarter of the year was the 
growing difficulty of attracting and keeping time deposit 
funds—especially those obtained through issuance of large 
negotiable time certificates of deposit. Since banks have 
been limited under Regulation Q to a SVi per cent offering 
rate on these instruments, many money market investors 
were increasingly attracted to higher yielding short-term 
investments available elsewhere, and banks found the vol
ume of their certificates of deposit (C /D ’s) actually 
shrinking. Moreover, banks exercised more loan restraint 
because they had already drawn heavily on their holdings
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The Business Situation

The recent moderation of demand pressures is appar
ently continuing. Nevertheless, with defense expenditures 
pointed upward, the economy still faces the problem of 
excess demand. Unemployment remains at a very low level 
and skilled labor is in short supply, while industry is oper
ating close to capacity. Even though industrial wholesale 
prices have been stable since the summer, consumer prices 
have increased further, labor costs per unit of output have 
risen sharply, and wage pressures have accelerated.

Although retail sales have remained on a high plateau 
for some months now, there is considerable buoyancy in 
the economy. Disposable income is rising very rapidly, 
industrial production has apparently resumed its upward 
course after a temporary pause in September, and new 
orders received by durables manufacturers remain ex
tremely high. New survey information on the spending 
plans of consumers and businesses, while suggesting slower 
growth in such spending, nevertheless underscores the 
basic strength of the private sectors of the economy. 
Businesses expect to increase their spending on plant and 
equipment still further in the first half of 1967. Consumer 
intentions to buy new automobiles and major household 
durables within the next six months have weakened per
ceptibly, perhaps as a consequence of uneasiness about the 
economic outlook, but consumers remain optimistic about 
the growth of their incomes, which is the prime determi
nant of consumer demand.

P R O D U C T IO N ,  O R D E R S ,  A N D  C O N S T R U C T IO N

Industrial output rose in October, after the pause 
recorded in the preceding month. The Federal Reserve 
Board’s seasonally adjusted production index advanced 
by 0.5 percentage point to 158.6 per cent of the 1957-59 
average. The most recent increase was moderate in com
parison with the average gains experienced earlier this 
year, extending the gradual trend toward a more sustain
able rate of growth of production. Thus, while industrial 
output rose at an annual rate of 14 per cent from the 
fourth quarter of 1965 to the first quarter of 1966, the

annual rate of increase dropped to 8 per cent in the second 
quarter and to 516 per cent in the four-month July to 
October period. The slowdown in the growth of produc
tion has been especially marked in the consumer goods 
sector, where automobile assemblies and the production 
of television and radio sets trended downward. The pro
duction of materials has also weakened. Business and 
defense equipment output, on the other hand, has con
tinued to increase at a very rapid rate throughout the year, 
as investment outlays remained on their steeply rising 
curve and the military requirements for the Vietnam war 
mounted sharply.

These longer run trends were, by and large, also re
flected in the results for the month of October. A notable 
exception was the steep 20 per cent rise in automobile 
production from depressed September levels to a rate 
almost as high as that of the exceptional first quarter. In 
November, however, the rate of auto assemblies was 
reduced somewhat. On the other hand, the October output 
of furniture and some household appliances declined 
again, while equipment output, for both business and 
defense purposes, continued to advance. Finally, materials 
production declined slightly further as iron and steel out
put moderated for the third consecutive month.

The overall volume of new orders received by durables 
manufacturers fell by $1.2 billion to a $24.1 billion sea
sonally adjusted total in October, after increasing by 
$1.8 billion in September. Much of the fluctuation in new 
orders in recent months has been ascribable to defense 
orders. New durables orders for civilian goods, after 
declining substantially from March through August, ap
parently rose in both September and October. Shipments 
by all durables manufacturers increased in October to 
a new record but still fell short of new orders bookings. 
Consequently, the backlog of unfilled orders rose once 
more, although the October increase of $600 million was 
one of the smallest recorded in the past year.

Construction outlays continued to decline in October, 
with the bulk of the easing again concentrated in private 
residential construction, which fell by 2.7 per cent. While
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the most recent declines in both total and residential con
struction outlays were considerably smaller than those 
occurring in the preceding three months, some further 
easing, especially in residential construction, seems highly 
likely. Thus, private nonfarm housing starts dropped by 
21 percent in October,and residential construction awards 
were off by 5 V2 per cent. New contracts for commercial 
and industrial construction, which had risen substantially 
in September, fell off by even more in October and were 
5 per cent below their year-ago level.

IN C O M E ,  S A L E S ,  E M P L O Y M E N T ,  A N D  P R IC E S

Personal income, which advanced strongly in September 
at a time when other indicators were showing some hesi
tancy, registered another substantial increase in October. 
A further large rise in Federal transfer payments, under 
Medicare and other programs, brought the increase in

Chart I

DISPOSABLE PERSONAL INCOME AND RETAIL SALES
Seasonally adjusted annual rate 

Billions of dollars Billions of dollars

Note: Disposable personal income data are quarterly; retail sales data are monthly. 

Source; United States Department of Commerce, Bureau of the Census.

total personal income to a seasonally adjusted annual rate 
of $4.6 billion, equaling the September gain and only 
moderately below the August advance of $5.4 billion. 
There has been a marked acceleration of the growth of 
personal income during the last three months to an annual 
rate of 10 per cent, compared with less than 7 per cent 
from December to July. This development reflects in part 
the fact that Medicare payments have recently boosted 
income. The rapid pace of advance in wage and salary 
disbursements, which account for some two thirds of total 
personal income, has continued unabated.

Retail sales rose slightly in October, according to pre
liminary data, following a moderate seasonally adjusted 
increase of 0.3 per cent in September (see Chart I) . 
In both months, declines in the sales of durable goods 
stores were more than offset by increased sales at non
durable goods outlets. Within the durables category, 
sales of furniture and household appliances were down in 
October for the second consecutive month, at least partly 
due to the slump in residential construction, and auto
mobile dealers reported a substantial drop in new car sales. 
Domestic new car sales declined to a seasonally adjusted 
annual rate of slightly over 8 million units during October, 
down from 8.6 million in September and the lowest level 
since last May. Dealer sales recovered to 8.4 million units 
in November, but still remained below previously antici
pated levels. As a consequence, auto producers have cut 
back their November assemblies by 6 per cent to a sea
sonally adjusted annual rate of 8.5 million units; 8.8 mil
lion units are scheduled for production in December.

The latest survey of consumer buying intentions points 
to the possibility of a continuation of somewhat less 
buoyant auto sales in the coming months. In October of 
this year, the proportion of families reporting plans to 
purchase a new car within six months was lower than in 
either October 1965 or October 1964, but still well ahead 
of the percentages in earlier years (see Chart II) . The 
percentage of families planning to buy a new car within 
three months, however, was about the same as in the pre
ceding two October surveys, and the overall decline was 
almost entirely in plans for purchases three to six months 
in the future, or at some as yet undecided time within the 
six-month period. There are a number of reasons which 
might explain this divergence. First-quarter automobile 
sales were exceptionally strong in 1965, when consumers 
were purchasing the cars that had not been available dur
ing the preceding strike period, and in 1966 when pur
chases soared in part as a result of the reduction in 
the automobile excise tax. (This excise tax cut was 
repealed in March 1966.) The strength of buying in
tentions revealed by the 1964 and 1965 October surveys
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is undoubtedly explained to a large extent by these fac
tors, and some letdown is hence not very surprising. 
The latest survey, however, may also denote a feeling 
of uneasiness about the economic outlook beyond 1966, 
and perhaps also the expectation of an income tax increase 
early next year.

These factors are apparently also reflected in the 
buying plans for household durables. Indeed, while 
the proportion of families intending to purchase within 
three months one or more of the seven big-ticket items in
cluded in the survey was virtually unchanged from the high 
percentages of October 1965 and 1964, the proportion 
planning to buy in three to six months, or at an undeter
mined point within the coming six months, dropped sharply 
below the levels of the last two years. The survey also dis
closed that the proportion of families expecting to have 
higher incomes a year from the survey date had remained 
as large as it was in October 1965, and considerably ahead 
of the percentages recorded in the preceding years. Since 
income is the main factor determining how much people 
will buy, the apparent contradiction between income ex
pectations and purchase plans might be a further evidence 
of consumer uneasiness regarding business prospects.

The expectations of further rises in personal income 
revealed by the survey may have been based in part on 
the very strong employment conditions that prevailed dur
ing the past year. The situation remained taut in this 
respect during November, when employment rose substan
tially and the overall unemployment rate fell by 0.2 per
centage point to 3.7 per cent. This level has already been 
reached twice early this year, but was otherwise the lowest 
in thirteen years. The unemployment rate for married 
men, at 1.7 per cent, hit its lowest level on record.

The continued tightness in the labor market, along with 
substantial increases in the cost of living, has generated 
strong pressures on wages. The median wage increase 
provided for in major labor contracts negotiated in the first 
nine months of each year has risen sharply during this 
expansion from only 2.3 per cent in 1963 to 3.0 per 
cent in 1964, 3.3 per cent in 1965, and 3.8 per cent in
1966. This trend, furthermore, appears to be continuing, 
and could easily lead to a serious problem of cost inflation. 
Labor costs per unit of output in manufacturing have risen 
steeply since the summer— at an annual rate of 8 per cent 
in the last two months alone— and are likely to keep on 
increasing since smaller productivity gains are likely to 
continue. This, of course, creates a grave threat both to 
the future of the expansion and to the efforts to bring 
our balance of payments into equilibrium.

Meanwhile, the prices paid by consumers have been 
advancing month after month at a rate not matched since

Chart II

CONSUMER INTENTIONS TO BUY NEW AUTOMOBILES 
AND HOUSEHOLD DURABLES WITHIN SIX MONTHS

Per eerst Per cent

Note: Buying plans are expressed as the ratio of the number of families who indicate 
they intend to buy to the total numberof families in the survey.

Source: United States Department of Commerce, Bureau of the Census.

the inflationary bout of the midfifties. The October rise in 
the consumer price index was 0.4 per cent, bringing it 
to a level fully 3.7 per cent above a year ago. Prices of 
food in grocery stores declined slightly in October, al
though less than seasonally, but the prices of all major 
nonfood categories increased. The prices of services, in 
particular, continued on their upward trend, and nonfood 
commodity prices rose once more. Apparel prices increased 
again, and the prices of new automobiles jumped in Octo
ber, in large part because in September dealers had extended 
substantial discounts on 1966 models. Taking new safety 
features and other quality improvements into account, the 
prices of 1967 models are estimated to average about 
the same as the prices for 1966 model cars at the time 
of their introduction.

B U S IN E S S  I N V E S T M E N T

Recent survey data suggest the probability of some 
slowdown during 1967 in the rate of growth of business 
spending on plant and equipment, but next year’s growth is 
nonetheless likely to be substantial.

The Department of Commerce-Securities and Exchange
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Commission survey of plant and equipment expenditures 
taken in November indicates that businesses are now ex
pecting to spend $63% billion (seasonally adjusted annu
al rate) in the first half of 1967, or some 8 per cent more 
than in the corresponding period of 1966 (see Chart III). 
While such a growth rate is appreciable, it nevertheless 
falls well short of the gains achieved in the preceding three 
years. The slightly downward-revised estimates for 1966, 
for instance, place this year’s advance over 1965 at fully 
I 6V2 per cent. Businesses, moreover, apparently plan 
smaller increases in plant and equipment expenditures in 
the second quarter of 1967 than in the first.

The slower growth anticipated for the first half of next 
year by the Commerce-SEC survey is not inconsistent 
with the earlier McGraw-Hill fall survey of preliminary 
plans for capital spending. The latter survey found that 
businesses are currently planning to spend $63.8 billion 
during the entire year 1967, or 5 per cent more than this 
year. The current plans of businessmen covered in this 
survey are, of course, subject to continuous revision as 
the new year unfolds. Throughout this expansion, such 
revisions have been considerable and in each year on the 
upside. There are, however, a number of forces now at 
work to slow down the capital spending boom and, if the 
plans for 1967 revealed by the McGraw-Hill fall survey 
are upgraded, it may consequently be by a lesser amount 
than in the past years of the expansion.

Indeed, the rapid increase of corporate profits and cor
porate cash flow has halted since the spring of this year. 
After-tax profits remained unchanged in the second quarter 
at $48.7 billion (seasonally adjusted annual rate) and then 
declined slightly to $48.3 billion in the third quarter, partly 
as a reflection of lower sales by automobile producers. 
Thus, even though corporate capital consumption allow
ances continued to rise steadily while dividend payments 
advanced only slightly in the second quarter and not at all 
in the third, the increase in corporate cash flow slowed 
down, and the third-quarter gain— $0.2 billion to $66.3 
billion—was extremely small. Although both profits and 
cash flow remain at historically high levels, their near 
stability, coupled with tight credit conditions, places a 
damper on the increase in the capital spending of many 
firms. At the same time, the very rapid rate of capital 
expansion of the last three years has helped relieve ca
pacity pressures in a number of industries (although the 
overall capacity utilization rate, newly published in the Fed
eral Reserve Bulletin, has remained unusually high through
out 1966). In addition to these forces, the recent suspen-

Chart III

PLANT AND EQUIPMENT EXPENDITURES
Sea sonally  adjusted annual rates 
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Sources: United States Department of Commerce; Securities and 
Exchange Commission.

sion until 1968 of the tax credit on new machinery and 
equipment and of accelerated depreciation on new business 
structures has also helped postpone investment plans. The 
McGraw-Hill survey indicates that plant and equipment 
spending plans for 1967 were cut back by as much as 
$1 Vi billion because of these fiscal measures, which thus 
reduced next year’s planned increases in capital outlays by 
fully one third.

A survey of the capital appropriations of the 1,000 larg
est manufacturing corporations recently conducted by the 
National Industrial Conference Board seems to confirm 
the expectation of a slower growth in capital spending in 
1967. Net new capital appropriations, which had risen 
by 14 per cent in the second quarter of the year, declined 
by 16 per cent in the third quarter, but still remained very 
high. Even though actual capital expenditures by these 
large corporations rose to record levels in the third quar
ter, they were nevertheless again lower than net new appro
priations. The backlog of unspent authorizations conse
quently increased, albeit by a relatively small amount.
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The Business Situation

At the turn of the year, demand pressures in the 
economy appear to have eased on balance, but cost in
creases continue to threaten both the maintenance of or
derly economic expansion and the country’s balance-of- 
payments position. Industrial production has advanced only 
slightly since August. Retail sales have remained on a high 
plateau since last spring, even though personal income has 
continued to grow vigorously. At the same time, the ex
pansion of business fixed investment spending—while it 
has moderated—is continuing and defense expenditures 
are rising. Moreover, the economy is operating with only a 
narrow margin of unutilized resources. Unit labor costs are 
increasing sharply, thus seriously threatening the recent 
stability of industrial wholesale prices. As for consumer 
prices, the substantial advances in the prices of services and 
nonfood commodities show no sign of abating. To be sure, 
food prices have recently declined at both the wholesale and 
retail levels, but this is likely to be only a temporary lull.

PRODUCTION, ORDERS, AND INVENTORIES

Industrial output eased in November, returning to a 
level only barely above that of midsummer (see Chart I) . 
The Federal Reserve Board’s seasonally adjusted produc
tion index, after having increased by 0.5 per cent in 
October, declined by 0.2 per cent in November to 158.3 
(1957-59 =  100). The small November decline was largely 
the result of substantial cutbacks in automobile assem
blies and in iron and steel production. At the same time, 
however, the output of all other goods, on balance, in
creased more slowly than earlier in the year.

Automobile production, which had jumped ahead by 
20 per cent in October, fell back 6 per cent in November. 
Assemblies reached a seasonally adjusted annual rate of 
8.5 million units during that month, and this rate was 
maintained in December as well. The recent softening 
of new domestic auto sales—which contrasts with the con
tinued brisk sales of imported cars—has led producers to 
lower their sights for the coming months. Although the cur

rent levels of auto assemblies are well below those recorded 
throughout 1965 and early in 1966, they still compare most 
favorably with prior years. The moderation in the rate of 
automobile assemblies— along with the housing slump, in
ventory cutbacks, and stronger competition from abroad— 
has contributed significantly to the continued decline in 
iron and steel output. Such output was cut back by 2Vi 
per cent in November, bringing the cumulative decline in 
iron and steel production from the July peak to almost 7 
per cent.

The output of goods other than automobiles and iron 
and steel, on the other hand, edged up further in Novem
ber. Defense equipment production, in particular, again 
rose steeply, while business equipment output also showed 
a strong advance in November; both rises were, indeed, 
sharper than in the preceding month (see Chart I ) . The 
production of consumer goods other than autos also in
creased in November, but the output of raw and semi
finished materials declined, even after the exclusion of the 
iron and steel group.

The volume of new orders received by durables manu
facturers fell by $1.1 billion in November, to $23.1 billion 
— the lowest level in a year. As in the preceding month, 
when new orders had dropped by $1.0 billion, the decline 
reflected to a large extent a reduction in the volatile series 
covering defense orders, with a particularly sharp drop in 
aircraft and parts. The substantially lower volume of new 
orders resulted in a fractional decline in unfilled orders— 
the first decline in the orders backlog in three years. The 
backlogs of transportation equipment and primary metals 
producers declined, but other manufacturers—notably of 
machinery—registered a further lengthening of their un
filled orders. The overall backlog, which has risen by $33 
billion or 77 per cent since this expansion began, remains 
of course extremely high and represents the equivalent 
of 3.3 months of sales at present rates of shipment.

Recent data indicate that inventory accumulation has 
been proceeding at a high rate. Total manufacturing and 
trade inventories rose by as much as $1.3 billion (seasonally
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C h a rt I

INDUSTRIAL PRODUCTION
S e a so n a lly  a d ju ste d ; 1 9 5 7 -5 9 = 1 0 0

Note: Index for defense equipment was calculated at the Federal Reserve Bank of New York  
from data published by the Board of Governors of the Federal Reserve System.

Source: Board of Governors of the Federal Reserve System.

adjusted) or 1 per cent in October, as wholesalers’ and re
tailers’ inventories rose sharply. The growth of manufactur
ing inventories, which had been very steep during the sum
mer months—notably in work-in-process stocks at du
rables manufacturers— on the other hand, moderated in 
September and October but still remained substantial. In 
November, however, inventory accumulation rose again 
to the July-August rate. Work-in-process inventories held

by producers of transportation equipment and of machinery 
increased sharply, and durables manufacturers’ stocks of 
finished goods expanded significantly. The rise in inven
tories of materials and supplies, in contrast, was moderate. 
Even though inventory-sales ratios are currently relatively 
high, further— albeit slower—increases in inventories ap
pear likely. A recent Department of Commerce survey indi
cates that durables manufacturers foresee further substan
tial additions to their stocks in the first quarter of 1967.

There are indications that the downtrend in housing con
struction may be bottoming out even though private resi
dential construction outlays declined further in Novem
ber. Indeed, residential construction contracts rose sharply 
in November, by 13 per cent, building permits for new 
private housing units edged up, and private nonfarm hous
ing starts— a highly erratic series—jumped 20 per cent 
after having dropped 22 per cent in October. For October 
and November combined, both permits and starts indicate 
a relatively small rate of decline— as against the very con
siderable drop recorded over the spring and summer 
months—while residential construction contracts increased.

CONSUMER DEMAND, EMPLOYMENT, AND PRICES

Personal income advanced by $3.2 billion in November, 
to a seasonally adjusted annual rate of $597.6 billion. This 
increase, the smallest one since July, falls well below the 
average monthly rise of $4.8 billion recorded in the three 
months August to October. About one third of the easing 
from the August-October average increase reflected a lower 
growth in Government transfer payments; these had, of 
course, increased very rapidly in the months immediately 
following the introduction of the Medicare program. Fully 
half of the slowdown in personal income growth, however, 
represented a slower expansion in wage and salary dis
bursements. The November advance in these payments 
was the smallest monthly increase since April. Neverthe
less, the November rise in personal income was substantial, 
and fully equal to the advances registered in the first half 
of 1966.

Despite the continuing large rises in consumer in
comes, retail sales have changed only little since last 
spring. In December, sales dropped by about 1 per cent 
to a $25.4 billion seasonally adjusted level, according 
to preliminary data subject to major revisions. The De
cember decrease, which followed a smaller increase in 
November, was apparently the outcome of declines in most 
sales categories. Paralleling the relative stability of retail 
sales over the last months, the growth of instalment credit 
outstanding had slowed substantially, reaching in October 
a low for the last two years. In November, however, there
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C h a rt II

CONSUMER PRICES
(1 9 5 7 -5 9 = 1 0 0 )

P e rc e n t  P e rc e n t

Source: United States Bureau of Labor Statistics.

was a significant acceleration dominated by an increase in 
automobile credit.

Even though demand pressures have moderated, the 
labor market remains tight. The overall unemployment 
rate, which had dropped by 0.2 percentage point in No
vember, increased by 0.1 percentage point in December 
to 3.8 per cent. For the entire fourth quarter, the unem
ployment rate averaged 3.8 per cent— a level equal to that 
of the first quarter of 1966 and the lowest since 1953. Re
flecting continuing manpower shortages, as well as lower 
productivity gains, labor costs per unit of output in manu
facturing have risen sharply month after month since July. 
At the same time, wage increases in excess of productivity 
gains have also been characteristic in other sectors of the 
economy, and notably in service industries.

Wholesale prices declined in November, by 0.3 per 
cent, after having fallen by 0.6 per cent in October. The 
declines in both months are entirely ascribable to reduc
tions in the prices of farm products and processed foods. 
Industrial wholesale prices, in contrast, edged up by 0.1 
per cent in both October and November. Further rises in 
the prices of furniture and other household goods, metal 
and metal products, and machinery were largely offset by 
continued declines in the prices of lumber and wood prod
ucts and of hides, skins, and leather products.

In November, a more than seasonal drop in food prices 
held the overall increase in consumer prices to 0.1 per 
cent—the smallest advance since May (see Chart II) . 
However, the bulk of this slowdown reflected seasonal 
factors. Food prices in grocery stores fell by 0.9 per cent 
in November, and total food prices, which include res
taurant prices, by 0.7 per cent. Outside the food area, 
however, prices continued to advance briskly. The prices 
of services, led again by those for medical care, rose at 
the same rapid pace as in the last few months. The in
crease in the prices of commodities other than food mod
erated somewhat; however, apparel prices and housing 
costs advanced substantially.
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The Business Situation

Demand pressures at the close of 1966 were distinctly 
more moderate than was the case earlier in the year. A 
year ago, personal consumption expenditures, business 
capital outlays, and defense requirements were all rising 
rapidly, threatening to reach levels well in excess of the 
practical limits of available labor and capital resources. 
In such circumstances, it was to be expected that infla
tionary pressures would be set in motion, as clearly hap
pened in the first half of 1966. By the year-end, however, 
efforts to combat inflationary excesses had succeeded in 
dampening the rate of growth of overall private demand, 
thus helping to make available the resources necessary for 
increased defense production while at the same time pro
viding some measure of relief in the overall call made on 
the nation’s production capacity.

Although recent estimates of gross national product 
(G N P) in the fourth quarter of 1966 indicate a rate of 
gain higher than that of the third quarter, this development 
primarily reflected a sharp increase in the rate of inventory 
accumulation. Final expenditures— GNP less inventory in
vestment— actually grew more slowly in the fourth quarter 
than in the third. Defense expenditures expanded a little 
less rapidly but still accounted for about one fourth of the 
advance in total GNP. Increases in capital spending by 
business, although still considerable, took a smaller share 
of the total expansion of output than in earlier quarters of 
the year. Consumer spending advanced relatively little, 
despite a substantial increase of disposable personal in
come, and residential construction outlays dropped further. 
In the meantime, however, there are indications that the 
residential construction decline may soon bottom out.

Total industrial production rose from the third to the 
fourth quarter of the year at a comparatively modest annual 
rate of 2% per cent. A t the same time, the rate of utiliza
tion of manufacturing capacity, while remaining at a high 
level, edged off slightly in the fourth quarter. The average 
workweek in manufacturing also shortened somewhat in 
December.

Despite some reduction in overall demand and supply

pressures, production costs continue to increase and pres
ently show little prospect of easing. Unit labor costs in 
manufacturing are estimated to have risen at a 6 per cent 
annual rate from July to December. Moreover, the GNP 
deflator— the broadest measure of price changes in the 
economy— rose at an annual rate of more than 3 per cent 
during the fourth quarter, somewhat less rapidly than the 
33A  per cent rate registered earlier in the year but almost 
twice as fast as in 1965.

GROSS NATIONAL PRODUCT  
IN THE FOURTH QUARTER OF 1966

The nation’s total output of goods and services increased 
by $13.8 billion in the final quarter of 1966, to a seasonally 
adjusted annual rate of $759.1 billion, according to pre
liminary estimates by the Department of Commerce. This 
sizable advance— at an annual rate of IV2 per cent— was 
somewhat larger than that of the preceding three-month 
period, although it fell well short of the outsized increase 
recorded during the first quarter of 1966. Of the $13.8 
billion added to GNP during the fourth quarter, however, 
only some $8 billion constituted a real increase in goods 
and services produced; the remaining $5% billion re
flected merely higher prices. Nevertheless, even when ad
justments are made for price rises, the growth in GNP was 
at a strong annual rate of nearly AVi per cent, compared 
with 4 per cent in the third quarter, 2 per cent in the sec
ond, and 6 per cent during the exceptional first quarter of 
1966.

About one third of the increase in GNP during the 
fourth quarter was due to inventory accumulation (see 
Chart I ) .  Inventories are estimated to have risen at an un
usually high annual rate— $14.4 billion— with sharp rises 
recorded in work-in-process inventories held by durables 
manufacturers, notably in the machinery and transporta
tion equipment industries. But manufacturers’ inventories 
of finished goods also increased rapidly, as did wholesale 
and retail trade inventories. In contrast, final expenditures
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Chart I

RECENT CHANGES IN GROSS NATIONAL PRODUCT 
AND ITS COMPONENTS
Seasonally adjusted annual rates
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— total GNP less inventory investment— rose by a rela
tively modest $9.3 billion, which was considerably below 
the $15.4 billion increase recorded in the preceding quarter.

The consumer sector showed a distinct lack of buoy
ancy during the fourth quarter, and the $4.5 billion in
crease in total outlays for consumption was only half the 
gain of the preceding quarter. In  real terms, the fourth 
quarter’s advance in total consumption expenditures was 
negligible— $0.2 billion, as against a $6.9 billion gain in the 
third quarter. Consumer spending for durable goods de
clined fractionally during the fourth quarter, and was actu
ally slightly less than in the opening months of 1966. Out
lays for automobiles and parts, although virtually unchanged 
from the third-quarter level, were significantly lower than 
at the start of the year. Expenditures on nondurable goods 
did increase, but the advance was the smallest in three 
years and was more than accounted for by higher prices. 
Consumers increased their expenditures for services by as 
large a dollar amount as in the third quarter, but almost two

thirds of the increase went simply to pay for higher costs.
The slowing of consumer spending seems not to have 

reflected a general lack of funds. Indeed, disposable per
sonal income in the fourth quarter expanded at a very 
rapid $10.4 billion seasonally adjusted annual rate, com
pared with a $7.9 billion gain in the preceding quarter. 
At the same time, while outstanding consumer credit ad
vanced less rapidly in the fourth quarter than in the third, 
the availability of such credit appears to have been main
tained, if not increased a bit. The recent small increases 
in consumer outlays on goods and services have appar
ently resulted from a number of causes, including a grow
ing uneasiness among the general public, prompted by un
certainty regarding the economic outlook, price develop
ments, the war in Vietnam, and the possibility of a tax 
increase. It should also be stressed, however, that the 
slower rise of consumption than of disposable personal 
income in the fourth quarter may simply have reflected 
the desire of consumers to increase the proportion of 
their income saved. During most of the current expansion, 
consumers have been saving an unusually small share of 
their disposable incomes. This development, which in the 
last year or two probably reflected in good part efforts to 
maintain an advancing standard of living in the face of 
rapidly rising prices, had brought the savings rate down to 
an exceptionally low level by the third quarter of 1966. In 
the fourth quarter, however, the savings rate returned to a 
figure more in line with the long-term average.

Residential construction expenditures again fell sharply 
in the fourth quarter— by $3 billion— to a level one-fourth 
below that of the first quarter of 1966. A t the same time, 
however, housing starts and other indicators of prospec
tive home-building activity improved somewhat during the 
period, leading many observers to conclude that the decline 
in home building might be nearing an end.

Business fixed investment outlays increased less in the 
fourth quarter than in the third, but the $1.4 billion ad
vance nevertheless remains large by historical standards. 
The survey of plant and equipment expenditures taken 
last November by the Department of Commerce and the 
Securities and Exchange Commission had already revealed 
that capital spending was increasing at a lesser pace dur
ing the fourth quarter, and indicated that further slow
downs in such spending were likely in the current and 
following quarters. There are a number of factors behind 
this leveling off. Perhaps the main one is that the pace of 
economic activity has begun to moderate, while the pres
sure on capital resources is easing slightly as new capacity 
created by past spending comes into use. The Federal Re
serve Board’s index of capacity utilization edged off by 1 
percentage point during the fourth quarter, to the still very
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high level of 90 per cent. At the same time, profit margins 
have come under progressively stronger pressure as labor 
costs per unit of output mount rapidly.

National defense expenditures rose steeply in the fourth 
quarter, by $3.5 billion, following an even sharper up
surge of $4.9 billion in the preceding quarter. By the end of 
the year, defense spending was $13 billion higher than in 
the fourth quarter of 1965, while for the full year 1966 
the advance over the preceding year amounted to $10 
billion. Federal Government purchases of nondefense 
goods and services, on the other hand, did not rise during 
the fourth quarter.

The budget recently submitted to Congress calls for fur
ther substantial increases in Federal Government pur
chases of goods and services. In his Economic Report, the 
President stated that defense expenditures would rise by 
another $10 billion during calendar year 1967, while all 
other Federal purchases would increase by %IV2 billion. 
Because of the stimulus of Government spending and a 
basically strong private demand situation, the Council of 
Economic Advisers expects that the economy will con
tinue to move ahead in 1967 and will gather strength 
after midyear. This projection assumes, it might be noted, 
that Congress will act favorably on the President’s budget 
plans, including the proposed imposition of a 6 per cent 
surcharge on both corporate and personal income taxes. 
The surcharge would be introduced on July 1 and, accord
ing to the President, would “last for two years or for so 
long as the unusual expenditures associated with our efforts 
in Vietnam continue”.

RECENT D EVELO PM ENTS

According to the preliminary estimate, industrial output 
remained virtually unchanged in December. The Federal 
Reserve Board’s index edged up by 0.1 percentage point, 
to 158.7 of the 1957-59 average, after having eased by 
0.2 percentage point in November. As in the past few 
months, there was a substantial decline in iron and steel 
production but large increases in the output of business 
and defense equipment. Automobile production, on the 
other hand, remained at a seasonally adjusted annual rate 
of 8V2 million units in December but declined to a 7 Va 
million unit level in January. Mining output rose substan
tially, reflecting primarily a sharp recovery in coal pro
duction, while utilities production also increased.

Manufacturers’ shipments, which had declined slightly 
in November, rose more than 2 per cent, or by $1.0 billion, 
in December. Considerable strength was apparent in both 
the durables and nondurables components. Equipment and 
defense producers, as well as manufacturers of consumer

nondurables, had particularly large increases in sales. 
Along with the strong performance of shipments, the in
crease in manufacturers’ inventories moderated substan
tially in December, amounting to $0.8 billion after seasonal 
adjustment, as against a $1.1 billion advance in November. 
The rise in durables manufacturers’ inventories, in partic
ular, slowed to $0.6 billion from $1.0 billion in the preced
ing month. The overall inventory-sales ratio in manufac
turing declined slightly in December for the first time in 
seven months, but remained high in comparison with 
earlier levels.

The volume of new orders received by durables manu
facturers rose $0.9 billion to $23.9 billion in December, 
following two consecutive months of decline that totaled 
$2.2 billion. More than half of the December increase re
flected the movement of defense orders, as had been the
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case for the bulk of the earlier decline. Unfilled orders of 
durables manufacturers remained virtually unchanged in 
December.

Personal income, which had risen exceptionally rapidly 
from July to November, grew more slowly in December. 
Nevertheless, that month’s $3.0 billion advance was close 
to the high average advance recorded in the first half of 
1966. Wage and salary disbursements were up by a sub
stantial $2.3 billion, while transfer payments rose by fully 
$1.0 billion. Dividend receipts, on the other hand, fell 
sharply— by $1.4 billion— presumably reflecting declines 
in the profits of some corporations and the need to con
serve cash. Consumer credit outstanding increased in De
cember by the smallest monthly amount in almost five 
years, primarily as a result of a very modest advance in 
outstanding automobile credit.

Many of the series bearing on the outlook for residential 
construction have improved somewhat in recent months. 
Seasonally adjusted residential building contracts, which 
by October had fallen 43 per cent from their March high, 
rose by 13 per cent in the following two months. Over the 
same period, building permits for new private housing units 
dropped by 44 per cent through October, but then rose 8 
per cent by December. Private housing starts between Oc
tober and December recouped more than one third of their

46 per cent decline from March to October. The upturn in 
starts, moreover, was broadly based geographically (see 
Chart I I ) .  In assessing these developments, however, it 
should be recognized that the starts series is highly erratic 
and that more than two months of data are necessary 
to establish a trend in any of the statistics mentioned. The 
housing contraction in 1966 undoubtedly resulted pri
marily from a shortage of mortgage funds at those institu
tions specializing in this market. Recently, however, a sig
nificantly larger volume of funds has flowed into mortgage 
lending institutions. In  addition, the Federal Home Loan 
Bank System has made available $1.5 billion of credit to 
member savings and loan associations for mortgage lend
ing. To encourage member associations to avail themselves 
of the released funds, the interest rate charged on the bulk 
of these advances has been reduced to 5%  per cent. 
With the basic demand for housing apparently remaining 
strong, the easing in the mortgage market is likely to lead 
to a marked improvement in home building. Still, some 
time will be needed before the rise in housing starts is 
reflected in actual outlays. Even though the present indi
cations do not suggest an immediate return to the high 
levels of residential construction prevailing before the 1966 
slump, even a modest improvement of housing outlays 
would remove a major drag on the overall growth of GNP.
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sions in October and early November. Demand was di
minishing as the pressures on sterling eased, and at the 
same time the volume of South African supplies was 
picking up rapidly, following an adverse swing in South 
Africa’s payments position. Nevertheless, with the ap
proach of the year-end, demand became very strong once 
again, influenced partly by heightened tensions in the 
Middle East and by rumors that economic sanctions might 
be applied to South Africa in connection with the Rhode

sian situation. As a result, the price rose to $35.1971 to
ward the end of December. Thereafter, the market eased 
once again in early 1967, although there were brief flurries 
of demand in response to renewed French official discus
sion of the role of gold in world monetary arrangements. 
The lifting of restrictions on French gold trading in Paris 
was taken in stride both in the London market and else
where on the Continent, and at the end of February the 
London fixing price had fallen to $35.1486.

The Business Situation

The growth of business activity moderated somewhat 
further in recent weeks. Severe snowstorms throughout 
the Midwest and Northeast during late January and early 
February adversely affected production and sales. These 
storms, moreover, have greatly complicated the assessment 
of underlying business trends—a task already made diffi
cult by the many crosscurrents developing in both the 
financial markets and the markets for goods and services.

But, taking all factors into consideration, the economy 
still is moving ahead. Indicators of current strength include 
the high backlogs of unfilled orders on the books of 
durables manufacturers, the continuing large gains in em
ployment and personal income, and the steady climb of 
both defense outlays and spending by state and local 
governments. While the likelihood of a sizable downward 
adjustment of inventory spending continues to cloud the 
outlook for total spending in the coming months, new 
information indicates more potential strength in some other 
important areas of private activity than many observers 
have been anticipating.

RECENT M O N TH LY  INDICATORS

Due in part to the severe snowstorms that disrupted 
production in much of the northeastern and midwestem 
regions of the country late in the month, industrial output 
in January declined substantially from the December level. 
The Federal Reserve Board’s index of industrial produc
tion fell by 1.0 percentage point (or 0.6 per cent), after

having risen by 0.3 percentage point from November to 
December. At 157.9 per cent of the 1957-59 average, the 
January production index was back down to the level of 
last August (see Chart I). The largest January declines 
occurred in durable consumer goods and durable mate
rials. Automobile assemblies fell by 15 per cent to a 
seasonally adjusted annual rate of IV4 million units. Be
cause of production stoppages caused by the heavy snows, 
this rate of output was lower than had been scheduled. 
Iron and steel production, also affected by weather con
ditions, declined by 6 per cent in January, for a total re
duction of 14 per cent from last July’s high. Business 
equipment production, which had risen sharply month 
after month in 1966, leveled off in January, but defense 
equipment production continued to expand strongly.

The volume of new orders received by durables manu
facturers fell by a sizable $1.6 billion in January, and the 
seasonally adjusted level of $22.4 billion was the lowest in 
more than a year (see Chart I). Contrary to the experi
ence of earlier months, when fluctuations in new orders 
centered in defense-related businesses, the January decline 
reflected lower orders in a wide range of industries. Be
cause shipments by durables manufacturers remained 
strong—the seasonally adjusted volume of $23.3 billion in 
January was exceeded only twice—the backlog of unfilled 
orders was reduced by $0.9 billion. However, the $75.5 
billion of orders on the books of durables manufacturers 
at the end of the month was still equivalent to 3V4 months 
of shipments at current sales rates (see Chart I).
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Chart I

INDICATORS OF BUSINESS ACTIVITY
Percent Seasonally adjusted Millions of persons

Sources: Board of Governors of the Federal Reserve System; United States 
Departments of Labor and Commerce*

Inventory accumulation is continuing at a rapid pace. 
While retail and wholesale trade inventories have also in
creased substantially, it is manufacturing stocks that have 
provided the main push. Indeed, the increase in manufac
turers’ stocks in both December and January was at a 
seasonally adjusted annual rate in excess of $12 billion. 
Durables manufacturers’ inventories—especially of fin
ished goods—increased in January at a substantially lower 
pace than in December, and the rise was actually the small
est since last spring, but this was offset by an extremely 
large inventory accumulation by manufacturers of non
durable goods.

Private nonfarm residential construction outlays (sea
sonally adjusted) increased in January for the first time

in eight months. This increase had, of course, been fore
shadowed by the earlier rises in housing starts from their 
October lows. Moreover, both housing starts and building 
permits again climbed sharply in January, thus suggesting 
further increases in construction outlays in the immediate 
future. Housing starts increased by 14 per cent, to reach 
a seasonally adjusted annual rate of 1.2 million units, 
midway between the 1966 peak rate of 1.6 million units 
in January and the 1966 low of 0.8 million units in Oc
tober. Building permits for new private housing units 
also jumped by 18 per cent in January, thereby recover
ing almost one third of the reduction that took place be
tween March and October of last year. But, while these 
developments are certainly most encouraging, it must be 
recognized that starts and permits are highly volatile 
series, and assessment of the strength of the housing re
covery therefore must await developments in the coming 
months.

The employment situation continued very strong in 
January. Nonfarm payrolls again expanded sharply, in
creasing by 279,000 persons to a seasonally adjusted total 
of 65.4 million. Almost half of the gain centered in retail 
trade employment. Manufacturing employment also posted 
a good advance, but employment by all levels of gov
ernment increased by less than in preceding months. The 
overall unemployment rate remained unchanged in Jan
uary, at 3.7 per cent of the civilian labor force. (This 
figure was computed by the Bureau of Labor Statistics 
according to its new and improved definitions which con
form more closely to the everyday meaning of “unemploy
ment”. The new measurement procedure apparently re
duced the reported overall unemployment rate by about 
0.2 percentage point) The key unemployment rate for 
married men remained in January at its low November 
and December reading of 1.7 per cent. But, while un
employment rates were unchanged, some easing of the 
labor shortage is indicated by the recent slight shortening 
of the manufacturing workweek and by the behavior of 
various labor turnover rates in manufacturing.

Despite a $1.1 billion hike in the social insurance con
tributions of employees, personal income rose by a very 
large $5.4 billion in January to a seasonally adjusted 
annual rate of $607.2 billion. In comparison, personal in
come increased by $3.3 billion in December and averaged 
a $4.1 billion monthly gain during the second half of 1966. 
Wage and salary disbursements were up by $3.3 billion in 
January, as against $2.4 billion in December; dividend 
receipts rose by $1.5 billion after falling by an almost 
equal amount in December, and transfer payments moved 
up by $0.7 billion, $0.4 billion less than in the pre
ceding month.
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Despite the continued strong rise in personal income, 
retail sales remained sluggish in January. According to 
preliminary data, they were virtually unchanged from 
their reduced December level. However, part of the poor 
January performance was undoubtedly the result of heavy 
snowfalls which blanketed large areas of the country late 
in the month. There was a significant decline in auto 
sales during January, but this was offset by increased sales 
of other consumer goods. With bad weather conditions 
continuing into February and with new car sales down by 
as much as 10 per cent, retail sales are unlikely to have 
shown any improvement during that month.

Recent price movements have reflected the lessened de
mand pressures in the economy. Consumer prices, which 
had advanced noticeably more slowly in November and 
December than in earlier months, were stable in January. 
Prices of services again increased, but those of foods as 
well as of other commodities declined about in line with 
seasonal expectations and presumably in large part as a re
sult of the earlier good performance of wholesale prices. 
The wholesale price index had declined by 0.8 per cent be
tween August and December, under the impact of falling 
prices for farm products and processed foods and of only 
slowly rising prices for industrial commodities. In Jan
uary, the wholesale index again rose by a substantial 0.3 
per cent as the prices of farm products, processed foods, 
and industrial commodities increased, but preliminary 
data indicate a 0.2 per cent decline in February. In con
trast to recent price developments, unit labor costs in 
manufacturing (which had temporarily stabilized in De
cember) rose sharply again in January, bringing the increase 
since July to an annual rate of almost 8 per cent.

IND ICATO RS OF FUTURE CO NSUM ER  
D E M A N D  A N D  C A PIT A L  SPE N D IN G

The Commerce Department’s January survey of con
sumer buying intentions reveals little apparent change in 
consumer sentiment since the previous survey taken in 
October. In both of these two most recent surveys, the 
proportion of families intending to purchase a new auto
mobile or one or more of seven big-ticket household dura
bles within six months was lower than in the respective 
year-earlier survey. While the shortfall from the year-ago 
percentages was somewhat smaller in the January survey 
than in the preceding October survey (see Chart II), it 
should be borne in mind that the October 1966 findings 
did suffer by comparison with the exceptionally strong 
buying intentions expressed a year earlier, just prior to a 
sharp upsurge in auto and durables sales.

The proportion of families intending to buy one or more

household appliances was only 0.2 percentage point lower 
in January 1967 than in January 1966 — considerably 
smaller than the 1.0 percentage point drop between Octo
ber 1965 and October 1966. Moreover, the January 1967 
reading was among the highest recorded for a January 
survey. Last fall, the main weakness had been in plans to 
purchase household durables three to six months in the 
future or at some indefinite time within six months. This 
pattern was interpreted as reflecting considerable unease 
with regard to the economic outlook and the size of a 
possible tax increase. The latest survey apparently reflects 
a reduction in this feeling of uneasiness, as it shows a con
siderable narrowing of the earlier discrepancy between 
shorter and longer run buying plans.

The survey indicated continued weakness in plans 
to buy a car within six months, with the proportion of 
families planning such a purchase smaller than in either 
of the preceding two years. Here again, however, the de
cline from the year-earlier reading was less in January 
than it was last October. This relative improvement cen
tered in the longer term or less definite plans.

The latest Department of Commerce survey also showed

Chart II

CONSUMER INTENTIONS TO BUY NEW AUTOMOBILES 
AND HOUSEHOLD DURABLES WITHIN SIX MONTHS

Per cent P&  cent

Notes Buying plans are expressed as the ratio of the number of families who indicate 
they intend to buy to the total number of families in the survey.

Source: United States Department of Commerce, Bureau of the Census.
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that 27 per cent of the interviewed families expected their 
incomes to increase in the coming year—a higher propor
tion than in any of the earlier January surveys. The dis
crepancy between households’ very strong view of their 
future financial situation and their conservative buying 
intentions suggests that consumers are presently contem
plating a continued high rate of savings.

A special survey of plant and equipment expenditure 
plans taken in January by McGraw-Hill implies more 
strength in the capital investment area than was generally 
thought to exist. To be sure, the $64.4 billion of outlays 
planned at this stage for 1967 would amount to a much 
smaller year-to-year increase than in the preceding three 
years when the gains ranged between 14.5 per cent and 
16.6 per cent. Nevertheless, the planned 6.3 per cent rise 
indicated by the special McGraw-Hill survey would be 
quite respectable by historical standards. Another indica
tion that businessmen generally view the economy’s future 
with confidence is their anticipation, indicated by another 
recent McGraw-Hill survey, that profits before taxes in 
1967 will be 4 per cent higher than last year.

The McGraw-Hill survey shows that manufacturing 
industries are now planning to increase capital spending 
in 1967 by 8 per cent, with durables manufacturers look
ing forward to an 11 per cent advance over 1966. Par

ticularly large increases are being contemplated by the 
electrical machinery, iron and steel, nonferrous metals, 
and fabricated metals and instruments industries. Non
durable goods producers, however, intend to up their out
lays by a more modest 5 per cent. Outside manufacturing, 
electric and gas utilities and airlines and mining companies 
are planning for major increases in plant and equipment 
expenditures, while railroads anticipate a considerable cut
back. Other transportation and communications industries, 
as well as commercial enterprises, are projecting little 
change in capital spending from 1966 levels.

The National Industrial Conference Board’s survey of 
the capital appropriations of the 1,000 largest manufac
turers during the fourth quarter of 1966 supports the 
present indications of strength in business fixed invest
ment plans. Seasonally adjusted, net new appropriations 
rose by 2 per cent during the fourth quarter and, although 
still considerably below the levels reached between the 
fall of 1965 and the summer of 1966, they were well ahead 
of the figures reported for any but these three quarters. 
The net new appropriations of these large firms exceeded 
their capital expenditures during the final quarter of 1966, 
and closing backlogs rose further. Backlogs at the start 
of 1967 were equal to almost a full year of capital spend
ing at the fourth-quarter rate.

Fifty-second Annual Report
The Federal Reserve Bank of New York has published its fifty-second Annual Report, review

ing the major economic and financial developments of 1966.
The Report discusses the difficulties experienced by the United States economy during 1966. 

Excessive demand pressures resulting from increased defense requirements and rapidly expanding 
private demands for goods and services gave rise to inflationary forces and a weakening of the 
nation’s foreign trade surplus. Monetary policy, the Report notes, became increasingly restrictive 
in the first part of the year in an effort to restrain the overheated economy, and serious financial 
stresses became apparent by midsummer. Thereafter, a slower rate of economic expansion and an 
easing of monetary policy contributed to a lessening of pressures in the financial markets.

Looking ahead, Mr. Hayes, President of the Bank, said in his letter transmitting the Report 
to member banks that the task of returning to a balanced noninflationary growth and of reaching 
equilibrium in our balance of payments poses a difficult problem for policy makers.

Copies of the Annual Report axe available from the Public Information Department, Federal 
Reserve Bank of New York, 33 Liberty Street, New York, N.Y. 10045.

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

March 1967



FEDERAL RESERVE BANK OF NEW YORK 63

The Business Situation

The most recent data on the economy point to a con
tinued moderation in the pace of overall activity. How
ever, the unusually severe weather conditions in many 
parts of the country from late January through much of 
March significantly affected production and sales. Con
sequently, although the February declines in such key 
measures as industrial production, retail sales, and manu
facturers’ shipments unquestionably indicate some easing 
in the economy, these developments nonetheless may pro
vide highly inaccurate indications of the momentum of the 
economy under normal circumstances. At the same time, a 
positive factor in the economic outlook is the prospective 
action by Congress to restore two tax incentives to invest
ment—the 7 per cent tax credit and the use of certain ac
celerated depreciation allowances—which were suspended 
last fall. Indications are that the restoration, if approved, 
might give an appreciable boost to plant and equipment 
spending this year. Moreover, the availability of acceler
ated depreciation allowances also has a significant bear
ing on apartment construction, and the restoration of this 
tax benefit could thus be expected to result in a further 
brightening of the prospects for expanded residential build
ing activity.

The considerable moderation of demand pressures dur
ing recent months has been reflected in a substantial im
provement of the price picture. From October to February 
the consumer price index rose at an annual rate of only 
0.8 per cent, a very modest increase by comparison with 
the rise at a 3.8 per cent rate during the first ten months 
of 1966. At the wholesale level as well, price behavior has 
moderated in recent months. The wholesale index declined 
by 0.2 percentage point in February, and preliminary esti
mates indicate that it held steady in March at 106.0 per 
cent. At that level, the index was nearly a full percentage 
point below the peak reached late last summer. As in the 
case of consumer prices, the recent easing of the whole
sale index had been preceded by a very sharp rise—at an 
annual rate of 3.9 per cent during the first eight months 
of 1966. Declining agricultural commodity prices have 
been the main factor in the downtrend of the overall whole

sale index since the fall; while the industrial component 
has continued to rise, its advance has been tempered by an 
easing of prices for nonferrous metals and other raw ma
terials. On the other hand, average labor costs per man- 
hour and per unit of output in manufacturing have con
tinued to move up despite a widespread reduction in the 
use of high-cost overtime hours.

OUTPUT, E M PLO YM E N T , A N D  CO NSUM ER  D E M A N D

Industrial output dropped off in February for the second 
consecutive month. The Federal Reserve Board’s industrial 
production index fell by 2.1 percentage points (1.3 per cent) 
to 155.9 per cent of the 1957-59 average, with declines 
spread widely through industries producing both materials 
and final products (see Chart I).The reduction of automo
bile output was particularly sharp, as the rate of new car as
semblies fell by about 15 per cent for the second consecutive 
month. The steepness of the February decline reflected not 
only some planned cutbacks by auto producers, in the face 
of a continuing lack of buoyancy in new car sales, but also 
the impact of work stoppages and severe snowstorms. The 
exceptionally sharp February decline dropped the season
ally adjusted annual rate of auto assemblies to a level only 
slightly above 6 million units, the lowest in some years 
(apart from the strike period in late 1964). Output re
covered substantially in March, however, and producers’ 
schedules point to a further increase in April to a rate of 
more than IV2 million units.

Unusually severe weather conditions in February played 
a role in the declines registered in other industrial produc
tion categories as well. Output of consumer durables other 
than autos declined further, while production of nondurable 
goods for consumer markets showed little change. Activity 
in the steel industry, in contrast to the trend of recent 
months, was about unchanged from January to February, 
though production of most other materials moved lower. 
Since early last fall, steel production had been declining 
steadily in response both to a weakening of sales in such 
important steel-using industries as autos and home appli-
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ances and to a trend toward greater economizing on inven
tories by steel users generally. The consensus of industry 
opinion appears to be that, while there is little likelihood of 
a significant production upturn over the near term, neither is 
there a strong prospect of appreciable further declines. In 
March, however, steel production was apparently reduced 
once again. Output of equipment, for both the business and 
defense markets, continued in February to show relatively 
greater strength than that exhibited by the other major com
ponents of industrial production.

The most recent reports regarding orders received by 
durables manufacturers suggest a continuation over the near 
term of the current period of sluggishness in the pace of 
manufacturing activity. The flow of new orders increased 
slightly in February, following a sharp January decrease, 
but the volume of unfilled orders on producers’ books de

clined further. Within the durables sector, a substantial re
covery of new orders from the reduced January levels was 
reported by aircraft producers and by the primary and 
fabricated metals industries, but these gains were largely 
offset by sharp drops in orders for machinery and motor ve
hicles. The decline in the latter industry reflected mainly 
the decline in shipments of motor vehicles, which are 
treated as essentially equal to new orders. The huge build
up of unfilled orders for durables was, of course, one of 
the most striking evidences of the excessive pressures on 
the economy’s capacity during 1966. During the course of 
last year, order backlogs grew by nearly $14 billion, a 
rise of about 22 per cent, with virtually all the advance oc
curring in the first nine months. The moderate decline of 
backlogs in January and February, totaling about $1V4 
billion, reflects the easing in demand conditions that began 
to develop in the latter months of last year. Since durables 
producers’ shipments have also moved lower in recent 
months, the unfilled orders on their books at the end of 
February continued to represent more than 3 V4 months 
of sales at the current rate—a ratio that has shown vir
tually no change since reaching that relatively high level 
early last fall.

New construction activity continued to expand modestly 
in February. Outlays on private residential construction, 
which had declined through most of 1966 to a very low level 
in December, rose in February for the second month in a 
row. Other private construction outlays were about un
changed, while governmental construction spending ad
vanced moderately. The development of easier credit 
conditions in recent months has contributed to an improve
ment of prospects for construction activity, all segments of 
which were affected in some degree by the reduced avail
ability and rising cost of credit during 1966. With respect 
to the home-building sector, which was of course particu
larly hard pressed last year, developments in recent months 
have led observers increasingly to conclude that 1967 will 
see a substantial recovery in activity as the year progresses. 
The expected restoration by Congress of the accelerated de
preciation allowances suspended last fall should have some 
favorable effect on apartment house construction. As mort
gage interest rates have eased, and funds have become more 
easily obtainable, both the number of new housing units 
started and the number of new homes sold have shown an 
upturn. To be sure, the rate of new housing starts declined 
in February after three successive advances. To some ex
tent, this reflected unusually poor weather conditions; how
ever, such a swing, coming in the wake of a sharp January 
rise, is in any event not unusual in so highly erratic a 
monthly series.

The employment picture in February was somewhat
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mixed. The unemployment rate in the civilian labor force 
held at the low 3.7 per cent recorded in December and 
January. The employment situation of teen-agers weakened 
a bit but that of adults showed still further improvement. 
Indeed, the unemployment rate for married men—who 
are generally considered to be the “backbone” of the 
labor force—dropped to 1.6 per cent, the lowest figure 
in the thirteen years during which that rate has been cal
culated.

The moderation in the pace of manufacturing activity 
was, however, reflected in the February employment data. 
Manufacturers slightly reduced the number of production 
workers on their payrolls, while at the same time the aver
age number of hours put in weekly by these workers dropped 
quite sharply. Declines in the workweek were widespread 
throughout the manufacturing sector. Though in part they 
reflected producers’ efforts to adjust to easier demand condi
tions, unusually severe weather in some areas also played a 
role. Outside manufacturing, the number of workers on non- 
agricultural payrolls generally increased, with particularly 
strong gains in government, the service industries, and con
struction. In the latter industry, employment has been ex
panding steadily since last fall and had by February returned 
to the level prevailing early in 1966.

As a result of the drop in the number of man-hours 
worked in manufacturing, the aggregate pay of manufac
turing workers declined somewhat in February. This put 
an appreciable damper on the growth of overall personal 
income. Employee income in other sectors of the private 
economy continued to expand, however, as did government 
wages and salaries—particularly at the state and local 
levels. Nevertheless, even though February income was 
buoyed by the accelerated payment of veterans’ insurance 
dividends, the month’s rise in total personal income was 
the smallest in nearly a year and only half as large as in 
January.

Preliminary figures on retail trade indicate that sales vol
ume declined in February, following a fairly strong rise in 
January. Taken together, the first two months of 1967 saw 
no basic departure from the generally sluggish performance 
that has characterized retail sales for some time. The Feb
ruary decrease was concentrated entirely in durable goods, 
with sales declines spread generally through the durables 
sector. The further drop in new car sales in February was 
one factor in the weakening of dollar sales volume at retail 
outlets. At a seasonally adjusted annual rate of 7.0 million 
units, auto sales were off almost 10 per cent from the Jan
uary pace. Though there was evidence in March of the 
normal spring pickup in car buying, this trend was damp
ened by unfavorable weather conditions so that season
ally adjusted sales volume registered only a slight gain

over the low February level. Reflecting the sluggishness of 
retail sales, consumers have been saving an unusually high 
proportion of their incomes during the past half year. Re
cent surveys, however, have revealed some improvement 
in consumer sentiment, which may portend a gradual 
strengthening of consumer demand.

BUSINESS  INVESTM ENT

The Commerce Department and Securities and Ex
change Commission, in their February survey of capital 
spending plans, gathered information on anticipated out
lays over the full course of 1967. At the time this survey 
was taken, which was before the President asked Congress 
to reinstate the investment tax credit and accelerated de
preciation allowances, businessmen anticipated that capital 
spending would expand this year by a modest 4 per cent, 
or $2.4 billion, reaching a total of $63.0 billion (see Chart 
II). A rise of this magnitude would be very much milder 
than those of the past several years, when annual gains in 
a 15 to 17 per cent range were recorded. Moreover, the 
February survey indicated a decline in the seasonally ad-

Chart II

ACTUAL AND ANTICIPATED 
PLANT AND EQUIPMENT SPENDING

B illion s of do llars S e a so n a lly  adjusted a n n u a l rates B illions of do lla rs

Note: Expenditures figures for the first and second halves of 1967 are from the February 

Commerce-SEC survey.

Sources: United States Department of Commerce; Securities and Exchange Commission.
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justed spending rate during the first half of 1967, followed 
by a renewed advance after midyear. Most major industry 
groups covered by the survey anticipated greater spending 
in 1967 than in 1966, though the expected advances were 
generally more modest than those of recent years.

The findings of the February Commerce-SEC survey 
were somewhat weaker than those of a special survey 
taken by McGraw-Hill in the opening weeks of the year 
that had pointed to a rise in capital spending this year of 
nearly 6 V2 per cent. In good measure, the divergence be
tween the two sets of survey findings probably reflects a 
relative under-representation of small businesses in the 
sample of firms used by McGraw-Hill. It is generally be
lieved that the suspension of tax incentives to investment, 
effective last fall and originally intended to run through 
the end of 1967, had a greater impact on the spending 
plans of smaller firms. Moreover, the latest Commerce- 
SEC findings showed a downgrading of planned first-half 
spending from that reported by the previous Commerce- 
SEC survey taken last November. To some degree, this 
downgrading may have reflected a tendency by business
men to curtail near-term investment plans because of a 
growing conviction that the suspended tax benefits would 
be restored at an early date. When the President last fall 
signed the suspension legislation, he stated that he would 
promptly recommend an early restoration if circumstances 
rendered such action appropriate. The chances for an early 
restoration had appeared to be increasing through the 
winter, amid growing evidence of an easing in the pres
sures that had so severely strained the economy’s produc
tive resources during most of 1966.

Thus, an important consideration in any assessment of 
the Commerce-SEC February survey results is the fact 
that the survey was conducted prior to the President’s re
quest for a restoration of the tax benefits. If Congress acts 
to reinstate the benefits retroactive to March 9, as now 
contemplated, the outlook for 1967 indicated by the Feb
ruary survey may be subject to substantial upward revi
sion. In December 1966, a special Commerce-SEC survey 
had found businesses anticipating that, as a result of the 
temporary suspension of the investment tax benefits, plant

and equipment spending in 1967 would be more than 
$2 billion below the level that would otherwise have 
been reached. The sharpest downward adjustment was 
anticipated by the railroads—and indeed the February 
Commerce-SEC survey found that, among the few indus
tries planning spending cuts in 1967, by far the largest 
reduction was anticipated by the railroads.

When releasing the results of the special December 
survey, Government officials cautioned that the figures 
gave only a very rough indication of the anticipated im
pact of the tax benefits suspension. Moreover, those fig
ures were based on businessmen’s 1967 spending plans as 
of last December. Nevertheless, the findings of that survey 
do suggest that early restoration of the tax benefits may 
provide measurable stimulus to capital spending this year. 
Further indications in this direction were provided by a 
poll taken by the National Industrial Conference Board 
soon after the President’s request for restoration of the 
benefits. The NICB found that close to 20 per cent of the 
nation’s largest manufacturing firms would raise 1967 in
vestment outlays if the tax provisions were reinstated.

Business inventories are currently at a high level rela
tive to sales and, not surprisingly, a Commerce Depart
ment survey taken this past February found that manufac
turers were then expecting to cut back in the first and 
second quarters on the size of their inventory increases. 
Available data indicate that manufacturers have in fact 
slowed their rate of inventory accumulation. On the basis 
of preliminary figures, the addition to total manufacturing 
stocks in February was at less than half the high January 
pace. Durables producers cut back the rate of accumula
tion for the third consecutive month, while in nondurables 
manufacturing there was virtually no net addition to inven
tories in February following a large January gain. It is 
generally expected that reduced inventory accumulation in 
the months ahead will continue to exert a restraining in
fluence on overall economic activity. The extent and dura
tion of the prospective inventory correction are difficult to 
assess at this time, but the apparent orderly nature of the 
February downturn in manufacturers’ inventory accumu
lation was an encouraging development.
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The Business Situation

The slower growth of the economy during the early 
months of 1967 is reflected in the preliminary first-quarter 
gross national product (GNP) estimates. The rise in 
aggregate spending for goods and services was one of 
the smallest in recent years. Moreover, after allowing 
for the effects of higher prices, there was no change at all 
in the real volume of national output. The decline in the 
economy’s pace of expansion was primarily the result of a 
huge cutback in the rate of inventory investment. This 
reduction in inventory accumulation, from the unsus- 
tainably high pace reached in the fourth quarter, went 
far toward offsetting a very strong overall gain in other 
demand components. The rise in spending was centered 
in consumer demand, which showed renewed vigor in the 
first quarter, and in government demand for goods and 
services.

The moderation in the overall pace of activity during 
the quarter resulted in some easing of the pressures on 
the economy’s productive resources. There was a slow
down in the growth of employment and a decline in the 
rate of manufacturing capacity utilization. The average rate 
of unemployment in the civilian labor force nevertheless 
remained at the relatively low 3.7 per cent reached in the 
fourth quarter. The wholesale price index for industrial 
commodities held steady in March and apparently in April 
as well. This recent stability has been due to a further 
easing of industrial raw materials prices, coupled with a 
slowdown in the rate of increase in prices of machinery 
and other finished products. Agricultural prices fell off 
throughout the first quarter and are estimated to have 
dropped again in April. As a result, April will apparently 
see the third consecutive monthly decline in the total 
wholesale price index. At the consumer level, there have 
been no actual declines in the total price index but the 
rate of increase was quite modest during the first quar
ter. Though consumer food prices have declined in recent 
months, the reduction has been less steep than that re
corded at the wholesale level. Other consumer prices have 
continued to rise, though at a slower rate than last year, 
with the index for services continuing to show the sharpest 
advance.

The most recent data on economic activity suggest that 
the spring opened on a relatively strong note. However, 
some of these data are still preliminary and, in any event, 
indicators for just one month cannot be treated as giving 
firm evidence of any basic shift in economic conditions. 
Nevertheless, recent weeks have been marked by a 
very substantial swing toward greater optimism regarding 
the prospects for the economy over the months ahead. 
Personal income growth speeded up in March and retail 
sales rose sharply, while the unemployment rate edged 
slightly lower. More broadly, the picture in March was 
one of stability in a number of other key business indi
cators whose performance had previously been weak. In
dustrial production, the factory workweek, and housing 
starts all edged up slightly, while durable goods shipments 
and new car sales showed somewhat stronger increases. 
A positive factor bearing on the economic outlook was 
the report during April of a survey supporting earlier 
indications that business capital spending in 1967 will be 
modestly above last year’s high level. In addition, there 
seems to be a growing consensus that government spend
ing this year is rising more rapidly than had previously 
been projected, which has made some contribution to a 
strengthening of sentiment regarding the economic outlook.

G R O S S  N A T IO N A L  P R O D U C T  IN  T H E  

F I R S T  Q U A R T E R

According to the Commerce Department’s preliminary 
estimate, aggregate spending for goods and services in
creased in the first quarter by $5.0 billion (see Chart I), 
bringing GNP to a seasonally adjusted annual rate of 
$764.3 billion. This represented a sharp slowdown in the 
growth of total output, the first-quarter increase being 
only a bit more than one third as large as the rise re
corded in the final quarter of 1966. The major factor un
derlying this slowdown was the extremely sharp reduction 
in the pace of inventory accumulation. During 1966, and 
particularly in the latter part of the year, inventories had 
been expanding rapidly, and by the year-end it was evi
dent that stocks were at a very high level relative to sales.

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

May 1967



84 MONTHLY REVIEW, MAY 1967

Chart I
RECENT CHANGES IN GROSS NATIONAL PRODUCT 

AND ITS COMPONENTS
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Source: United States Department of Commerce.

The cutback in the accumulation rate was therefore not 
surprising. As in the case of the preliminary first-quarter 
figures for other GNP components, the estimate of in
ventory accumulation rests on incomplete data and is 
subject to revision. On the basis of the available data, the 
Commerce Department estimates that inventory invest
ment dropped off to an annual rate of $5.5 billion, nearly 
$11 billion below the excessive pace of the fourth quarter. 
This was the largest quarterly swing, either up or down, 
ever recorded in the rate of inventory investment. Busi
ness sales performance, however, was generally sluggish in 
the first quarter, though March brought some signs of 
improvement. While inventory-sales ratios in manufactur
ing declined in March, they nevertheless remained con
siderably higher than they had been as recently as the 
fourth quarter. Thus, despite the magnitude of the recent 
cutback in the rate of inventory investment, it is highly 
probable that there will be some further downward adjust
ment in the accumulation rate.

The cut in inventory accumulation exerted such a heavy 
drag on the growth of aggregate demand in the first quar
ter that it tended to obscure the fact that the overall rise 
in other GNP components was exceptionally large. Final 
expenditures—that is, GNP excluding inventory invest
ment—grew by $15.9 billion. This was by historical stan
dards a very strong advance. Indeed, over the course of the 
past decade only six quarters have witnessed a larger per
centage increase in final demand.

Increased spending for goods and services by all levels 
of government played a prominent role in the growth of 
demand in this year’s first quarter. Federal nondefense 
purchases rose appreciably, after having moved down 
somewhat during the course of 1966, and there was an 
acceleration in the continual growth of spending by state 
and local governments. Federal outlays for defense pur
poses—which are four times as large as Federal non
defense purchases—marked up another sizable gain, the 
rise being about equal to last year’s quarterly average. 
The advance brought the volume of defense spending to 
$68.8 billion at a seasonally adjusted annual rate, equal 
to 9.0 per cent of total first-quarter GNP. Two years earlier, 
in the first quarter of 1965—which was prior to the ma
jor expansion of the United States commitment in Viet
nam—defense spending was $20 billion lower and equal 
to 7.3 per cent of GNP.

The first quarter was marked by renewed strength in 
consumer demand. The rise in total consumption spending 
was almost twice as large as the relatively weak fourth- 
quarter increase, even though disposable income grew by 
the same amount in both quarters. In contrast to the final 
three months of last year, when there was a sharp jump 
in the proportion of income saved, consumers were much 
more prone to spend in the first quarter and there was 
only a slight further rise in the percentage of income saved. 
The pickup in consumption spending was centered in de
mand for nondurable goods. The latest increase in spend
ing on nondurables was the largest in more than a year, 
and marked a sharp change from the 1966 pattern of 
progressively smaller quarterly advances. At the same< 
time, demand for services continued to grow strongly. 
Price advances continued, as in 1966, to account for a 
large share of the rise in consumption spending on services. 
By comparison with their impact on outlays for services, 
price rises have been playing a considerably smaller role 
in the growth of consumption spending on goods.

Consumer buying of durables dropped off for the sec
ond consecutive quarter. The decline in home building 
over the past year has been one factor behind the sluggish
ness of durables demand through its dampening effect on 
purchases of household durables. A major drag has been
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exerted on durables consumption by the weak perfor
mance of automobile sales. In the first quarter, sales of 
new domestically produced cars averaged a seasonally 
adjusted annual rate of 7.3 million units, down 10 per 
cent from the fourth-quarter pace which was, in turn, 4 
per cent under the third-quarter figure. After slumping 
sharply last spring, sales regained some strength during 
the summer but then fell again through the fall and win
ter. Recent data, however, suggest that the decline may 
have been stemmed. The sales rate was only 7.0 million 
units in February but then increased by about 2Vi per 
cent in March and by a further SVz per cent in April.

Outlays on residential construction in the first quarter 
are estimated to have held steady at the fourth-quarter 
annual rate of $21.9 billion. This stability was in marked 
contrast to the declines that had cut the spending rate by 
a total of $6.7 billion over the course of the preceding 
three quarters. The stability of spending between the 
fourth and first quarters reflected a monthly pattern that 
saw spending continue to decline through the last three 
months of 1966 and then rise in the January-March pe
riod. This trend stems from the recovery in housing starts 
that began late last year. The improvement in starts, 
which most analysts expect will continue, points to a fur
ther strengthening in residential construction spending 
over the months ahead.

Another GNP component contributing to the rise of 
aggregate demand in the first quarter was the net export 
of goods and services, which registered its first increase 
in almost two years. Typically, a contraction in net exports 
tends to occur in an economy marked by high and rising 
levels of production, heavy pressures on productive re
sources, and rising prices. Over the past two years, imports 
have consistently grown more rapidly than exports. The 
resulting shrinkage in net exports has been disappointing 
in view of the important part played by our trade balance 
in the effort to move toward equilibrium in the overall bal
ance of payments. The recent rise brought the net export 
of goods and services to a seasonally adjusted annual rate 
of $4.9 billion, almost $1 billion above last year’s fourth 
quarter but still well below the 1965 average of $7.0 billion.

B U S I N E S S  I N V E S T M E N T , P R O D U C T IO N ,

A N D  E M P L O Y M E N T

Business fixed investment spending failed to expand in 
the first quarter after four years of steady quarterly in
creases. The preliminary estimates indicate that a rise in 
spending on structures was just offset by a fall in the pace 
of producers’ investment in machinery, vehicles, and other 
equipment. Following several years of vigorous expansion,

the further growth of capital investment outlays in 1966 
was a major factor in the excessive demand pressures that 
characterized the economy through most of last year. The 
ratio of business fixed investment to total GNP rose some
what above the advanced level reached in the capital 
goods boom of the midfifties and, despite the stability of 
outlays in the first quarter, the ratio has edged off only 
very slightly.

One factor working to dampen investment spending has 
been the suspension, as of last fall, of certain tax benefits 
for investment. The restoration of these benefits is now 
under consideration by Congress. In addition, an im
portant influence has undoubtedly been exerted by recent 
trends in corporate profits and capacity utilization. Aggre
gate profits barely grew in last year’s second quarter, 
then moved down a bit in the second half, and prelimi
nary indications strongly suggest that there was a further 
drop early this year. At the same time, the utilization rate 
in manufacturing has eased, as capacity has continued to 
expand while output first showed a slower growth rate 
and then, in the first quarter, actually fell off.

A positive note in the outlook for capital investment has 
been provided by the most recent survey of business 
spending plans. This survey was conducted by McGraw- 
Hill in March, at a time when most businessmen had not 
had an opportunity to rethink their spending plans in the 
light of the proposed restoration of the investment tax 
benefits. It found that anticipated outlays for new plant 
and equipment in 1967 will add up to a 5 Vi per cent rise 
over 1966. The latest results thus confirm earlier findings 
—by McGraw-Hill in January and by the Commerce 
Department and Securities and Exchange Commission in 
February—pointing to a further, though relatively modest, 
advance in capital spending this year. The McGraw-Hill 
January survey had reported an anticipated 6 per cent 
advance in spending. A noteworthy aspect of the March 
results is that, despite the slowing of the economy in the 
early months of the year, McGraw-Hill did not find evi
dence of any major downgrading of investment plans. 
Between January and March, manufacturers of motor 
vehicles and fabricated metals made sizable cuts in spend
ing plans, but nondurables producers generally revised 
their plans upward. Among the nonmanufacturing indus
tries, utilities sharply boosted their spending estimates, but 
substantial reductions were made by the airlines and rail
roads, which are apparently affected quite severely by the 
tax benefit suspensions. The slowing of capital spending 
in the first quarter was reflected in a moderate decline in 
the output of business equipment in January and February, 
which was followed, however, by an apparent stabilization 
in March.
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With stability in equipment output and modest gains in 
other production sectors, the Federal Reserve Board’s sea
sonally adjusted index of industrial output rose a bit in 
March after two months of decline. Production of defense 
equipment showed another significant increase, while out
put of materials was about unchanged. Consumer goods 
production rose after a sizable drop in the first two months 
of the year, with the March advance primarily attributable 
to a recovery in automobile output. The March increase in 
auto assemblies, though strong, followed steep declines in 
the first two months of the year. Thus, despite the month’s 
improvement, March output was at a seasonally adjusted 
annual rate of only about 6.9 million units, almost 20 per 
cent below the December rate. April apparently saw a 
further substantial rise in the auto assembly rate, even 
though trucking strikes during the month caused manufac
turers to fall a bit behind their production schedules.

The volume of new orders for durable goods decreased a 
bit in March after having risen in February. The sharpest 
drop, more than accounting for the month’s overall de
cline, was in orders received by steel producers. The 
defense-related industries, whose orders tend to fluctuate 
rather widely from month to month, also experienced a 
decline in March but increases were reported by producers 
of machinery and equipment. Durables shipments rose in 
March, on the basis of a substantial increase for the air
craft industry and modest gains for most other durables 
groups. With shipments once again exceeding the flow of 
new orders, the backlog of unfilled durables orders de
clined further. Over the first three months of this year, 
the total durables backlog shrank by about 3 per cent. 
In most major industries the declines were fairly moderate, 
but steel producers experienced a drop of nearly 25 per 
cent—which accounted for fully one third of the total 
shrinkage in the durables backlog. The slackening in the 
steel industry in the first quarter was attributable to the 
easing of demands in a number of sectors, especially in 
the automobile industry and in industries producing other 
consumer durable goods.

Developments in the labor markets have reflected the 
easing of demand pressures in the economy, but the em
ployment picture has remained quite strong on balance. 
In the manufacturing sector, employers have recently cut 
back moderately on the number of production workers 
on their payrolls, while at the same time slowing the rate 
at which they add nonproduction workers. As a result, 
total manufacturing employment dropped off during the

Chart II

EMPLOYMENT AND HOURS IN MANUFACTURING
M illion s of p ersons Seasonally adjusted M illions of p ersons

first quarter (see Chart II). A much larger downward 
adjustment has been made in the average number of hours 
put in weekly by production workers. Thus, the bulk of 
the reduction in the number of man-hours worked in man
ufacturing, in response to an easing of demands, has 
occurred through a shortening of the workweek rather 
than through a cut in the number of employees.

In nonagricultural industries outside manufacturing, the 
employment picture was mixed in March. The number of 
workers on payrolls in government and the service indus
tries continued to rise strongly, while declines were reg
istered in trade and construction. In terms of the total 
civilian labor force, however, the continuation of relatively 
strong employment conditions in March was indicated by 
the slight drop in the unemployment rate, to 3.6 per cent 
from 3.7 per cent in the preceding three months.
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The Business Situation

Early spring saw little change in the pace of economic 
activity. The readjustment in business inventories con
tinued to have a dampening effect on production, employ
ment, and incomes. In addition, labor disputes in the 
trucking industry during April apparently played some role 
in holding down the volume of economic activity. Taken 
together, the most recent data seem to indicate that, early 
in the second quarter, the economy remained on the high 
plateau which had characterized it since the start of the 
year. The general stability of the economy, in the face of 
this year’s very sharp reduction in the rate of inventory 
accumulation, attests to the continued strength of other 
demand forces. Additional declines in inventory spending 
seem probable, perhaps resulting in some actual liquidation 
of aggregate stocks. However, the rate of adjustment is 
unlikely to be so sharp as in recent months, and the result
ing reduction in spending should thus have appreciably 
less impact on overall production. At the same time, the 
prospects are for substantial further growth in other de
mand categories, including especially residential construc
tion and government spending. The recent outbreak of war 
in the Middle East has, of course, added a substantial ele
ment of uncertainty to the outlook.

P R O D U C T IO N , O R D E R S , A N D  R E SID E N T IA L  
C O N STR U C T IO N

Industrial output in April was slightly below the level of 
the preceding two months. The Federal Reserve Board’s 
seasonally adjusted production index dropped to 155.9 per 
cent of the 1957-59 average, 0.5 percentage point under 
the reading in both February and March. The decrease 
put the overall index at a level 2 per cent under the record 
high touched last December. Modest output declines in 
April were widespread among manufacturing industries, the 
only significant exception being motor vehicle production 
which rose strongly for the second month in a row. The 
spring brought an improvement in new car sales as well as 
in producers’ expectations regarding the sales outlook. As a 
result, the industry has been able to work down auto

inventories and reduce the stock-sales ratio from the excep
tionally high level reached early in the year. Responding 
to the improved situation, automobile producers rescinded 
some earlier cuts in second-quarter production schedules, 
thus adding strength to the rise in the assembly rate. Auto 
output in April, seasonally adjusted, rose by nearly 10 per 
cent to an annual rate of about 7% million units, and a 
further increase was recorded in May.

In contrast to the renewed strength of motor vehicle 
output in recent months, production of other consumer 
durable goods has continued to slacken. Retail sales of 
furniture and home appliances have been weak, and sig
nificant inventory problems have developed in some lines. 
The market for television sets has experienced a par
ticularly dramatic swing away from the surging growth 
that characterized the 1964-66 period. In April, output of 
television sets was fully 30 per cent below the peak 
reached in December.

The easing of overall industrial production in 1967 has 
reflected not only a sluggishness in consumer demand but 
also a slowdown in the growth of capital spending. The 
volume of business equipment output in April was almost 
3 per cent under its December peak and about equal to 
the level of late last summer. The restoration by Congress 
of the tax incentives for investment that were suspended 
last fall should give some boost to demands for capital 
equipment. Even with the restoration, however, the recent 
easing of capacity utilization rates and the decline in profits 
in the first quarter suggest that 1967 will see only a mod
est further rise in spending on capital investment. According 
to the latest survey of businessmen, taken in May by the 
Commerce Department and Securities and Exchange Com
mission, total capital outlays this year will be 3 per cent 
above the 1966 level. This represents a modest downward 
revision in anticipated 1967 spending from the figure re
ported in the Government’s February survey, with the 
bulk of the reduction being concentrated in the first half 
of the year.

The inflow of new orders for durable goods increased 
moderately in April and at $22.3 billion was somewhat
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Chart I

PRIVATE NONFARM RESIDENTIAL CONSTRUCTION
Seasonally adjusted annual rates 

Thousands of units Thousands of units

Source: United States Bureau of theCensus.

larger than the first-quarter average. Most major industries 
reported orders gains for the month, including the primary 
metals producers whose orders had slumped quite sharply 
in March. The machinery and equipment industries experi
enced a second consecutive rise in new bookings; from 
last October through February, such orders had dropped 
month by month. Shipments of durable goods declined in 
April—in part, perhaps, because of labor disputes in the 
trucking industry. Since shipments and orders were virtu
ally equal, the total backlog of unfilled orders showed no 
significant change in contrast to the substantial declines in 
the earlier months of the year. The backlog of primary 
metals producers declined significantly further in April. 
However, the aircraft industry’s backlog grew strongly, 
while unfilled orders changed little in most other dura
bles industries.

The volume of new orders for defense products rose in 
April, returning to the February level. This series, which 
tends to be heavily influenced by swings in orders for air
craft, can give only a rough approximation of the actual

trend of defense buying of durable goods. The Commerce 
Department’s figures on new orders for defense products 
do not include all defense ordering of durables and, on the 
other hand, they do record some nondefense ordering, espe
cially of aircraft. While new orders for defense products 
have been essentially stable for some months, there can 
be little doubt that the impact of military demands on the 
economy has continued to be very substantial. A revision 
of first-quarter gross national product (GNP) figures shows 
that the rise in Federal purchases of goods and services 
for defense purposes was $4.2 billion at a seasonally ad
justed annual rate, accounting for more than 25 per cent 
of the total rise in final demand, that is, GNP excluding 
inventory investment.

The recovery in residential construction is continuing. 
On a seasonally adjusted basis, the number of private non
farm housing starts rose only slightly in April after a small 
March decline (see Chart I ) . Underlying these figures, 
however, is the fact that the actual number of starts suc
ceeded in scoring the very strong March-April advance 
which is expected as a seasonal phenomenon and is thus 
allowed for in the seasonal adjustment of the data. In un
adjusted terms, housing starts rose by almost 50 per cent 
in March and by more than 20 per cent in April. These 
rises occurred despite the relatively short period of time 
that had been available to the home-building industry to 
adjust to a higher rate of operations, in the wake of last 
year’s steep decline.

The resurgence of residential building can also be seen 
in the trend of building permits issued by local authorities 
(see Chart I) . In areas requiring permits, there has been 
a strong rise in authorizations of both single-family homes 
and of units in multifamily structures. (While only about 
80 to 85 per cent of total starts in recent years have been 
covered by permits, nearly all multifamily structures are 
built under permit authorizations.) The slump last year in 
construction of multi-unit housing followed two previous 
years of weakness which had resulted from earlier over
building in some areas, especially in the West. There was 
no tangible decline in the national rate of vacancies in rental 
units until 1966, when the vacancy rate in the West, which 
had previously stopped rising, finally turned downward. 
Vacancy rates moved still lower in the first quarter of 1967, 
and their substantial decline in the past year or two sug
gests the existence of an appreciable volume of potential 
demand for rental housing.

E M PL O Y M E N T , IN C O M E , A N D  C O N SU M E R  BUYING

Manufacturers made further reductions in both April 
and May in the number of production workers on their
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payrolls. A large part of the May decline was attributable 
to the effects of strikes in the rubber industry. Employ
ment expanded in most other sectors of the nonfarm econ
omy, with government continuing to show a particularly 
strong uptrend, but the total number of persons on non- 
agricultural payrolls nevertheless declined in both months. 
The May cutback in manufacturing employment was the 
fourth in a row and, at the same time, the average length 
of the workweek dropped back to the February figure fol
lowing two small increases. Average weekly hours in dura
bles manufacturing have been essentially unchanged since 
February, but in nondurables the workweek lengthened 
slightly in March and April and then fell back in May. 
Having made a very sharp reduction in the workweek dur
ing the winter months, manufacturers in the spring were 
apparently making further adjustments to slower produc
tion largely by way of cuts in employment.

The rate of unemployment in the civilian labor force

Chart II

UNEMPLOYMENT RATES
Unemployment as a percentage of the civilian labor force 

Percent Percent

1963 1964 1965 1966 1967

Source*. United States Bureau of Labor Statistics,

edged back up in April to the 3.7 per cent figure that had 
prevailed from December through February, and moved 
to 3.8 per cent in May (see Chart II) . Thus, the unemploy
ment rate has changed but little this year despite a definite 
slowing in the economy. In part, the fact that the rate 
has been so nearly stable is the result of a reduction in 
average output per worker. This reduction, in turn, is at
tributable to the combined effects of a cut in workers’ 
average weekly hours and a halt to the growth of produc
tivity, that is, output per man-hour.

Moreover, in periods when there is a slowing in eco
nomic activity and in the growth of job openings, it is 
quite common for some women to withdraw from—or to 
refrain from entering—the labor force. This is often true 
of teen-agers as well. There has been some evidence of 
such a development in recent months. In 1966, when the 
economy was growing very rapidly and demands for labor 
were very strong, there was a vigorous expansion in the 
number of women in the labor force, with virtually all the 
growth representing an advance in the number of women 
employed. During the first five months of this year, in con
trast, the average number of women in the labor force was 
only very slightly larger than in the preceding five months, 
and the average number of women employed declined. 
Largely as a consequence, overall labor force growth has 
slowed during the early months of 1967.

The April cutbacks in manufacturing employment and 
overtime were accompanied by a drop in total wage and 
salary payments in that sector, which in turn held down 
the growth of personal income. Also working to hold 
back the expansion of income in April was the fact that 
accelerated payments of dividends on veterans’ life insur
ance had temporarily swelled personal income in Febru
ary and March; this buoying influence then disappeared 
in April. Altogether, the rise in personal income for the 
month was the smallest in well over a year.

Since the closing months of 1966, consumers have sharply 
stepped up the proportion of their after-tax incomes allo
cated to savings. Over the same period, aggregate retail 
sales volume has been virtually stable and consumption 
spending on goods and services has contributed only mod
estly to overall GNP expansion. According to recent revi
sions of GNP figures, personal consumption expenditures 
grew by $5.8 billion in the first quarter, at a seasonally 
adjusted annual rate,1 rather than the $8.1 billion indicated

1 With various other components also revised, the net effect of 
the revisions was to reduce total first-quarter GNP by $0.6 billion to 
$763.7 billion.
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by the preliminary estimate and reported last month in 
this Review. The downward revision was largely in pur
chases of nondurable goods, and was chiefly due to the fact 
that preliminary estimates had overstated retail sales in 
February and March. With consumption spending revised 
downward, the ratio of savings to disposable income was 
revised upward to 6.5 per cent, compared with 5.9 per cent 
in the fourth quarter and a quite low 4.8 per cent in the 
third quarter.

As a concomitant of the recent vigorous growth of sav
ings, there has been a strong buildup in consumers’ hold
ings of liquid assets, such as savings deposits. This trend 
suggests that a favorable basis is being established for the 
development of renewed vigor in the expansion of con
sumer spending. Preliminary April data, however, pro
vided little evidence of any appreciable strengthening in 
the behavior of overall retail sales. Sales of nondurables 
increased by about 1 per cent, and outlets dealing in motor 
vehicles and related goods also registered a gain in dollar 
volume. Sales declined at other durables stores, how
ever. Total April sales were estimated as being up by 
less than 1 per cent, following a slightly stronger rise in 
March.

Sales of new automobiles made a relatively good show
ing in both March and April. A rise of about SVi per cent 
in the latter month brought sales to a seasonally adjusted 
annual rate of 7.6 million units. May sales held very close 
to the April pace. While the current selling rate is low, 
relative to the experience of the last few years, the improve
ment during the spring has buoyed manufacturers’ expecta
tions regarding the sales outlook.

C O ST  A N D  PR IC E  D E V E L O PM E N T S

The general stability of output in recent months has 
been accompanied by a cessation of growth in overall out
put per man-hour, with some sectors of the economy ap
parently recording actual declines. Hourly compensation 
has shown a strong rise, and labor costs per unit of output 
have continued to increase at a significant rate. Non- 
financial corporations, whose activities generate well over 
half of total GNP, experienced a first-quarter rise in unit 
labor costs equal to almost 10 per cent at an annual rate. 
The quarter’s increase for manufacturing firms alone was 
of nearly the same magnitude. The pressure of rising unit 
costs was clearly a factor behind the first-quarter drop in 
corporate profits, and price increases aimed at protecting 
profit margins could well become more common over the 
months ahead.

According to preliminary figures, the wholesale price 
index rose in May, following three months of decline. 
There has been no change since February in the average 
level of industrial commodity prices. Thus, the behavior 
of the overall index has been dominated by agricultural 
prices, which trended downward through April but then 
rose rather sharply in May, largely as the result of an up
turn for livestock and meats. This recent advance in 
wholesale food prices may well be followed by a renewed 
rise at the consumer level. In April, however, the con
sumer food price index continued to decline, but increases 
for other goods as well as for services pushed the total 
consumer price index up by 0.3 percentage point—the 
largest advance since last October.
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net extension of real estate loans has remained markedly 
below last year’s rate of growth. Consumer loans have also 
grown more slowly thus far in 1967, reflecting the weak
ness in demand for consumer durable goods.

Commercial bank time and savings deposits are esti
mated to have grown at a seasonally adjusted annual rate of 
17 per cent during the first half of the year, more than

double the rate of increase recorded in 1966. Corporations, 
which had reduced their holdings of time deposits by $2.1 
billion (seasonally adjusted) during the last half of 1966, 
added an estimated $2.5 billion to their time deposits dur
ing the first three months of 1967. These deposits were 
attractive to investors, given the relatively low yields then 
available on short-term Government securities.

The Business Situation

Business activity appeared to be gaining momentum as 
the economy moved through the second quarter. While 
the effects of the inventory readjustment continue to be 
felt in some sectors of the economy, the most recent data 
indicate a widespread strengthening of demand forces. 
May saw a strong and broadly based rise in new orders for 
durable goods, a further gain in residential construction, 
and—according to the advance report—the third consecu
tive increase in retail sales. At the same time, the latest 
survey of capital spending plans pointed to renewed growth 
in such outlays in the second half of the year. Prices rose 
on a broad front in May. The consumer price index climbed 
0.3 per cent in both April and May after several months 
of relative stability. Food prices moved up for the first time 
in nine months, while prices for other nondurable com
modities, durable goods, and services all showed substan
tial increases. Rising prices of farm and food products 
pushed the wholesale index up by 0.5 per cent in May, 
and preliminary data point to an increase of about the same 
magnitude in June.

P R O D U C T I O N ,  I N C O M E ,  A N D  

C O N S U M E R  D E M A N D

Industrial output eased slightly further in May. The 
Federal Reserve Board’s seasonally adjusted production 
index declined by Vi percentage point to 155.5 per cent of 
the 1957-59 average (see Chart I ) .  Output of industrial 
materials continued to slacken and business equipment 
production also fell somewhat further, while overall pro
duction of consumer goods changed little. Automobile

manufacturers assembled new cars at a seasonally adjusted 
annual rate of about 7%  million units, matching the April 
pace. However, partly because of a strike in the rubber 
industry, the overall production index for autos and related 
products dropped back a bit after having risen sharply 
in the two preceding months. The aggregate output of 
other goods for consumer markets was virtually unchanged 
in May. Television set production rose during the month, 
a gain which contrasted with the steep decline during 
the earlier months of 1967. May witnessed a further 
substantial advance in the output of defense equipment. 
In the course of the first five months of 1967, the index 
of defense equipment production rose at an annual rate of 
about 24 per cent, which represented a slight acceleration 
from the already rapid growth recorded in 1966.

The process of adjusting business inventories to bring 
them into better alignment with sales has played a major 
role in dampening the pace of industrial production this 
year. Trade firms have made some actual reductions in the 
level of their stocks, while manufacturers have added to 
their inventories at a slower rate. In May, the increase in 
manufacturers’ inventories was the smallest in more than 
two years and was only about half as large as the average 
accumulation of the two preceding months. Though some 
further adjustments may occur in the trade sector, the prob
lem of excessive inventories now appears to be centered in 
manufacturing. At the close of the first quarter, accord
ing to a Commerce Department survey taken in May, 
almost one third of total inventories in manufacturing 
was in the hands of firms that felt their stocks were too 
high relative to sales and orders. The survey also found,
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however, that manufacturers were quite optimistic about 
sales prospects in the second and third quarters. In ap
parent reflection of this optimism, producers reported that 
they were planning further additions to inventory in both 
quarters, though at a rate slower than that of the first 
quarter and far below the pace in the second half of last 
year. Thus, there may well be some additional cutbacks 
in the rate of inventory accumulation and even further 
liquidation in some lines of business. These adjustments, 
however, are likely to be considerably smaller than those 
in recent months and should therefore exert less drag on 
economic activity.

The near-term outlook for production was brightened

by the large rise in May of new orders for durable goods. 
Following some months of virtual stability, the flow of 
orders increased in May by a strong IV2 per cent. The 
advance was partly due to a sharp rise in orders received 
by the defense-oriented industries—that sector accounted 
for about one third of the overall rise—but sizable gains 
were widespread throughout other lines of durables man
ufacturing. Machinery and equipment producers reported 
a third consecutive improvement in orders volume, with 
bookings in May reaching the highest level since De
cember. The general expectation that the investment tax 
credit and accelerated depreciation allowances would be 
restored retroactive to March probably accounted for 
some of the sharp increase in new orders. At the same 
time, total shipments of durable goods rose appreciably 
in May, recouping most of the April decline. The ship
ments volume was nevertheless substantially less than the 
large inflow of orders, and the backlog of unfilled durables 
orders expanded by a very large $1 billion. This was the 
first increase this year in the orders backlog, which had 
dropped by almost $2V2 billion in the first three months 
of 1967 and then held about unchanged in April.

The continued sluggishness in May of activity in manu
facturing and in some lines of construction was reflected 
in some further easing of demands for labor. This, in turn, 
dampened the growth of personal income. Total wage 
and salary payments in manufacturing were down for 
the second month in a row, with a strike in the rubber 
industry accounting for about half of the decline. In 
the private sector as a whole, employee income was about 
unchanged, but government wage and salary disbursements 
continued to grow at a substantial rate. Overall income 
growth in May was boosted by a sizable rise in payments 
for medical care under the social security program. The 
increase in total personal income, while double the April 
rise, was nevertheless somewhat smaller than the monthly 
average in the first quarter.

Preliminary data indicate that retail sales volume rose 
in May for the third consecutive month. The expansion of 
sales from February to May, at an annual rate of more 
than 9 per cent, represented the first sustained advance 
in nearly a year. The May rise was centered in sales of 
nondurable goods. In the durables sector, outlets selling 
motor vehicles and related goods reported a further in
crease in dollar volume, but sales in other durables lines 
moved lower. Sales of new domestically produced cars, 
which had recovered strongly in March and April, held 
about unchanged in May at an annual rate of approxi
mately IV2 million units. A renewed surge in June raised 
sales by nearly 15 per cent to an annual rate of more than 
8V2 million units.
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B U S I N E S S  I N V E S T M E N T  P L A N S  A N D  

C O N S T R U C T I O N

The results of the latest survey of business capital out
lay plans are in line with earlier indications that such spend
ing will show renewed strength in the second half of 1967, 
following a dip in the first two quarters (see Chart I I ). 
According to the May survey by the Commerce Depart
ment and the Securities and Exchange Commission, busi
ness spending on plant and equipment in 1967 will total 
$62.4 billion, a modest gain of 3 per cent over the 1966 
figure. The survey finding represents a downward revision 
from the 4 per cent increase indicated by the previous 
Commerce-SEC survey taken in February. Virtually all 
this downward revision reflected a reduction in estimated 
outlays in the first half of the year in nonmanufacturing 
industries. Outlays in the third and fourth quarters com
bined are now expected to average 5 per cent, at an annual 
rate, over the first half.

Total capital spending in the first quarter of 1967 is 
reported to have been at an annual rate of $61.7 billion, 
more than $1 billion under the fourth-quarter rate. At the 
time of the February survey, it was anticipated that first- 
quarter outlays would be only very slightly below the 
fourth-quarter rate. Following an expected small further 
decline in the April-June quarter, renewed growth is 
planned, with capital spending running at a $63.2 billion 
rate in the second half.

Within the total for all businesses, manufacturers plan to 
expand plant and equipment spending by 3 Vi per cent 
this year. A majority of individual manufacturing indus
tries anticipate that their capital expenditures in 1967 will 
be larger than last year, with the sharpest increases planned 
by the machinery and petroleum industries. Reduced 
spending, however, is foreseen in several industries, includ
ing motor vehicles. In the nonmanufacturing sector, the 
most striking feature of the survey was the very large drop 
in spending planned by the railroads, a decline from 1966 
amounting to almost $0.5 billion or nearly 25 per cent. 
It is generally believed that the suspension last fall of tax 
incentives for investment was felt particularly heavily by 
the railroads as well as by commercial firms, which also 
intend to reduce spending this year. Other nonmanufactur
ing industries anticipate increases in spending that, while 
smaller than the gains posted in 1966, are considerably 
stronger than those projected by the manufacturing sector.

The latest Commerce-SEC survey was taken before 
the actual passage of the legislation restoring the 7 per 
cent investment tax credit and the use of accelerated 
depreciation allowances. The general expectation that the 
incentives would be restored was probably reflected in

some of the plans reported in the survey. The restoration 
itself, however, has already accelerated spending in some 
lines. For example, immediately following the President’s 
signature of the restoration law in mid-June, there was a 
strong surge in railroad orders for rolling stock. According 
to industry sources, such orders in 1967 had been running 
at only about one fourth of the year-earlier volume. More
over, the pressure of labor costs may well provide some 
additional stimulus to capital investment in coming months.

Industrial and commercial building activity has been 
relatively weak in recent months, reflecting the general 
slackening of business fixed investment. In contrast, 
residential construction has been improving significantly. 
The seasonally adjusted rate of housing starts in May 
recorded a strong further advance, rising by more than 11 
per cent over the April pace, with gains reported in most 
regions of the country. At the same time, there was an
other increase in the number of housing units authorized 
by new building permits, and the value of residential con
struction contract awards reached the highest point in a
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year. The upturn in residential activity thus far in 1967 
has been stronger than was apparently expected by many 
observers. Housing starts in the first five months of the 
year averaged 1.2 million units at a seasonally adjusted 
annual rate, equal to the 1966 total and almost 25 per

cent above the depressed pace in the fourth quarter of 
last year. Moreover, the restoration of accelerated deprecia
tion allowances on apartments (and other buildings) cost
ing more than $50,000 may well provide a further stimulus 
to residential construction.

The Money and Bond Markets in June

Yields in the capital markets rose sharply again in June. 
The prospect of very substantial Treasury financing in the 
second half of the calendar year, as well as continuing heavy 
current and prospective demands for funds by corporations 
and state and local governments, led to increasing pressures 
on the markets. Against this background, the atmosphere in 
the Treasury market on several occasions became quite 
demoralized and prices fell at times with very little resis
tance. By the end of the month, some new corporate issues 
were being offered at record yields and yields on Treasury 
coupon issues were up by as much as 84 basis points from 
their end-of-May levels. In this environment, there was 
increasing discussion of the need for a tax increase to help 
ease the pressures in the markets during the months ahead. 
While most market participants seemed to feel that some 
tax increase would be enacted, there was widespread con
cern that it might not be large enough to relieve significantly 
the pressures in the capital markets.

In the Treasury bill market, rates moved down for a 
time in June—particularly on short maturities which were 
in heavy demand—but then rose very sharply in the final 
week of the month. Expectations that the Treasury was 
soon to begin its financing for the second half of the year 
were confirmed on June 28, when the Treasury announced 
that it would sell in early July $4 billion of new tax anticipa
tion bills and would also begin raising the size of the weekly 
and month-end auctions by $100 million each. By the end 
of the month, the bid rate on the latest outstanding three- 
month bill had climbed to 4 per cent, 54 basis points higher 
than a month earlier, and bid rates on longer bills were as 
high as 4.90 per cent. Rates on other short-term market 
instruments also rose somewhat during June, particularly 
during the last week of the month when bill rates were un

der such heavy upward pressure.
Money market conditions remained relatively comfort

able in June. Nationwide net reserve availability was ample 
throughout the month, as free reserves fluctuated around 
the range for May. Although these reserves tended to shift 
away from banks in the money centers at times during 
the month, there was a substantial return flow through the 
Federal funds market, where funds traded predominantly 
in a 33A to 4Vs per cent range.

T H E  G O V E R N M E N T  S E C U R I T I E S  M A R K E T

Activity in the Government securities market came close 
to a standstill during the first week of June, while par
ticipants awaited developments in the Middle East. Prices 
of Government securities were marked temporarily lower 
upon the outbreak of hostilities on June 5, but no signifi
cant selling pressures developed, and a steady tone quickly 
emerged with the limited trading that did take place 
conducted in an orderly fashion. In fact, quotations of 
notes and bonds improved somewhat in subsequent ses
sions, when reports that the United States and the Soviet 
Union were cooperating toward bringing about a cease-fire 
relieved concern that the Middle East situation would 
escalate further.

By June 8, however, the atmosphere in the Treasury 
securities market began to deteriorate again, as market par
ticipants directed their attention to the heavy Government 
demand for funds anticipated for the months ahead on top 
of the already crowded calendar of other securities offer
ings. Moreover, the spread between yields on Treasury 
issues on the one hand and high-grade corporate and Gov
ernment agency securities on the other continued to widen,
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The President’s request for a tax surcharge is a most welcome development. As he has explained, 
the increase in tax receipts will contribute significantly to preserving economic balance. It is needed 
to reduce a large deficit in the Federal budget and to limit demands on credit markets from Treasury 
borrowing; to relieve prospective inflationary pressures on supplies of goods and services; to avoid 
placing an unduly heavy burden on monetary policy; and to protect the dollar at home and abroad.

The need for prompt and decisive fiscal action is clear. I trust it will receive the deserved sup
port of the business and financial community, and indeed of the entire country.

A l f r e d  H a y es  
President

The Business Situation

Economic activity has quickened during recent months, 
with the nation’s real output of goods and services rising 
again after a slight decline in the first quarter. Consumer 
spending showed a large increase during the second quar
ter, and automobile sales in particular rose sharply. Resi
dential construction continued to advance from the de
pressed level of the fourth quarter of 1966, and the latest 
figures on building permits and housing starts point to 
further gains. While business fixed investment eased again 
in the second quarter, surveys of business spending plans as 
well as new orders for business equipment point to a mod
est upturn in the months ahead. The reduction in the rate 
of inventory accumulation continued to dampen the growth 
of total output in the second quarter, but the effect of the 
inventory adjustment was considerably more moderate than 
in the first quarter of 1967. While further cutbacks in 
inventory spending are likely, it now appears that a major 
portion of the inventory adjustment has been completed. 
Government spending increased again in the second quar
ter and should continue to rise under the impact of mount
ing defense outlays. The advance in prices appears to be 
accelerating. Both the consumer and wholesale price in

dexes recorded sharp rises in June, with food prices on 
both the retail and the wholesale levels showing large in
creases.

G N P  IN  T H E  S E C O N D  Q U A R T E R

The nation’s total output of goods and services (GNP) 
advanced by $9.0 billion in the second quarter (see chart) 
to a seasonally adjusted annual rate of $775.3 billion, 
according to preliminary estimates of the Commerce De
partment.1 Although the second-quarter advance was mod
erate when compared with quarterly GNP increases in 
the last three years, it represented a substantial improve
ment over the first quarter when total output in real terms 
actually showed a small decline. Of the $9.0 billion added 
to GNP during the second quarter, $4.5 billion constituted

1 The Commerce Department’s annual midyear revisions of the 
national income and product accounts raised GNP by $0.7 billion 
in 1964, $2.7 billion in 1965, and $3.7 billion in 1966. For the first 
quarter of 1967, GNP was revised upward by $2.6 billion to a level 
of $766.3 billion.
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a real increase in the production of goods and services 
while the remaining $4.5 billion reflected higher prices. 
The average price of overall national output, as measured 
by the implicit GNP price deflator, continued to advance 
at the relatively high 21/£ per cent annual rate of the first 
quarter. In June the consumer price index advanced by a 
substantial 0.4 percentage point, following increases of 0.3 
percentage point in the two preceding months. Food prices 
at the retail level rose by a very sharp 1.2 percentage points, 
and other major categories also showed gains. The wholesale 
price index increased by 0.5 percentage point in June, as 
prices of food products recorded another sharp rise— 
pointing to more increases in the consumer price index in 
the near future. Preliminary wholesale price figures for July 
indicate a further rise in food prices and the first increase 
in four months in the price of industrial commodities.

The most substantial gain among the components of 
GNP in the April-June period was in the consumer sector 
where the advance in spending amounted to $8.7 billion,

the largest increase since the first quarter of 1966. Con
sumer expenditures on services and nondurable commodi
ties continued to move up, and spending on durable goods 
also advanced after declining for two consecutive quarters. 
The rise in consumer spending on durables was concen
trated primarily in automobiles. Sales of new domestically 
produced cars accelerated during the second quarter, and 
by June reached a seasonally adjusted annual rate of 8Y3 
million units. According to preliminary estimates, total re
tail sales showed a small gain in June, the fourth consecu
tive month of increase. The rise in sales was concentrated in 
durables, with automobiles accounting for most of the ad
vance. Automobile sales in July held at the June rate.

The strong 7.2 per cent annual rate of increase in con
sumer purchases of goods and services during the second 
quarter was striking in view of the modest 5.6 per cent rise 
in disposable personal income. Personal income rose by $6.0 
billion in the second quarter, compared with a rise of $11.3 
billion in the first three months of 1967. The advance in 
April and May was well below the first-quarter average, as 
increases in wage and salary payments moderated, reflect
ing a slower growth in employment and shorter workweeks 
in manufacturing. In June, however, a rapid rise in employ
ment boosted earnings, and total personal income increased 
by a strong $3.7 billion.

With consumption expenditures rising more rapidly than 
income, consumer savings fell. Some decline in savings was 
not entirely unexpected in view of the fact that consumers 
have been saving an unusually large proportion of their 
incomes since the fourth quarter of 1966. While the savings 
ratio dropped back from the exceptionally high level of 
7.3 per cent reached in the first quarter, it remained at a 
high 6.9 per cent in the April-June period.

A decline in the rate of inventory accumulation damp
ened total output in the second quarter, but the impact of 
the inventory adjustment on GNP was considerably less 
than in the first three months of 1967. While the Commerce 
Department estimates of GNP components are preliminary, 
the data available indicate that inventory spending declined 
by $5.0 billion in the second quarter, compared with a 
drop of $11.4 billion in the first quarter. These cutbacks 
have sharply reduced the rate of accumulation from the 
rapid 1966 pace, particularly as compared with the fourth 
quarter of 1966 when inventory spending rose by $7.1 
billion and accounted for more than half of the increase 
in GNP. The problems of inventory adjustment have been 
concentrated in manufacturing where the inventory-sales 
ratio has been particularly high. While manufacturers have 
been reducing the rate of inventory accumulation for 
several months, in June they made the first actual cutback 
in total inventories in three years. This cutback further
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reduced the inventory-sales ratio for all manufacturing 
from its April peak. Nevertheless, the inventory-sales ratio 
in manufacturing remains above the level reached in mid- 
1966, when the problem of excessive inventories began to 
emerge. Thus, while the greatest part of the inventory ad
justment appears to be over, some further cutbacks in 
inventory spending are likely before a rising level of eco
nomic activity brings sales into a more normal relation to 
inventories.

Along with the slower rate of inventory accumulation, 
business fixed investment eased slightly again in the sec
ond quarter as expenditures on structures, which had held 
steady in the first quarter, moved down. Spending on equip
ment, however, edged up after declining in the first three 
months of the year. In June, new orders for machinery and 
equipment rose again, suggesting further spending gains 
in coming months. Moreover, business surveys of capital 
spending plans point to increased capital investment over 
the second half of the year. Thus it appears that, over the 
balance of the year, the impact of labor cost pressures and 
the restoration of the investment incentives, as well as the 
general expectation of rising sales, are likely to offset the 
negative influence of currently declining utilization and 
profit rates on plant and equipment spending.

During the second quarter, residential building continued 
to move up from the depressed levels of 1966. Although 
residential spending in the second quarter remained consid
erably below the rates prevailing before the housing slump 
began early in 1966, June data on housing starts and per
mits point to a continuation of the recovery in new housing 
construction. The supply of mortgage funds appears to be 
more than adequate to support a further advance in resi
dential building.

Total government purchases of goods and services 
boosted GNP again in the spring months, although the 
increase was smaller than the record advance of the 
first quarter. While Federal spending for nondefense pur
poses held at about the first-quarter level, defense expendi
tures climbed again after showing an unusually large rise in 
the first quarter. State and local government expenditures 
also continued to mount; although the April-June increase 
was smaller than the first quarter’s record rise, it was large 
by historical standards.

P R O D U C T IO N * O R D E R S , A N D  E M P L O Y M E N T

Industrial output edged off slightly again in June. The 
Federal Reserve Board’s index of industrial production 
declined 0.3 percentage point to 155.2 per cent of the 
1957-59 average. Output of industrial equipment eased 
further, and production of both materials and consumer

goods was off slightly. Production of automotive products 
increased substantially despite the continuation of a strike 
in the rubber industry, which had dampened the auto index 
in May. Auto assemblies rose to a seasonally adjusted an
nual rate of 8 million units in June, after two months of 
production at a 7% million unit rate. Production of other 
consumer goods declined, partly because a strike at a 
major producer of radio and television sets cut sharply into 
production. The output of furniture and appliances also 
eased off during the month. On the other hand, defense 
equipment production increased further, and the curtail
ment of supplies from the Middle East helped boost crude 
petroleum output.

The volume of new orders received by durables manufac
turers in June advanced again, following a strong rise in 
May. Orders for machinery and equipment rose for the 
fourth consecutive month, and defense orders continued 
to mount. While shipments of nondurable goods eased after 
the May surge in sales, durables shipments rose for the 
second month. The increase in durables shipments, how
ever, was smaller than the rise in new orders for durable 
goods. Thus, the volume of unfilled orders rose for the 
second successive month, reaching the highest level since 
the backlog began to drop last January.

Reflecting the moderate strengthening of the economy 
in the second quarter, the employment picture appears to 
be relatively good. In June, a sharp increase brought non
farm employment almost to the record level set in March. 
While a rise in government employment accounted for more 
than half of the overall increase, manufacturing employ
ment also edged up slightly for the first time since January. 
The rise occurred entirely in nondurables manufacturing, 
since employment increases in several lines of durables 
production failed to offset the effects of the strike in radio 
and television manufacturing. Construction employment 
also increased in June after declining for three consecutive 
months. Average weekly hours of production workers 
showed a small increase in the nondurables sector, but 
continued to ease in durables industries.

The civilian labor force after seasonal adjustment 
showed one of its largest advances of recent years in 
June, following six months of virtual stability when slack 
economic activity discouraged many individuals from join
ing or remaining in the labor force. As a result, the number 
of unemployed rose substantially despite the large advance 
in total employment. The seasonally adjusted unemploy
ment rate increased from 3.8 per cent in May to 4.0 per 
cent in June. Unemployment rates for most groups edged 
up, but the rise in the number of unemployed adult wom
en accounted for about two thirds of the increase in total 
unemployment.
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The Business Situation

The business expansion gained increasing strength dur
ing the summer months. Housing starts rose strongly in 
July, industrial production advanced for the first time this 
year, and the backlog of unfilled orders in durables manu
facturing reached a new record high. At the same time, 
personal income increased substantially, and preliminary 
data indicate that retail sales turned in another strong ad
vance. In August the unemployment rate dropped for the 
second month in a row as employment—notably in manu
facturing—recorded a large rise. Along with the quick
ening pace of business activity, price increases on both 
the wholesale and retail levels are accelerating and again 
pose a threat to the orderly growth of the economy. Al
though it is difficult to assess at this time the impact on 
the economy of the automobile strike, which began as this 
Review went to press, it seems likely that the strike will 
only temporarily moderate the business expansion.

PRODUCTION, INVENTORIES, AND ORDERS

Industrial activity increased in July, following six months 
of virtually uninterrupted declines. The Federal Reserve 
Board’s seasonally adjusted production index rose by a 
full percentage point—to 156.3 per cent of the 1957-59 
average—recouping one fourth of the overall decline in 
the index from its December peak of 159.0 per cent. 
While the July upturn reflected improvement in the gen
eral pace of industrial activity, a good part of the in
crease was due to the settlement of strikes in the rubber 
and electrical machinery industries and the surge in domes
tic crude oil output following the curtailment of supplies 
from the Middle East. In terms of broad market groupings, 
production of materials, equipment, and consumer goods 
all rose from the June levels.

In the consumer sector, output of automotive products 
increased once again in July, continuing the advance from 
the low mark reached in February. On a seasonally ad
justed basis, the production of new cars rose by about W i 
per cent to an annual rate of just over 8 million units. 
While output slipped a bit in August, preliminary sched

ules for September had indicated an unusually large rise 
in automobile assemblies. However, the strike against the 
Ford Motor Company—which manufactures about 25 per 
cent of the nation’s cars—-will hold production below 
scheduled levels.

Output of consumer goods other than automobiles was 
about unchanged in July from the May-June pace. De
clines in the apparel and furniture indexes were offset by 
gains stemming from the settlement of a strike against a 
major television set producer, as well as by increases in 
output of other appliances. As a result of the January- 
May sluggishness in retail demand and of the sizable 
inventories that existed earlier in the year, production of 
nonautomotive consumer goods has shown little buoyancy 
in the past few months. However, the recent pickup in 
retail sales, coupled with an improved inventory situation, 
points to a likely strengthening of activity in industries 
producing for the consumer market.

In the equipment category, defense-related production 
increased once again in a continuation of the rapid growth 
that began two years ago. The rise in the output of 
defense equipment over the first seven months of 1967 
was at an annual rate of 18 Vi per cent, only moderately 
below the 22 Vi per cent increase registered over the full 
course of last year. At the same time, July saw this year’s 
first increase in the production of business equipment. The 
slowdown in capital spending in the first half of 1967 had 
been reflected in a steady decline, dating from last Decem
ber, in the pace of activity in the business equipment 
industries. The July rise in output of business equipment 
was not unexpected. Surveys of capital spending plans 
taken throughout this year, including the most recent one 
taken in August, have all pointed to increased outlays for 
plant and equipment in the second half.

The July rise in industrial production, while due in part 
to special factors, also provided some evidence that the 
inventory adjustment is nearing an end (see Chart I) . 
This adjustment has, of course, been the major factor 
dampening industrial activity this year. Following the 
fourth quarter of 1966, when inventory additions averaged
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about $lVi billion a month, the rate of business inventory 
accumulation declined sharply.1 In June, manufacturers 
actually reduced their inventories, the first decumulation 
in three years. In the following month, however, such 
stocks rose once again. The July accumulation was cen
tered in inventories of work in process, and finished goods. 
Inventories of raw materials and supplies were cut back 
further.

Although the overhang of excessive inventories at 
the beginning of the year was most noticeable in the manu
facturing sector, trade inventories early in 1967 were also

1 Revised figures for second-quarter gross national product 
(G NP) show a cutback in inventory accumulation larger than that 
previously estimated. However, upward revisions in other com
ponents— notably consumer spending— offset the reduced figure 
for inventory accumulation, and total GNP was therefore virtually 
unchanged from the preliminary estimate discussed in this Review, 
August 1967, pages 139-41.

high relative to sales. As a result of rising sales and of in
ventory reductions during the first half, however, inventory- 
sales ratios in the trade sector by midyear had moved back 
down to levels prevailing before the inventory surge in the 
later months of 1966. Indeed, the trade sector accounted 
for almost half the December-June cutback in total inven
tory accumulation. The June inventory-sales ratio for re
tail trade was the lowest in many years.

The continued rise in the backlog of orders on the 
books of durables manufacturers is another element of 
strength in the outlook for production and employment. 
Though new orders for durables declined in July from 
the high June level, largely as a result of a sharp drop 
in the volatile defense component, the backlog of unfilled 
orders expanded once again. The July increase put the 
backlog at a new record, surpassing the previous high set 
last December. At the same time, shipments by durables 
manufacturers rose for the third month in a row.

Residential construction activity is apparently continu
ing its vigorous recovery from the depressed 1966 pace. 
In July, housing starts rose strongly to an annual rate of 
1.35 million units, closely approaching the average level 
that prevailed before last year’s slump. Although the num
ber of units authorized by building permits eased off 
slightly in July, prospects for further improvement in 
residential construction continue to be favorable. Statistics 
on vacancy rates and sales of new homes indicate strong 
demand. At the same time, mortgage credit availability 
currently appears adequate for additional expansion in 
new home and apartment construction.

EMPLOYMENT, INCOME, AND 
CONSUMER DEMAND

Payroll employment rose sharply further in August. 
Most significant among the widespread gains was the 
upturn in manufacturing employment which resulted pri
marily from a large rise in the number of production 
workers employed. At the same time, the average week 
worked by manufacturing production workers increased 
again.

The civilian labor force expanded further in August for 
the third consecutive rise. In most of the earlier months 
of this year the labor force had declined on a seasonally 
adjusted basis, and the recent turnaround suggests that 
the quickening pace of economic activity has encouraged 
more individuals to enter the labor force. Reflecting the 
strength of demand in the labor markets, the growth of 
employment in both July and August exceeded the rise 
in the labor force, with the result that unemployment 
edged off to 3.9 per cent in July and 3.8 per cent in August.
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Increases in personal income through most of the first 
half of 1967, though quite sizable, were nevertheless damp
ened by the sluggish behavior of employment during the 
period, and particularly by the reduction in the number 
of workers and the length of the workweek in manufac
turing. In June and July, however, the expansion of per
sonal income showed renewed strength as employment 
gains gave rise to rapid growth in wage and salary pay
ments.

The stepped-up rate of income growth has undoubtedly 
been a factor in the recent strengthening of consumer 
demand. But, at the same time, consumers also seem to be 
showing a willingness to spend a larger share of their 
incomes. Indeed, recent revisions in the GNP accounts 
for the second quarter indicate that the advance in con
sumer spending was stronger than had been shown in the 
preliminary estimates. The revised figures put the second- 
quarter savings ratio at an estimated 6.7 per cent, down 
appreciably from the unusually high rate of 7.3 per cent 
in the first quarter. The second-quarter savings figure was 
nevertheless relatively high by historical standards, and 
it is altogether possible that future consumer spending may 
benefit from still further decreases in the savings ratio as 
well as from income gains.

In any case, the available data do indicate rising con
sumer demand. According to preliminary estimates, retail 
sales volume recorded a sizable increase in July, follow
ing a strong rise in the preceding month. During the first 
five months of the year, sales at retail stores had followed 
a generally upward course but at a very modest pace. Thus, 
in the five-month period ended with May, retail sales rose 
only 2 per cent; the June-July expansion, in contrast, 
amounted to fully 3 per cent. In July, the increase was 
centered entirely at durables outlets, where gains were 
reported both for the automotive group and for other hard 
goods lines. Sales of new automobiles in July were at a 
seasonally adjusted annual rate of almost 8V2 million units, 
well above the low point of 7 million reached last Febru
ary. In August, however, automobile sales dropped off, 
reportedly because of a short supply of cars in the popular 
lines. At the month end, the inventory of 1967 models was 
more than 25 per cent below carry-over in 1966 of prior- 
year models (the timing of the changeover to the new 
models was the same in both years).

WAGES, PRODUCTIVITY* AND PRICES

Wage costs continue to mount and the rate of increase 
has accelerated. According to the Bureau of Labor Statis
tics, collective bargaining settlements concluded in the first 
half of 1967 involved wage and fringe benefit increases

totaling 4.6 per cent a year, compared with increases of 4.1 
per cent for all of 1966 and 3.3 per cent for 1965. The 
rapid advance in labor compensation this year has been ac
companied by a leveling off in productivity growth. The 
combination of rising labor costs and virtual stability in 
output per man-hour resulted in a sharp increase in labor 
costs per unit of output. To be sure, the index of unit labor 
costs in manufacturing fell a bit in July, as the result of a 
jump in productivity associated with the upturn in output. 
Nevertheless, the July level of the index represented an ad
vance over the first seven months of this year at a seasonally 
adjusted annual rate of about 5 V2 per cent, compared with 
a rate of 3 Vi per cent for all of 1966. While productivity 
can reasonably be expected to move upward once again as 
the economy expands more vigorously, it is unlikely that 
the growth in output per man-hour will be adequate to 
offset mounting labor costs.

In conjunction with the strengthening of demand, 
the rising trend in unit labor costs has been a major

Chart II

CONSUMER AND WHOLESALE PRICES

Note: Consumer prices are plotted through July; w holesale prices are plotted 
through August(prelim inary).

Source: United States Bureau of Labor Statistics.
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source of upward pressure on prices. The midsummer was 
marked by a rash of announced price increases for a broad 
range of commodities, including trucks, rubber goods, 
household appliances, textiles, construction materials, 
aluminum and steel for can-making, a variety of other 
steels, and goods containing silver. Moreover, railroad 
freight rates—which affect costs throughout the economy 
—were also raised.

Some of these increases have already had an effect on 
the broad index of industrial wholesale prices. Preliminary 
figures indicate that this index rose sharply in August after 
five months of stability (see Chart II) . Wholesale prices of

agricultural commodities, however, dropped in August 
after a steep three-month run-up, and this decline more 
than outweighed the increase in industrial commodities. 
As a result, the total wholesale index moved lower. In the 
consumer area, prices rose by a sharp 0.4 per cent in July 
as costs of food and services increased again. Prices of 
nonfood commodities also rose substantially. The overall 
advance was the largest in nine months and followed four 
months of sizable gains. From February to July, the total 
consumer price index advanced at an annual rate of 3.6 
per cent, compared with 1.5 per cent in the preceding 
five-month period.

The Money and Bond Markets in August

Money market conditions remained comfortable during 
August. Federal funds generally traded in a narrow band 
around the 4 per cent discount rate, while nationwide net 
reserve availability continued to fluctuate within the range 
of recent variation. As the month progressed, there was a 
significant improvement in the basic reserve positions of 
major banks in the money centers, reflecting in part a sub
stantial contraction in business loans and increased acquisi
tions of Euro-dollars. Major banks also acquired a large 
volume of funds through sales of negotiable certificates of 
deposit (C /D ’s) during the month.

As was the case in July, even with the comfortable tone 
in the money market, yields on short-term and capital 
market instruments rose further in August. The Presi
dent’s request on August 3 for a 10 per cent surcharge on 
individual and corporate income taxes was welcomed by 
market participants, but the optimistic reaction was soon 
dampened by consideration of the accompanying projec
tions of a large budget deficit and Treasury financing needs 
in fiscal 1968. Two Treasury cash offerings during the 
month—one to refund the August maturities and the other 
to raise new money— attracted only routine interest on the 
part of investors and trading activity in the Treasury market 
was generally light. Meanwhile, large current and antici
pated corporate borrowing and the fair to poor receptions 
accorded several new corporate issues— in spite of mount
ing yields— contributed to a hesitant atmosphere through

out the capital markets. By the end of the month, yields on 
intermediate-term Treasury issues had risen by about 24 
basis points, while long-term yields were up about 6 basis 
points. The yield on a new Aa-rated utility bond issue with 
five years’ special call protection reached 6.20 per cent at 
the end of the month, 15 basis points more than the highest 
yielding comparable offering in July. The tax-exempt mar
ket was under somewhat less pressure than the corporate 
market, against a background of a comparatively light cal
endar and talk of an added relative yield advantage for 
tax-exempt securities in the event of a tax increase.

The cautious mood of the capital markets during August 
also pervaded the market for Treasury bills. Although 
there was a significant investment demand for bills at times 
during the month, rates on outstanding issues rose almost 
steadily until late in the month, when they receded slightly. 
The market yields on three- and six-month maturities rose 
by 26 and 23 basis points, respectively, to 4.38 per cent and 
4.83 per cent at the close of the month.

BANK RESERVES AND THE MONEY MARKET

The money market remained comfortable throughout 
August. The effective rate for Federal funds generally was 
close to the 4 per cent discount rate, with some trading at 
4Vs per cent in the first half of the month and generally in 
a 3 to 4 per cent range later on. Free reserves averaged
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The Business Situation

The advance in business activity strengthened on a 
broad front during the summer. In August, industrial 
production increased again and residential construction 
activity continued to improve, while employment and per
sonal income also rose strongly. Moreover, preliminary 
figures indicate that retail sales, which have shown re
newed vigor in recent months, registered another large 
advance in August. The latest Government survey of 
capital spending plans confirms that business is stepping 
up outlays on plant and equipment in the second half, and 
two recent private surveys indicate further gains in these 
outlays in 1968. Thus, virtually all indicators are now 
pointing to a resumption of rapid growth in the private 
economy at a time when the Federal and state and local 
governments are claiming a large share of the increases in 
the nation’s output of goods and services. The automobile 
strike of course dampened the pace of economic activity in 
September. Barring a prolonged strike, however, the effect 
on the overall economy is not expected to be large, and a 
surge in production will undoubtedly follow the eventual 
settlement. Meanwhile, price pressures are mounting. In 
the past five months the consumer price index has risen at 
an annual rate of 4 per cent, and industrial wholesale 
prices, which had remained stable throughout the first half 
of 1967, have increased substantially in the last two months.

PRODUCTION, INVENTORIES, AND NEW ORDERS

The nation’s industrial production moved up strongly 
in August, marking the second consecutive month of in
crease, though special factors were again responsible for 
much of the rise. With output of materials, equipment, and 
consumer goods all registering gains, the Federal Reserve 
Board’s seasonally adjusted production index rose by 1.3 
percentage points to 158.0 per cent of the 1957-59 aver
age (see Chart I). The August improvement came after an 
almost equally strong gain in July, following six months 
during which the production index had generally declined. 
The July-August advance, totaling 2.5 percentage points, 
brought the index to a level only 1.0 percentage point be
low tiie record high reached last December. In September,

however, the automobile strike had a dampening effect on 
industrial activity, and it is likely that any further sizable 
advances in the overall production index will be delayed 
until after a settlement in the auto industry.

The August rise in industrial production was broadly 
based, though a substantial part of the strength was due to

Chart I

INDUSTRIAL PRODUCTION
Seasonally adjusted;1957-59=100

Note: Indexes for defense equipment and nonautomotive consumer goods were 

calculated at the Federal Reserve Bank of New York from data published by the 
Board of Governors of the Federal Reserve System.

Source: Board of Governors of the Federal Reserve System.
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special factors. These included the further recovery of 
production in the rubber industry from the strike that was 
settled in mid-July and another boost in crude oil output 
in response to the curtailment of supplies from the Middle 
East. The special factors affecting oil and rubber output 
contributed to the strong rise in the index of materials 
production, although an increase in iron and steel output 
also figured in the advance. In September, on the other 
hand, a truckers’ strike apparently dampened iron and 
steel output, while at the same time the Texas authorities 
cut back allowable oil production because of a resumption 
of shipments from the Middle East.

Production of equipment moved up again in August on 
the strength of a 1 Vi per cent rise in the defense com
ponent. At the same time, the slackening in business equip
ment output appears to be leveling off. Following six 
months of uninterrupted declines, production of business 
equipment edged up in July and then held steady in Au
gust, at a level about even with that of a year ago.

Consumer goods production was boosted in August by 
an extremely sharp jump in the output of television sets, 
which reflected both an improved sales outlook and the 
settlement of a strike at a major producer. That strike had 
followed six months of industry-wide cutbacks which were 
made because of a substantial gap between actual and 
projected consumer buying. In anticipation of a continuing 
improvement in overall consumer demand, production of 
television sets and other consumer goods is now apparently 
on the upswing. Another sizable gain was registered in 
August by the automotive industries, as the pace of auto 
assembly operations increased once more, reaching a sea
sonally adjusted annual rate of 8.3 million units—the high
est this year. The industry’s original production schedules 
for September had pointed to another sharp rise in the as
sembly rate, but the strike at the Ford Motor Company of 
course meant that the original schedules were not met. Pre
liminary figures indicate that September output fell about 
20 per cent to an annual rate of less than 7 million units.

The upturn of industrial activity in recent months has 
been helped by the much improved inventory situation. 
During the first half of 1967, the overall rate of business 
inventory accumulation was cut back sharply. For several 
months, stocks were actually reduced in the trade sector, 
and June saw a decumulation in manufacturing as well. 
In both July and August, manufacturers’ inventories rose, 
with the increase occurring entirely in durables manufac
turing. Total accumulation was centered in stocks of goods 
in process, although in August materials inventories also 
rose. Shipments made by manufacturers increased during 
the summer. In July the rise was larger than the increase 
in inventories, thus reducing the inventory-shipments ratio

for the third consecutive month. In August, however, in
ventory accumulation exceeded the gain in shipments, and 
the ratio rose.

Recent information on manufacturers’ expectations re
garding inventories and shipments indicates that producers 
anticipate an accelerating rate of inventory accumulation. 
According to the Commerce Department’s latest quarterly 
survey, taken in August, manufacturers were expecting to 
continue a slow rate of inventory building in the third 
quarter, but anticipated a step-up in the pace of accumula
tion toward the year-end. The prospective acceleration of 
inventory investment is centered in durables manufactur
ing. Producers of both durable and nondurable goods 
formulated their inventory anticipations on the basis of an 
expectation that shipments would be increasing rapidly 
throughout the second half of 1967. Taken together, 
the reported inventory and shipments expectations point 
to a modest second-half decline in the stock-shipments 
ratio in durables manufacturing and a sharper drop in the 
nondurables ratio.

Following an upturn during the spring, the volume of 
new orders for durable goods dropped sharply in July and 
edged off in August. In both July and August, however, 
the decline resulted from substantial reductions in the 
volatile defense component. The total August volume of 
durables new orders exclusive of those received by defense- 
oriented industries was the highest this year, and fully 
IV2 per cent above the slower pace of last spring. The 
machinery and equipment industries reported another 
rise in their orders volume, bringing it close to the record 
high set a year ago. Shipments of durable goods, which 
have been growing steadily since April, advanced again 
in August and the backlog of unfilled orders edged off.

BUSINESS INVESTMENT PLANS 
AND CONSTRUCTION

The latest Government survey of business spending 
plans provides confirmation of the expectation that capi
tal investment is rising in the second half of 1967, follow
ing a dip in the first two quarters. According to the 
August survey by the Commerce Department and the 
Securities and Exchange Commission, outlays on new 
plant and equipment in both the third and fourth quarters 
were planned at a seasonally adjusted annual rate of about 
$62 Vi billion, compared with a first-half spending rate of 
about $61V2 billion (see Chart II). This increase would 
bring total 1967 outlays to $62.0 billion for a 2.3 per cent 
rise over 1966. Although most major industries plan to 
spend more this year than last, the increases in individual 
industries and in the total are modest when compared with
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Chart II

ACTUAL AND ANTICIPATED 
PLANT AND EQUIPMENT SPENDING

Billions of dollars Seasonally adjusted an n u a l rates Billions of dollars

Note: Figures shown for the third and fourth quarters of 1967 are estimates from the 
August Commerce-SEC survey.

Sources: United States Department of Commerce; Securities and Exchange Commission.

the rate of expansion in the past three years. However, 
according to two surveys taken recently by private firms, 
the rise in the second half is expected to continue, gaining 
strength in 1968.

It was clear that the exceptionally rapid growth of capi
tal spending last year was contributing significantly to 
the buildup of serious inflationary pressures. It was for 
this reason that President Johnson asked the Congress to 
suspend the investment tax credit and certain accelerated 
depreciation methods; their suspension, between October 
and March, was one factor dampening investment spend
ing in 1967. Possibly in response to the restoration of the 
investment incentives, some upward revisions have been 
made by nonmanufacturing industries since theCommerce- 
SEC’s spring survey of spending plans for the second 
half of 1967. These upward revisions were notable in 
the plans of nonrail transportation industries and public 
utilities. At the same time, however, business capital 
investment programs generally have continued to be 
moderated by a number of factors, including the an
ticipation of a tax increase, the relatively high cost of

credit, the easing of corporate profits from the very high 
levels reached last year, and the slackening of capacity 
utilization rates in manufacturing.

The 1967 slowdown in capital spending has been re
flected in activity in the construction industry. Following a 
brief bulge at the beginning of the year, commercial and 
industrial building outlays have declined steadily from the 
high 1966 rate. Activity in the housing industry has con
tinued to improve, however. In August, nonfarm housing 
starts rose again, following a large gain in July, and the 
number of housing units authorized by new building permits 
also increased. Thus far, the recovery in residential build
ing has progressed almost as rapidly as the precipitous 
decline experienced in 1966. From a seasonally adjusted 
annual rate of 1.40 million units in March of last year, 
housing starts plunged for seven months to a rate of 0.82 
million units in October. Seven months of recovery lifted 
the starts rate to 1.25 million in May 1967, and continu
ing advances brought the pace up to the 1.36 million units 
indicated by the preliminary August figures.

INCOME, CONSUMER DEMAND, AND PRICES

Reflecting the more rapid tempo of industrial activity, 
employment showed strong gains during the summer 
months. These advances were, in turn, the chief factor be
hind the recent acceleration in the expansion of personal 
income. Following two months of substantial increases, 
personal income in August registered the largest advance 
since last January. At an annual rate, the August gain 
amounted to $4.5 billion, of which $3.5 billion stemmed 
from increased wage and salary payments. In contrast, 
several earlier months this year saw wage and salary gains 
of only about $0.5 billion.

Consumers appear to be increasingly willing to translate 
income gains into greater spending. Retail sales have 
shown a steady upward trend since the spring, and the 
advance seems to be strengthening. Further, recent surveys 
of consumer sentiment suggest that this uptrend will con
tinue through the rest of the year and into 1968. According 
to preliminary figures, the volume of retail sales rose 
appreciably in August. In contrast to the several preceding 
months when sales of durable goods moved up rapidly, the 
August increase stemmed entirely from a large advance in 
sales at nondurables outlets. Total sales of durables edged 
off slightly in August, with the decline primarily reflecting 
a drop in new car sales that was not quite offset by gains 
in other durables lines. One factor behind the slippage in 
automobile sales was the exceptionally low level of stocks 
in popular model lines. In September, supply shortages 
continued to affect sales until the introduction of the new
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models late in the month. While the strike against Ford 
may create new shortages, apparently it did not have 
much direct effect on sales in September.

Price increases were widespread in August. The con
sumer price index rose by 0.3 per cent, making August 
the fifth straight month of substantial advance. Gains were 
recorded in virtually all major components—most notably 
in the services, housing, and food categories. Consumer 
food prices, which had declined last winter, rose strongly in 
the May-August period. However, a recent easing in the 
wholesale food index suggests that the rise in retail food

prices may moderate. The overall wholesale price index 
declined in August, as lower food prices offset a rather siz
able increase in the index of industrial commodities. Pre
liminary figures for September, on the other hand, indi
cate that further rises in industrial prices outweighed the 
reduced food prices, resulting in a small rise in the over
all wholesale index. In addition, there has recently been a 
wave of price increases which are not yet incorporated in 
the indexes; these included higher prices for automobiles, 
color television sets, a variety of steel products, nickel 
alloys, sulfur, and other chemical products.

The Money and Bond Markets in September

The money market was generally comfortable during 
September, with no significant pressures evident around 
the midmonth tax and dividend payment dates. Free re
serves fluctuated in a range slightly higher than in August, 
and Federal funds traded at about 4 per cent throughout 
the month. The basic reserve positions of banks in leading 
money centers deteriorated sharply during the first half 
of the month. These banks, however, had little difficulty 
covering their reserve needs through the Federal funds 
market, and borrowings from the Federal Reserve System 
were relatively light. A large volume of negotiable cer
tificates of deposit (C/D’s) matured during September. In 
order to limit attrition of these funds, a number of banks 
increased offering rates for C/D’s.

Continuing the pattern of recent months, the comfort
able tone of the money market during September coincided 
with further increases in yields on capital market instru
ments. The month opened with prices of Treasury coupon 
issues buoyed by prospects of possible new peace feelers 
following the election in South Vietnam. However, the 
price situation quickly deteriorated after the Labor Day 
holiday (September 4), as apprehension grew that Treasury 
financing needs in the months ahead would be considerably 
larger than previously anticipated even with passage of the 
Administration’s proposed surtax. Also, hopes faded for a 
near-term solution in Vietnam, and it appeared likely that a

long automobile strike might create additional difficulty 
for the Administration’s tax proposals. Treasury bill rates 
declined briefly early in the month, but then rose almost 
steadily until September 25, after which rates again de
clined. During the month, rates on some bills climbed to 
new 1967 peaks, while yields on long-term Treasury bonds 
exceeded last year’s highs.

The market for corporate securities also began the 
month with an improved tone. The calendar of new offer
ings scheduled for September was lighter than in August, 
and there was good investment demand. Early in the month 
prices increased from their lows for the year, although re
ceptions were mixed when dealers attempted to price new 
offerings more than slightly above previously accepted lev
els. During the last half of the month, corporate bond 
prices declined moderately as dealer inventories and the 
calendar of prospective new offerings mounted. Tax-exempt 
securities were under pressure throughout September, and 
underwriters generally had difficulty reducing inventories 
without deep price concessions. The prevailing caution was 
enhanced by a growing calendar of future issues.

BANK RESERVES AND THE MONEY MARKET

The money market remained generally comfortable in 
September: average nationwide free reserves were $274
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The Business Situation

The economy has displayed considerable underlying 
strength in recent months, despite the adverse effects of a 
number of strikes. At the same time, the clearly excessive 
rate of increase in both wages and prices appears to be 
gaining further momentum. In October, the expansion of 
the economy equaled the longest on record, with the up
swing covering eighty months.

Gross national product (GNP) increased in the third 
quarter by an estimated $15 billion. The gain in economic 
activity was widely based, with all major components of 
GNP registering advances. The increase in GNP was due 
about equally to higher prices and a larger real output. 
The rise in the GNP price deflator was nearly 4 per cent 
at an annual rate, the largest in many years. Real output 
in the economy increased at slightly more than a 4 per 
cent annual rate, up strongly from the rate of growth in 
the second quarter. This advance provides clear evidence 
of the rising pace of business activity since midyear.

In September, the effects of the various work stoppages, 
especially the auto strike, dampened the rise of personal 
income, employment, and retail sales and contributed to 
declines in industrial production and new orders for du
rable goods. The possibility of additional shutdowns in the 
automobile industry clouds the outlook for the economy 
in the remaining months of the year. Most observers 
nevertheless expect a continuation of the overall expan
sion, followed by a surge of activity when the automobile 
industry returns to full production. Although the Presi
dent’s tax surcharge proposal still awaits Congressional 
action and the ultimate outcome of efforts to reduce Fed
eral spending remains unclear, economic and financial 
developments continue to indicate a pressing need for a 
program of fiscal restraint.

E C O N O M IC  A C T I V I T Y  IN T H E  T H IR D  Q U A R T E R

Gross national product—the measure of the nation’s 
total output of goods and services—posted a sizable ad

vance in the third quarter of 1967, when both price infla
tion and real output accelerated. According to preliminary 
estimates by the Department of Commerce, GNP increased 
by $15.0 billion to an annual rate of $790.1 billion (see 
Chart I). Although the gain was the largest since the first 
quarter of 1966, amounting to an annual growth rate of

Chart I
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8 per cent, it would have been even greater but for the 
effects of the various work stoppages. Indeed, according 
to a Commerce Department estimate, the Ford strike alone 
cut about $2 billion from the quarter’s GNP.

While price increases accounted for nearly half of the 
third-quarter gain in the market value of GNP, the growth 
in real output was nevertheless at a relatively strong an
nual rate of more than 4 per cent, compared with less than 
2 Vz per cent in the second quarter and with a small de
cline in the first quarter of the year. The acceleration in 
the rate of increase in the overall price level, as measured 
by the GNP price deflator, was of disturbing propor
tions. The third quarter saw the deflator rise at an annual 
rate of 3.8 per cent, the largest advance in a decade and 
nearly twice the second quarter’s 2.1 per cent rate of in
crease. To be sure, some of the third-quarter rise was due 
to a rash of price hikes in the construction industry and a 
steep run-up in food prices, and both these particular 
uptrends may moderate in coming months. However, the 
trend toward higher rates of increase in prices and costs 
remains apparent. Recent wage settlements—notably that 
at Ford which involved an increase of about 6 per cent 
annually in wages and fringe benefits—indicate a further 
escalation of wage costs, despite modest gains in pro
ductivity this year.

Further evidence of increasing inflationary pressure is 
seen in the September data on retail and wholesale prices. 
While the consumer price index rose only 0.2 percentage 
point in September, compared with a gain of 0.4 point in 
August, the advance in the index of all items less food was 
the largest this year. Prices of services mounted rapidly, 
as did those of used cars, apparel, and other goods. The 
wholesale price index also rose in September, as costs of 
industrial commodities increased for the second consecu
tive month following a half year of stability. Preliminary 
figures indicate that the industrial index rose again in Oc
tober. Wholesale food prices appear to have declined 
further, however, outweighing the advance in the costs 
of industrial products, and the total wholesale price index 
apparently eased off 0.1 percentage point.

The third-quarter acceleration in the growth of GNP 
was due to a turnaround in the trend of inventory accu
mulation. During the first half of the year, when business
men were concentrating on getting stocks into a better 
alignment with sales, the pace of inventory investment 
was sharply reduced, dropping from an excessively high 
$18.5 billion annual rate in last year’s fourth quarter 
to only $0.5 billion in the second quarter of 1967. This 
slowdown put a very substantial drag on GNP growth 
during the first half. In contrast, the third quarter saw a 
pickup in inventory accumulation to an annual rate of $1.5

billion, which contributed $1.0 billion to the advance in 
GNP. The process of adjusting inventories to sales trends 
has brought inventory-sales ratios—especially in the trade 
sector—down to more acceptable levels. With the sales 
outlook improving, business accumulation of stocks can 
now be expected to proceed at a higher pace.

Consumer demand expanded only moderately during 
the third quarter, with consumption expenditures growing 
by $6.1 billion as compared with the strong $9.5 billion 
increase recorded in the preceding three-month period. 
Spending on services was up sharply, while growth of 
nondurables demand was slower than in the second quar
ter. The more moderate advance in consumer spending, 
however, was due mainly to a slowdown in automobile 
sales, which limited the rise in spending on durables. 
Consumer expenditures on durables moved up by only 
$0.5 billion in the third quarter, compared with a gain of 
$3.1 billion in the second quarter. Beginning in late July 
and continuing through most of September, car sales were 
hampered by shortages in several popular model lines. 
Sales of new domestically produced cars reached a 1967 
peak in July at a seasonally adjusted annual rate of almost 
8V2 million units, and then dropped off in August to a 
rate of less than 7 Vi million units. The introduction of new 
models in late September improved the supply situation, and 
the sales rate moved up to a bit more than 8 million units. 
The precise effect on September auto sales of the strike at 
the Ford Motor Company is difficult to estimate. Although 
the company produced new cars in quantity before the 
strike began, many customers were apparently unaware 
that the new models were actually available and this fact 
may have discouraged potential buyers. By October, the 
supply of new-model automobiles, which Ford produced 
prior to the strike, began to run out and industry-wide sales 
declined to a rate of less than 7 million units.

The modest third-quarter advance in consumer spending 
occurred despite the strongest rise in personal income this 
year. The strength of the advance in income was particu
larly notable, since the increase in September was dampened 
considerably by the effect of the various strikes. The annual 
rate of wage and salary payments in that month grew by 
only $0.9 billion, compared with gains of $2.5 billion in 
July and $3.3 billion in August. Inasmuch as disposable 
personal income advanced in the third quarter at a more 
rapid rate than consumption spending, the savings ratio 
moved up. Since the fourth quarter of 1966, consumers 
have been saving an unusually large share of their income. 
Uncertainty over a possible tax increase, inflation, and the 
Vietnam war has apparently held consumer spending 
down. The high savings rate of the last four quarters has 
resulted in a rapid expansion in the volume of financial
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savings—particularly in the form of time and savings ac
counts at commercial banks and thrift institutions. This 
buildup in liquid assets, coupled with the outlook for fur
ther income gains, has placed the consumer in a strong 
position for a step-up in spending.

Recent surveys of consumer expectations have shown a 
substantial upturn in consumer buying intentions. Indeed, 
according to the latest survey taken by the Department of 
Commerce, consumers expect to spend a record amount 
for new cars in the coming months, and planned purchases 
of other durables have shown a strong rise.

Total fixed investment spending in the third quarter 
recorded the largest advance in over two years on the 
strength of increases in both business fixed investment and 
residential construction. The rise in business spending was 
centered in purchases of equipment. Outlays for business 
structures also edged up, however, marking the first increase 
in a year. The growth of business capital spending in the 
third quarter was consistent with the trend indicated by 
earlier surveys of business plans for plant and equipment

spending. These surveys have repeatedly pointed to an 
upturn in such outlays in the second half, following the 
drop in the first six months of the year.

Residential construction has continued to make a strong 
recovery from the steep decline experienced in 1966, and 
the $2.3 billion advance in outlays during the third quarter 
was the largest in many years. The most recent data 
point to a continuation of the uptrend in home building, 
and the supply of mortgage funds currently appears to be 
sufficient for further growth. In September, housing starts 
rose sharply again, reaching the highest level since 1965, 
and building permits issued by local authorities also moved 
up further (see Chart I I ) .

Turning to the public sector, the growth in the third 
quarter of total government expenditures for goods and 
services was the smallest quarterly increase in over two 
years. The $2.2 billion rise in state and local spending was 
in line with the steady upward trend of such outlays. The 
advance in Federal Government expenditures slowed, how
ever, as spending for defense purposes registered a $1.4 
billion rise, the smallest since the beginning of the buildup 
in Vietnam.

P R O D U C T IO N , O R D E R S , A N D  E M P L O Y M E N T

The volume of industrial output was dampened in Sep
tember by the automobile strike, as well as by other work 
stoppages, and by the cutback of domestic crude oil pro
duction as shipments from the Middle East increased. The 
Federal Reserve Board’s index of industrial production 
(seasonally adjusted) declined by 1.5 percentage points to 
156.3 per cent of the 1957-59 average. Output of defense 
equipment continued to expand strongly, but production of 
business equipment was again about unchanged. The ma
terials index was adversely affected not only by the reduc
tion in oil production but also by the strike of steel truck
ers, which resulted in a widening number of cutbacks in 
steel production during September and October. Output 
of consumer goods was, of course, limited by the auto 
strike. The seasonally adjusted annual rate of new car 
assemblies dropped in September by almost 20 per cent 
to approximately 63A  million units, a pace which was about 
maintained in October. Output of other consumer goods, 
however, was generally strong in September. Production of 
television sets rose again, following a surge in August which 
had been preceded by months of decline as a result of both 
production cutbacks and a strike.

The automobile strike also contributed to a large drop 
in the September volume of new orders for durable 
goods. In the motor vehicles and parts component— 
where new orders are treated as essentially equal to ship
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ments—the decline amounted to over 25 per cent. On the 
other hand, the volatile series on new orders received by 
defense-oriented industries rose sharply after falling for two 
months. The auto strike was also a factor in the decline 
in shipments of durable goods. The volume of shipments 
was less than the inflow of new orders, and thus the back
log of unfilled orders edged up.

The labor market situation remained strong in Septem
ber, although the picture provided by the employment data 
was clouded by the effects of the various strikes—notably 
those involving teachers in New York City and elsewhere 
and the workers at Ford. The number of persons on strike 
increased by more than 200,000 between August and 
September. Despite this, the total number of persons on 
the payrolls of nonagricultural establishments declined by 
only 100,000. The Bureau of Labor Statistics estimates 
that, had it not been for the rise in the number of workers 
involved in labor disputes, September payroll employment 
would have shown a gain of better than 100,000. The

BLS noted that the Ford strike did not have much sec
ondary effect on September employment. However, the 
prolongation of that stoppage through most of October 
undoubtedly increased the strike’s indirect impact, which 
may be reflected in October data. The average workweek 
of production workers in manufacturing held in September 
at the much improved figure of 40.7 hours reached in the 
preceding month.

The civilian labor force expanded in September for the 
fourth consecutive month. The September advance was en
tirely accounted for by an unusually large rise in the num
ber of women in the labor force. Not all these additional 
women found employment, and the unemployment rate 
for them rose substantially, pushing the overall rate up 
by 0.3 percentage point to 4.1 per cent. The unemploy
ment rates for men and for teen-agers were essentially 
unchanged, but the rate for married men, who represent 
the backbone of the labor force, declined to 1.8 per cent, 
close to its record low.

The Money and Bond Markets in October

Conditions in the money market varied from moderate 
firmness in the first half of October to relative ease in the 
latter half, reflecting chiefly swings in the amount and dis
tribution of available reserves. The average daily level of 
nationwide net reserve availability for the month as a 
whole was somewhat lower than in September. The effec
tive rate for Federal funds was generally above the 4 per 
cent discount rate in the first half of the month and gen
erally below 4 per cent thereafter. Rates posted by the 
New York City banks on new call loans to Government 
securities dealers rose considerably in the first half of 
October, but returned to lower levels in the second half 
of the period.

Other short-term rates moved higher during the month. 
The large New York City banks were able to replace 
certificates of deposit (C/D’s) as they matured during 
October, but this required further increases in rates. Mar
ket yields on the nearest three- and six-month Treasury bill

maturities rose by 17 and 4 basis points, respectively, to 
4.56 per cent and 5.06 per cent.

The upward trend of capital market yields continued 
during October, with only a brief interruption late in the 
month. Market psychology underwent a pronounced dete
rioration at the start of the period, after an announcement 
by a Congressional committee that it had set aside the 
President’s tax proposal until a program of reductions in 
Federal expenditures could be agreed upon between the 
Administration and the Congress. The market was also 
unfavorably affected by the seemingly dim prospects for 
a settlement in the near future of the Vietnam conflict and 
by continuing substantial additions to the corporate financ
ing calendar. At the close of the month, market yields on 
outstanding Treasury securities were about 5% per cent 
in the intermediate maturity area and 5 per cent in the 
longer term area (see chart). Late in the month, the 
Treasury announced that it would refund $10.2 billion
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The Business Situation

Although strikes in a number of key industries have 
slowed the business expansion in recent months— and 
international financial developments have added a new 
element of uncertainty to the economic outlook—the 
underlying cost and price pressures in the economy show 
no signs of diminishing.

During October, work stoppages played a major role 
in depressing industrial production, new orders for dur
able goods, and retail sales and in limiting gains in employ
ment and personal income. However, housing starts posted 
a sizable gain in October, and industrial production is 
expected to have rebounded in November. Data on new 
capital appropriations, as well as the most recent survey 
of business plans for spending on plant and equipment, 
point to an increase in business fixed investment outlays. 
Meanwhile, prices continue to mount. The consumer price 
index rose sharply again in October despite a decline in 
food prices. Industrial wholesale prices also posted a large 
gain, and preliminary figures for November indicate a 
further rise. The need for fiscal restraint is compelling, not 
only to contain price pressures domestically, but also to 
protect the dollar in the international exchanges.

P R O D U C T IO N ,  O R D E R S ,  A N D  IN V E N T O R IE S

The volume of industrial output eased in October, as 
work stoppages and a further decline in crude oil produc
tion continued to dampen industrial activity. The Federal 
Reserve Board’s production index (seasonally adjusted) 
declined 0.5 percentage point from the upward-revised 
September level to 156.2 per cent of the 1957-59 aver
age. The materials index eased slightly further, as crude 
oil output was cut back once again. Following the June 
war in the Middle East, which sharply curtailed oil im
ports, state regulatory agencies had raised domestic pro
duction quotas but, with the resumption of shipments 
from the Middle East, quotas have been adjusted down
ward toward more normal levels. Overall output of con
sumer goods held at the strike-reduced September vol
ume. The seasonally adjusted annual rate of automobile 
assemblies, at a little under 7 million units in October, was 
virtually unchanged from the September pace. In Novem

ber, wildcat strikes at the Chrysler Corporation and Gen
eral Motors Corporation as well as the slow return to full 
production at the Ford Motor Company held the assem
bly rate to just over 7 million units, well below the pre
strike level of 8Ya million units in August. Barring fur
ther strikes in the industry, assemblies are expected to 
rise very substantially in December as Ford attempts to 
make up some of its lost production.

Output of consumer goods other than automobiles was 
also about unchanged during October, although produc
tion of television sets and radios eased slightly, following 
a sharp rise in August and a further small gain in Septem
ber. While output of defense equipment continued to 
advance, the index of business equipment declined, largely 
as the result of a strike at a major equipment producer 
which was settled late in the month.

The third-quarter rise in new capital appropriations 
made by manufacturers and the improvement in corporate 
profits strengthen the prospects for a step-up in capital 
spending in the coming months. Underscoring this im
proved outlook, the survey of capital spending plans taken 
by the Commerce Department and Securities and Exchange 
Commission in November suggests that business spending 
on plant and equipment will rise appreciably in the first 
half of 1968.

The effects of the strikes at Ford and other firms were 
reflected in a continued decline in October in new orders 
received by durable goods manufacturers. The drop was 
concentrated in the automobile and primary metals in
dustries. Among other durables, the aggregate flow of 
orders was little changed, as advances in some sectors 
about offset declines elsewhere. The defense component 
recorded a large gain over the September level.

Residential construction activity continued to move up 
strongly in October, approaching the level that prevailed 
before the housing slump began in early 1966. Housing 
starts recorded a large advance, achieving a rate fully 80 
per cent above the depressed level reached just a year 
earlier. At the same time, there was a substantial gain in 
the number of building permits issued by local authorities.

The inventory situation in both the trade and manufac
turing sectors has been a major concern since the fourth
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quarter of 1966, when a sharp buildup in stocks occurred 
as consumer demand moderated. In an effort to bring 
inventories into better alignment with sales, businessmen 
reduced the pace of inventory accumulation from a sea
sonally adjusted annual rate of $18.5 billion in the fourth 
quarter of 1966 to a scant $0.5 billion in the second quar
ter of 1967. In the third quarter, however, businessmen 
stepped up inventory spending once more. Indeed, revised 
GNP figures indicate that inventories grew in that three- 
month period at a rate of $3.8 billion, rather than the $1.5 
billion of the preliminary estimate.

In the trade sector, firms reacted quickly to the late- 
1966 rise in inventories. Following the moderation of con
sumer demand in the middle of that year, the trade sector 
initially reduced the pace of accumulation, and then made 
a series of actual cutbacks in inventory holdings that con
tinued uninterrupted over the first seven months of 1967. 
This decline in inventories, coupled with rising sales, re
sulted in a steady drop in inventory-sales ratios during the
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first three quarters of this year. In September, the pace of 
accumulation at the retail level increased although whole
sale inventories showed little change, following a sizable 
accumulation in August.

The problem of excessive stocks dating from the latter 
part of 1966 has been considerably more serious in manu
facturing than in the trade sector. Manufacturers cut the 
pace of inventory accumulation from an average monthly 
rate of $1 billion (seasonally adjusted) in the fourth quar
ter of 1966 to only $227 million in the second quarter 
of this year. The slowdown in spending affected additions 
to inventories at all three stages of fabrication: finished 
goods, work in process, and materials (see Chart I). Ac
cumulation of finished goods dropped from a monthly 
average of $373 million in the fourth quarter of 1966 to 
$58 million in the second quarter of 1967. At the same 
time, additions to stocks of work in process declined from 
a monthly rate of $493 million to $210 million. The fact 
that work-in-process accumulation remained relatively 
high was in large part due to the continued growth of out
put in aircraft and other defense-oriented industries, where 
production time is generally longer than for other goods. 
Inventories of purchased materials which grew at a monthly 
average of $138 million in the last three months of 1966 
showed an actual decline, averaging $41 million in the 
second quarter of this year. In July and August, manu
facturers’ total stocks increased at a fairly rapid pace, but 
strikes cut sharply into accumulation in September— and 
inventories actually declined. Stocks rose strongly in Octo
ber, however, and the improved outlook for shipments as 
well as the Ford settlement suggests that the accumula
tion rate may increase in the near future.

E M P L O Y M E N T ,  IN C O M E ,  C O N S U M E R  D E M A N D ,  
A N D  P R IC E  D E V E L O P M E N T S

The employment picture remains clouded by the effects 
of labor disputes. The number of persons on nonagricul- 
tural payrolls increased in October, but a large part of 
the advance was due to the return of workers who had 
been on strike in September, notably in the government 
sector which had been affected by a number of teachers’ 
strikes. Employment in manufacturing—where strikes con
tinued to be a strong dampening factor—showed a small 
rise in October as an increase in nondurables industries 
offset a further decline in the durables category. The aver
age workweek of manufacturing production workers eased 
during the month. Though the Ford strike had cut sharply 
into manufacturing employment in September, the Bu
reau of Labor Statistics reported that the strike appar
ently had few secondary effects in that month. However,
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the October declines in the manufacturing workweek and 
in durables employment suggest that the indirect effects of 
the strike increased during its second month.

The civilian labor force grew sharply again in October. 
In contrast to the first six months of 1967 when the civilian 
labor force remained quite stable, September and October 
were marked by unusually large increases, especially in the 
number of women and teen-age entrants. In both months, 
total employment was essentially unchanged, so that the 
increase in the number of labor force participants boosted 
unemployment. In October, the unemployment rate rose
0.2 percentage point to 4.3 per cent, up 0.5 percentage 
point from August. The rate for married men increased 
slightly during the month, following a decline during Sep
tember.

Reflecting the limited growth of employment, personal 
income in October recorded the smallest advance in six 
months. This modest showing was due primarily to an 
unusually small rise in wage and salary payments which 
grew by a seasonally adjusted rate of only $0.9 billion, 
compared with an average monthly rise of $2.5 billion in 
the third quarter. Payrolls in durables manufacturing ac
tually declined during the month, chiefly in industries 
affected by strikes.

Against the background of sluggish growth in personal 
income, preliminary figures indicate that retail sales vol
ume (seasonally adjusted) declined in October. The num
ber of new cars sold fell by about 15 per cent. Since July, 
when auto sales reached a 1967 peak of 8V2 million units 
(annual rate), the sales pace has been dampened by supply 
problems. Beginning in late July, shortages appeared in 
many popular model lines, and sales in August fell to IVz 
million units. The introduction of the new models late in 
September improved supplies, and sales increased to a 
rate of about 8 million units. However, in October, sales 
dropped to 7 million units as the stock of new models 
made by Ford dried up. Shortages continued in Novem
ber, and sales again were at an annual rate of about 7 
million units.

Despite the strike-related slackness in the economy, the 
consumer price index rose sharply again in October (see 
Chart II). Although food prices declined, the overall index 
moved up 0.4 percentage point, reflecting substantially 
higher costs of apparel, new cars, and services. Although 
the rate of advance in the consumer price index moder
ated in the first months of the year, prices began to rise

C h a r t  II

CONSUMER AND WHOLESALE PRICES

Note: Consumer prices are plotted through O ctober; wholesale prices are plotted 
through Novem ber (preliminary).

' Source: United States Bureau of LaborStatistics.

sharply in the spring months, and in the six-month period 
ended in October the advance amounted to a high 3.8 
per cent (annual rate). Wholesale prices eased in October 
as a decline in food products outweighed a rise of 0.3 
percentage point in industrial commodities. Preliminary 
figures for November indicate that, while the overall index 
remained unchanged, food prices again declined and in
dustrial prices increased further. This divergent trend be
tween food and industrial prices has been apparent for 
several months. Between July and November, the index 
of industrial commodities rose 1.0 percentage point, after 
six months of stability. The farm products index, how
ever, dropped fully 6.3 percentage points in these last 
four months, lowering the overall index by 0.4 percentage 
point since July.
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The Business Situation

Economic activity rebounded sharply in November and 
December from the strike-depressed levels of the two pre
ceding months. Auto production picked up substantially, 
following the October 25 settlement at the Ford Motor 
Company, and late-October strike settlements in other 
industries also contributed to the improved economic pic
ture. November gains were widespread, however, and 
included many sectors not directly affected by the re
cent labor disputes. The strength of the November ad
vance is evident in the sharp, broad-based rise in industrial 
production, the surge in new orders for durable goods, the 
substantial decline in unemployment, and the strong gains 
in personal income, retail sales, and housing starts. Reflect
ing mounting cost and demand pressures, consumer and 
wholesale prices rose sharply in November.

Recent developments point to further strong gains for 
economic activity in early 1968. Surveys suggest that capi
tal spending will rise. Outlays on inventories should also 
increase, as the auto industry rebuilds its strike-depleted 
stocks and as steel users intensify inventory building in 
anticipation of a possible strike later in the year. Con
sumer spending should be stimulated by Federal pay in
creases, a rise in the minimum wage, a boost in social 
security benefits, and higher wages won in recent contract 
settlements. Against this background, price pressures at 
both the consumer and wholesale levels can be expected 
to heighten.

PRODUCTION, ORDERS, INVESTMENT,
AND CONSTRUCTION

Industrial output posted a broad gain in November. 
The Federal Reserve Board’s production index jumped 
by 2.6 percentage points to 159.0 per cent (seasonally 
adjusted) of the 1957-59 average (see Chart I). At that 
level, the index was at its 1967 high and had returned very 
close to the all-time peak reached in December 1966. 
The sharp November rise in the index was of course partly 
due to the recovery of production following the settlement 
of strikes, particularly in the auto industry. The improve
ment, however, also reflected increases in output across 
a broad range of industries, and encompassed gains in

production of materials, consumer goods, and equipment.
The post-strike rise in automobile production lifted 

the seasonally adjusted annual rate of new car assemblies 
to 7.4 million units in November, up from 6.9 million 
units in October. Reflecting this recovery, the overall pro-

C h a rf  I
INDUSTRIAL PRODUCTION
S e a s o n a lly  a d ju ste d ; 1 9 5 7 -5 9 = 1 0 0

Note: Indexes for defense equipment and nonautomotive consum er goods were 
calculated  at the Federal Reserve Bank of New  York from data published by the 
Board of Governors of the Federal Reserve System.

Source: Board of Governors of the Federal Reserve System.
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duction index for motor vehicles and parts jumped by 
almost 12 per cent but was still well below the midsum
mer level. Another factor contributing to the November 
rise in industrial production was the strong further ad
vance in iron and steel output, which reached a 1967 high. 
This advance reflected an improved demand from the auto 
manufacturers as well as from a wide range of other 
steel users. There is some evidence, according to industry 
analysts, that steel users are already beginning to build 
inventories as a hedge against a possible steel strike 
next summer.

In December, the pace of auto production surged 21 per 
cent to a seasonally adjusted annual rate of 8.9 million 
units and steel output rose a strong 8 per cent. A fur
ther buoyant note was provided by the substantial Novem
ber rise in the flow of new orders to manufacturers of 
durable goods. The volume of new orders grew by al
most $500 million—the largest increase since May—with 
the advance occurring despite a sharp drop in the highly 
volatile series on orders for defense-related goods (largely 
aircraft). Though durables shipments reached a 1967 high 
in November, they were slightly exceeded by the volume of 
new orders and thus the unfilled orders backlog increased 
a bit further.

The recent quickening of the pace of business activity 
apparently reflects in part a strengthening of business in
vestment spending. The latest Government survey of busi
ness plans for capital spending, taken in late October and 
early November by the Department of Commerce and the 
Securities and Exchange Commission, indicates that busi
nessmen anticipated an upturn in such outlays in the final 
quarter of 1967, following modest declines in the first three 
quarters of the year. The survey points to a substantial fur
ther increase in the pace of business investment in plant and 
equipment during the first half of this year. These results 
must be interpreted with caution, however, since the survey 
historically has tended to overestimate expenditures when 
outlays were falling—as in 1967—and to underestimate ex
penditures when outlays were rising.

Inventory investment in manufacturing appears to be 
accelerating. Following a rise of $350 million in October, 
inventories of durables manufacturers rose by a substan
tial $600 million in November. At the same time, the gain 
in shipments was so large that their inventory-sales ratio 
fell sharply to the lowest level since August. Nondurables 
manufacturers’ inventories edged upward in November 
and, with sales rising, the inventory-sales ratio for that sec
tor dropped to a new low.

November marked another month of strong recovery 
in residential building, as both housing starts and con
struction outlays posted large gains (see Chart II). With

only two interruptions, private nonfarm starts moved up 
throughout 1967 from a very low seasonally adjusted 
annual rate of only 0.9 million in December 1966 to a 
rate of 1.5 million in November 1967. At that level, starts 
were at their highest point since late 1965. While the high 
and rising starts pace indicates an increasing level of 
construction outlays over the near term, the substantial 
November decline in building permits issued for new 
housing units could point toward a moderation of the 
strong upswing in residential building later in 1968.

EMPLOYMENT, INCOME, AND 
CONSUMER DEMAND

Reflecting the brisk pace of economic activity and the 
settlement of strikes, employment expanded vigorously in 
November and increased still further in December. The 
number of persons on the payrolls of nonagricultural 
establishments registered the largest increase of the year in 
November. The bulk of the gain was in durable goods 
manufacturing, with the return of striking auto workers
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responsible for a good share of the rise. Employment gains 
were also reported, however, by a broad range of other 
manufacturing industries as well as by the nonmanufac
turing sectors of the economy in both November and 
December. A further indication of quickening in the pace 
of economic activity was the increase (seasonally adjusted) 
in the average length of the workweek of manufacturing 
production workers in December.

The acceleration in economic activity was accompanied 
by a sharp drop in the unemployment rate, to 3.9 per 
cent in November from 4.3 per cent in October. The 
decline was the largest monthly reduction in six years. 
The unemployment rates for adult women and teen-agers, 
who had accounted for much of the increase in the overall 
unemployment rate in the previous two months, dropped 
substantially in November, while the key unemployment 
rate for married men fell to a very low 1.7 per cent.

As a result of the rapid growth in employment, personal 
income in November recorded the largest advance in more 
than two years. This impressive showing was of course 
partly due to the termination of strikes, which had de
pressed wage and salary payments in September and Oc
tober. However, the Commerce Department estimated that 
only about $2 billion of the nearly $6 billion November 
rise in the seasonally adjusted annual rate of personal 
income was due to the ending of strikes. The primary fac
tor in the month’s income growth was the more rapid 
tempo of industrial activity, which led to higher employ
ment, longer hours, and greater earnings.

In addition to rising economic activity, a Federal pay 
increase covering five million employees is currently con
tributing to the expansion of personal income. Moreover, 
the sizable wage increase won in the auto industry and 
the scheduled February rise in the minimum wage from 
$1.40 an hour to $1.60 an hour are expected to boost 
wage and salary payments in the early months of the 
year. The rise in social security payments should also 
increase personal income in early 1968.

While the quickening in economic activity has increased 
the rate of growth in income and employment, consumer 
demand still appears to be somewhat restrained. Recent

surveys of consumer buying intentions indicate a significant 
downgrading of consumer plans to purchase new cars, 
homes, and household durables in the coming months. 
Though retail sales volume rose appreciably in November, 
reversing a substantial part of the October decline, retail 
sales have not shown much vigor in recent months. Thus, 
November sales were about even with last June’s total 
and only a shade over sales in July and August. Sales of 
nondurables registered their largest advance of the year 
in November, but the growth of durables volume was 
virtually unchanged. Sales of new autos in November 
were about unchanged from the previous month’s strike- 
reduced annual rate of 7 million units. While December 
auto sales were up over 6 per cent to a rate of IV2 million 
units, they were considerably below industry expectations.

PRICES

The price picture remains highly disturbing. The overall 
consumer price index rose sharply again in November, 
despite the fact that its food component continued to de
cline. The overall index moved up 0.3 percentage point 
to 117.8 per cent of the 1957-59 average, largely because 
of substantially higher costs of apparel, gasoline, and 
services. The wholesale price level edged up in November, 
as a decline in farm products partially offset a large 0.3 
percentage point rise in the index for industrial commodi
ties. Metal prices advanced strongly, due primarily to 
shortages caused by the copper strike as well as price 
boosts in the steel industry. Preliminary figures for Decem
ber indicate that the overall wholesale index jumped 0.5 
percentage point, as agricultural prices shot up 2.3 per
centage points. The Bureau of Labor Statistics cautioned 
that the increase in food prices should not be interpreted 
as the beginning of a sharp upward trend, because the 
unusual rise may be something of a statistical fluke. Indus
trial prices, a key measure of inflationary pressures, also 
advanced at a relatively high 2.2 per cent annual rate in 
December. Rising demand and large wage increases prac
tically ensure that price pressures will remain a problem 
in the months ahead.
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T h e B u s in e s s  S itu a tio n

The economy posted strong gains in the closing months 
of 1967 and continues to move ahead vigorously. Gross 
national product (GNP) rose substantially in the fourth 
quarter of 1967 despite cautious spending on the part of 
the consumer and a relatively small advance in Federal 
Government spending. While a substantial portion of the 
fourth-quarter increase in GNP was accounted for by a 
jump in the rate of inventory accumulation, virtually all 
the components of aggregate demand rose. The continuing 
strength of the economy is clearly evidenced by the strong 
December advance in industrial production, the sharp 
rise in new orders for durable goods, and the substantial 
growth of employment. At the same time, prices on both 
the consumer and wholesale levels continued to rise, re
flecting persisting demand and cost pressures. Indeed, 
about half of the fourth-quarter increase in GNP repre
sented price increases rather than a larger volume of 
real output.

G N P  IN  T H E  F O U R T H  Q U A R T E R

The nation’s total output of goods and services in
creased by $16.4 billion in the final quarter of 1967 (see 
Chart I) to a seasonally adjusted annual rate of $807.6 
billion, according to preliminary estimates by the Depart
ment of Commerce. This advance was the largest for any 
quarter since the beginning of 1966. During the second half 
of 1967, real output grew at a 4.5 per cent annual rate, 
sharply higher than the 1.1 per cent growth rate in the 
first half of the year. The substantial gain in real output 
in the second half was accompanied by accelerating price 
pressures. The GNP price deflator rose at an annual rate 
of 4.0 per cent in the period, nearly twice the first half’s 
rate of increase and the sharpest six-month advance in the 
GNP deflator in more than a decade.

An unusually large rise in inventory investment ac
counted for more than 30 per cent of the fourth-quarter 
growth in GNP. Inventory accumulation increased to a $9 
billion annual rate from a $3.8 billion pace in the preced
ing quarter. This gain was in marked contrast to the sharp 
drop in the rate of accumulation in the first half of 1967.

Fourth-quarter inventory growth reflected increases in trade 
stocks, as auto inventories were rebuilt, as well as a tem
porary increase in farm inventories.

In contrast, business spending on structures and equip
ment rose by a modest $1.0 billion in the fourth quarter of 
1967 to an annual rate of $83.8 billion. The increase 
appears to have reflected higher prices for capital equip
ment, so that business fixed investment spending in real 
terms was stable at the third-quarter pace.

Chart I

RECENT CHANGES IN GROSS NATIONAL PRODUCT 
AND ITS COMPONENTS

Seasonally adjusted annual rates

Change from second quarter ■■ Change from third quarter
to third quarter 1967 tofourth quarter 1967

—5 0 5 10 15 20
Billions of dollars 

Source: United States Department of Commerce.
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The continued growth of GNP has received only mod
erate support from consumer demand. The $6.1 billion 
fourth-quarter increase in consumption expenditures was 
slightly larger than the quite modest rise in the preceding 
quarter. More than half of the advance was attributable 
to the growth of spending on services, with purchases of 
both durable and nondurable goods showing only small 
increases.

The strike-related slowdown in purchases of new auto
mobiles was one factor restraining consumer spending. 
Auto sales in the fourth quarter were at an annual rate 
of only 7.3 million units, well below the 7.7 million annual 
sales pace during the first nine months of 1967. For 1967 
as a whole, sales were 7.6 million units, considerably below 
the 1966 and 1965 sales figures of 8.4 million and 8.8 
million, respectively. January sales, however, moved up 
substantially from the December level to an annual rate of 
over 8 million units.

Disposable personal income expanded by a healthy 
$9.3 billion in the fourth quarter, and this in conjunction 
with the relatively slow growth in consumer spending 
meant that the savings rate climbed to 7.5 per cent, the 
highest since 1953. Contributing to the growth in income 
was a substantial year-end pay increase for both military 
and civilian employees of the Federal Government. The 
raise was retroactive to October 1, 1967, though it was 
not received by Government workers until late in Decem
ber. This surge in income probably contributed to the sharp 
fourth-quarter rise in the savings rate, since it is likely that 
only a relatively small part of the retroactive increase was 
spent by the year’s end.

Demand for housing has remained strong, and residen
tial construction expenditures rose $2.3 billion in the 
fourth quarter, reaching the highest level since the final 
quarter of 1963. To be sure, private nonfarm housing 
starts, which had risen rapidly in October and November, 
fell precipitously in December to 1.2 million units at a 
seasonally adjusted annual rate. However, housing starts 
are often erratic, and much of the December decline in 
starts may have been due to abnormally cold weather 
and snowstorms in the South and West. This explanation 
appears the more likely in view of the sharp December 
rise in the number of residential building permits issued, 
an activity which would not be significantly slowed down 
by adverse weather conditions.

Total government spending for goods and services 
boosted GNP by $3.3 billion in the fourth quarter. How
ever, Federal Government expenditures rose by only $1.1 
billion as the marked slowdown in the growth of defense 
spending, which became evident in the third quarter, 
continued in the final three months of 1967. Defense

expenditures rose by a relatively modest $1 billion, fol
lowing an increase of only $0.8 billion in the third quar
ter; the increase in the first and second quarters averaged, 
in contrast, $3.5 billion. At the same time, the fourth 
quarter saw only a negligible rise in Federal Government 
purchases of nondefense goods and services. Indeed, the 
fourth-quarter increase in Federal spending is more than 
accounted for by the pay rise granted to Government 
employees late in the year. State and local government 
expenditures continued to expand in the fourth quarter at 
the high rate evident in the first three quarters.

Net exports of goods and services fell by an unusually 
large $1.4 billion in the fourth quarter. Imports rose 
sharply, reflecting the rapid growth of aggregate demand 
as well as special factors such as the long copper strike. 
Exports, on the other hand, did not rise during the quarter.

P R O D U C T I O N ,  P E R S O N A L  I N C O M E ,

A N D  E M P L O Y M E N T

In December, the Federal Reserve’s seasonally adjusted 
production index jumped 2.3 percentage points to a new 
high of 161.6 per cent of the 1957-59 average, after show
ing a 2.7 percentage point gain in November. The strong 
upsurge in industrial production in the closing months of 
1967 was in striking contrast to the performance of earlier 
months when production had been dampened, first by the 
largest inventory adjustment on record and later by labor 
disputes. Nearly half of the December increase in industrial 
production was accounted for by the motor vehicle and 
parts component, as auto producers tried to make up for 
production lost during the earlier strikes at Ford and 
Chrysler. In December, auto production reached 8.9 mil
lion units at an annual rate, but in January strikes at Gen
eral Motors held back output so that auto production 
slipped back to an annual rate of 8.4 million units. Pro
duction of other consumer goods and of business equip
ment continued to expand in December. Materials 
production rose strongly, buoyed by the continuing surge 
in steel output. Increased production caused the manufac
turers’ utilization rate to edge up to 84.3 per cent of 
capacity in the fourth quarter, the first increase since the 
second quarter of 1966.

The volume of new orders received by manufacturers 
continues to increase. In December, new orders for durable 
goods shot up 12 per cent, the strongest advance since 
1956. The December increase was broadly based, but 
gains in the steel, auto, equipment, and defense industries 
were particularly vigorous. Though durables shipments 
reached a record high in December, they were exceeded by 
the volume of new orders, and the unfilled orders backlog
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C hart II

DURABLES MANUFACTURERS’ SALES AND ORDERS
Billions of dollars Seasonally adjusted Billions of dollars

Source: United States Department of Commerce.

increased by another $1.1 billion (see Chart II).
Rising economic activity as well as the Federal pay 

increase boosted December personal income, measured at 
a seasonally adjusted annual rate, by $5.7 billion. While 
the main factor in the month’s income growth was the 
pay rise, the brisk pace of industrial activity also led to 
higher employment and earnings and longer hours. The 
unemployment rate in December fell to an eight-month 
low of 3.7 per cent. The decline in unemployment was 
widespread, with the rates for adult men and women as 
well as teen-agers all dropping back to the levels of early 
1967. The December decline brought the unemployment 
rate for the full year to 3.8 per cent, unchanged from 
the thirteen-year low set in 1966. Part of the December 
increase in civilian employment was due to a greater than 
normal rise in farm employment, caused by a late harvest
ing season. In addition, the number of persons on the 
payrolls of nonagricultural establishments advanced in 
December by 200,000 to reach 67.1 million (seasonally

adjusted), following an even larger increase in November.
Civilian employment grew by 1.5 million persons in

1967. As indicated by the nonfarm payroll survey, nearly 
all the 1967 rise in nonagricultural employment occurred 
in the nonmanufacturing sector. However, factory employ
ment in both the durables and nondurables sectors showed 
strong gains in the fourth quarter, after declining through
out the first nine months of the year.

The civilian labor force rose by a record 1.6 million 
persons in 1967 to an average level of 77.3 million. In 
contrast to the experience of the past few years, when 
much of the increase in the labor force resulted from the 
entrance of teen-agers, all the 1967 increase was ac
counted for by adults—about 600,000 men and 1.0 mil
lion women. The teen-age civilian labor force was virtually 
unchanged because of increased military demands. The 
sizable expansion in the adult labor force in 1967 reflected 
the combined effects of population growth and a heavy de
mand for additional workers. The big population group 
bom soon after World War II has now moved out of the 
teens into the early twenties. Approximately one third of 
the 1967 labor force growth took place in this age category. 
The sizable increase in the number of adult women in the 
labor force during 1967 was in part attributable to a change 
in the definition of the labor force as well as to the heavy 
demand for additional workers. The labor force participa
tion rates of women, in contrast to those of adult men, 
tend to be responsive to overall demand conditions— 
rising in good times when the employment situation is 
favorable and declining somewhat in periods of slack.

C O S T  A N D  P R I C E  P R E S S U R E S

Labor costs continue to rise. According to the Bureau of 
Labor Statistics, collective bargaining settlements concluded 
in 1967 involved median wage and fringe benefit increases 
totaling 5.6 per cent a year, compared with an increase ot
4.5 per cent in 1966. The rapid advance in labor compen
sation during 1967 was accompanied by a leveling-off in 
productivity growth, reflecting the sluggish behavior of 
manufacturing output during most of the year and the 
consequent decline in the utilization of manufacturing 
capacity. Output per man-hour in manufacturing in 
1967 was only 1.0 per cent larger than in 1966, the 
smallest increase in the present expansion, and capacity 
utilization averaged only 85.1 per cent, the lowest level 
since 1963.

The combination of sizable wage gains and modest 
growth in output per man-hour resulted in a sharp increase 
in labor costs per unit of output. In December, the index 
of unit labor costs in manufacturing stood at 106.7 per
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cent of the 1957-59 average, 3.6 per cent above Decem
ber 1966. Between mid-1958 and mid-1966, unit labor 
costs in manufacturing were essentially stable. This was a 
major factor behind the general price stability of that 
period. The rise in unit labor costs over the past year and 
a half has generated pressures on businessmen to raise 
prices or to suffer declining profits. While productivity 
can reasonably be expected to move upward as the econ
omy expands more vigorously, it is unlikely that the growth 
in output per man-hour will be adequate to offset mounting 
labor costs.

Increasing demand and cost pressures have already had 
an effect on the broad index of wholesale prices. In Decem
ber, the wholesale price index jumped 0.6 percentage point 
to 106.8 per cent of the 1957-59 average, the sharpest

rise in eighteen months. While industrial wholesale prices 
rose by only 1.8 per cent over 1967 as a whole, price in
creases have been accelerating and industrial wholesale 
prices advanced at a 3.4 per cent annual rate in the fourth 
quarter. Preliminary figures for January indicate a continu
ing rise in wholesale prices. The total index is expected to 
increase another 0.3 percentage point as all the major 
components register advances.

In the consumer area, widespread price increases caused 
the consumer price index to advance a sharp 0.4 percent
age point in December, the eleventh consecutive monthly 
increase. The consumer price index in December rose to 
118.2 per cent of the 1957-59 base, a gain of 3.1 per cent 
over the year and the second largest annual increase since 
1951.

T h e M o n ey  an d  B on d  M a r k e ts  in January

The money market was firm throughout January, with 
the effective rate for Federal funds remaining generally 
above the discount rate. Member bank borrowings at the 
Reserve Banks were reasonably steady after the first state
ment week, in which borrowings reflected the usual bank 
adjustments prior to the year-end statement date. Net free 
reserves were allowed to ride up and down to compensate 
for the shifting amounts of reserves retained by “country” 
banks. By contrast with the firm rates in the market for 
overnight funds, rates for most short-term debt instruments 
declined, reflecting an unusually large seasonal expansion 
in the volume of funds available for investment. Treasury 
bill rates declined sharply, despite the sale of an additional 
$2.5 billion of June tax anticipation bills early in the month. 
Large commercial banks lowered their posted offering rates 
on new negotiable time certificates of deposit (C/D ’s), 
dealers in bankers’ acceptances and in prime commercial 
paper reduced their offering rates, and major finance com
panies lowered rates for most maturities of paper which 
they place directly with investors.

Prices of intermediate- and long-term Government se
curities scored large gains during January. The market de

veloped a buoyant tone at the beginning of the month, 
as hopes for peace negotiations on Vietnam blossomed and 
President Johnson announced a program designed to bring 
the nation’s international payments into balance. Prices rose 
sharply until midmonth, when market hopes for early prog
ress toward peace faded and the domestic fiscal and credit 
situation was interpreted as generally unfavorable. The 
brief downward movement of prices at midmonth was 
reversed toward the close of the month despite a variety 
of disquieting developments, including new tensions in 
Korea. The corporate and tax-exempt bond markets also 
displayed considerable strength early in January, softened 
around midmonth, and firmed near the close of the month.

B A N K  R E S E R V E S  A N D  T H E  

M O N E Y  M A R K E T

The money market was somewhat firmer, on average, 
in January than it had been in December, and the effective 
rate for Federal funds was generally at the 45A  per cent 
level attained late in the preceding month. Wide week-to- 
week variations in nationwide net reserve availability did
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T h e B u s in e s s  S itu a tio n

The domestic economy has shown continued strength 
so far in the new year, though some indicators have been 
unable to sustain the extraordinary advances posted late 
in 1967. In January, both industrial production and new 
orders for durable goods declined after very large Decem
ber increases. January gains in personal income and pay
roll employment were relatively modest, but various 
nonrecurring special factors exerted a restraining influence. 
Over the balance of the quarter, personal income should 
get a strong boost from the February increase in the mini
mum hourly wage and the March step-up in social security 
benefit payments. The unemployment rate edged down to 
a fourteen-year low of 3.5 per cent in January, and retail 
sales apparently showed the first sizable gain in many 
months. Overall, the likelihood that the economy is ex
panding at an excessively rapid rate in the current quarter 
remains high. Moreover, prospects are that demand and 
cost pressures on prices will remain substantial over the 
balance of the year. Indeed, if the recent events in Asia 
lead to a step-up in defense spending beyond currently 
budgeted levels, these pressures will intensify, unless ap
propriate measures are taken to restrain aggregate demand.

P R O D U C T I O N ,  O R D E R S ,  A N D  C O N S T R U C T I O N

The Federal Reserve Board’s index of industrial pro
duction declined in January by 0.6 percentage point, to 
161.2 per cent of the 1957-59 average, after having 
jumped 2.3 percentage points from November to December 
(see Chart I). The largest January declines occurred in 
consumer durable goods and industrial materials. Auto 
assemblies fell by 6.1 per cent to an annual rate of 8.4 
million units in January, at least in part reflecting local 
work stoppages. The assembly rate declined further in Feb
ruary while labor disturbances continued, but production 
schedules call for output to rebound to an annual rate of 9 
million units in March. Business equipment production was 
largely unchanged in January, as some further decline in 
industrial machinery production was offset by a recovery 
in output of farm equipment following a late-December 
strike settlement. The output of iron and steel dropped 
slightly in January from its recent high level, but produc
tion stabilized in February as strike-hedge demand re
mained steady.

Not surprisingly, new orders for durable goods fell back 
in January after jumping HV2 per cent in December. At a 
seasonally adjusted rate of $24.6 billion, January’s order 
inflow was below the December pace but was still the 
second highest since September 1966. More than half of 
the decline was accounted for by a drop in orders for con
struction materials, and another third was due to a drop in
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defense orders. Small reductions were also fairly widespread 
throughout the remainder of the durables manufacturing 
sector. While durable goods shipments edged off in January, 
shipments nevertheless exceeded the volume of new orders, 
and the backlog of unfilled orders declined for the first time 
since last April.

Indicators of residential construction activity, which 
have behaved erratically in recent months, reversed their 
sharp December movements in January. Private nonfarm 
housing starts recovered strongly in January, following 
December’s precipitous decline, and climbed by 16 per 
cent to reach a seasonally adjusted annual rate of 1.4 
million units. On the other hand, building permits for new 
private housing units declined 16 per cent in January after 
a 14 per cent jump in December. The changes put housing 
starts and permits in January more nearly in line with their 
recent levels than they had been after December’s wide 
swings. Although residential construction outlays were un
changed in January, total private construction spending 
increased substantially, largely reflecting a surge in com
mercial construction.

E M P L O Y M E N T ,  P E R S O N A L  I N C O M E ,

A N D  C O N S U M E R  D E M A N D

Following three months of sharp increases, nonfarm 
payroll employment rose again in January but at a more 
moderate pace. The major gains were registered in trade, 
services, and state and local government employment. 
There was a rise of about 43,000 in the number of per
sons on manufacturers’ payrolls, with about two fifths of 
the increase due to the settlement of strikes. January’s 
growth in payroll employment was limited by a decline in 
construction employment, caused by unusually cold and 
snowy weather. Had construction employment remained 
at its December level, total January payroll employment 
would have risen by an amount about equal to 1967’s 
monthly average.

The continued strength of the employment situation 
was evidenced by the 0.2 percentage point January decline 
in the overall unemployment rate to 3.5 per cent (see 
Chart II), the lowest level since November 1953. While 
much of this decline was accounted for by a greater than 
seasonal decrease in the number of adult women in the 
labor force, the key unemployment rate for married men 
also dropped to 1.6 per cent from its already low 
November-December level of 1.7 per cent. At the same 
time, the unemployment rate for teen-agers continued to 
move lower from the high levels of mid-1967.

Reflecting in part the growth of employment, personal 
income rose by $1.9 billion during January to a seasonally

adjusted annual rate of $651.2 billion. The gain would 
have been larger had it not been for special nonrecurring 
factors. The personal income figure is calculated net of 
social insurance tax payments and expressed each month 
at a seasonally adjusted annual rate. Thus, since the 
taxable earnings base for social security taxes was raised 
as of January, the deduction for such taxes made in com
puting personal income was raised in January by $1.0 
billion at a seasonally adjusted annual rate. In terms of 
a worker’s actual take-home pay, the present 4.4 per cent 
deduction from gross pay will be made for more weeks 
this year than was the case last year.

The wage and salary component of personal income 
edged down in January, as a drop of $2.3 billion in Fed
eral Government payrolls more than offset the $1% billion 
gain in private wages and salaries. The decline in Govern
ment payrolls simply reflected the fact that the figure was 
inflated in December by $2.7 billion as a result of pay
ment of a retroactive pay increase to Federal employees. 
Excluding the effects of these factors, and an abnormally 
large rise in dividend payments in January which merely
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recouped most of December’s unusual decline, the Com
merce Department estimates that personal income rose 
by a healthy $3% billion in January, the same as the 
average monthly gain throughout 1967. Personal income 
is expected to be boosted in February by the rise in the 
minimum hourly wage from $1.40 to $1.60, which went 
into effect on February 1, and in March by a 13 per cent 
average rise in social security benefit payments.

One of the more noteworthy January developments was 
the apparent sharp increase in consumer retail buying, 
after many months of sluggishness. Retail sales reached a 
record high in January, according to preliminary data, as 
sales climbed 2.9 per cent above the December level. 
January retail sales were bolstered in particular by a 7.3 
per cent increase in auto sales to an annual rate of 8.0 
million units.

The Commerce Department’s most recent survey of 
consumer buying expectations, taken in January, indicates 
that households are more optimistic about the likelihood 
of income gains than they were when the survey was last 
taken in October 1967. On the other hand, the indexes of 
expected purchases of new and used cars and of expendi
tures on houses and household durables over the next two 
quarters showed no significant change from the levels 
reported in October 1967. However, the survey in its 
present form was inaugurated only a year ago, and it is 
difficult to assess its reliability in such a short period.

C O S T  A N D  P R I C E  P R E S S U R E S

Labor costs accelerated sharply in January. The com
bination of a sizable increase in employers’ social security

tax payments and a modest decline in output per man- 
hour resulted in a very large 1.4 per cent increase in 
labor costs per unit of output. In January, the index of 
unit labor costs in manufacturing stood at 108.8 per cent 
of the 1957-59 average, 3.8 per cent above the January 
1967 level.

Rising demand and cost pressures have already caused 
rapid increases in wholesale prices. In January, the whole
sale price index jumped 0.4 percentage point to 107.2 
per cent of the 1957-59 average, with all the major com
ponents rising. Preliminary figures for February indicate 
an acceleration of wholesale price increases. The total in
dex surged another 0.6 percentage point, as farm products 
and processed foods and feeds climbed 1.3 percentage 
points after falling throughout most of the second half of 
1967. The evidence now available indicates that the in
dustrial commodity index showed an annual rate rise of 
4.5 per cent in the first two months of 1968, up substan
tially from the 2.6 per cent rate of the second half of 1967.

Consumer prices rose sharply again in January. At 
118.6 per cent of the 1957-59 average, the January con
sumer price index was 0.4 percentage point above the 
December level. A large part of the January increase was 
due to a substantial advance in food prices. This increase 
followed a sharp advance in December which, in turn, had 
ended three months of declines. Prices of services rose 
rapidly again in January. However, prices of nonfood 
commodities increased at a relatively modest rate for the 
second consecutive month. Declines in apparel and new 
car prices, probably partly seasonal, helped to account for 
the small size of the overall rise in nonfood commodity 
prices.

T h e M o n ey  and B on d  M a r k e ts  in F eb ru ary

Money market rates edged higher on balance during 
February, as nationwide net reserve availability contracted 
and member bank borrowings at the Reserve Banks in
creased. The effective rate for Federal funds was gen
erally Vb percentage point higher than in January, and 
other short-term rates rebounded from late-January lows 
early in the month and rose irregularly thereafter. An out

flow of funds from maturing certificates of deposit (C/D’s) 
early in February was subsequently reversed, and short
term C/D rates remained below earlier ceiling levels, al
though some increases were posted in these maturities. 
The movement of yields in the Treasury bill sector was 
greatest in the six-month area, where rates moved up as 
much as 20 basis points, while three-month bills rose 14
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The Business Situation

The economy is continuing to expand strongly. Boosted 
by an increase in the minimum wage, personal income ad
vanced sharply in February, and another large rise prob
ably occurred in March, partly reflecting stepped-up social 
security benefit payments. Retail sales have been showing 
new buoyancy so far this year, suggesting a strong ad
vance in total outlays by consumers during the current 
quarter. The housing sector moved ahead in February, 
with starts in January and February averaging somewhat 
above their fourth-quarter rate. At the same time, the 
latest Government survey of businessmen’s plant and 
equipment spending plans points to increases in such out
lays in the current quarter and in 1968 as a whole. Indus
trial production held at a high level in February, and new 
orders posted a modest advance. Although the unemploy
ment rate edged up from January’s fourteen-year low, the 
labor market remains extremely tight. Consumer and 
wholesale prices continue to climb sharply, and the rise in 
labor costs in manufacturing has accelerated, intensifying 
the inflationary pressures in the economy. The hectic 
scramble for gold in the first half of March reflected in 
part the adverse impact of continued domestic inflation on 
confidence in the dollar and dramatically pointed up the 
need for fiscal restraint.

P R O D U C T IO N , O R D E R S , A N D  C O N S T R U C T IO N

Industrial production held at about the January level 
in February despite the dampening effect of labor disputes. 
The Federal Reserve Board’s seasonally adjusted produc
tion index edged up 0.1 percentage point to 161.3 per 
cent of the 1957-59 average but remained below the
162.0 per cent December peak. Local work stoppages in 
the auto industry continued to hold back auto assemblies 
in February, and the glassblowers’ strike also cut into 
durables output. The production of industrial materials 
weakened, despite the high rate of activity in the steel 
industry. Investment outlays and military requirements 
pushed business and defense equipment output higher in 
both January and February. The utilities index rose 
sharply, in part reflecting increased use of electricity dur
ing February’s unusually cold weather.

In March, strike-hedge buying continued to keep steel 
production at a record level. On a seasonally adjusted 
basis, March output was more than 13 per cent above the 
October level before strike-hedge buying began. Automo
bile production expanded in March to a seasonally adjusted 
annual rate of 9.0 million units, nearly 11 per cent higher 
than February’s rate. New car sales surged 1016 per cent 
to an annual rate of 8.7 million units in March.

New orders to manufacturers of durable goods increased 
slightly in February to a seasonally adjusted level of $24.8 
billion. This indicator of future production has behaved 
erratically in the past few months. In December, or
ders surged to an unsustainable level, and then declined 
sharply in January. Steel and defense products industries 
spurred the February advance. Durable goods shipments 
eased somewhat in February and, since the volume of new 
orders exceeded shipments, the backlog of unfilled orders 
rose.

The latest Government survey of business plans for 
capital spending, taken in late January and early February 
by the Department of Commerce and the Securities and 
Exchange Commission, indicates that businessmen antici
pated a $2.1 billion upturn in such outlays in the first 
quarter of 1968 to a seasonally adjusted annual rate of 
$64.8 billion. Most of the first-quarter gain is due to an 
upsurge in investment spending by manufacturers. After 
a small decline of $0.5 billion in the second quarter, the 
survey points to advances averaging $1.2 billion per 
quarter in the last half of the year. Thus, for the year as 
a whole, the survey reports that businessmen plan a 
moderate 5.8 per cent increase in the pace of plant and 
equipment investment.

The sharp upswing in corporate profits late in 1967 may 
have contributed to the planned rise in investment spend
ing. After edging downward in the first half of 1967, 
corporate profits before taxes stabilized in the second and 
third quarters and then leaped $5.4 billion in the fourth 
quarter to a record $85.4 billion at a seasonally adjusted 
annual rate.

Manufacturers’ inventories increased by a seasonally 
adjusted $0.3 billion in February, with the gain occurring 
entirely in durables stocks. At the same time, shipments
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fell by a seasonally adjusted $0.7 billion, and the inventory- 
sales ratios for both durable and nondurable goods turned 
up but remained close to the lowest levels reached in 1967.

The latest survey of manufacturers’ inventory and sales 
expectations, taken by the Department of Commerce in 
February, shows that manufacturers expect their inven
tories to rise by about $2 billion in each of the first 
two quarters of this year, a bit more than the $1.6 billion 
fourth-quarter increase. At the same time, they expect 
in vent ory-s ales ratios to edge down from fourth-quarter 
levels for durables and to remain about unchanged for 
nondurables.

Construction was strong in February, in contrast to the 
mixed picture of the two previous months. Private non
farm housing starts rose in February by 7.1 per cent to 
a seasonally adjusted annual rate of 1,528,000 units, fol
lowing a sharp gain in January and a precipitous decline 
in December. In February, starts increased in most sections 
of the country, with the southern and north central areas 
leading the advance. Half of the December decline had 
been in the South, and starts there were practically un
changed in January. The index of permits for new private 
housing shot up 24.6 per cent in February to 121.2 per 
cent of the 1957-59 base, the highest level since the early 
months of 1964. The permits index, which is usually less 
volatile than the series on housing starts, had risen by 
14.3 per cent in December only to fall by 16.7 per cent 
in January.

E M P L O Y M E N T , P E R S O N A L  IN C O M E ,
A N D  C O N S U M E R  D E M A N D

The continued strength of the labor market was evi
denced by the strong February expansion in employment. 
Nonfarm payroll employment rose by an impressive
550,000 persons in February, following a small advance 
in January. While most sectors of the economy contributed 
to the gain, nearly half of the increase was concentrated 
in the construction industry as workers returned to con
struction sites they had been forced to leave because of 
unusually bad weather in January. Construction employ
ment has picked up substantially since October, after 
showing little growth during most of 1967. Manufacturing 
payroll employment, which has been recovering from the 
reduced levels of 1967, advanced by 66,000 persons to 
a new high in February.

While employment grew vigorously in February, the 
civilian labor force expanded even more rapidly, and the 
unemployment rate edged up 0.2 percentage point to 3.7 
per cent of the labor force. February’s rise followed a
0.2 point decline in January, which had dropped the job

less rate to the lowest level in more than fourteen years. 
A large increase in the teen-age labor force, which had been 
declining throughout most of 1967, accounted for most 
of the February rise in unemployment. Three quarters of 
the teen-agers entering the job market were searching for 
part-time work. The unemployment rate for adult women 
also rose in February. The rate for adult men held steady 
at 2.3 per cent, and underlying labor market tightness was 
evident in the continued low rate of unemployment for 
married men, which edged up only 0.1 percentage point 
to 1.7 per cent.

The large rise in employment and the higher minimum 
wage raised personal income by a seasonally adjusted 
annual rate of $7.5 billion in February. This was the larg
est increase since September 1965, when a rise in social 
security benefits increased incomes by $14.9 billion. Ac
cording to the Department of Commerce, $2 billion to $3

Chart I

PERSONAL INCOME AND RETAIL SALES
Billions of dollars Billions of dollars

1965 1966 1967 1968

Source: United States Department of Commerce, Bureau of the Census.
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billion of the advance resulted from the February hike in 
the minimum wage. While other special factors also served 
to magnify the February rise, it was substantial even apart 
from these adjustments. Wage and salary payments in
creased by $6.3 billion, and manufacturing payrolls rose 
by $2.3 billion. Better weather conditions lengthened 
working hours in the construction industry, and payrolls 
consequently rose sharply there. Personal income will 
receive still another boost in March of approximately $3.6 
billion, at an annual rate, from the step-up in social 
security benefit payments.

Bolstered by the impressive gains in personal income, 
retail sales in February rose by 1.5 per cent to $27.4 bil
lion, following a larger advance in January (see Chart I) . 
Durables sales, boosted by increased auto sales, were up by 
2.1 per cent. Sales at nondurables outlets increased, with 
the apparel and general merchandise groups (notably de
partment store sales) showing strong advances. Further 
evidence of the resurgence in consumer spending was given 
by the large February rise in consumer credit, the sharpest 
gain since March 1966. Instalment credit advanced 
strongly; gains in automotive credit and personal loans 
were particularly striking.

P R I C E S  A N D  C O S T S

Prices and costs rose sharply in February. The wholesale 
price index jumped 0.8 percentage point, the largest in
crease in two years, to 108.0 per cent of the 1957-59 
base (see Chart II) . Preliminary data for March indicate 
a further advance of 0.3 percentage point. The rise in 
industrial commodity prices, which began last August, has 
accelerated in the current quarter. Prices of farm products 
reached a trough in November, but since then have been 
rising at a rapid pace; in February they surged 2.3 per
centage points to 101.3 per cent of the 1957-59 base and 
are expected to rise another 0.9 percentage point in 
March.

The consumer price index climbed 0.4 percentage point 
in February to 119.0 per cent of the 1957-59 base. The 
upturn in wholesale food prices was reflected in a 0.4 
percentage point rise in retail food prices. All the major 
components of the consumer price index showed large

Chartll

WHOLESALE PRICES
1957-59=100

Percent Percent

Note: Plottings shown forMarch 1968 are preliminary.

Source: United States Department of Labor, Bureau of Labor Statistics.

increases in line with their recent rate of advance. Prices 
of services rose 0.5 percentage point, as health, housing, 
and recreation costs moved higher.

Labor costs jumped sharply in February— 1.8 per cent 
—the largest monthly increase since 1956. The combina
tion of a higher minimum wage, longer overtime, and a 
decline in output per man-hour in manufacturing raised the 
index of unit labor costs in manufacturing to 110.3 per 
cent of the 1957-59 average. Unit labor costs have risen 
by a rapid 2.9 per cent in the first two months of the cur
rent quarter, considerably faster than the 0.4 per cent in
crease during the second half of 1967.
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The Business Situation

The first three months of 1968 saw a record— and 
clearly excessive— advance in the dollar value of outlays 
for goods and services in the United States. Substantial 
further increases in market prices were partly responsible, 
but even after adjustment for price changes total output 
advanced almost 6 per cent at an annual rate, much above 
the 4 per cent or less that is considered sustainable at full 
employment. Buoyant consumer demand was the major 
factor in the overall gain, but most other spending cat
egories also increased. The pronounced caution that con
sumers had exhibited throughout 1967 appears to be 
diminishing, as evidenced by a marked drop in the personal 
savings rate from 7.5 per cent of income in the final quarter 
of last year to 6.8 per cent.

Against this background of rapidly expanding aggregate 
demand, prices— already under heavy pressure from rising 
wages and other costs— continued their sharp advance. The 
gross national product (GN P) deflator, which is the broad
est measure of price trends in the economy, rose at a 4 per 
cent annual rate in the first quarter of 1968, going beyond 
the already excessive increases of the previous two quarters. 
The size, persistence, and widespread nature of these 
price advances raise the threat of a major inflationary spiral 
unless fiscal measures are undertaken to reduce substan
tially the economic stimulus now being provided by a huge 
Federal deficit.

G R O S S  N A T I O N A L  P R O D U C T  

IN  T H E  F I R S T  Q U A R T E R

According to preliminary estimates, GNP rose in the first 
three months of the year by a record-breaking $20.0 
billion (see Chart I) to a seasonally adjusted annual rate 
of $827.3 billion. This economic expansion, which 
amounted to 9.9 per cent at an annual rate, included a 
5.9 per cent increase in physical output and a 4.0 per 
cent jump in average prices. The gain in real output was 
the highest since early 1966, and the price inflation was 
the sharpest in more than a decade.

Consumer spending was a major factor in the steep rise 
of GNP during the first quarter. Such spending swelled by a

record $16.0 billion, compared with an average quarterly 
rise of only $7.0 billion during all of 1967. The increase 
was due both to a rapid advance in disposable income and 
to consumers’ willingness to spend a greater portion of 
their income. Disposable incomes rose by a near-record 
$13.8 billion, helped in part by the February increase in 
the minimum wage and the March rise in social security 
benefits. At the same time, the savings rate, which had 
been running at an unusually high level since the end of 
1966, dropped from 7.5 per cent of disposable income in 
the fourth quarter to 6.8 per cent. Taken by itself, the 
decline in the savings rate accounted for about $3.8 bil
lion of the $16.0 billion increase in consumer spending. 
Consumer demand ended the first quarter on a strong 
note. Following sizable gains in retail sales in both January 
and February, preliminary figures indicate that sales in 
March posted another large advance, rising by $0.5 bil
lion to $28.0 billion. Further, recent surveys of consumer 
spending plans tend to support the view that consumer 
optimism and buying interest are on the upswing.

Roughly half of the first-quarter advance in consumer 
spending was in the nondurables component, where price 
increases— notably for food and apparel— were substantial. 
In the durables sector, spending was boosted by a rapid 
advance in sales of furniture and new cars. Furniture sales 
were sluggish throughout 1967 because of reduced home 
purchase and rental, stemming from the previous year’s 
slump in residential construction. With the recovery in the 
housing sector, an improvement in furniture sales was not 
surprising. Sales of domestically produced cars increased 
to a seasonally adjusted annual rate of 8.2 million in the 
January-March period, up 10.2 per cent from the strike- 
reduced pace of 7.4 million units in the fourth quarter. 
At the same time, there was a strong upsurge in imports of 
foreign cars. While domestic sales of foreign-built cars have 
been rising in the last five years, the trend accelerated 
markedly in recent months, perhaps owing in some degree 
to the price increases on domestically produced cars. Dur
ing 1967, imports claimed over 9 per cent of the United 
States market—within striking distance of the 1959 high of 
10.2 per cent. In the first quarter of this year, moreover,
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Chart I
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sales of foreign-buiit cars ran at a seasonally adjusted an
nual rate of 1 million units— up over 40 per cent from the 
first three months of last year.

The first-quarter surge in consumer spending apparently 
cut heavily into the buildup of business inventories, espe
cially at the retail and wholesale level. Due partly to this 
factor, inventory spending by all business declined to a 
$3.9 billion annual rate during the quarter, down $5.3 bil
lion from the preceding quarter. But, while accumulation in 
the trade sector lessened, manufacturers added to their total 
inventories at a relatively strong pace during the quarter, 
in part because of the buildup in steel and auto stocks.

Both business fixed investment outlays and residential 
construction spending increased during the quarter. The 
$3.2 billion advance in business fixed investment was the 
largest since the final quarter of 1965 and confirmed 
survey expectations of an upturn in the growth of capital 
spending this year. Moreover, the most recent survey of 
plant and equipment spending plans, taken by McGraw-

Hill, Inc., in March, indicates that businesses have revised 
their 1968 capital spending plans upward to a level 8 
per cent above that spent last year. The sizable fourth- 
quarter increase in corporate profits— the first substantial 
advance since the fourth quarter of 1965— had strength
ened the outlook for plant and equipment spending, and 
early indications are that corporate profits expanded still 
further in the first quarter of 1968. In the housing sector, 
spending rose to a record $28.3 billion annual rate, up 
$0.7 billion from the final quarter of last year. Data on 
recent housing starts, building permits, and contract awards 
for residential construction suggest that spending should 
continue at a high rate in the next few months. Despite 
some tightening of the home mortgage market, both hous
ing starts and permits were little changed in March from 
the high February pace and new residential construction 
contract awards jumped 9 per cent over the February level. 
Moreover, the low vacancy rates in existing structures con
tinue to indicate a strong potential demand for new homes.

In the public sector, total Federal and state and local 
government purchases of goods and services climbed by 
$5.8 billion in the first quarter— the largest increase in a 
year. The rise was chiefly due to a $2.4 billion gain in de
fense spending and a $2.4 billion rise in expenditures by 
state and local governments. The defense increase followed 
two quarters of small advances, whereas state and local 
spending was in line with the strong and steady upward 
trend in that sector.

The strong pull of aggregate demand and the strike by 
New York longshoremen in March further weakened the 
trade surplus in the first quarter, and net exports declined 
again. While exports advanced during the quarter, rising 
purchases of foreign-produced steel, copper, automobiles, 
machinery, and civilian aircraft parts contributed to a more 
than offsetting increase in total imports. Based on data for 
January and February alone, the Commerce Department 
had estimated that net exports in the first quarter declined 
to an annual rate of $2.6 billion, the lowest since the first 
quarter of 1960. Moreover, this figure is expected to be re
vised lower when the March results are incorporated. In 
March, when the Port of New York was struck for eleven 
days, the merchandise trade balance, as recently reported 
by the Census Bureau, actually registered a small deficit, 
the first time this has occurred in five years.

R E C E N T  D E V E L O P M E N T S  I N  

P R O D U C T I O N  A N D  E M P L O Y M E N T

The Federal Reserve Board’s index of industrial pro
duction advanced for the second consecutive month in 
March. Output rose 0.6 percentage point to a record 162.1
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per cent of the 1957-59 average. Gains were widespread, 
but were centered in the automotive and steel components. 
Production of motor vehicles and parts jumped 5Yi per 
cent in March, following two months in which output had 
been adversely affected by local labor disputes. Passenger 
car production climbed by over 9 per cent to a seasonally 
adjusted annual rate of 8.9 million units. In April, how- 
ever, the civil disorders following the assassination of Dr. 
Martin Luther King, Jr., curtailed production early in the 
month, and initial indications are that output fell 3 Vi per 
cent to a rate of 8V2 million units. Iron and steel produc
tion rose again in March, as buyers continued to hedge 
against a possible steel strike this summer. According to 
preliminary figures, steel output in April gained fully 6 per 
cent over the March level, reaching an all-time record of 
12.7 million tons at a seasonally adjusted monthly rate. 
Production increases in most other industries were small 
in March, but coal output jumped by 10 per cent from the 
strike-reduced pace of January and February.

The near-term outlook for production was bolstered 
somewhat by the rise in new orders received in March by 
manufacturers of durable goods. On the strength of a big 
increase in orders for civilian aircraft, new orders rose 
$1.3 billion to $26.1 billion. Among other durables manu
facturers, the flow of new orders generally continued at a 
high rate. Shipments by durables manufacturers rose $0.5 
billion in March to $25.2 billion, and because the advance 
in shipments was less than the rise in orders, the backlog of 
unfilled durables orders rose for the second month, reach
ing a new record of $80.3 billion.

Recent increases in manufacturing production, although 
substantial, have trailed overall GNP growth. Moreover, 
manufacturers in general still report some excess plant 
capacity. Plant and equipment spending has continued at 
a high level, and new production facilities are being brought 
on line at a fast clip. These additions to plant capacity, 
coupled with the weakness in production during 1967, 
brought about a substantial decrease in capacity utiliza
tion rates. Although manufacturing production rose at an 
annual rate of about 5 per cent in the first quarter, the 
growth in capacity is estimated to have outstripped this 
increase, and the overall capacity utilization rate edged off 
by 0.3 percentage point to 84.1 per cent. (The preferred 
operating rate in manufacturing is usually judged to be 
around 90 per cent.)

In contrast to current utilization rates, developments in 
the labor market continue to highlight the fact that labor 
is now a critical factor limiting further expansion of real 
output. Following a large February increase, nonagri- 
culturai employment rose in March by 143,000 to a level 
of almost 68 million. Gains were centered in public and

private services and in the trade sector. Advances in some 
manufacturing categories were offset by additional layoffs 
due to the glassblowers’ strike. The civilian labor force 
eased slightly during the month, but the increase in em
ployment resulted in a 0.1 percentage point decline in the 
overall unemployment rate to 3.6 per cent. Although teen
age unemployment rose, the unemployment rates for both 
adult men and adult women fell. At 2.2 per cent of the 
labor force, adult male unemployment was equal to the 
lowest rate since 1953.

P R I C E S  A N D  C O S T S

The price situation deteriorated further in the first three 
months of the year (see Chart II .) A steep escalation 
in wage costs in a tight labor market and rapidly rising

Chart 1!

PRICES

Percent Percent

Note: The GNP deflator is plotted on a quarterly basis. All other data are monthly. 
Wholesale prices for April are preliminary.

Sources: United States Departmentof Laborarid Department of Commerce.
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prices at the wholesale and retail levels have become major 
threats to the orderly growth of the economy. During the 
1961-65 phase of the expansion, prices and costs rose on 
average at a fraction of the recent rates of increase. The 
GNP deflator moved up at an average annual rate of 1.5 
per cent in those five years. Industrial wholesale prices 
averaged annual increases of 0.4 per cent, and consumer 
prices— reflecting mounting service as well as other costs—  
advanced at an average yearly rate of 1.4 per cent. At the 
same time, labor costs per unit of output actually declined 
by an average of 0.3 per cent per year, as productivity grew 
faster than wages. The overheating of the economy in 1966 
changed all this, however. Prices in that year moved up 
sharply in response to excess demand, while depressed agri
cultural production accentuated the rise in food prices. Then 
in 1967 cost pressures, inherited partly from the demand- 
pull inflation in 1966, pushed prices up on all fronts, 
particularly in the last half of the year when demand con
ditions began to improve. Thus, the GNP deflator rose 3.0 
per cent in that year even though demand pressures were 
generally moderate. Industrial wholesale prices turned up 
sharply last summer, after virtual stability in the first half 
of the year, and increased 1.8 per cent over 1967 as a 
whole. In manufacturing, unit labor costs— reflecting strong

competition in the labor markets, increasingly large nego
tiated wage settlements, and slow productivity growth—  
climbed 4.0 per cent last year, and consumer prices rose
3.1 per cent.

In the first three months of this year, price advances con
tinued to accelerate. The GNP deflator increased at an 
annual rate of 4.0 per cent, and by the end of the quarter 
industrial prices had soared at an annual rate of 4.5 per 
cent over the December level, although preliminary figures 
suggest that this upward trend moderated a bit in April. 
Wage costs increased even more than other price trends. 
Higher wage rates and other labor costs, such as the in
creased social security contribution required of employers, 
combined with lagging productivity gains to push labor 
costs per unit of output up at an annual rate of fully 10.1 
per cent in the first three months of the year. Reflecting 
this broad upward movement, consumer prices advanced 
at an annual rate of 4.4 per cent in the quarter, and in 
March the index rose at a yearly rate of 5.0 per cent. 
Against this background of rising wage costs, a tight labor 
supply, and the recent increases in industrial wholesale 
prices, the first-quarter surge in consumer demand adds 
further to the likelihood that consumer prices will rise 
sharply in the coming months.

The Money and Bond Markets in A p ril

Short-term interest rates continued to climb during April, 
under the impact of sustained pressure on member bank 
reserve positions and further moves by the Federal Reserve 
System to restrain inflationary forces in the economy and 
to strengthen the position of the dollar. On April 18, the 
Board of Governors of the Federal Reserve System an
nounced that it had approved increases in the discount 
rates of the Federal Reserve Banks of New York, Phila
delphia, and Minneapolis to 5Vi per cent from 5 per cent, 
effective the following day. At the same time, the Board 
announced the adoption of a liberalized schedule of max
imum interest rates payable by member banks on large- 
denomination negotiable certificates of deposit (C /D ’s), 
with ceiling rates scaled upward from 5 V2 per cent on the

shortest maturity category to 614 per cent on the longest. 
In the next week, similar discount rate action was 
taken by the other nine Reserve Banks.1 Immediately fol
lowing the initial moves by the System, large commercial 
banks across the country raised their prime lending rate—  
the minimum rate charged on loans to the largest and 
best-rated business borrowers— to 6 V2 per cent, and 
major money market banks in New York City and outside

1 The discount rate increase became effective on April 19 at the 
San Francisco Reserve Bank, on April 22 at the Atlanta Reserve 
Bank, on April 23 at the Boston and St. Louis Reserve Banks, 
and on April 26 at the remaining five.
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The Business Situation

The growth of economic activity moderated in April, 
in part owing to the disorders that followed the murder 
of Dr. Martin Luther King, Jr. More recently, the pace 
of expansion appears to have accelerated again, and it is 
likely that the second-quarter rise in aggregate demand 
will at least equal the first quarter’s sharp gain. Industrial 
production was unchanged in April, but probably increased 
in May when automobile assemblies rose substantially. 
The April rise in personal income was less than half the 
average gain of the preceding two months, when incomes 
were swelled by the minimum wage increase and the rise 
in social security benefits. Retail sales declined somewhat 
in April, following the extremely sharp gains in the first 
three months of the year. On the other hand, the erratic 
housing starts series moved up strongly in April, although 
building permits declined. Nonfarm payroll employment 
showed a modest gain over March, in large part attributable 
to the return of striking workers, and the overall unemploy
ment rate edged down. Given the strength of aggregate 
demand and the generally tight labor market, cost and price 
pressures remain very strong.

OUTPUT, ORDERS, INVENTORIES, AND 
RESIDENTIAL. CONSTRUCTION

Industrial output in April held at the record March 
level, despite the civil disorders which cut into activity 
early in the month. The Federal Reserve Board’s season
ally adjusted index of industrial production held at 162.7 
per cent of the 1957-59 base, as virtually all major com
ponents were unchanged. Within the manufacturing sector, 
a decline in production of motor vehicles and parts was 
offset by a gain in primary metals and by the recovery in 
the clay, glass, and stone industry following the settlement 
of the seven-week glassblowers’ strike. Automobile output 
was curtailed temporarily by the events following the

death of Dr. King. While some of the lost production was 
made up later in the month, output for April as a whole fell 
3 V2 per cent from the high March level to a seasonally 
adjusted annual rate of 8.6 million units. Preliminary figures 
for May, however, indicate that the assembly rate rose 
strongly, to a rate of 9.4 million units. Output of primary 
metals increased sharply in April, on the strength of a par
tial recovery in the copper industry following the April 8 
strike settlement as well as in response to a continued 
heavy demand for steel inventories in anticipation of a 
possible steel strike this summer. This step-up in the rate 
of accumulation began late last fall, and stocks have 
reached a record level. According to preliminary reports, 
steel production continued at a high level in May.

The volume of new orders received by manufacturers of 
durable goods fell to $25.3 billion, $1.0 billion below the 
high March level. The decline was almost entirely due to 
a drop in orders for civilian aircraft, which followed an 
unusually large rise in March. Orders received in the 
machinery and equipment and in the primary metals indus
tries, however, rose in April. The total volume of new 
orders continued to exceed durables shipments, and the 
orders backlog advanced to a new peak of $80.9 billion.

A step-up in the pace of inventory building may buoy 
industrial production in the near term. In an effort to 
offset an apparently unintended slowdown in the rate of 
inventory accumulation in the first quarter, businesses can 
be expected to raise their rate of inventory spending, al
though the size of this increase may be limited by a fur
ther growth of consumer demand. The behavior of inven
tory spending has been a key factor in the performance of 
the economy over the last eighteen months. By the final 
quarter of 1966, it was apparent that business expectations 
of a rapid expansion in consumer demand had resulted in 
a buildup in stocks which far exceeded the requirements 
of the sluggish sales levels that materialized in the latter
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part of that year. With the ratio of inventories to sales 
reaching undesirably high levels (see Chart I ) , businesses 
sharply reduced the rate of accumulation in the first half 
of 1967, gradually bringing stocks into a more normal rela
tion to sales. As measured in the gross national product 
(GNP), spending on inventories fell from a seasonally ad
justed annual rate of $18.5 billion in the fourth quarter of
1966 to $7.1 billion in the first quarter of 1967 and then 
to only $0.5 billion in the second quarter. This very sharp 
cutback in inventory accumulation was in good part respon
sible for the sluggishness which characterized the economy 
in the first half of last year. By the second half of 1967, a 
substantial part of the adjustment had been completed, and

Chart I

INVENTORY-SALES RATIOS A N D  INVENTORY SPENDING
Seasonally adjusted

Months of sales Months of sales

1966 1967 1968

*  In the gross national product accounts at an annual rate.

Source: United States Department of Commerce.

at the same time the demand situation improved markedly. 
Inventory spending then began to rise, reaching a seasonally 
adjusted annual rate of $9.2 billion in the final quarter of 
the year.

The first three months of 1968, however, saw a sharp 
reversal in the upward trend of accumulation. In contrast 
to the early 1967 situation, this drop in the rate of inven
tory investment appears to have resulted in part from a 
surge in consumer demand which exceeded business expec
tations. The consumer demand component of GNP, mea
sured at a seasonally adjusted annual rate, rose in the first 
quarter by an unprecedented $16.9 billion.1 This upsurge 
was due not only to the rapid expansion of incomes— 
stimulated by the increases in the minimum wage and social 
security benefits—but also to consumers’ willingness to 
spend a substantially greater portion of their incomes. The 
Commerce Department now estimates that the savings rate, 
which has been running at very high levels since 1966, 
dropped to 6.6 per cent of disposable income in the first 
quarter, compared with 7.5 per cent in the final quarter 
of last year. Taken by itself, this decline in the savings 
rate accounted for about one fourth of the first-quarter 
advance in consumer spending. The strong rise in consumer 
spending cut heavily into business stocks—notably at the 
trade level—and the rate of inventory accumulation fell 
from the fourth quarter’s $9.2 billion to only $2.7 billion. 
At the same time, the inventory-sales ratio for total business 
dropped to the lowest level since mid-1966. Because 
the first-quarter decline resulted primarily from a larger 
than expected rise in demand, inventory accumulation may 
well increase in the coming months. Indeed, in April, 
manufacturers’ inventories rose by $3A  billion, the largest 
monthly advance since December 1966 and sharply above 
the billion average monthly increase of the first quarter.

The residential construction picture was mixed in April 
(see Chart II) . The erratic series on nonfarm housing 
starts rose 8 per cent to a seasonally adjusted annual rate 
of 1.6 million units, the highest since early 1964. The 
number of units authorized by permits issued by local 
authorities, however, fell in April, perhaps reflecting the 
recent tightening in the home mortgage market. A con
siderable part of the strength in residential construction 
in recent months has come from the apartment-building

1 The Department of Commerce has revised its preliminary esti
mate of first-quarter GNP, which was discussed in the May issue 
of this Review. Although final demand was revised up by
$0.6 billion, inventory spending was revised down by $1.2 billion. 
Thus, at a seasonally adjusted $19.4 billion, the first-quarter in
crease in total GNP is $0.6 billion less than the preliminary estimate.
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Chart II

PRIVATE NONFARM RESIDENTIAL CONSTRUCTION
Seasonally adjusted annual rates 

Thousands of units Thousands of units

Source: United States Bureau of the Census.

sector. The relative stability of single-unit permits contrasts 
with the upward movement in permits issued for multi
unit construction. While this divergence may reflect a shift 
in demand, many institutional investors have been reluctant 
to add to their holdings of single-family mortgages while 
continuing to acquire mortgages on multi-unit dwellings. 
In part, this policy is due to the fact that in some states 
there are usury ceilings on single-family mortgage rates 
which are below current market rates. In general, usury 
ceilings do not apply to mortgages on multi-unit dwellings.

EMPLOYMENT, INCOME, AND 
CONSUMER DEMAND

The employment situation remained tight in April. The 
unemployment rate dropped by 0.1 percentage point to
3.5 per cent of the labor force, matching the lowest rate 
since 1953. At the same time, the rate for married men 
— a key sector of the labor force—fell to a record low of
1.5 per cent. As to employment itself, the picture in April 
was clouded by the civil disorders which affected employ

ment during the survey week. The payroll survey of non
farm employment, conducted by the Bureau of Labor 
Statistics, registered a mild advance of about 100,000— 
chiefly due to the settlement of several labor disputes, 
notably those involving the glassblowers and copper 
workers. While the number of workers in mining and 
manufacturing thus moved up, declines were registered 
in the construction and trade sectors. Although construc
tion employment has eased slightly for two months, fol
lowing a very large gain in February, it continues to run at 
near-record levels.

Employment in the retail sector was particularly af
fected by the civil disorders. According to the household 
survey taken by the Bureau of the Census, the number of 
persons in the civilian labor force and the number employed 
both declined in April. (Unlike the payroll survey of em
ployment, the household survey treats workers on strike 
as employed. Thus, the April household survey did not 
reflect the strike settlements which had a marked influence 
on payroll employment.) In this survey, the April decline 
in employment was centered in the number of women hold
ing part-time jobs in the retail sector where curfews and 
disorders closed stores during the survey week.

The expansion of personal income in April, though 
about in line with the average monthly increase in 1967, 
appeared relatively small when compared with the un
usually large gains in February and March. In those months, 
incomes were swelled by the hike in the minimum wage 
and the increase in social security benefits. In addition 
to the fact that personal income growth slowed to a more 
normal rate in April, the month’s advance was also damp
ened by the effects of the nationwide strike by telephone 
workers.

The moderate April gain in income, set against a back
ground of civil disorders, was accompanied by a decline 
in retail sales, according to the preliminary report of the 
Department of Commerce. Among the retail outlets, auto 
dealers were particularly affected by the disturbances fol
lowing Dr. King’s death, and April auto sales were down 
by about 10 per cent from March to a seasonally adjusted 
annual rate of 7.9 million units. Preliminary data for May, 
however, indicate that sales recovered sharply, rising to a 
rate of 8.5 million units.

PRICE AND COST DEVELOPMENTS

Prices continue to advance at both the retail and whole
sale levels. The consumer price index moved up in April at 
an annual rate of 4.0 per cent, as prices of food, housing, 
apparel, and services all rose. The rate of increase in 
consumer prices accelerated sharply in the spring of last
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year, and the index has continued to advance rapidly since 
that time. On a year-to-year basis, consumer prices rose 4.0 
per cent over April of 1967—the highest rate of inflation 
in seventeen years. At the wholesale level, preliminary 
data for May indicate that a further jump in food prices 
outweighed a decline in industrial prices, pushing the 
wholesale price index up by 0.1 percentage point. Follow
ing nine months of large increases, industrial wholesale 
prices eased 0.2 percentage point in May, as copper prices 
fell from the inflated levels reached during the long strike 
in that industry.

Recent wage settlements continue to add pressure to 
the price situation. According to data tabulated by the

Bureau of Labor Statistics, major collective bargaining 
agreements reached during the first quarter resulted in a 
median wage and benefit increase of 6.2 per cent a year, 
compared with a median of 5.2 per cent under agreements 
concluded during 1967. Moreover, the first quarter was 
marked by an exceptionally large rise in hourly labor com
pensation averaged for the entire private economy (though 
a substantial part of the advance was due to the nonrecur
ring effects of the increases in employer contributions for 
social insurance and in the minimum wage). Thus, despite 
a substantial improvement in output per man-hour, unit 
labor costs in the private economy increased significantly 
between the fourth and the first quarters.

The Money and Bond Markets in May

The financial community grew deeply apprehensive in 
May, as it weighed the potential economic consequences 
of the fiscal deadlock between the Congress and the Ad
ministration. Market uneasiness intensified after leaders 
in the House of Representatives decided at midmonth 
to delay a vote on the tax surcharge proposal at least 
until June. Many observers expected that further mone
tary restraint would be inevitable if no fiscal compromise 
materialized. Moreover, the sudden turmoil in France and 
renewed uncertainty in the international financial sphere 
contributed to the deepening tone of pessimism in the 
domestic financial markets. A somewhat more confi
dent tone emerged in the money and bond markets toward 
the end of the month and rates eased somewhat, when hopes 
were rekindled that the Congress might at long last take 
positive action on the tax surcharge proposal. An under
tone of uncertainty persisted, however, until the end of the 
month when the President stated that he would accept a 
$6 billion spending cut to insure a tax increase.

Despite the high interest rates that beset the money and 
bond markets, the demands for borrowed funds were sub
stantial in May, adding to market pressures. There was a 
rapid flow of new and scheduled debt offerings from corpo
rations and local governing authorities, as well as an ex

pansion in the volume of short-term Treasury obligations 
because of the Treasury’s May financing operations. At the 
same time, however, the volume of loanable funds avail
able in these markets was generally quite limited since in
vestment sources became reluctant to commit their funds 
to debt instruments, even at sharply lower prices.

In this setting, money market rates and yields on 
intermediate- and longer term obligations rose on a broad 
scale during the first two thirds of the month—frequently 
to record levels for modem times. As market rates in
creased sharply, observers grew fearful that a significant 
flow of funds out of savings institutions and commercial 
bank depository accounts into higher yielding obligations 
would result. The rates offered by the leading commercial 
banks on new negotiable time certificates of deposit 
(C /D ’s) were increased to the ceiling levels allowed 
under the provisions of Regulation Q (as revised in April) 
but, with yields on competing money market instruments 
rising more sharply, the net outstanding volume of C /D ’s 
contracted. In order to cover reserve deficits, the money 
market banks borrowed large sums in the Federal funds 
market, from their branches abroad and, to some extent, 
at the Federal Reserve “discount window”. In addition, 
banks in the central money market reduced their holdings
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The Business Situation

Business activity was strong as the first half of 1968 
drew to a close. Production and employment were at rec
ord levels, but cost and demand pressures on prices re
mained excessive. At the same time, the United States 
balance-of-payments deficit continued to be substantial 
and the international financial markets were subject to 
renewed uncertainties. Against this background, the Con
gress passed and the President signed the long-awaited 
fiscal restraint package, including a 10 per cent surcharge 
on personal and corporate income taxes and a reduction 
in budgeted Federal spending. These measures should be
gin to relieve the demand pressures in the economy quite 
promptly. Bringing existing cost pressures under control 
will, however, be a slower and more difficult matter.

Industrial production moved up sharply in May from 
an April level that had been restrained in part by civil 
disorders. Automobile production provided a major stim
ulus to May output, and the assembly rate continued to 
run at a high level in June. With output expanding, the 
flow of income to consumers registered a sharp gain, paced 
by wages and salaries in manufacturing. Retail sales also 
advanced in May, as sales of automobiles and other con
sumer durables posted good gains. Although the number 
of housing units started fell sharply in May, this series is 
quite erratic and building permits for new housing re
mained at a high level. Labor market conditions remained 
extremely tight, with the unemployment rate holding at its 
fifteen-year low of 3.5 per cent in May. Consumer prices 
advanced again at a rapid 4 per cent annual rate in May, 
while wholesale prices, according to the preliminary report, 
climbed at a 2 per cent rate in June.

P R O D U C T I O N ,  O R D E R S ,  A N D  C O N S T R U C T I O N

Industrial output in May reached a new high. The Fed
eral Reserve Board’s seasonally adjusted production index 
rose 1.2 percentage points to a record 163.7 per cent of 
the 1957-59 base (see Chart I). Auto assemblies— up 
10 per cent to an annual rate of 9.4 million units— gave 
the manufacturing index a substantial boost, and assem
blies remained at a high 9.3 million unit rate in June. 
Automobile production has been running ahead of sales,

as auto makers build up inventories in anticipation of a 
steel strike. Output of other consumer goods also ex
panded strongly in May. The production of industrial ma
terials advanced sharply, since the index of iron and steel 
output climbed 4.2 percentage points. A high level of op
erations in the steel industry is expected to continue to 
bolster the industrial production index in June, as pres
sure builds to fill orders before the August strike deadline.
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The rate of materials output in May was also strengthened 
by the further recovery of copper production from strike- 
reduced levels. Equipment production edged downward 
because the defense equipment component, which has been 
falling since February, continued to decline. Business 
equipment production, however, remained at its April 
level.

The pace of inventory accumulation is providing strong 
support for industrial production. In contrast to the first 
quarter of 1968— when a strong rise in consumer demand 
apparently held inventories below intended levels— April 
saw businesses adding substantially to stocks. Total in
ventories of manufacturing and trade firms expanded by a 
seasonally adjusted $1.3 billion in April, compared with 
a monthly average of only $370 million in the first quarter. 
Most of the expansion was accounted for by manufactur
ers and retailers. At the retail level, the growth in auto 
dealers’ stocks was responsible for about two thirds of the 
increase. While data on inventories in trade firms is not 
yet available for May, manufacturers’ inventories did ex
pand further in May but at a more moderate rate. The 
April step-up in inventory investment was associated with 
a modest rise in the inventory-sales ratios of retailers and 
of durables manufacturers, but the slower May inventory 
expansion, coupled with a sizable gain in sales, brought 
the manufacturers’ ratio down to the lowest level since
1966.

The volume of new orders received by durables manu
facturers rose 1.7 per cent in May to a seasonally ad
justed $25.6 billion. Gains in the primary metals, machinery 
and equipment, and auto industries led the advance, while 
the defense-oriented industries experienced a decline. 
The so-called “defense” orders series includes all orders 
received by the aircraft industry, and the strong March 
increase and the subsequent sharp April and May declines 
were mainly due to a heavy concentration of commer
cial aircraft bookings in March. Excluding the defense 
products industry, durables orders advanced by 5 per cent 
in May. New orders excluding transportation equipment 
have remained roughly on a plateau this year, somewhat 
below the extraordinary December peak but significantly 
above earlier months of 1967. Since durables manufac
turers’ shipments in May exceeded the volume of new 
orders, the orders backlog dropped back somewhat from 
its April peak, but remained at a high $80.9 billion.

The latest Government survey of business capital spend
ing plans indicates that 1968 outlays on plant and equip
ment will be 6.7 per cent above last year’s level, compared 
with an anticipated 5.8 per cent increase reported by the 
preceding survey three months earlier. The new survey, 
taken by the Department of Commerce and the Securities

and Exchange Commission in late April and early May, 
shows 1968 plant and equipment expenditures at a record 
$65.8 billion. The latest survey findings, as well as the solid 
$2.2 billion gain registered in the first quarter, indicates 
that plant and equipment spending has made a substan
tial recovery from the pause following the 1964-66 capital 
investment boom. The survey indicates outlays dipping 
slightly in the second quarter to an annual rate of $64.6 
billion, and then rising by $1.45 billion in each of the final 
two quarters. While the planned expansion of capital out
lays in 1968 is widespread, projected gains are largest in 
nonmanufacturing industries. This concentration is un
derstandable in view of the relatively moderate rates at 
which manufacturing capacity has been utilized during the 
past year.

Indicators of activity in the residential construction sec
tor— which had shown considerable strength in the first 
four months of this year— gave conflicting signals in May. 
Private nonfarm housing starts, an admittedly erratic 
series, fell sharply from the high April level to a seasonally 
adjusted annual rate of 1.3 million units. Some decline in 
housing activity might well be expected in view of the 
relatively tight conditions that have been prevailing in 
the mortgage market over past months. Nevertheless, the 
number of building permits issued for new private housing 
declined only moderately in May, suggesting that a sus
tained sharp fall in housing starts is probably unlikely. 
Moreover, private nonfarm residential construction out
lays continued to advance in May. The recently passed tax 
and spending package may relieve some of the pressures 
in the capital markets and make a larger supply of funds 
available to institutions specializing in mortgage lending.

E M P L O Y M E N T ,  I N C O M E ,  A N D  

C O N S U M E R  D E M A N D

The number of workers on the payrolls of nonagricul- 
tural establishments was unchanged from April to May, 
as strikes in the construction and telephone industries 
offset increases in wholesale and retail trade, services, and 
state and local government—the three categories of em
ployment that consistently have shown the most growth in 
the last few years. While manufacturing payroll employ
ment was virtually unchanged from the April level, the 
manufacturing workweek bounced back from a sharp dip 
in April which had reflected the effects of civil disturbances 
and religious holidays. The workweek in manufacturing 
averaged a seasonally adjusted 40.6 hours, up from 40 
hours in April; overtime averaged 3.4 hours, up from 2.8 
hours in April. The increases brought the workweek and 
overtime back about in line with their March levels.
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Chart II

UNEMPLOYMENT RATES
S e a so n a lly  adjusted

Source: United States Bureau of Labor Statistics.

Unemployment in May remained at 3.5 per cent of the 
civilian labor force, the lowest rate since 1953. The un
employment rate has fluctuated in the narrow range be
tween 3.5 and 3.7 per cent for the past six months (see 
Chart II). It has been nearly fifteen years since the rate 
remained for so long a period at such a low level. Tighten
ing of the labor market over the past year has been clearly 
reflected in declining unemployment rates for specific 
groups of workers. The rate for adult men, unchanged 
in May from April’s 2.1 per cent, was at the lowest level 
since June 1953; it was 2.4 per cent a year ago. The adult 
women’s rate, also unchanged from April at 3.7 per cent, 
was down from 4.1 per cent a year earlier. The decline 
in unemployment has improved the position of some of 
the groups that had been suffering rather persistent job
lessness. The blue-collar unemployment rate of 3.7 per 
cent was down from 3.9 per cent in April and 4.6 per

cent a year earlier. Joblessness among nonwhites fell back 
in May to the record low 6.4 per cent registered in Janu
ary of this year, down from 6.7 per cent in April and 7.7 
per cent a year ago. The fact remains, however, that the 
nonwhite unemployment rate has persistently been about 
twice as high as that for white workers.

Rising wage rates helped boost personal income in May 
by $4.2 billion to a seasonally adjusted annual rate of 
$674.0 billion. The largest advance occurred in the cate
gory of wages and salaries that rose $2.9 billion, more 
than double the April increase which had been dampened 
by the telephone industry strike and by civil disturbances. 
According to the Commerce Department, about half of the 
May wage and salary rise was accounted for by manu
facturers’ pay boosts. A longer workweek also contributed 
to the wage and salary gain in manufacturing.

Retail sales apparently resumed their upward climb in 
May with a 1.1 per cent advance to a near-record level 
of $27.9 billion, seasonally adjusted, according to the 
preliminary report of the Department of Commerce. The 
April decline, which occurred against a background of 
civil disorders, was the first since last October. The May 
gain was paced by a 2 per cent advance in the automotive 
group. Car sales climbed again in June to 8.8 million units 
at a seasonally adjusted annual rate. Reflecting the rise in 
consumer spending, consumer instalment credit in May 
advanced sharply, largely as a result of a rapid increase in 
automobile and personal loans.

P R I C E  A N D  C O S T  D E V E L O P M E N T S

Prices and costs continued their upward spiral in May. 
The consumer price index rose at an annual rate of 4.0 
per cent— bringing the gain since May 1967 to 4.1 per cent, 
the largest annual increase in sixteen years. All the major 
components of the consumer price index showed large 
increases in May. The nonfood commodities index ad
vanced at an annual rate of 3 per cent, while prices of 
services rose at a 4V2 per cent annual rate, as health, hous
ing, and recreation costs moved higher. The upturn in 
wholesale food prices this year was reflected in a substantial 
rise in retail food prices.

At the wholesale price level, preliminary data for June 
indicate a further 2.2 per cent annual rate advance to 108.7 
per cent of the 1957-59 base, with industrial wholesale 
prices renewing their upward movement. After nine months 
of large increases, industrial commodities prices eased in 
May, as copper prices fell from strike-inflated levels. In 
June, however, this index turned upward again, rising by 
0.2 percentage point. Agricultural prices show a mixed 
pattern in June. Farm products prices, which had jumped
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4.7 percentage points from December to May, fell back 1.3 
percentage points in June, but wholesale prices of processed 
foods and feeds continued to climb strongly.

Labor costs rose again in May. The combination of a 
modest decline in output per man-hour and an increase 
in hourly compensation, in part due to an increase in 
overtime payments, pushed the index of unit labor costs

in manufacturing up 0.2 percentage point to a record 
109.6 per cent of the 1957-59 average. Unit labor costs 
in manufacturing have advanced at an annual rate of 5 Vi 
per cent in the first five months of this year, following the 
rapid 4 per cent increase in 1967. Bringing mounting labor 
costs under control is a difficult but important goal of the 
recently enacted fiscal restraint measures.

The Money and Bond Markets in June

Yields on long-term securities declined through most of 
June from the record levels reached in late May. This 
sharp decline largely reflected the credit market’s increas
ing confidence in the likelihood of favorable Congressional 
action on the proposed fiscal restraint package, which in
cluded a 10 per cent income tax surcharge and a cut in 
budgeted Federal spending for fiscal 1969. After the 
House of Representatives voted its approval of the legisla
tion on June 20, thereby assuring passage, market yields 
drifted somewhat higher. Investment demand remained 
light, while profit taking by dealers in United States Gov
ernment securities was widespread. Despite the weakening 
in the market toward the end of the month, however, yields 
on Treasury coupon securities closed the month substan
tially below end-of-May levels— 18 basis points in the inter
mediate maturity area and 23 basis points in the long-term 
area. By comparison with their late May peaks, average 
yields on Treasury issues were about 51 and 39 basis 
points lower, respectively, in the intermediate- and long
term maturity range (see right-hand panel of chart). The 
affirmative House vote on the tax legislation helped relieve 
the congestion in both the corporate and tax-exempt mar
kets, which had been restrained earlier in June by heavy 
debt offerings. Toward the end of the month, however, a 
degree of pressure returned to these markets, as the vol
ume of tax-exempt offerings expanded and substantial ad
ditions were made to the July calendar of both corporate 
and tax-exempt financing.

Treasury bill rates also declined sharply in June, but 
rates on most other short-term money market instruments 
were unchanged to slightly higher. Bank reserve positions 
were under sustained pressure during the month. The ef
fective rate for Federal funds generally remained above the

discount rate, and this premium rose as high as 1 per cent 
at times. The large New York City banks generally con
tinued to quote Regulation Q ceiling rates on large- 
denomination negotiable certificates of deposit (C /D ’s). 
However, other issuers of money market instruments did 
not lower rates on balance over the month, so that C /D ’s 
remained at a yield disadvantage relative to bankers’ ac
ceptances, commercial paper, and finance company paper. 
At midmonth, the city banks experienced a fairly large 
attrition of C /D ’s as about half of such instruments matur
ing on the quarterly tax date were not renewed. As a result 
of the sharp yield declines in the Government securities 
market, however, C /D ’s had achieved a yield advantage 
over three-month Treasury bills by the latter part of June.

T H E  G O V E R N M E N T  S E C U R I T I E S  M A R K E T

Prices of Treasury coupon securities were marked 
sharply higher on the first trading day of June in a con
tinuation of the favorable market reaction to a speech by 
President Johnson on the May 30 Memorial Day holiday. 
The President had indicated that he would reluctantly 
accept the recommendation of a joint Senate-House Com
mittee for a $6 billion reduction in Federal expenditures 
budgeted for fiscal 1969 in combination with a 10 per cent 
tax surcharge. With a major deterrent to the passage of the 
long-awaited income tax legislation thus removed, prices 
rose sharply. The market enthusiasm soon wavered, how
ever, when significant investment demand failed to appear, 
and dealers embarked on profit taking. Additional down
ward pressure on prices came from the heavy volume of 
new corporate and Federal agency securities scheduled to 
be marketed during the month.
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The Business Situation

Economic activity again expanded sharply in the second 
quarter of this year. Gross national product (GNP) valued 
at market prices increased just short of $20 billion, nearly 
matching the record first-quarter gain. Inventory invest
ment contributed substantially to the latest growth in 
overall spending, however. Indeed, final expenditures— 
total GNP less the change in business inventories— ad
vanced only half as fast as in the first quarter. Spending 
by consumers, which had been exceptionally strong in the 
first three months of the year, advanced slowly in the 
second quarter despite a further steep rise in disposable 
personal income. As a result, the personal savings ratio 
increased, reversing most of the decline in the preceding 
quarter and bringing the savings rate almost back to the 
previous peak level.

Prices of goods and services continued their sharp in
crease in the second quarter. The GNP price deflator— 
which gauges price trends throughout the economy—rose 
at a 4.0 per cent annual rate, in line with the excessive 
rise that began after mid-1967 when economic activity 
started to accelerate. The tax increase that became effective 
in July, coupled with the program of restraint in Federal 
spending, should help to remove some of the inflationary 
pressures in the economy originating from the demand 
side. However, much of the current upward thrust on 
the price level reflects increases in costs of production, 
especially wage costs. Indeed, negotiated settlements in
volving current and future wage raises far in excess 
of productivity gains continue to be the rule. These cost 
increases, in turn, are partly the legacy of earlier excess 
demand conditions prevailing much of the time since mid-
1965 when the Vietnam military outlays began to increase 
sharply. Experience since World War II has shown that 
cost-push can be a particularly tenacious form of price in
flation, and consequently substantial price rises must be 
anticipated for some time to come even if the dampening 
of demand materializes as expected. Meanwhile, the cur
rently high level of savings gives consumers the option of 
absorbing part of the tax increase by reducing savings 
rather than spending. Also, the substantial decline in mar
ket rates of interest that accompanied the tax increase has

buoyed the outlook for some types of spending, notably 
residential construction. Agreement on a wage contract 
in the steel industry without a strike removed some uncer
tainty about the economy in the months ahead, but the 
steel price increases announced immediately after the set
tlement underscored the inflationary cost pressures that 
now pervade the economy.

G R O S S  N A T IO N A L  P R O D U C T  
IN T H E  S E C O N D  Q U A R T E R

The nation’s total output of goods and services increased 
by $19.6 billion in the second quarter (see Chart I) to 
a seasonally adjusted annual rate of $850.8 billion, ac
cording to preliminary Department of Commerce estimates. 
This advance amounted to 9.4 per cent at an annual rate, 
only slightly below the 10.0 per cent rate of gain of the 
first quarter when GNP increased $20.2 billion. Though 
price inflation accounted for more than 40 per cent of 
the second-quarter growth in the market value of newly 
produced goods and services, real output also expanded 
strongly at a 5.2 per cent annual rate. This real gain was 
less than the first-quarter rate of 6.4 per cent but other
wise the biggest increase since the end of 1966. Inflationary 
pressures remained strong in the second quarter. The GNP 
deflator rose by 4.0 per cent at an annual rate, a bit faster 
than in the first three months of the year. In the last 
four quarters, the deflator has risen overall at a rate of 3.9 
per cent, the largest one-year increase since the year ended 
in the second quarter of 1957. The consumer price index 
has risen even more—registering a 4.2 per cent gain in 
the twelve months ended in June 1968, the most rapid 
one-year increase since early in the Korean war.

A large rise in inventory investment accounted for 32 
per cent of the second-quarter GNP growth. Inventory 
spending increased to an $8.4 billion annual rate from the 
rather low $2.1 billion pace in the first quarter. This $6.3 
billion step-up in inventory spending contrasted markedly 
with the $6.2 billion first-quarter drop. Strike-hedge steel 
buying and the buildup of larger than normal retail auto 
inventories undoubtedly contributed to the strength of total
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Chart I
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inventory buying in the second quarter, but the tapering- 
off of final demand, especially consumer spending, may 
have led to some unplanned inventory accumulation if 
business sales fell short of expectations. Nonetheless, the 
level of inventories appears to be reasonably moderate, 
since inventory-sales ratios have remained at or near their 
relatively low first-quarter levels.

Business spending on structures and equipment weak
ened in the second quarter, dropping by $1.0 billion to an 
annual rate of $87.6 billion. This was the first decline in 
business fixed investment in a year, and was somewhat 
larger than had been projected in the May survey of plant 
and equipment expenditures conducted by the Department 
of Commerce and the Securities and Exchange Commis
sion. The survey also found, however, that businessmen 
were planning modest increases in their plant and equip
ment spending during the remainder of the year.

Residential construction spending rose by $1.0 billion

to an annual rate of $30.1 billion during the quarter just 
ended. This extended to five the number of consecutive 
quarters in which residential construction activity has in
creased, following the steep decline of building associated 
with shortages of mortgage financing in 1966. Moreover, 
while new residential housing starts and building permits 
declined in both May and June from their high April levels, 
the longer run outlook for residential construction has 
improved markedly in recent weeks as factors affecting the 
availability of mortgage finance have turned more favor
able. The substantial decline since mid-June in both short- 
and long-term interest rates has increased the ability of 
nonbank thrift institutions (the principal mortgage lend
ers) to attract and retain deposit funds. At the same time, 
the improvement in yields on mortgage loans relative to 
yields on other long-term investments should encourage 
diversified institutional lenders to undertake more mort
gage financing.

Consumers, whose spending had been the principal 
factor contributing to the record first-quarter GNP gain, 
reverted in the second quarter to the cautious spending 
patterns characteristic of 1967. Consumer outlays in
creased $7.7 billion, less than half the first-quarter gain 
of $17.2 billion and not much larger than the slow $7.1 
billion average quarterly gain during 1967. Disposable 
income, on the other hand, continued to advance rapidly, 
registering a $12.0 billion increase in the second quarter. 
While less than the first-quarter rise of $14.8 billion, 
this income growth exceeded any of the quarterly gains 
recorded in 1966 or 1967. The large increase in con
sumption expenditures in the first quarter was accom
panied by a drop in the savings rate and, conversely, with 
disposable income continuing sharply upward, the second- 
quarter slowdown in the growth in consumption spending 
was associated with a sharp rise in the savings rate. Sav
ings increased to 7.7 per cent of disposable income from 
the first-quarter level of 7.1 per cent. The second-quarter 
savings rate was the second highest recorded since the end 
of the Korean war, exceeded only fractionally by the 7.8 
per cent registered in the fourth quarter of 1967 when 
strikes in the automobile industry held back consumption 
spending.

Consumer purchases of durable and nondurable goods, 
which together had accounted for 75 per cent of the record 
$17.2 billion first-quarter advance in total personal con
sumption outlays, slowed sharply and accounted for only 
44 per cent of the $7.7 billion second-quarter increase. 
On the other hand, consumer expenditures on services, 
which seldom show much departure from their upward 
trend, increased in the second quarter by $4.3 billion, 
unchanged from the first quarter. The modest second-
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quarter spending on durable and nondurable goods was 
reflected in a virtually unchanged level of monthly retail 
sales, from the high March total of $28.1 billion. Pre
liminary data indicate that June retail sales were $28.0 
billion. Sales of domestically produced autos reached an 
annual rate of 8.4 million units in the April-to-June period, 
up 3.1 per cent from the first-quarter figure of 8.2 million 
units. Sales of imported cars also continued strong through 
the second quarter, raising the distinct possibility that 
imports will exceed the record 10.2 per cent market share 
achieved in 1959.

Total spending for goods and services by all levels of 
government contributed $5.1 billion to second-quarter 
GNP growth, rising to an annual rate of $195.6 billion. 
This gain, while down somewhat from the first-quarter 
increase of $7.0 billion, was about in line with the $5.0 
billion average quarterly gain recorded in 1966 and 1967. 
The principal elements of the growth in government ex
penditures were a $2.5 billion increase in defense spend
ing and a $2.3 billion rise in state and local purchases. 
Nondefense Federal spending edged up by a modest $0.4 
billion, but a relatively sharp increase can be expected in 
the third quarter as the second stage of the previously 
legislated Federal civilian pay raise goes into effect.

Total new orders received by durables manufacturers 
fell by $767 million in June to a seasonally adjusted $24.8 
billion (see Chart II) , primarily as a result of sizable 
declines in new orders to the primary metals and defense 
products industries. Excluding these two components, new 
orders to durables manufacturers moved higher, with ma
chinery and equipment orders showing strength. The rise 
in business machinery orders supports earlier survey re
ports that capital expenditures on plant and equipment 
would increase in the second half of the year. The sharp 
falloff in new orders for primary metals partly reflects the 
high level of steel inventories built up by steel users in 
anticipation of a steel strike in August, and the working- 
down of these large stockpiles should continue to dampen 
steel orders for several months. In addition, the decline 
in primary metals orders was associated with strikes at 
some aluminum plants. New orders to defense products 
industries have been declining since March, with the June 
level the lowest since November. Total shipments by 
durables manufacturers eased $0.1 billion from the record 
May level of $25.5 billion, and since shipments in the

R E C E N T  D E V E L O P M E N T S  IN  
P R O D U C T IO N  A N D  E M P L O Y M E N T

Industrial production in June rose to a record level for 
the second consecutive month. The Federal Reserve 
Board’s index of industrial production advanced 0.3 per
centage point to 164.4 per cent of the 1957-59 base, fol
lowing a large 1.6 percentage point gain in May. But 
despite recent increases in industrial output, manufacturing 
utilization rates declined from 84.9 per cent in the first 
quarter of 1968 to 84.5 per cent in the second quarter, 
as growth in capacity outstripped gains in production.

The June increase in output was led by gains in defense 
equipment production and in consumer goods output, par
ticularly autos. Business equipment and materials output, 
on the other hand, held steady. Auto production has been 
very strong since May in preparation for the end of the 
1968 model year. In June, auto assemblies rose to an 
annual rate of 9.4 million units, slightly above the high 
May rate, and July total production is scheduled to equal 
the heavy June pace, despite the production slowdown at 
the end of the month as model changeovers begin. Iron 
and steel output continued to rise in June, as steel mills 
worked to fill the high level of orders received in anticipa
tion of a strike in August. Steel production in July climbed 
to 151 million tons at a seasonally adjusted annual rate.

Chart II

NEW ORDERS TO DURABLES MANUFACTURERS
S e a s o n a lly  a d ju s te d

B illions o f d o lla rs  B illions o f d o lla rs

Source: United States D eportm ent of Commerce.
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month exceeded the flow of new orders, the backlog of 
unfilled orders dropped $0.6 billion to $80.3 billion.

Employment, like production, reached record levels in 
June. The civilian labor force, however, grew even more 
rapidly than employment, and the overall unemployment 
rate rose. Since both the surge in the civilian labor force 
and the 0.3 percentage point advance in the unemploy
ment rate to a seasonally adjusted 3.8 per cent stemmed 
from an unusually large increase in the number of teen
agers and young adults seeking jobs, the higher unemploy
ment does not seem to indicate any slackening in the 
economy. The end of the school year normally increases 
the number of persons unable to find work, but the June 
increase was larger than seasonal. As a result, the un
employment rate for teen-agers climbed 1.0 percentage 
point to 13.6 per cent, and the rate for 20- to 24-year-olds 
jumped 1.2 percentage points to 6.5 per cent. The un
employment rate for adult workers 25 and over, however, 
remained unchanged at 2.2 per cent. The rise in un
employment, thus, seems to reflect the difficulty of teen
agers and college students in finding employment. At the 
same time, the number of workers on nonfarm payrolls 
rose 82,000 to a record seasonally adjusted 67.9 million 
as increases were shown in all major industry groups 
except construction and mining. The weakness in con
struction employment and the very modest expansion of 
retail trade jobs probably contributed to the problems of 
youths looking for employment, since these industries 
normally employ many persons of such age groups.

P R I C E  A N D  C O S T  D E V E L O P M E N T S

Both prices and costs advanced sharply in June, in most 
cases exceeding the already excessive average increases 
of the first five months of the year. The consumer price

index, which moved up at an annual rate of roughly 4.0 
per cent over the last several months, registered a 6.0 per 
cent annual rate of gain in June. All major components 
of the index showed substantial increases, but prices of 
services, which had risen at a 4.5 per cent annual rate in 
May, climbed at a steep 8.1 per cent annual rate in June. 
An important source of the higher services prices was 
housing costs which rose at an even larger 9.2 per cent 
annual rate.

Preliminary July data indicate that industrial wholesale 
prices, which were stable from April to June, rose at a 
modest 1.1 per cent annual rate in July, well below the 
increases of late 1967 and early 1968. However, prices 
of farm products and processed foods, which often fluc
tuate rather widely, turned sharply higher. Farm products 
prices rose at an annual rate of 16.4 per cent, and pro
cessed foods and feeds at a 13.6 per cent rate. Conse
quently, the overall wholesale price index rose at a 4.4 
per cent annual rate, the biggest gain since February.

Moreover, trends in production costs threaten the re
cent comparative stability of industrial wholesale prices. 
Unit labor costs in manufacturing were up in June at 
an exceptionally high 9.8 per cent annual rate. The his
tory of this series since the middle of 1966 gives a rather 
clear indication of an accelerating cost-push inflation. In 
midsummer 1966 the unit labor cost index was still within 
1 percentage point of its 1957-59 average. In the follow
ing year, however, unit labor costs moved up 5.7 per cent, 
the most rapid sustained period of increase since the 
1955-57 boom. Then, after leveling off considerably in 
the latter half of 1967, the series expanded at a 6.5 per 
cent annual rate over the first six months of this year. The 
large number of negotiated wage settlements in the 6 to 7 
per cent range over the last few months suggests that this 
trend will be difficult to reverse in the near future.

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

August 1968



194 MONTHLY REVIEW, SEPTEMBER 1968

T h e B u s in e s s  S itu a tio n

Domestic economic activity continued strong through 
midsummer. In July, industrial output expanded somewhat 
further, housing starts recovered sharply, and conditions 
in the labor market remained firm. Retail sales apparently 
registered a sizable gain and, according to the latest sur
vey, consumers plan continued heavy spending in the 
months ahead. Another recent Government survey indi
cates that businessmen have reduced their 1968 plant and 
equipment spending plans since the last survey was taken 
in May, but outlays in the second half of the year are still 
expected to exceed the total for the first six months. De
spite the recent strong showing of most business statistics, 
some much needed moderation in the economy is ex
pected in future months as fiscal restraint takes hold.

P R O D U C T I O N ,  I N V E N T O R I E S ,  A N D  C O N S T R U C T I O N

The total physical volume of industrial output con
tinued to advance in July. The Federal Reserve Board’s 
production index rose 0.6 percentage point to a seasonally 
adjusted 165.3 per cent of the 1957-59 average (see 
Chart I ) .  The gain in the overall index was attributable 
in large part to a further surge of activity in the steel 
industry prior to the July 31 labor contract expiration, 
but the estimated production of the mining industries— 
which include oil and gas extraction— also showed a 
marked increase. Output in manufacturing sectors other 

than steel showed little change on balance. The produc
tion index for motor vehicles and parts was essentially 
flat, although the rate of new car assemblies was up 
slightly. The auto industry scheduled yet another month 

of high production in August, as manufacturers worked 
to build inventories of new models in anticipation of their 

introduction in September.
In the steel industry, on the other hand, August was 

marked by a severe cutback in activity. On the basis of 

preliminary data, it appears that output declined by some 
25 per cent— a development which was, of course, to be 
expected in the wake of the industry’s labor contract

settlement. Steel users had accumulated large inventories as 
a hedge against a possible strike, and production is expect
ed to run at sharply reduced rates for some months as these

Chart I

INDUSTRIAL PRODUCTION
Se aso na lly  adjusted; 1 95 7 -59=100

Note: Indexes for defense equipment and nonautomotive consumer goods 
were calculated at the Federal Reserve Bank of New York from data 
published by the Board of Governors of the Federal Reserve System. 
Indexes are not plotted in rank order.

Source: Board of Governors of the Federal Reserve System.
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inventories are worked down. Indeed, some industry ana
lysts see domestic steel shipments reduced by as much as 
50 per cent in the second half of 1968, with the possibility 
of a substantial inventory carry-over into 1969 even at 
the reduced shipments pace. On the other hand, the over
all inventory situation in manufacturing appears quite 
good. Total inventories of all manufacturers rose only mod
erately in July, following similarly modest increases in the 
previous two months. Coupled with a strong rise in ship
ments, this resulted in a decline in the ratio of inventories 
to shipments in manufacturing to 1.67 in July, the lowest 
level in two years.

The volume of new orders received by durables manu
facturers edged up slightly in July to a seasonally adjusted 
$24.7 billion. Virtually the entire gain was due to a very 
sharp advance in the bookings reported by the aerospace 
industry. In other, less volatile sectors of durables manu
facturing, the flow of new orders was either unchanged or 
somewhat lower in July. As expected, primary metals 
orders, which are dominated by steel, declined further in 
July, although the month’s 6 per cent reduction was 
more moderate than the 11 per cent drop reported in June. 
Primary metals orders in July were back to the average 
monthly level prevailing in 1967 before the strike-hedge 
buying of steel began. Total shipments of durable goods, 
bolstered by the steel industry’s efforts to move products 
out of the mills before a possible strike, advanced $800 
million to a record seasonally adjusted volume of $26.2 
billion. Since shipments exceeded new orders, the backlog 
of unfilled orders fell by $1.5 billion to $78.7 billion, the 
lowest level since late 1967.

According to the survey conducted in August by the 
Department of Commerce and the Securities and Exchange 
Commission, second-quarter business spending on new 
plant and equipment was at a seasonally adjusted annual 
rate of $62.8 billion. The second-quarter outlay rate 
equaled that of last year’s fourth quarter but was about $2 
billion below the strong first-quarter pace and, moreover, 
was about $2 billion less than businessmen had anticipated 
spending at the time of the May Commerce-SEC survey. 
On the other hand, the business equipment component of 
the Federal Reserve industrial production index has been 
virtually stable since November 1967, and shipments re
ported by machinery manufacturers have followed a nearly 
identical pattern. Moreover, new orders for machinery and 
equipment were strengthened through the spring months, 

suggesting a pickup in capital spending later this year. The 
likelihood of such a pickup is supported by the findings of 
the latest Commerce-SEC survey. Although the survey 
found that businessmen have made a downward revision 
since May in their estimate of spending volume in the sec-

Chcirt II
PRIVATE NONFARM RESIDENTIAL CONSTRUCTION

Seasonally adjusted a n n ua l rates 
Thousands of units Thousands of units

Source: United States Departm ent of Com m erce, Bureau of the Census.

ond half, their plans nevertheless indicate that total outlays 
in the period will be some 2 per cent larger than in the 
first six months of the year.

The strong showing of corporate profits in the second 
quarter of this year is a plus factor in the outlook for 
capital spending. Corporate profits were at a $50.3 bil
lion seasonally adjusted annual rate in the second quarter, 
$1.2 billion higher than in the first quarter and back to 
the level recorded in the fourth quarter of 1967. The 10 
per cent surcharge on corporate income taxes was re
flected in the profits figures for both quarters, as estimated 
by the Department of Commerce, since the surcharge is 
retroactive to January 1.

Private nonfarm housing starts surged upward in July 
by nearly 14 per cent on a seasonally adjusted basis to an 

annual rate of 1.52 million units (see Chart I I ) .  The 

monthly series on housing starts is highly volatile, how
ever, and while estimated starts jumped sharply in July 

there was a slight decline in the much less erratic monthly 
series on the number of housing units authorized by build

ing permits. A continued expansion of housing construc
tion can be expected under current financial conditions,
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but it may be several months before this is fully reflected 
in the building statistics.

I N C O M E ,  C O N S U M E R  D E M A N D ,

A N D  E M P L O Y M E N T

Personal income, measured at a seasonally adjusted 
annual rate, expanded in July by a sizable $5.5 billion, 
matching the increases in the two preceding months. The 
dominant factor in the gain, however, was a jump in the 
earnings of Federal Government employees, whose July 
paychecks reflected the second step of a three-stage pay 
raise legislated late last year. The first step became effec
tive in December 1967, and the third increase will occur in 
July 1969. The Department of Commerce has estimated 
that the July pay raise accounted for $1.5 billion of the 
total July increase in personal income. In marked con
trast, the growth of private wages and salaries slowed 
sharply in July to only $1.5 billion, compared with a large 
$4.0 billion gain in June. The slowdown was concentrated 
in the “distributive” industries— retail and wholesale trade, 
transportation, communications, and utilities. Manufac
turers’ payrolls were up in July, although by slightly less 
than the average monthly increase registered in the first 
half of 1968.

Retail sales jumped by 3 per cent to a record volume 
in July, according to the preliminary estimate for the 
month. While the increase in personal income tax with
holding that took effect at midmonth was not generally 
expected to have an immediate, sharp impact on sales 
at retail outlets, most observers were nevertheless rather 
surprised at the strength of the month’s advance— 
especially in view of the essentially flat second-quarter 
performance. Of course, preliminary estimates of retail 
sales must be treated with caution, since they are often 
substantially revised. The reported July advance was led 
by a 5 per cent spurt in durables purchases, paced by 
heavy auto sales, but volume at nondurables outlets also 
rose strongly. July sales of new domestically produced 
cars were at a very high 9.1 million unit seasonally ad
justed annual rate.

The July Department of Commerce survey of consumer 
buying intentions does not provide an unambiguous indi
cation of the effects of the fiscal restraint package on con
sumer demand in the months ahead. The survey was taken 
in the first three days of July— after the 10 per cent in
come tax surcharge was passed by the Congress but before 
increased withholding became effective on July 13. It is 
not clear to what degree consumers took the effects of 
reduced paychecks into account when reporting their pur
chasing plans for the next six months. In general, the sur

vey reported no significant changes— either up or down 
—in the strong spending patterns observed since the fall 
of 1967. In particular, planned spending on new cars was 
higher in July than in April, with the demand for used cars 
off somewhat. The index of intended expenditures for the 
purpose of buying houses had been increasing sharply 
since last fall, and the July survey found another large 
increase in planned home purchases. Planned expenditures 
on household durables remained virtually unchanged at 
roughly the same level which has held for the last 
eighteen months.

The civilian labor force, having reached a record high 
in June at just over 79 million persons (seasonally ad
justed), declined very slightly in July. The overall unem
ployment rate was essentially unchanged. As published 
by the Bureau of Labor Statistics, the rate edged down 
by 0.1 percentage point to 3.7 per cent. The 0.3 point 
June rise in the rate had been mainly attributable to an 
unusually large influx of youthful workers, who had dif
ficulty finding jobs. The July data suggest that the un
employment situation of most labor force groups was 
about unchanged from June, and the teen-age unemploy
ment rate remained at a quite high 13.6 per cent. On bal
ance, the situation in July appears to have been one of 
stable, but relatively tight, labor market conditions.

The number of jobs in nonfarm establishments in
creased in July by a fairly moderate 159,000, with the 
gains spread evenly throughout the economy. Employment 
in manufacturing was bolstered by the fact that auto pro
duction remained high until much closer to the model 
changeover than is usually the case. Construction industry 
employment was also strengthened by a special factor— 
the return of workers who had been on strike in June. The 
average workweek of manufacturing production workers 
remained at the rather high level of 40.9 hours for the 
third consecutive month.

P R I C E  A N D  C O S T  D E V E L O P M E N T S

The consumer price index continued its rapid climb in 
July, increasing at a 6 per cent annual rate for the 

second consecutive month. Nearly all components of the 
index contributed to the gain, but food and services prices 
in particular boosted the overall index. Food prices ad
vanced at a 9 per cent annual rate after moving about 

in line with the overall index for several months. Ser
vices prices also rose at a 9 per cent annual rate, pushed 
up mainly by substantial increases in medical care and 
housing costs.

The wholesale price index fell in August by an amount 

exactly offsetting the July 0.4 percentage point increase,
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according to preliminary Bureau of Labor Statistics esti
mates. The decline centered in farm products and 
processed foods and feeds. The average price of industrial 
commodities remained at the June level, continuing the 
relatively stable pattern of the last few months.

The labor contract settlement in the steel industry at 
the end of July represented the completion of a “round” 
of major contract negotiations over the past year or so. 
Now that this round is completed, several factors affecting 
trends in labor costs per unit of output have become more 
clearly visible. The steel settlement called for wage and 
fringe benefit increases averaging roughly 6 per cent over 
the three-year life of the contract and was about in line 
with the pattern set in the October 1967 agreement at the 
Ford Motor Company and followed by other major indus
tries since that time. While the contracts coming up for 
renewal in the remainder of this year and through 1969 
cover sizable numbers of workers (notably in the aero
space, communications, and apparel industries), the in
dustries involved are not generally considered to be pace
setters in the matter of contract settlements. Therefore, 
recent major wage settlements may provide some indica
tion of what can be expected for the next several quar
ters. In general, recent contracts have called for very 
large first-year increases in wage rates, apparently reflect
ing the workers’ desire to recover purchasing power lost 
in the rise of consumer prices over the past two years or 
so. The contracts have, for the most part, provided for 
smaller rates of wage increase after the first year. They 
have also stressed improvements in fringe benefits, but 
the labor-cost increases associated with such improve
ments are often scheduled to come in the later part of the 
contract period. In sharp contrast to the pattern of labor 
agreements in earlier inflationary periods, there has been 
little interest in cost-of-living escalator clauses. It is pos
sible, therefore, that labor-cost pressures may ease—

assuming at least some reduction of demand pressures 
— once the 1968 surge in wage costs is over.

N E W  F E D E R A L . R E S E R V E  S T U D I E S

The Board of Governors of the Federal Reserve 
System published in August 1968 a “Report on Re
search Undertaken in Connection with a System 
Study”, by Bernard Shull, Director of Research 
Projects. This report is a summary of the research 
underlying the document mentioned in this Review 
(August 1 9 6 8 ), entitled “Reappraisal of the Federal 
Reserve Discount Mechanism”. Copies of both 
studies are available at a cost of 25 cents each (2 0  
cents per copy for quantities of ten or more sent to 
one address).

The Board of Governors also has announced the 
publication of a special staff study on “Bank Credit- 
Card and Check-Credit Plans: A Federal Reserve 
System Report”. The study group, under the chair
manship of J. Howard Craven, reached the conclu
sion that credit-card and check-credit plans are 
natural extensions of the traditional credit-granting 
functions of commercial banks and require no new 
Federal supervisory legislation at this time. Copies 
are available at $1 each.

Printed copies of all three reports may be ob
tained from Publications Services, Division of Ad
ministrative Services, Board of Governors of the 
Federal Reserve System, Washington, D. C. 20551, 
at the prices indicated.
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The Business Situation

Economic activity continued to expand as the third 
quarter ended. The August statistics gave some evidence of 
a slowing, primarily as a result of reduced production, 
orders, and shipments in the steel industry, as steel users 
began to work down their large strike-hedge inventories 
accumulated earlier in the year. The sharp drop of steel 
demand during August was reflected in a decline in in
dustrial production. Output in other industries continued 
at a high level, however, in part due to a large buildup 
of manufacturers’ inventories other than steel. More
over, most other indicators of business activity re
mained strong. Retail sales, spurred by steadily increasing 
personal income and by a reduction in the savings rate, 
moved substantially higher in July and apparently remained 
at a high level over the balance of the summer. Record in
creases in consumer credit have made it possible, at least 
temporarily, for consumers to absorb the tax surcharge and 
still increase their retail purchases. At the same time, lead
ing indicators of residential construction are considerably 
stronger than most observers had expected. With significant 
effects of the recently enacted fiscal restraint program yet to 
be felt, inflationary pressures have remained, and the rise 
in prices has continued little changed from earlier months.

PRODUCTION, INVENTORIES,
AND CONSTRUCTION

Industrial output fell sharply in August, largely as a re
sult of rapidly declining steel production. The Federal 
Reserve Board’s index of industrial production dropped 
1.6 percentage points to 164.0 per cent of the 1957-59 
average. Aside from steel, output in most industrial sectors 
changed only marginally from very high July levels. In
deed, the overall production index excluding iron and steel 
rose by a modest 0.3 percentage point. Production of auto
mobiles as well as other consumer goods declined slightly, 
with offsetting gains recorded in the output of both busi
ness and defense equipment.

The August decline in iron and steel production— which 
amounted to roughly 23 per cent— was severe. After both 
the 1962 and 1965 contract settlements, it took about four

months for output to decline by comparable magnitudes. 
Steel production fell again in September but apparently by 
less than half the August drop. Judging from the depleted 
order books, the industry’s operations will remain at a de
pressed level for several months. An important factor in
hibiting recovery in the domestic steel industry is the heavy 
volume of orders for foreign steel which were placed in 
anticipation of a strike.

Manufacturers’ inventories surged by $1 billion in Au
gust to a seasonally adjusted level of $86.9 billion, record
ing the largest monthly increase of 1968. The gains were 
spread fairly evenly through most manufacturing sectors, 
led by the primary and fabricated metals, transportation, 
food, and textile industries. On the other hand, manufac
turers’ shipments fell $1.7 billion to a seasonally adjusted 
annual rate of $49.4 billion. Nearly 70 per cent of the 
decline was accounted for by reduced shipments from steel 
mills, with only marginal changes in other industries. As 
a result of the opposite movements in the two series, the 
ratio of inventories to shipments in manufacturing increased 
from 1.68 in July to 1.76 in August, an unusually large 
one-month rise.

New orders received by durable goods manufacturers 
rose in August by $200 million to a seasonally adjusted 
$26.8 billion. The entire gain was accounted for by sharply 
higher orders to the producers of transportation equip
ment, especially aircraft and shipbuilding companies. The 
orders flow in other durable goods industries was gen
erally off a bit. The primary metals industries showed the 
largest decline, reflecting the depressed state of the steel 
industry. Orders for machinery were down about 3Vi per 
cent, although they remained quite high relative to earlier 
this year.

Private housing starts edged down in August by about 
IV2 per cent, but remained at a strong seasonally adjusted 
annual rate of 1.51 million units. The fact that housing 
starts changed so little from the high July level suggests 
that the sharp surge in that month was not due to tem
porary factors. The number of housing units authorized 
by new building permits also declined slightly in August. 
Though the number of permit authorizations has been
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edging down in recent months, a new data series recently 
published by the Department of Commerce indicates that 
there is a very sizable backlog of unused permits.

The drop in housing starts back in May and June 
prompted a wave of pessimism about the near-term out
look for residential construction. By the same token, the 
July and August recovery has given rise to a fresh wave 
of optimism. In view of the well-known volatility of hous
ing starts, such sharp swings in expectations are clearly 
unwarranted on the basis of starts behavior over a very 
short time span.

INCOME, CONSUMER DEMAND,
AND EMPLOYMENT

Personal income rose by $5.1 billion in August to a 
seasonally adjusted annual rate of $694.3 billion (see 
Chart I ) .  Although slightly less than the $5.5 billion gain 
registered in each of the three preceding months, the Au
gust increase was right in line with the average gains of 
the last fifteen months. In  July, wage and salary income

Chart I

PERSONAL INCOME AND RETAIL SALES
Billions of d o llars Billions of dollars

1966 1967 1968

Source: United States Department of Commerce, Bureau of the Census.

was pushed up by the pay raise for Federal Government 
employees. The August increase was primarily due to larger 
payrolls in the nondurables manufacturing and service in
dustries. Other sources of personal income— such as divi
dends, interest, and transfer payments— rose in August by 
amounts generally in line with those recorded in the last 
few months.

Although personal income has continued to grow 
strongly, the income tax surcharge that became effective in 
July has of course had the effect of cutting back disposable 
income. In response to this, consumers have the option of 
cutting back on consumption or alternatively on savings, 
which has been accounting for an unusually high share 
of income during the past year or more. It will be some 
time before the consumer’s reaction to the surtax is clearly 
established, but so far consumer spending has been re
markably strong. Retail sales edged up by a further 0.3 
per cent in August, according to preliminary estimates, 
following an unexpectedly large July surge. The total dollar 
volume of durable goods sales was unchanged, while pur
chases at nondurables outlets were up by 0.4 per cent. 
Sales of new domestically produced cars fell about 5 V2 
per cent in August to a seasonally adjusted 8.6 million 
unit sales rate.

Total consumer credit outstanding expanded by a rec
ord $880 million in July and by an extraordinarily large 
$1.12 billion in August. The July increase was based on a 
continued heavy demand for durable goods, particularly 
automobiles, but also included a sharp upturn in the expan
sion of noninstalment credit. The August increase was 
unusual in that all categories of consumer credit expanded 
at extremely high rates. Since August retail sales increased 
only fractionally from the high July levels, it would appear 
that the proportion of consumer purchases made on credit 
was larger than in preceding months.

Some consumer credit market analysts think that con
ditions favor a continued rapid expansion of credit: con
sumers are quite solvent— outstanding debts appear to be 
low relative to financial assets— and they are devoting a 
somewhat smaller share of disposable income to instalment 
repayments than they did in the period of rapid credit 
expansion in 1965-66. Whether or not consumers continue 
to avail themselves of this borrowing capacity will have an 
important bearing on the strength of consumer demand in 
the months ahead.

The civilian labor force declined in August by about
300,000 persons, as sizable numbers of women and teen
agers left the labor force. The unemployment rates 
for these two groups dropped, returning to the levels 
which had prevailed last spring. Consequently, the overall 
unemployment rate fell from 3.7 per cent to 3.5 per cent,
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marking the fourth month this year in which that very low 
rate has been registered. The jobless rate for adult men 
remained at the very low level of 2.2 per cent. The num
ber of jobs in nonfarm establishments rose by just over
200,000 in the month, led by increased employment in the 
trade, services, and government sectors.

PRICE AND COST DEVELOPMENTS

The consumer price index rose in August at a 4 per cent 
annual rate to 121.9 per cent of the 1957-59 base (see 
Chart II ) . The price gains were widespread, affecting 
virtually all commodity and service groups. Housing costs 
rose at a 6 per cent annual rate, pushed up mainly by 
higher mortgage interest charges. Prices of food and ap
parel also increased more rapidly than did the overall 
index. Medical care costs, however, were up only 0.3 per 
cent, equaling the smallest monthly increase in over two 
years.

According to preliminary estimates, the wholesale price 
index jumped 0.4 percentage point in September, re
bounding to the July level of 109.1 per cent of the 1957-59 
average. Most of the increase was accounted for by sharply 
higher prices of farm products and processed foods and 
feeds, which often fluctuate considerably from month to 
month. The index of industrial wholesale prices also 
moved higher, after several months of relative stability. 
However, this index has been significantly influenced by 
strike-related movements in copper prices since late last 
year. The very large drop in the prices of copper and 
copper-based products since the April labor settlement in 
the copper industry has held back the overall index, 
hiding somewhat the continuing upward movement in the 
wholesale prices of other industrial commodities. Copper 
prices had returned to pre-strike levels by August, and the 
September increase in the industrial wholesale price index 
reflected, in part, the reemergence of the underlying up-

Chart II

CONSUMER AND WHOLESALE PRICES

Note: Consumer prices are plotted through August; wholesale prices are plotted 
through September (preliminary).

Source: Unifad States Department of Labor, Bureau of Labor Statistics.

ward trends in the prices of many industrial commodities.
Labor costs per unit of output jumped 1.6 per cent in 

August, the largest monthly increase since January 1967. 
The combination of increased labor costs in manufacturing 
and a sharp decline in productivity raised the index of unit 
labor costs in manufacturing to 112.0 per cent of the 1957- 
59 average. The productivity decline was mostly the result 
of the substantial drop in steel output without a commen
surate reduction of hours worked in the industry.
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The Business Situation

The economy expanded far more rapidly in the third 
quarter than most observers had expected a few months 
ago. Final spending registered a large gain, as personal 
consumption expenditures increased sharply and business 
fixed investment showed renewed growth. At the same 
time, total business inventory accumulation slowed only 
moderately despite the working-down of strike-hedge steel 
inventories. Consumer spending kept pace with rapidly ex
panding pre-tax personal incomes even though higher 
withholding rates, reflecting the 10 per cent tax surcharge, 
greatly limited the growth of disposable income during the 
quarter. A large part of the increase in consumption was 
financed by record use of consumer credit. As the quarter 
drew to a close, retail sales and a few other economic indi
cators appeared to ease slightly, but many others strength
ened, including housing starts and new orders for durable 
goods.

The failure of business activity to slow appreciably in 
the third quarter— in the face of the fiscal restraint pro
gram and the decumulation of excess steel inventories—  
underscored the momentum of the economy and the 
strength of inflationary wage, price, and profit expecta
tions. While the cumulative effects of fiscal restraint are 
likely to become more clearly visible as time passes, the 
delay in getting the economy back to a slower rate of 
growth has unquestionably complicated the task of restor
ing reasonable price stability and achieving the much 
needed improvement in our international trade balance.

G N P  IN T H E  T H I R D  Q U A R T E R

The nation’s total output of goods and services showed 
a strong further increase in the third quarter. According 
to preliminary estimates by the Department of Commerce, 
gross national product (GNP) climbed $17.9 billion (see 
Chart I) to a seasonally adjusted annual rate of $870.8 
billion. While this was somewhat less than the record 
$21.7 billion GNP increase recorded in the second quarter 
of 1968, it still must be regarded as excessively large. Real 
GNP, which is an estimate of national product excluding 
the influence of price changes, grew at a 4.9 per cent an

nual rate in the third quarter, down somewhat from the 
very large increase of more than 6 per cent in both the 
first and second quarters of the year but still higher than 
what is generally considered sustainable in a full employ
ment economy.

According to the preliminary data, there was a slowing 
in the rate of increase in the implicit price deflator, which 
converts GNP at current market prices into 1958 prices. 
This price measure rose at a 3.6 per cent annual rate in 
the third quarter, with roughly one fifth of the gain 
attributable to the July pay increase for Federal em
ployees. In the preceding four quarters, the implicit 
price deflator had climbed at an average annual rate of 
about 4 per cent. Paradoxically, the third-quarter slowing 
of the overall GNP deflator was centered in the personal 
consumption component despite very strong demand for 
consumer goods and services. The consumer price index, 
which is a measure of prices paid by consumers that differs 
in both coverage and method of computation from the 
deflator for GNP consumption expenditures, rose at a 
5 per cent annual rate in the third quarter, the steepest 
increase this year.

Heavy consumer spending, financed in large part by 
exceptional use of credit, was the predominant factor in 
the third-quarter GNP advance. Consumer purchases of 
goods and services rose by $13.4 billion, accounting for 
about 75 per cent of the quarter’s total growth in GNP. 
The increase was a good deal smaller than the record 
spending surge of $17.2 billion in the first quarter but 
was nevertheless the third largest quarterly increase on 
record.

Most of the increase in consumption was accounted for 
by expanded purchases of goods, in both the durables and 
nondurables categories. Expenditures for services rose by 
an estimated $4.6 billion, an amount generally in line 
with the recent trend. Consumer purchases of nondurable 
commodities rose by 8 per cent at an annual rate, with 
spending on food and clothing accounting for most of the 
gain. Consumer buying of durables, led by surging auto 
sales, also turned sharply higher after only a modest 
second-quarter gain. Indeed, sales of new cars, including
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Chart I
RECENT CHANGES IN GROSS NATIONAL PRODUCT 

AND ITS COMPONENTS
Se a so n a lly  adjusted

I C h a n g e  from first quarter  
I to second quarter 1968 I

 C h a n g e  from second q uarter  
to third quarter 1968

— 5  0

Source: United States Department of Commerce.
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Billions of dollars

the amount of income saved fell by an unusually large 
$7.2 billion. The rate of saving— personal saving as a 
percentage of disposable income— dropped to 6.2 per cent 
from the very high second-quarter figure of 7.5 per cent 
(see Chart II), the second largest quarter-to-quarter de
cline since the Korean war.

The big factor in the slowdown of saving was the record 
third-quarter expansion of consumer credit outstanding 
(also shown on Chart II). Rapidly increasing disposable 
income in earlier quarters had enabled consumers to build 
up their financial assets and still increase consumption 
spending with modest reliance on credit. This left individ
uals in a strong financial position and with relatively light 
loan repayment burdens, permitting them to turn heavily 
to instalment credit in the third quarter when the surtax 
slowed the growth of disposable income. Indeed, when 
expressed at an annual rate, consumer credit rose $ 1 1 V2

imported vehicles, ran at an annual rate of roughly 10 
million units throughout the summer. After introduction 
of the new models, sales of domestically produced autos 
continued strong; they rose to an annual rate of 9.0 million 
units in September and were unchanged in October. 
Reflecting the strength of consumer demand, the dollar 
volume of sales at retail outlets reached a record level in 
the third quarter. Sales advanced substantially in both July 
and August, but preliminary estimates indicate that retail 
buying slipped fractionally in September.

The increase of personal tax withholding rates in mid- 
July as the surtax went into effect resulted in a sharp 
reduction in the growth of disposable income. Thus, al
though total personal income— measured before taxes—  
continued to expand strongly in the third quarter, the 
increase in disposable after-tax income was the smallest 
in more than two years. Indeed, the quarter’s $6.3 billion 
gain in disposable income was less than half as large as 
the $13.4 billion rise in consumption. As a consequence,

Ch a rt II

CONSUMER CREDIT AND THE PERSONAL SAVING RATIO
M illions of dollars M illions of d o lla rs

Sources: Board of Governors of the Federal Reserve System and the 
United States Department of Commerce.
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billion in the third quarter, about $3 billion more than 
in the first and second quarters.

The third-quarter surge in consumption expenditures 
apparently limited business inventory accumulation at 
wholesale and retail trade establishments. In fact, total 
inventories held by retailers and wholesalers are estimated 
to have shown no net change over the course of the third 
quarter. On the other hand, manufacturers’ inventories 
expanded substantially, accounting for virtually all the 
$7.7 billion addition to total stocks indicated in the pre
liminary GNP estimates. These estimates, however, were 
based on data for only the first two months of the quarter 
and may well be revised substantially once complete data 
are available.

Business fixed investment moved ahead briskly in the 
third quarter, rising by $3.2 billion to an annual rate of 
$90.2 billion. This expansion was roughly in line with the 
pattern projected by the survey of business capital spend
ing plans taken in August by the Department of Com
merce and the Securities and Exchange Commission. The 
quarter’s entire gain in capital investment was accounted 
for by equipment purchases; expenditures for construc
tion of new plant remained virtually unchanged.

Residential construction spending was little changed in 
the third quarter, reflecting the drop-off of housing starts 
in May and June. At an annual rate of $29.4 billion, 
residential outlays were down by $0.1 billion from the 
second-quarter rate. However, new housing starts, which 
lead actual expenditures, advanced strongly through the 
summer and by the quarter’s end had reached an annual 
rate of roughly 1.6 million units, equaling the peak levels 
recorded last spring. Strong demand for new housing and 
more readily available mortgage funds appear to be off
setting the restrictive influence of high mortgage interest 
charges, and the near-term outlook for the residential 
construction industry remains good. The prevalent view 
now is that the year 1968 will see more than 1.5 million 
housing units started, up sharply from the totals of 1.3 
million and 1.2 million in 1967 and 1966, respectively.

Total purchases of goods and services by all levels of 
government rose $3.8 billion in the third quarter, the 
smallest gain in a year. Expenditures by state and local 
governments grew at a pace about in line with the rate 
of increase in 1966 and 1967. Federal Government 
purchases expanded by only $1.1 billion, much of which 
was accounted for by the July Federal pay raise. The 
increase in Federal spending was the smallest for one 
quarter since before the mid-1965 start of the Vietnam 
buildup. The slowdown in the growth rate of Federal 
outlays was divided about equally between defense and 
nondefense expenditures.

R E C E N T  D E V E L O P M E N T S  IN  

P R O D U C T I O N  A N D  E M P L O Y M E N T

Industrial production registered a second consecutive 
monthly decline in September, as falling steel output con
tinued to be a depressing influence. The Federal Reserve 
Board’s index of industrial output fell 0.5 percentage point 
to a seasonally adjusted 163.4 per cent of the 1957-59 
average. Iron and steel output dropped 27 per cent in the 
two months following the July 30 labor contract settlement. 
Exclusive of iron and steel, industrial output was virtually 
unchanged through the third quarter after a full year of 
rather rapid advance. This leveling-off was widespread, 
with most sectors showing only marginal changes in either 
direction. Mining activity and motor vehicle production 
were down somewhat, utilities and consumer goods out
put were up a bit, and the index of equipment production 
was unchanged.

While manufacturing production remained about un
changed in the third quarter, new manufacturing capacity 
— which is primarily the result of plant and equipment 
spending decisions made several quarters earlier— climbed 
substantially. Consequently, the rate of capacity utilization 
dropped 1.4 percentage points to a five-year low of 83.3 
per cent.

The short-term outlook for industrial production was 
bolstered in September, when new orders received by 
manufacturing establishments rose 3 per cent to a record 
level of $51.6 billion. The construction materials and steel 
industries registered particularly impressive gains, while 
new orders in the consumer durables sector turned higher 
after a two-month decline. Orders received by nondurable 
goods producers also advanced, roughly offsetting a decline 
in the volatile defense products industries. Manufacturers’ 
shipments moved a good deal higher in September, but 
remained below the record level achieved in July. Manu
facturers’ new orders exceeded shipments in September 
by $400 million, increasing the backlog of unfilled orders 
to a level of $83.6 billion.

On balance, the employment situation shows little indi
cation of easing from the very tight conditions which have 
prevailed for the last year or so. The total number of jobs 
in nonfarm establishments increased by 136,000 in Oc
tober, and the gain would have been substantially larger 
but for a strike in the coal-mining industry. Employment 
in manufacturing concerns increased after two consecu
tive months of decline and surpassed the previous record 
level of last June. Federal Government employment eased 
for the fourth consecutive month, reflecting the Congres
sional restrictions on replacement hiring. Employment in 
the remaining sectors of the economy was strong except in
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mining, where payrolls declined by 50,000 because of 
strikes, and in transportation and utilities, where employ
ment was unchanged. The overall unemployment rate 
remained unchanged in October at 3.6 per cent of the 
civilian labor force. There was a slight increase in the very 
low unemployment rate for adult men, but a small de
crease for adult women.

P R I C E  A N D  C O S T  D E V E L O P M E N T S

The rate of advance in the consumer price index eased 
somewhat during September. After climbing at a 4 per 
cent average annual rate for about a year, the index surged 
to a 6 per cent rate in June and July, returned to a 
4 per cent rate in August, and then slowed to a 3 per cent 
advance in September. However, nearly all the September 
slowdown in the overall index was due to a leveling-off of 
food prices following rapid increases earlier. The consumer 
price index excluding food climbed at an annual rate of 
just under 4 per cent in September, only marginally below 
the advances of preceding months. Increased prices of 
clothing led the continued rise in commodities prices, 
while higher housing and medical care costs contributed 
to the further rapid climb in the cost of services.

Preliminary October data indicate that the wholesale 
price index was unchanged from the September level of 
109.1 per cent of the 1957-59 average. The overall index 
has been stable since July, but price movements in vari
ous commodity groups suggest continued upward pres
sures in many important areas. Indeed, in October the 
industrial commodities price index rose at an estimated 
4.4 per cent annual rate, the largest one-month gain 
since February of this year. During most of the spring, the 
rise in the industrial index was slowed by a rapid decline 
in prices of copper and copper products, following the 
settlement of the long strike in that industry. By mid
summer, the copper price readjustment had been com
pleted. Since that time the continued increase in the prices 
of other products has been manifest in the accelerating 
rise in the price index of all industrial commodities. On 
the other hand, prices of farm products and processed

foods and feeds have been fluctuating for several months 
but have shown a generally downward trend since July. 
This downtrend has been the principal factor in the stabil
ity of the overall wholesale price index, offsetting the in
creases in industrial prices.

Labor costs per unit of output in manufacturing jumped 
0.8 percentage point in September to a record level of 
112.7 per cent of the 1957-59 average. Following the pat
tern set in August, the gain was due to a combination of 
higher labor costs per man-hour and an actual drop in pro
ductivity. Labor costs have been rising sharply for some 
time, but the decline in output per man-hour is a recent 
development, probably resulting in large measure from a 
steeper reduction of steel output than of hours worked in 
the steel industry.

T H E  B A L A N C E  O F  P A Y M E N T S

The ABC’s of the United States balance of pay
ments are presented in nontechnical language in a 
six-page leaflet, entitled The Balance of Payments, 
recently published by the Federal Reserve Bank of 
New York. The folder discusses the dominant role 
of the United States dollar in world trade and in
vestment, analyzes the factors contributing to the 
persistent payments deficit, and explains why it is of 
utmost importance that the United States achieve 
“approximate equilibrium” in its international ac
counts. It also presents in easily understood terras 
a line-by-line explanation of our international pay
ments accounts.

Requests for copies should be directed to the 
Public Information Department, Federal Reserve 
Bank of New York, 33 Liberty Street, New York, 
N. Y. 10045. No charge for limited quantities.
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The Business Situation

Current indicators of business activity remain strong on 
balance. On the plus side, industrial production increased 
in October while new orders for durable goods jumped 
almost 7 per cent. Nonfarm employment scored substantial 
gains during the month, unemployment continued at a low 
3.6 per cent rate, and the volume of new housing starts 
and building permits, though fractionally lower than in 
September, remained at high levels. Also, recent surveys 
of business spending plans have pointed to an accelerated 
rate of increase in capital outlays next year. On the other 
hand, retail sales eased slightly again in October, and the 
rise in personal income was the smallest in nearly a year. 
Price increases have continued at an excessive pace. The 
rate of advance at the consumer level had moderated in 
August and September, but this was followed by a very 
sharp October increase. Moreover, industrial wholesale 
prices rose markedly in September and October, and ad
vanced a bit further in November. The generally strong 
economic picture is reflected in continued heavy credit 
demands in the financial markets accompanied by higher 
levels of interest rates. The pressures on the financial mar
kets were underscored in early December when most com
mercial banks throughout the country, faced with unex
pectedly strong business loan demand and increased costs 
of loanable funds, raised the interest rate on prime business 
loans to 6V2 per cent from 6V4 per cent.

OUTPUT, INVENTORIES, AND 
CONSTRUCTION ACTIVITY

Total industrial output rose in October for the second 
month in a row. The Federal Reserve Board’s index of 
industrial production (seasonally adjusted) climbed 0.6 
percentage point to 165.0 per cent of the 1957-59 average, 
following a 0.5 percentage point gain in September. The 
initial estimate of the September production index had 
shown a decline, but the figure has been revised upward 
by a full percentage point to reflect revisions in basic data 
on man-hours and output in selected industries— particu
larly nondurable materials and business equipment. Iron

and steel output rose in October, and apparently the drag 
on total industrial production caused by the sharp cut
back in the steel industry is over. The October index for 
iron and steel nevertheless was some 25 per cent below 
the level in early summer when users were stockpiling 
steel as a hedge against a possible strike. While most 
industry observers feel it will still be some time before the 
stockpiles are worn down enough to warrant a return to 
more normal production levels, preliminary data indicate 
that steel output rose substantially further in November.

The October strength in industrial production was 
centered in output of business equipment and consumer 
goods. Automotive products and some appliances, particu
larly television sets, contributed to advances in the con
sumer sector. Production of new automobiles rose to a 
seasonally adjusted annual rate of 9.2 million units, fol
lowing a slight dip in September. Vigorous consumer and 
business demand has kept auto production climbing 
throughout most of this year, and preliminary data indicate 
that production held at the 9.2 million unit rate in Novem
ber. Although output of business equipment advanced by 
about 1 per cent in October, production of defense equip
ment fell. Between m id-1965 and the beginning of 1968, 
output of defense equipment rose by 55 per cent, but 
there has been little further growth this year. Work stop
pages in the coal industry resulted in a AV2 per cent de
crease in mining output during October.

The near-term outlook for industrial production was 
strengthened further in October when new orders re
ceived by manufacturers of durable goods recorded a large 
and broadly based $1.9 billion rise, bringing the volume 
of orders (seasonally adjusted) to a record $30.3 billion. 
The advance followed on the heels of a strong September 
performance. Gains in orders were widespread among the 
major classes of durables manufacturers, with particularly 
large increases reported for machinery and equipment pro
ducers and for the defense-oriented industries. While ship
ments by durables manufacturers posted a sizable rise dur
ing the month, the increase was not nearly so large as the 
advance in orders. Thus, the backlog of unfilled orders ex

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

December 1968



248 MONTHLY REVIEW, DECEMBER 1968

panded by a substantial $1.3 billion to a seasonally 
adjusted level of $81.9 billion.

Total business inventory accumulation in the third quar
ter ran at a seasonally adjusted annual rate of $7.5 billion, 
as recorded in the gross national product (GNP) ac
counts.1 Overall, this accumulation was right in line with 
sales, and the inventory-sales ratio for total business was 
virtually unchanged over the quarter (see Chart I ) .  At the 
trade level, the surge of consumer demand in July and Au
gust apparently cut into inventory accumulation over those 
two months. In September, however, trade inventories ad
vanced by $293 million, while sales by trade establishments 
increased only slightly. Thus, the inventory-sales ratio 
moved up a bit in September but remained below the July 
level. The large September increase in retail inventory 
accumulation was associated with a very strong rise in 
manufacturers’ shipments. This shipments advance, com
bined with the continued working-off of steel inventories, 
held total inventory building in the manufacturing sector 
to a relatively normal $396 million. Thus, the inventory- 
sales ratio declined in September, reversing much of the 
August increase. In October, moreover, the inventory-sales 
ratio in manufacturing dropped sharply further to the low
est level in two years. Total manufacturers’ shipments rose 
in the month by a very large $1.1 billion, with most of the 
gain occurring in durables manufacturing, while inventories 
advanced less strongly by $500 million.

The residential construction picture remains generally 
good even though new housing starts and building permits 
both dipped in October. The volume of building permits 
issued by local authorities had put in a healthy per
formance throughout the summer and then jumped 8 per 
cent in September. Thus, while permits eased by about 2 Vi 
per cent in October, they remained at a high rate. Much 
the same trend is apparent in the considerably more erratic 
series on new housing starts. During the third quarter, 
housing starts averaged a strong annual rate of 1.55 mil
lion units (seasonally adjusted), compared with 1.44 
million during the spring. Following a sizable rise in Sep
tember to a rate of 1.59 million units, the starts pace 
moved back in October to 1.55 million units. In view of 
recent performance, it now seems quite likely that starts

1 The Department of Commerce has revised its preliminary esti
mate of third-quarter GNP, which was discussed in this Review  
(November 1968). Total GNP was revised upward by a slight 
$0.2 billion to a seasonally adjusted annual rate of $871.0 billion. 
Among the components, most changes from the first estimate were 
small. The net export figure, however, was revised up by $0.7 
billion to a seasonally adjusted annual rate of $3.3 billion.

Chart I

INVENTORY-SALES RATIOS AND INVENTORY SPENDING
S e a so n a lly  adjusted . , , .

M onths of sales M onths of sales

1966 1967 1968
Note-. The inventory-sales ratio for manufacturing is plotted through October; all other 

data ore pictfad through September.
*  As recorded in the gross national product accounts at an annual rate.

Source; United States Department of Commerce.

will total more than 1.5 million units for the full year, 
compared with a 1967 total of 1.3 million.

BUSINESS INVESTMENT

Capacity utilization rates in manufacturing have weak
ened considerably since 1966, as expansion of facilities out
stripped production growth. Not surprisingly, the volume 
of manufacturers’ investment in plant and equipment, after 
adjustment for price increases, has fallen. Total capital 
spending by all business, on a real basis, also eased some
what in 1967 and will increase only slightly this year, 
according to the survey of spending plans taken in Novem

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

December 1968



FEDERAL RESERVE BANK OF NEW YORK 249

ber by the Department of Commerce and the Securities and 
Exchange Commission. In the third quarter, production 
declines in the steel industry and continued rapid growth 
of capacity caused a further easing of the capacity utiliza
tion rate, bringing it to the lowest level in five years. 
Nevertheless, capital spending appears to be strengthening. 
In manufacturing, the National Industrial Conference 
Board reported that net new capital appropriations rose 
strongly in the third quarter. Moreover, business spending 
plans for 1969 point to an increase of about 7 per cent in 
current dollar terms, according to a survey taken during 
the third quarter by the Lionel D. Edie Company and the 
more recent McGraw-Hill survey. A rise in capital outlays 
next year of around 7 per cent would be enough to insure 
a significant rate of real growth if capital goods prices 
continue to rise in line with recent trends. The newest 
Commerce-SEC survey of spending plans for the first half 
of next year is consistent with these earlier private surveys 
covering the full year. The Commerce-SEC study shows 
capital spending moving up sharply in the first quarter 
of next year and remaining at a high level in the second 
quarter.

The strength of capital spending in the face of relatively 
low utilization rates is striking in view of the current high 
level of interest rates and the trimming of corporate profits 
due to the surtax. In the third quarter, after-tax profits 
recorded a small $0.3 billion increase to a seasonally ad
justed annual rate of $51.0 billion, compared with an 
advance of $1.6 billion in the previous quarter. However, 
these presumably dampening factors have apparently been 
partly offset by strong expectations of sustained real 
growth and rising capital goods prices, both of which have 
made it advantageous for businesses to plan over a longer 
time horizon. Tight labor market conditions are probably 
also causing producers to try to substitute capital for labor 
in the production process. Businesses have been adversely 
affected not only by the steep climb in labor costs but also 
by skilled labor shortages, which in some cases have ac
tually held capacity utilization down.

EMPLOYMENT, INCOME, AND 
CONSUMER DEMAND

Tight conditions continued to prevail in the labor market 
in October. The unemployment rate remained at 3.6 per 
cent, and nonfarm payroll employment recorded a sub
stantial advance despite the two-week coal strike which cut 
mining payrolls by about 40,000. Gains were particularly 
large in manufacturing, trade, and state and local govern
ment. Although the rise in nonagricultural employment was 
sizable, agricultural employment declined sharply in Octo

ber and total employment was thus unchanged. Reflecting 
this stability, aggregate personal income in October ex
panded by only $2.5 billion— about half the average 
monthly gain of the last year. This slowing in the rate of 
growth was centered in wages and salaries, which rose by 
$1.4 billion, compared with an average $3.7 billion increase 
in the last twelve months.

Total retail sales declined by about Vi per cent in 
October, following a similar drop in the previous month. 
The October decline was centered in automotive sales, 
which include dollar sales of used as well as new cars 
and of auto parts and repairs. On the other hand, unit 
sales of new cars reported by domestic manufacturers rose 
by 1 per cent during the month to a seasonally adjusted 
annual rate of 9.1 million units. The latest survey of con
sumer buying intentions, taken in October, suggests that 
consumer plans for buying new cars and other durables 
were virtually unchanged from those reported last July 
just before the increased withholding rates went into effect.

The unexpected surge in consumer spending during the 
third quarter was financed in large part by a record 
expansion of consumer credit. This trend continued in 
October when total consumer credit expanded almost $1.1

Chart II

CONSUMER AND WHOLESALE PRICES

Note: Consumer prices are plotted through October; wholesale prices are plotted 
through November (preliminary).

Source: United States Department of Labor, Bureau of Labor Statistics.
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billion, only slightly below the record gain posted in 
August. Instalment credit increased a record amount, as 
personal loans and loans to purchase automobiles were 
both particularly strong in October.

PRICE DEVELOPMENTS

Prices moved sharply higher in October. The consumer 
price index rose at an exceedingly rapid 7 per cent annual 
rate, to 122.9 per cent of the 1957-59 average (see Chart 
I I ) . This advance followed two months of relatively small 
increases which had raised some hope that inflationary 
pressures were moderating at the consumer level. The 
October rise was particularly large in the indexes for 
medical care, apparel, household furnishings and opera
tion, and transportation, which rose in response to higher 
new car prices. So far in 1968 the price rise at the con
sumer level has amounted to a 4.8 per cent annual rate, 
steeper than for any full calendar year since 1951. The 
picture at the wholesale level is not much better. To be 
sure, preliminary reports indicate that industrial wholesale 
prices increased only slightly in November. However, the 
limited size of the gain appears to have been due largely 
to major price cuts on selective steel products, and these 
cuts have since been rescinded by some major producers. 
Moreover, the November moderation followed a steep

climb in each of the previous two months, when prices of 
hides, textile products and apparel, lumber, and steel all 
recorded big increases. The total wholesale price index 
advanced 0.4 percentage point in November, as the farm 
products component increased sharply and the processed 
foods and feeds component also rose.

PERSPECTIVE ’68

Each January this Bank publishes Perspective, a 
brief, informative review of the performance of the 
economy during the preceding year. This booklet is 
a layman’s guide to the economic highlights of the 
year. A more comprehensive treatment is presented 
in our Annual Report, available in March.

Perspective 968 will be available without charge 
from the Public Information Department, Federal 
Reserve Bank of New York, 33 Liberty Street, New 
York, N.Y. 10045. (A  copy will be mailed with the 
January 1969 issue of the Monthly Review .) A 
Spanish version will also be available upon request.
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The B u sin ess Situation

As 1968 drew to a dose, the economy continued to production turned up in October. In November, the 
expand at an excessive rate. In November, almost every index of iron and steel output advanced again, account- 
indicator of business activity was strong. Industrial pro
duction rose a full 1 percent to a new peak. The backlog 
of unfilled orders for durable goods increased again, as 
the volume of new orders remained at a high level. Em
ployment registered a sharp advance, and the December 
increase was even more marked. The unemployment rate 
in these two months was down to 3.3 percent, the lowest 
since 1953. Retail sales advanced approximately V2 per
cent in November, following two months of slight easing.
Price developments continued to be disturbing, with sig
nificant increases occurring at both wholesale and retail 
levels. When the Board of Governors of the Federal 
Reserve System announced its mid-December approval of 
an increase in the discount rate from 514 percent to 5Vi 
percent, it cited 4'the resurgence in inflationary expecta
tions that is impeding the restoration of economic stability” 
as one reason for its action.1

O U T P U T ,  IN V E N T O R I E S ,  A N D  
C O N S T R U C T I O N  A C T IV IT Y

In November, industrial output registered its largest 
and most broadly based rise since last spring. The Federal 
Reserve Board’s index of industrial production rose by 
1.7 percentage points (seasonally adjusted) to 167.4 
percent of the 1957-59 average (see Chart I ). This 
advance brought the index to a new high, surpassing the 
peak set last July when the steel industry was working 
at a feverish pace to meet the demands of users who 
were building up inventory as a hedge against a possible 
steel strike. The sharp cutback in steel production that 
followed the August 1 contract settlement had caused 
the total production index to fall substantially that month.
After a further moderate decline in September, steel

1 For a fuller reference, see page 7.

INDUSTRIAL PRODUCTION
Seasonally adjusted; 1957-59=100

Note: indexes for defense equipment and nonautomofive consumer goods 
were calculated at the Federal Reserve Bank of New York from data 
published by the Board of Governors of the Federal Reserve System. 
Indexes are not plotted in rank order.

Source: Board of Governors of the Federal Reserve System.
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ing for about a quarter of the month’s total production gain. 
In December, output of steel ingots rose by 12 percent, 
pushing the level of activity closer to normal.

The materials component of the total index recorded a 
sharp rise in November, due partly to the increase in 
steel. However, advances in the output of other industrial 
materials, as well as the settlement of a strike in the coal 
industry, contributed to the gain. Output of both business 
and defense equipment advanced substantially. Begin
ning with September, the production of business equipment 
has moved up sharply, suggesting that the considerable 
increase in outlays indicated by recent surveys of busi
ness capital spending plans is indeed taking place. Pro
duction of consumer goods also rose in November. The 
gain in the automotive index, however, was limited by the 
stability of auto assemblies, which held at a seasonally 
adjusted annual rate of 9.2 million units. In December, 
automobile output slipped about 3 percent.

The recent behavior of new orders for durable goods 
underscores the strong outlook for industrial production. 
Although the volume of new orders edged off in Novem
ber by $0.6 billion, this easing followed two very large 
monthly increases. The decline in new orders was con
centrated in the machinery and defense-oriented indus
tries; these were the groups in which the October increases 
had been particularly large. New orders for construction 
materials rose for the fourth consecutive month, and orders 
received by blast furnaces and steel mills advanced for the 
third month in a row. Since the volume of new orders 
continued to outstrip the volume of shipments, the back
log of unfilled orders expanded further to reach $82.6 
billion.

The relationship between total business inventories and 
total sales remained relatively stable in October, with 
strong increases occurring in both sales and inventories. 
For the trade sector, however, the inventory-sales ratio 
moved up from a very low level as stocks rose and sales 
declined. A substantial part of the increase was at auto
motive outlets, reflecting continued high motor vehicle 
production in a month when sales moved down. The rise 
in the trade ratio was offset by a decline in the manufac
turing ratio, which stemmed from a sizable advance in 
durables shipments. In November, the inventory-sales 
ratio for manufacturing recovered a bit.

Residential construction activity was vigorous again 
in November. The volume of building permits issued by 
local authorities increased 1 percent from October, season
ally adjusted, while private nonfarm housing starts climbed 
IV2 percent to a seasonally adjusted annual rate of 1.65 mil
lion units. The starts figure was the highest since early 1964. 
This November surge was centered entirely in multi-unit

structures, where there was a jump of over 30 percent in the 
number of units begun. In the first year following the sharp 
1966 slump in residential construction, both single-home 
and multi-unit starts had increased rapidly (see Chart 
II). The rise in multi-unit home building was particularly 
strong, and similar strength was exhibited again in 1968. 
Consequently, in the first eleven months of 1968, the 
rate of multi-unit starts averaged a full 20 percent above 
the number of such starts in 1965, prior to the slump. 
In contrast, the slower recovery of nonfarm single-unit 
starts in 1967, and the leveling-out that occurred in 
1968, produced a 1968 average that was just under the 
1965 rate. This change in the composition of new housing 
construction is not surprising in view of population trends. 
The shift may, however, also reflect the reluctance of some 
institutional investors to add to holdings of single-family 
mortgages and their growing preference for apartment 
mortgages, particularly when financing arrangements pro
vide equity participation for the mortgage lender.

Chart II
PRIVATE NONFARM HOUSING STARTS

Sea sonally  adjusted ann u a l rates 
Thousand of units Thousand of units

Source: United States Department of Commerce, Buieau of the Census
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E M P L O Y M E N T ,  I N C O M E ,
A N D  C O N S U M E R  D E M A N D

The labor market tightened appreciably in Novem
ber. There was a relatively large increase in the labor 
force, but an even sharper rise in employment. On a 
seasonally adjusted basis, the number of unemployed 
persons declined and the unemployment rate dropped 
0.3 percentage point to 3.3 percent, the lowest since 
1953. Moreover, in contrast to developments in other 
months when there was a large change, the unemploy
ment rate decreased in virtually all categories. The rates 
for adult women and adult men both fell to post-Korean 
war lows.

The number of persons on nonfarm payrolls increased 
by 219,000, seasonally adjusted, bringing the total to a 
record 68.9 million. Manufacturing employment moved 
up, chiefly reflecting the settlement of labor disputes in 
the ordnance and machinery industries. Similarly, the 
settlement of the strike in the coal industry boosted mining 
employment by 44,000, but this rise was offset by the 
effect of the New York City teachers’ strike. A major part 
of the large increase in total employment occurred in the 
relatively low-paying service industries. In addition, a de
cline in the average workweek of manufacturing produc
tion workers partially offset the effect on incomes of the 
gains in manufacturing employment and hourly pay. Re
flecting these developments, the wage and salary component 
of personal income rose in November by a relatively 
modest $2.5 billion. In the first two months of the fourth 
quarter, wage and salary growth averaged $2.3 billion, 
compared with an average of $3.2 billion in the first three 
quarters of the year.

In December, payroll employment made a further sharp 
gain of 266,000, seasonally adjusted. Both service and 
manufacturing employment again showed particular 
strength. Settlement of the New York City teachers’ strike, 
which had lasted five weeks, contributed to a large rise in 
the number of persons on government payrolls. Construc
tion employment also advanced strongly, following virtual 
stability in November, when unusually bad weather held 
down employment gains. The civilian labor force, sea
sonally adjusted, advanced markedly again in December, 
with the rise about matching the increase in total employ
ment. The unemployment rate thus remained at 3.3 per
cent. The rate for adult men, however, dropped further, 
reaching the lowest level since the series began in 1948.

Retail sales rose 0.6 percent in November to $28.9 bil
lion, seasonally adjusted. However, this rise, which fol
lowed two months of moderate decline, was entirely in sales 
at nondurables outlets. Durables sales were off 1 percent,

Chartlll

CONSUMER INSTALMENT CREDIT
Monthly ave rage in each quarter 

Billions of dollars Seasonally adjusted Billions of dollars

1000 1 . . 1 ~ ' 1 11000 
C h a n g e s  in o u tsta n d in g  cre dtt

Note: Figures shown for the fourth quarter of 1968 are the averages of 
October and November data.

Source: Board of Governors of the Federal Reserve System.

mainly reflecting a decrease in the automotive group, which 
in addition to new cars includes used cars, auto parts, and 
repairs.

Sales of new domestic automobiles declined in Novem
ber by almost 3 percent to a seasonally adjusted annual 
rate of just under 9 million units. In December, sales vol
ume fell again to a pace of about million units. For 
1968 as a whole, sales of domestically produced automo
biles will probably be about 8.6 million units. This com
pares very favorably with the 7.6 million units sold in 1967 
and is only slightly below the 1965 high of 8.8 million units. 
However, sales of imported cars, which have claimed an 
increasingly large share of the American market, reached 
a record in 1968 of about 1 million units. Thus, total new 
car sales for the year may wind up at about 9.6 million 
units. This would be an all-time high.

Considering the increase in the income tax withholding
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rates that became effective in mid-July as a result of the 
tax surcharge, consumer demand over the July-November 
period has shown surprising strength. Consumers have 
financed this high level of spending in part by greater use 
of instalment credit (see Chart III). Indeed, the increase 
in outstanding credit reached a record $947 million (sea
sonally adjusted) in October. In November, the rise was 
somewhat smaller, largely reflecting a decline in extensions 
of automobile credit and personal loans. However, this re
cent sharp uptrend in consumer credit outstanding was in 
line with the rapid advance that started in mid-1967.

P R IC E  D E V E L O P M E N T S

Prices at the consumer level climbed steeply again in 
November, although the rise was not so great as the ex
traordinarily large gain in the previous month. At an an
nual rate, the November increase was 4.9 percent. This 
brought the advance for the first eleven months of 1968 
to a yearly rate of 4.8 percent. The November rise would 
have been even larger but for some seasonal declines in 
retail food prices. All other components advanced, with 
particularly sharp increases occurring in housing and 
service costs. Wholesale prices also rose in November, with 
the wholesale price index showing an increase of 0.5 per
centage point. Preliminary data for December indicate that

the total wholesale price index advanced 0.2 percentage 
point to 109.8 percent of the 1957-59 average. Prices 
rose for farm products as well as for industrial commodi
ties. The December increase in prices of industrial com
modities brought that index to a level 2.6 percent above 
the year-ago figure. This advance was not only consider
ably larger than the 1967 rise of 1.8 percent, but was the 
steepest since 1956.

P E R S P E C T I V E  ’6 8

Each January this Bank publishes Perspective, a 
brief review of the performance of the economy dur
ing the preceding year. This booklet is a layman’s 
guide to the economic highlights of the year. A more 
comprehensive treatment is presented in our Annual 
Report, available in March.

Perspective 968 is available without charge from 
the Public Information Department, Federal Reserve 
Bank of New York, 33 Liberty Stieet, New York, 
N.Y. 10045. A Spanish version will be available soon.

The M oney and Bond M ark ets in D ecem ber

An atmosphere of deepening pessimism and caution per
vaded the money and capital markets in December. Yields 
on a wide range of obligations— including Treasury, cor
porate, and tax-exempt securities— soared to levels un
matched in modern history.

The first of two successive V* percentage point in
creases in the prime lending rate of commercial banks 
was initiated on the first business day of the month. The 
new 6 V2 percent rate was largely unexpected by the 
market and triggered apprehension that upward adjust
ments in other key interest rates would soon follow. 
Steadily mounting indications that inflationary pressures 
were persisting, despite the imposition of fiscal restraint,

led many market participants to predict that monetary 
policy would soon be tightened, possibly through an in
crease in the discount rate of the Federal Reserve Banks. 
In this setting, yields on Treasury obligations and most 
other debt instruments throughout the maturity range 
moved sharply higher on balance during the first half of 
the month.

After the close of business on December 17, the 
Board of Governors of the Federal Reserve System an
nounced that it had approved an increase from 5Va per
cent to 5 V2 percent in the discount rate of the Federal 
Reserve Banks of Boston, New York, Philadelphia, 
Cleveland, Richmond, Atlanta, Chicago, Minneapolis, and
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Chart I

RECENT CHANGES IN GROSS NATIONAL PRODUCT 
AND ITS COMPONENTS

Seasonally adjusted annual rates

k \v x\ i Change from second quarter to Change from third quarter to
third quarter 1968 ■ ■  fourth quarter 1968
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Inventory investment
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Source: United States Department of Commerce.

The composition of the fourth-quarter gain in GNP 
differed markedly from that of the third-quarter increase. 
Generally speaking, private investment displaced consumer 
spending as the primary source of growth. Personal 
consumption expenditures rose by only $5.2 billion, 
considerably less than the third-quarter advance of $13.2 
billion and the smallest since a like increase in the 
third quarter of 1967. Meanwhile, business increased its 
investment outlays for both fixed capital and inventories 
by $6.6 billion. Inventories were accumulated at a rate 
$2.5 billion above the pace of the third quarter, when 
there had occurred a decline of $3.3 billion in the rate of 
accumulation due to the working-off of strike-hedge 
steel inventories. The growth of final expenditures in all 
sectors—i.e., total expenditures less inventory accumula
tion— amounted to $14.3 billion, substantially below the 
$21.4 billion increase recorded in the previous quarter.

Consumers spent in the fourth quarter only a little over 
half of the $9.8 billion increase in disposable personal in
come. This cautious behavior marked a sharp shift from the 
third quarter, when income growth had been severely 
curtailed by the imposition of the tax surcharge and yet 
consumer spending had advanced by more than double 
the increase in disposable income. The savings rate rose 
in the fourth quarter to 6.9 percent from the preceding 
quarter’s 6.3 percent, although it remained below the 
unusually high rates of late 1967 and early 1968. It seems 
quite possible that consumers were finally reacting to the 
effects on spendable income of the tax surcharge, and they 
may also have been anticipating the higher social security 
payments that started this January. The impact of these tax 
increases on recent expenditures is difficult to assess, how
ever, especially since the widespread outbreak of flu toward 
the end of the year probably cut into retail buying. What
ever the causes, consumer demand for goods, as distinct 
from services, was on a plateau in the fourth quarter. Ex
penditures for durable goods declined slightly and expendi
tures on nondurable goods rose modestly, leaving a net gain 
of only $0.5 billion. The reduction in demand for durables 
was the first in five quarters, with a dampening in the 
pace of auto sales contributing significantly to the decline. 
Moreover, the increase in demand for nondurables was 
the smallest since an actual decline occurred in the final 
months of 1963. Most of the $5.2 billion rise in con
sumption during the quarter was in services. Such expen
ditures rose by $4.6 billion, an increase in line with the 
trend over the past few years.

Sales at retail outlets dropped about 2 percent in 
December, according to the preliminary report; this 
brought sales down to the lowest level since May. The 
weakness in sales was widespread, as it was for the quarter 
as a whole. It was particularly marked in the auto sector. 
In terms of the number of units sold, auto sales slid from 
a seasonally adjusted annual rate of just over 9 million 
in October, which was close to the average for the third 
quarter, to a bit under 9 million in November, and then 
to a rate of 8V2 million units in December. Despite this 
slackening in the sales pace, over 8.6 million new 
domestic-model cars were sold in the United States market 
during the year, the highest annual total since 1965. In 
the early weeks of 1969, however, sales were running 
below the December pace.

The record increase in investment spending was the 
major factor propelling the economy in the fourth quarter. 
In addition to the $2.5 billion rise in the rate of inventory 
accumulation, fixed investment advanced by $6.4 billion, in 
dollar volume a record and in percentage terms the largest 
gain since early 1959. Of this increase, almost two thirds
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($4.1 billion) comprised business capital investment; this 
latter gain resulted primarily from a record $3.1 bil
lion surge in spending for equipment. According to a 
recent McGraw-Hill survey, the strength of demand for 
capital goods has rested partly on a desire to beat price 
rises, partly on anticipation of growing demand, and also 
—in significant degree— on a need to cut labor costs.

Expenditures for residential construction in the fourth 
quarter grew by $2.3 billion, the largest quarterly advance 
of the year. At a seasonally adjusted annual rate of $31.8 
billion, such outlays were some $3 Vi billion above the 
year-earlier pace and more than $10 billion above the 
low reached in early 1967 at the depth of the slump in 
home building. Although outlays for residential construc
tion in December registered another large gain, private 
housing starts plummeted that month to an annual rate 
of 1.45 million units, more than offsetting the sharp rise 
in November to the extraordinary rate of 1.72 million 
units. This is a highly volatile series, however, and both 
the November and December movements may have largely 
reflected statistical aberrations. Data on building permits 
showed a milder jump in November and but little softening 
in December, with the permit rate in the latter month ex
ceeding the pace in all but two other months of the year. 
Some observers are concerned regarding the prospects for 
residential construction activity in 1969, as heavy business 
demands for funds threaten to put increasing pressure on 
the supply of mortgage funds. Housing industry spokes
men, however, remain guardedly optimistic. Last month, 
in order to improve the flow of funds into the mortgage 
market, the interest rate ceilings on home loans insured by 
the Federal Housing Administration as well as on loans 
guaranteed by the Veterans Administration were raised to 
IV2 percent from 63A  percent.

Government purchases of goods and services increased 
by $2.9 billion in the September-December period, the 
smallest rise since the third quarter of 1967. State and 
local government expenditures accounted for most of the 
increase. The Federal Government was responsible for 
only $0.4 billion of the gain, largely representing defense 
spending. Thus, Federal Government expenditures con
tributed very little to the increase in inflationary pressures 
in recent months.

The remaining component of GNP, net exports of 
goods and services, declined $0.3 billion during the quar
ter, compared with a $1.3 billion advance in the third 
quarter. During the year as a whole, net exports of goods 
and services dropped precipitously, from $4.8 billion in
1967 to $2.4 billion. This was the smallest surplus since 
1959, a consequence of the disturbing deterioration in 
our merchandise trade position.

RECENT DEVELOPMENTS IN PRODUCTION 
AND EMPLOYMENT

Industrial output registered another substantial gain in 
December. The Federal Reserve Board’s index of indus
trial production climbed 0.9 percent to a seasonally ad
justed 168.9 percent of the 1957-59 average. Reflecting 
the strength of capital goods demand, production of busi
ness equipment again increased more rapidly than total 
output. Indeed, output of business equipment rose by 5 
percent between August and December while total in
dustrial production gained 2 Vi percent. This surge in busi
ness equipment followed several quarters of virtual stability. 
It contrasted with the output of defense-oriented equip
ment, which fell 5 percent during those months after 
about three years of steady growth. Consumer goods out
put rose in December by only 0.3 percent. The modest size 
of the increase was largely attributable to cutbacks in auto 
and television production. The seasonally adjusted annual 
rate of auto assemblies had run for several months at a 
high plateau of about 9 lA  million units, but in December 
slid off to below 9 million units. In January, as the sales 
pace declined and inventories swelled, production was 
cut back further and schedules for February call for addi
tional reductions.

The production of materials recorded a sizable advance 
in December. The steel industry continued its swift re
covery following the depletion of strike-hedge stockpiles, 
and it appears that steel production is now at a rate close 
to that which prevailed before the strike-anticipating 
inventory buildup. In January, steel production con
tinued to move up, perhaps partly as a result of the strike 
by East and Gulf Coast longshoremen which has curbed 
imports. An increase in coal production, reflecting fur
ther recovery from the October strike, also contributed 
significantly to the December gain in materials output.

The volume of new orders received by manufacturers 
in December increased very slightly. A small drop in orders 
for nondurable goods was more than offset by a rise in 
orders for durables, principally a result of an increase in 
electrical machinery orders. At the same time, the backlog 
of unfilled orders registered its sixth successive gain, partly 
due to a sizable drop in shipments. Manufacturers’ inven
tories also increased again, but the magnitude of the 
accumulation was by no means inordinate. While the 
inventory-sales ratio of manufacturers rose substantially, 
the ratio was close to the average for the year.

At the year-end, the manpower required for continued 
expansion of production was placing a heavy strain on the 
nation’s labor resources. The seasonally adjusted unem
ployment rate held in December at the fifteen-year low of
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3.3 percent that was reached in November. At that level, it 
is true, the rate was almost one percentage point above the 
low of 2.5 percent attained in May and June 1953 during 
the Korean war; the average for the entire year of 1968 
(3.6 percent) was 0.7 percentage point higher than the 
1953 average (see Chart II). Nonetheless, a breakdown 
of the total into various groups suggests that in some re
spects the economy may currently be experiencing the 
greatest excess demand for labor since World War II. The 
unemployed in today’s labor market do not form a reser-

Charf II
UNEMPLOYMENT RATES 

IN 1953,1968, AND DECEMBER 1968

Source: United States Deportment of Labor, Bureau of Labor Statistics.

voir that serves to dampen in any effective way the upward 
surge in wages. Especially significant in December was the 
further tightening of the labor market for men 20 years 
of age and older, as their unemployment rate sank to a 
post-World War II low of 1.8 percent. For the full 
twelve months of 1968 their unemployment rate averaged 
only 2.2 percent, compared with 2.5 percent in 1953. 
While the 1968 unemployment rate for adult women, 3.8 
percent, was considerably above the 2.9 percent prevail
ing in 1953, the December rate was down to 3.5 percent. 
Most striking was the unemployment rate for teen-agers, 
which was very much higher than in the Korean war 
period. This three-way breakdown, as well as other evi
dence, indicates that at the present time the unemployed 
consist largely of those seeking part-time or temporary 
work or who lack the skills required for the types of jobs 
that are open.

PRICE DEVELOPMENTS

Wholesale prices advanced steeply in January, accord
ing to preliminary data, with the wholesale price index 
increasing by 0.8 percent, the largest rise since July 1953. 
Prices of industrial commodities continued to soar, climb
ing 0.5 percent; this was the biggest monthly jump since 
August 1956. A sharp boost in nonferrous metals prices 
coupled with another sizable increase in lumber and ply
wood prices accounted for most of the gain. Final Decem
ber data indicate that the wholesale price index was 2.8 
percent higher than in December 1967. The rise in the 
index of industrial commodities was nearly as large.

The consumer price index in December was 4.7 percent 
above the year-ago figure, the biggest December-to- 
December increase since early in the Korean war. The 
month’s gain in the index was the smallest since September
1967 but nonetheless was at an annual rate of 3 percent. A 
partly seasonal drop in the prices of nonfood commodities, 
led by a decline in new and used car prices, was responsible 
for the deceleration. According to the Bureau of Labor Sta
tistics, the January rate of increase was probably up again.
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The Business Situation

It appears increasingly clear that the tax surcharge en
acted last June has restrained consumer spending in recent 
months. Retail sales in January, though up from the de
pressed December reading, were at a level no higher than 
in mid-1968. Nonetheless, consumer behavior has been 
highly unpredictable in the past few years and a re
surgence of consumer demand cannot be ruled out, 
especially in view of the currently high rate of personal 
saving. At the same time, there are no indications that busi
ness fixed investment, state and local government spending, 
and residential construction—all of which were important 
factors boosting the economy in the final months of last 
year—have lost any of their momentum, and settlement 
of the dock strike should push net exports up sharply over 
the near term. Industrial production has continued to move 
up, the labor markets remain extremely tight, and price in
creases continue to be excessive.

OUTPUT, INVENTORIES, AND 
CONSTRUCTION ACTIVITY

The Federal Reserve Board’s index of industrial pro
duction recorded its fifth consecutive monthly gain in 
January, when the index rose 0.5 percentage point to a 
seasonally adjusted 169.4 percent of the 1957-59 average 
(see Chart I) . The January increase was, however, more 
modest than the large advances recorded in each of the 
final three months of 1968.

The January estimates indicate that production of 
defense-oriented equipment was sharply below last sum
mer’s peak, and this remains true after allowance for a 
strike at a major aircraft producer during the month. On 
the other hand, a sizable further gain in business equip
ment output provided additional evidence that the surge in 
capital investment which began last summer is continuing.

Materials output rose very little in January and much 
less than in the preceding four months. The strength in 
this sector through the past fall and early winter was 
due in large measure to the rapid recovery of steel pro
duction from the low point that followed the labor settle
ment in that industry at the end of last July. Steel industry

operations now appear to have recovered to a more nor
mal level, however, and are thus providing less thrust to 
the expansion of total industrial production. Steel industry

C hart I
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Note: Indexes for defense equipment and nonautomotive consumer goods  
were calculated at the Federal Reserve Bank of New York from data 
published by the Board of G overnors of the Federal Reserve System. 
Indexes are not plotted in rank order.

Source: Board of Governors of the Federal Reserve System.
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output recorded a gain in January of about 2 percent, and 
it appears that output increased in February by a com
parable amount.

The output of consumer goods remained strong in Jan
uary despite another decline in the production of auto
motive products. Most household goods, with the excep
tion of television sets, registered healthy gains. The weak
ening in the automotive sector is reflected in figures on 
new car assemblies. Auto production slipped to an annual 
rate of 8.7 million units in January from the preceding 
month’s 8.9 million unit pace, and fell further in Feb
ruary to an annual rate of about 8V2 million units. 
Since dealers’ inventories are very high, the industry has 
recently been curtailing production to realign output with 
the somewhat reduced auto sales pace that developed last 
fall.

Total inventories of manufacturing and trade firms reg
istered a further sizable gain in December.1 Total business 
sales declined in that month, moreover, and the overall 
inventory-sales ratio increased to the highest level of the 
year. The retail trade sector experienced a very large rise 
in the ratio of inventories to sales. The ratio also in
creased in manufacturing during December, but in January 
a strong increase in manufacturers’ shipments, together 
with a small further rise of inventories, brought the ratio 
for manufacturing back down.

It is, of course, too early to assess the significance of the 
recent move to higher levels of retail trade inventories 
relative to sales. Part of the accumulation of stocks in the 
final months of 1968 was undoubtedly involuntary— i.e., 
due to a failure of sales to come up to levels expected 
when earlier inventory buying decisions were made. On the 
other hand, some of the recent softness of sales may have 
little longer run significance. This is especially true of the 
December downturn, in view of the influenza epidemic 
that swept the country that month. Indeed, according to 
the advance report retail sales recovered in January, and 
new auto sales showed renewed strength in February. 
Total retail sales, however, remain below the peak reached 
in August of last year.

Although new orders received by all manufacturing 
firms edged down very slightly in January, they were

irThe Department of Commerce has revised upward the gross 
national product (G NP) estimate of fourth-quarter inventory ac
cumulation to an annual rate of $10.6 billion from the preliminary 
figure of $10.0 billion discussed in the February issue of this Review. 
Consumption expenditures and state and local government spending 
were also revised upward. However, these adjustments were more 
than offset by a sharp downward revision in net exports, and the 
estimate of fourth-quarter GNP was reduced by $0.4 billion.

well above the levels of most months of last year. New 
orders received by manufacturers of durable goods actu
ally rose slightly, but this was offset by a decline in orders 
received by nondurables producers. Shipments of durables 
increased rather strongly in January but remained a bit 
below the level of new orders. Thus, the backlog of un
filled orders on the books of durables manufacturers rose 
further, continuing the uptrend that began last August.

Recent months have witnessed unusually wide swings 
in housing starts. Although the rate of private housing 
starts is highly volatile, gyrations of the magnitude of those 
of recent months are atypical; the number of housing 
units started rose solidly in November, dropped markedly 
in December, and then increased steeply in January to a 
1.8 million unit annual rate, the highest figure since early 
1964. On the other hand, the number of new residential 
building permits issued, which tends to change more 
smoothly than starts, showed a fairly consistent, rising 
trend from last May, but dropped sharply in January, 
casting some doubt on the significance of that month’s 
steep gain in starts.

EMPLOYMENT, INCOME, AND 
CONSUMER DEMAND

A boost in the already strong demand for labor has been 
apparent recently in the resumption of rapid growth in 
employment and in the labor force as well. Employment 
advanced by more than 450,000 persons in January, 
bringing to 1.2 million the total increase since last Octo
ber when employment growth began to accelerate. At the 
same time, the civilian labor force has also been growing 
at an unusually rapid pace. In January it stood at nearly 
80 million persons, an increase of more than 1 million since 
last October. In contrast, there had been a decline in the 
civilian labor force of 100,000 persons in the June-October 
period of last year. The recent strong rise in the labor force 
has of course accommodated some of the accelerated em
ployment gains, but the unemployment rate has never
theless dropped rather markedly. From 3.6 percent in 
October, the unemployment rate fell progressively to 3.3 
percent in December and held at that fifteen-year low in 
January.

The strength of labor demand has also been apparent 
in the number of workers on nonagricultural payrolls. Em
ployment in nonagricultural establishments increased sub
stantially in January for the fourth consecutive month. 
The sizable January gain, amounting to a quarter of a 
million persons, was concentrated in the trade and service 
industries, reflecting both the rapid secular growth of 
employment in those sectors and, especially in trade,
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some recovery from the dampening effects of the flu 
outbreak in December. The average workweek in manu
facturing held steady at 40.7 hours but remained below 
the high of 41.1 hours set in September.

Recently released figures on labor costs emphasize once 
again the severity of the inflationary problem that con
fronts the economy. Labor compensation per man-hour 
in the private economy increased by 8 percent between 
the final quarter of 1967 and the corresponding period in 
1968, the sharpest over-the-year advance since 1956. 
Comparing the full year 1968 with the preceding year, the 
rise in compensation per man-hour was nearly as great, 
amounting to IV2 percent and the highest since early in 
the Korean war. The impact on unit labor costs of the 
swift advance in hourly compensation was softened to a 
considerable extent, however, by a healthy gain in output 
per man-hour. Productivity in the overall private economy 
was up by 3.3 percent in 1968, and unit labor costs thus 
averaged 4 percent above the preceding year. Although a 
productivity gain of the size registered in 1968 is con
sidered to be close to the long-run trend, it was due in 
part to an acceleration of real growth in 1968 following 
a significant slowing in 1967.

The Commerce Department has reported that personal 
income rose by only $1.6 billion in January to a seasonally 
adjusted annual rate of $715.1 billion. Although this 
was the smallest gain in over a year, the size of the 
increase was trimmed by nearly $1.8 billion because of the 
January 1 boost in social security contributions. More
over, major strikes— of longshoremen at Atlantic and Gulf 
Coast ports and of some workers at petroleum refineries 
—tended to slow the increase in aggregate wage and salary 
disbursements. On the other hand, wages and salaries in 
the trade sector made a strong recovery after having fallen 
in December for the first time in over two years, a 
decline apparently caused by the widespread outbreak of 
the flu.

Although retail sales volume in January recovered most 
of the December drop, according to advance data, total 
sales at retail outlets remained below all other months since 
June of last year (see Chart II). The weakness of sales in 
the automotive group has been a dominant factor restrain
ing overall retail volume, but even excluding this compo
nent retail sales have shown little movement since last July, 
when the 10 percent tax surcharge went into effect. Con
sumer spending in the opening months of 1969 may also 
be affected by the higher social security contributions that 
went into effect January 1, and still further by the heavy 
final payments of 1968 income taxes that are expected to 
result from the retroactivity of the tax surcharge. The Fed
eral minimum wage was increased for more than 2 million

C hart II
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Note: Latest data plotted are based on advance reports.

Source: UnitedStates Department of Commerce, Bureau of the Census.

workers on February 1, but this is expected to supply 
only a small boost to total disposable income.

In this connection, the Commerce Department’s quar
terly survey of consumer buying expectations taken in 
January suggests a continued downward drift in new car 
sales, unchanged used car sales, and a little softening in 
expenditures on houses. The only sizable advance indicated 
by the survey is in purchases of household durables, a 
finding that is consistent with the recent heavy demand 
for new apartments and homes. The survey results imply a 
rate of new car sales in the first half of 1969 close to the 
pace of the comparable period in 1968, when sales of do
mestic models averaged a seasonally adjusted annual rate of 
SV4 million units. Actual sales volume appears to be mov
ing a bit above this projection. Sales of domestic models 
were at a seasonally adjusted annual rate of 8V2 million 
units in December and averaged about the same rate in 
January and February combined. The sales pace reached 
8% million units in February, but this may have involved 
some purchases deferred from January when the sales rate 
dropped to 8XA  million units. This recent performance rep
resents a weakening when compared with the average sales 
pace of about 9 million units sustained from July through 
November.
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PRICE DEVELOPMENTS

A steep increase in the prices of services lifted the 
January consumer price index to a new high. While the 
overall index rose at an annual rate of roughly 4 percent, 
the services component jumped at a rate of nearly 8 
percent. The sharp advance in the services area was the 
largest in six months and was appreciably above the 5Vi 
percent increase registered in all of 1968. Unusually large 
gains were reported in the costs of auto ownership and 
operation—insurance, registration, driver’s license fees— 
and in home ownership costs. Food prices also continued

to climb swiftly, but prices of nonfood commodities edged 
lower for the second consecutive month. Although the rate 
of advance in the overall consumer price index has slowed 
a little in the latest two months, the prospects for a continu
ation of this slower uptrend are questionable in light of 
soaring wholesale prices. The January advance for indus
trial commodities was not only exceptionally large but 
reflected price increases spread over a very broad range 
of goods. It is too early to determine whether price rises 
in February were as widespread, but preliminary data 
indicate another very substantial advance in industrial 
wholesale prices.

Fifty-Fourth Annual Report

The Federal Reserve Bank of New York has published its fifty-fourth Annual Report, review
ing the major economic and financial developments of 1968.

The Report observes that the problem of inflation intensified in 1968, as the economy moved 
through an unprecedented eighth consecutive year of expansion. Efforts through national stabiliza
tion policies to restore reasonable price stability at high employment were frustrated by powerful 
inflationary expectations. The formulation of monetary policy during the year was complicated by 
uncertainty regarding the application of fiscal restraint and by a succession of crises in the inter
national financial system.

Inflationary demand pressures in the economy resulted in an alarming deterioration in the 
international trade balance. Nevertheless, because of favorable capital flows, the overall United 
States payments position showed a small surplus in 1968, and the swing to surplus served to 
strengthen the dollar in foreign exchange markets.

In his letter transmitting the Report to the member banks in the Second Federal Reserve 
District, Alfred Hayes, President of the Bank, remarked: “In 1969, we must continue to seek a 
reduction of inflationary pressures at home and an improvement of our trade position internationally. 
Monetary policy, as well as fiscal policy, can make a major contribution to the achievement of 
these goals.”

Copies of the Annual Report may be requested from the Public Information Department, 
Federal Reserve Bank of New York, 33 Liberty Street, New York, N. Y. 10045.
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The B u sin ess Situation

The major indicators of business activity point to con
tinued inflationary pressures in the economy. The modest 
inventory-sales imbalance that developed toward the end 
of last year appears to have been largely corrected since 
then by a combination of small further inventory additions, 
large gains in sales of manufacturing firms, and a reversal 
of the December decline in retail sales. Industrial produc
tion continues to grow, and recent sizable increases in the 
labor force have been readily absorbed by the intensive 
demands for new workers. As a result, the unemployment 
rate has remained at a fifteen-year low. Looking ahead, a 
Government survey found businessmen planning to increase 
sharply their plant and equipment outlays this year, 
reflecting their expectations of strong demand conditions 
and a generally inflationary cost and price environment. 
At the same time, leading indicators of residential 
construction activity have stayed at very advanced levels 
despite tighter mortgage market conditions, and total con
struction spending has advanced to record levels. Under 
these conditions, inflationary sentiment remains firmly 
entrenched. In a further move to reduce the inflationary 
pressures in the economy, the Federal Reserve System on 
April 3 raised the discount rate to 6 percent from 5 V2 
percent and increased reserve requirements against mem
ber bank demand deposits by V2 percentage point.

P R O D U C T I O N ,  O R D E R S ,  A N D  I N V E N T O R I E S

The Federal Reserve Board’s index of industrial 
production registered a gain of 0 .4  percentage point in 
February to reach a seasonally adjusted 169.5 percent of 
the 1957-59 average. Considerable strength continues to 
be clearly visible in steel production and in the broad 
category of equipment. Iron and steel production, though 
growing much less vigorously than late last year, recorded 
a solid advance in February, and it appears that output 
in March was up a little further. Defense-oriented equip
ment output recovered in February from the previous 
month’s strike-depressed level, and a further increase of 
about 1 percent in business equipment production brought

the overall gain in that sector to more than 6 percent 
since the current upswing began in September. However, 
the February advance in overall industrial production was 
limited by further declines in the production of motor 
vehicles and parts and of textiles and apparel. There were 
also reductions in coal and crude oil output that appear 
to have been strike-related.

The production of consumer goods rose slightly in 
February. A  decline in the automotive products category 
was more than offset by a further gain in other consumer 
products. In terms of unit assemblies, domestic auto 
production slipped to a seasonally adjusted annual rate of 
8.4 million units in February from 8.7 million units in 
January, and apparently remained about unchanged in 
March. The sharp cutback in production since November, 
when output was at a rate of 9.2 million units, reflects 
efforts on the part of the industry to stem rising inventories 
of new cars at the dealer level.

New orders received by durable goods manufacturers 
jumped by 3 percent in February to a new high. The 
growth of the orders inflow was concentrated in the fab
ricated metals, machinery, and transportation equipment 
industries. In the latter industry, virtually all the increase 
was due to a large advance in orders for military aircraft. 
The backlog of unfilled orders on the books of durables 
manufacturers rose in February for the seventh consecutive 
month, also reaching a new peak.

At the end of last year there was some evidence that 
inventories might be getting out of line with sales, as the 
overall inventory-sales ratio for manufacturing and trade 
firms rose significantly. This movement was largely 
reversed in January, however. Manufacturers’ shipments 
surged upward in that month, and retail sales more than 
recovered from their December slump. At the same time, 
inventories rose only marginally in both sectors. More
over, in February, sales at retail outlets remained at the 
January peak, according to the advance report, and once 
again manufacturers’ shipments advanced strongly while 
their inventories rose fairly moderately. Evidence that 
manufacturers do not consider their current inventor)’
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positions to be excessive is contained in a recent Govern
ment survey of their inventory spending plans. That sur
vey, by the Commerce Department, found that manufac
turers expect to accumulate inventories in the first half 
of this year at a higher rate than in 1968. The planned 
second-quarter increase of $2.4 billion, if it occurs, would 
be the largest quarterly rise in inventories since late 1966.

B U S I N E S S  F I X E D  I N V E S T M E N T  A N D  

R E S I D E N T I A L  C O N S T R U C T I O N

Businessmen plan to increase sharply their spending on 
plant and equipment this year, according to a recent survey 
conducted jointly by the Department of Commerce and 
the Securities and Exchange Commission. The findings 
of the survey, taken in late January and early February, 
indicate that capital spending will climb to an estimated 
$73 billion in 1969, a rise of 14 percent from last year 
(see Chart I ) . If this estimate proves accurate, the per
centage growth in dollar expenditures for plant and equip
ment would be of a magnitude approaching the huge gains 
in the m id-1960’s— though inflation is, of course, likely 
to account for a much larger proportion of the increase 
this year.

The survey of capital spending plans found strength

C h ert I
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spread fairly evenly among the major industry classifica
tions. The forecast increases generally range narrowly 
from 10 percent for the communications-commercial- 
miscellaneous category to 17 percent for nondurable goods 
manufacturers. The railroads, which plan a 30 percent 
advance, are a striking exception to the general pattern. 
Among manufacturers, particularly large increases are 
planned by such important industries as chemicals, 
petroleum, textiles, paper, machinery and equipment, and 
motor vehicles. In 1968, capital expenditures declined in 
most of these industries. Planned capital spending by 
manufacturers overall is up 16 percent in 1969 after 
having declined last year by 1 percent.

Capital spending has quite obviously been fueled since 
last summer by expectations of further growth in business 
sales and profits and further increases in capital goods 
prices and wage rates. Some additional impetus may also 
be attributable to speculation that the investment tax credit 
might be rescinded or reduced. These factors seem to be 
overwhelming the effects of the past moderate behavior of 
consumer spending, tightened credit conditions, and much 
unused capacity.

Thus, even though consumer spending has displayed 
only moderate growth since last summer, manufacturers 
reported in conjunction with the Commerce-SEC capital 
spending survey that they expect 1969 sales to exceed the 
1968 level by nearly 8 percent, not much below last year’s 
gain of 10 percent. The retail trade sector, moreover, ex
pects a sales gain this year that would be even larger than 
the 1968 advance.

The mid-March boost in the commercial banks’ prime 
lending rate to IV2 percent, and the sharp rise in capital 
market rates generally, may well cause businessmen to re
adjust their capital spending plans as well as give closer 
scrutiny to inventory holdings. However, the continued 
growth of internal funds available for investment spending 
is undoubtedly helping to buoy plant and equipment and 
inventory spending. Thus, despite the 10 percent tax sur
charge, corporate profits after taxes climbed to a record 
seasonally adjusted annual rate of $52.9 billion in the 
final quarter of last year.

The overall capacity utilization rate in manufacturing 
has been about 84 percent in recent months, significantly 
below an average of more than 90 percent in 1966. Con
sequently, it seems likely that 1969 capital spending plans 
reflect in part a major effort by businessmen to economize 
on labor through more efficient facilities. Unit labor costs 
in manufacturing soared by 4.1 percent in 1968, and recent 
trends in wage rates suggest continued sharp increases in 
production costs.

Total spending on new construction set another high in
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February, rising to a seasonally adjusted annual rate of 
more than $90 billion. Public construction outlays in
creased sharply and, although private nonresidential con
struction activity was below the previous month’s peak, it 
remained at a very high rate. A t the same time, private 
residential construction rose further in February and the 
leading indicators of housing activity point to additional 
increases ahead. Housing starts in January and February 
averaged well above levels in the closing months of 1968. 
In January, starts were at an annual rate of more than 1.8 
million units, and the February rate of 1.7 million was 
also very high. A t the same time, housing permits re
covered vigorously in February after a January dip.

E M P L O Y M E N T ,  I N C O M E , A N D  

C O N S U M E R  S P E N D I N G

The demand for labor remains very strong indeed. 
The unemployment rate in February held at the fifteen-year 
low of 3.3 percent (see Chart II ) . A  further large increase 
in the civilian labor force was matched by an advance in 
employment of Vi million persons, leaving the number of 
persons seeking work unchanged.

Payroll employment in nonagricultural establishments 
rose by 335,000 persons in February, the second largest 
increase in a year. Even after allowance for the extra boost 
given the figure as roughly 60,000 strikers returned to 
work, the gain was exceptionally large. Payrolls rose in all 
the major sectors. There were substantial advances in ser
vices, government, and construction, and manufacturing 
employment was up considerably, largely due to settlement 
of a petroleum industry strike.

The downward drift of the average workweek of pro
duction workers in manufacturing continued in February. 
From a seasonally adjusted 41.1 hours in September, the 
average workweek gradually shortened to 40.1 hours in 
February. The decline appears to be broadly based, and 
nonmanufacturing sectors of the economy are apparently 
experiencing a shortening of the workweek as well. This 
development has been viewed by some observers as an 
indication of an easing in labor demands. The very sub
stantial growth in employment in recent months, however, 
weakens the case for this interpretation. It seems more 
likely that firms are hiring additional workers to reduce 
costly overtime hours, and perhaps attempting to broaden 
current employment in anticipation of further tightening 
in the labor market.

Personal income rose by $5.3 billion in February to a 
seasonally adjusted annual rate of $721.4 billion. This far 
exceeded the $2.6 billion gain in January, when a large 
increase in social security contributions went into effect.

Chart II
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Wage and salary disbursements, the major component of 
total personal income, climbed a substantial $4.2 billion 
in February. The gain, moreover, was spread very widely 
across the major industries.

Retail sales data for the past year have recently been 
revised substantially by the Commerce Department, and 
now give a slightly different impression of the behavior oi 
consumer spending since last summer. The new figures 
show that retail demand has been somewhat stronger since 
last summer than was indicated by the original monthl} 
sales estimates. Nevertheless, it still appears that the ta? 
surcharge has indeed limited the growth of consumer de
mand. Total sales at retail outlets in February, according 
to the advance report, were about unchanged from th< 
previous month’s high and only 1 percent above last July’; 
level. Durable goods sales, in particular, have shown littl< 
buoyancy over the past nine months; this is especially 
true of the automotive group. February deliveries of ne\ 
domestic-model autos were given a boost by sales incen 
tive programs and rose to a seasonally adjusted annua 
rate of 8 3A  million units from January’s 8 rA  million uni 
rate. However, auto buying then dropped off again h
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March to an annual rate of about 8V4 million units, far 
below the 9 million unit rate of domestic car sales last 
October.

P R I C E  DEVELOPMENTS

The consumer price index climbed steeply again in 
February, rising at an annual rate of 5 percent despite a 
slight decline in food costs. The prices of nonfood items 
soared at an annual rate of 7 percent, the most rapid in
crease since last October, and the durable goods component 
showed the largest increase for any month since November 
1958. The costs of services also continued to move up at 
a swift pace, with medical care, home maintenance, and 
mortgage interest costs leading the advance.

Wholesale prices have been increasing at a sharply ac
celerated pace thus far this year. In March, the index of 
industrial commodities prices rose another 0.5 percentage 
point to 111.9 percent of the 1957-59 average, according 
to the preliminary report. This brought the increase for the 
first three months of the year to an extraordinarily high 
annual rate of 6 percent. In contrast, prices of industrial 
commodities rose at an annual rate of less than 4 percent 
over the final three months of 1968 and at a rate of 
less than 2 V2 percent in the previous nine months. Whole
sale prices of farm products also moved up sharply in 
March to bring their increase for the year to 12 percent at 
an annual rate. Processed foods and feeds, on the other 
hand, remained fairly stable for the second month in a row, 
but such prices had jumped very sharply in January.

T h e M oney and Bond M ark ets in iViarch

Pressures intensified in the bond markets during the 
first two thirds of March, and yields on corporate and 
tax-exempt bonds and long-term Treasury coupon issues 
generally continued their ascent to record levels. Through
out this period, market participants focused attention upon 
the continuing policy of fiscal and monetary restraint. With 
no near-term relaxation in this policy expected and with 
bond yields rising steadily, investors became increasingly 
reluctant to commit their funds to longer term obligations. 
However, later in the month, bond market performance 
improved markedly amid rising hopes that progress was 
being made toward resolving the Vietnam conflict and as 
some participants came to the view that the record high 
yields, particularly on corporate bonds, might have been 
the product of an exaggerated pessimism regarding the 
outlook for interest rates. Throughout the month, a strong 
demand for Treasury bills prevailed and their rates gen
erally declined. These debt instruments apparently served 
in a time of great uncertainty as a haven for the liquid 
funds of a wide spectrum of investors. Special demands 
stemmed from the redemption of $2 billion of March tax

anticipation bills as well as from the quarterly statement 
date and the April 1 Cook County, Illinois, tax date.

The banking system continued to experience a sharp 
runoff of large-denomination certificates of deposit (C D ’s) 
in March. To a considerable extent, banks compensated 
for funds lost in this way by sharply expanding their Euro
dollar borrowings, even at relatively high interest rates.

Market expectations were confirmed on March 17, 
when many of the nation’s leading commercial banks 
raised their prime lending rate from 7 percent to IV 2 per
cent— the fourth increase in this key rate since early D e
cember. The move triggered renewed market discussion 
of the possibility of new action in the pursuance of mone
tary restraint, including a potential increase in the Federal 
Reserve discount rate. These expectations were also con
firmed on April 3 when the Board of Governors of the Fed
eral Reserve System announced its approval of actions by 
eleven of the twelve Federal Reserve Banks raising the dis
count rate to 6 percent from 5Vi percent. At the same time, 
the Board of Governors increased reserve requirements 
against demand deposits at all member banks by Vl percent-
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The Business Situation

Economic activity continues to expand at an inflation
ary pace. Preliminary estimates indicate a $16 billion rise 
in gross national product (GNP) in the first quarter of 
1969, little changed from the expansion in late 1968. Con
sumers and businesses both stepped up their spending dur
ing the first three months of 1969, even though faced with 
higher tax payments and rising interest rates. The pickup 
in consumer spending was accompanied by a sharp reduc
tion in personal saving; the saving-income ratio dropped 
a full percentage point to 5.8 percent. While consumer 
spending has been erratic over the past year, with periods 
of large increases alternating with small gains, the size 
of the latest quarter’s rise was surprising in view of the 
dampening influence of higher social security deductions 
from paychecks beginning January 1 and large final 
payments due on 1968 income taxes. The broad-based 
strength of demand throughout the economy indicates 
that the existing anti-inflationary package of fiscal and 
monetary restraints has not yet achieved the goal of 
slowing the inflationary process. Though some indicators 
of business activity have recently moderated a bit, most 
remain at record or near-record levels, and price inflation 
shows no signs of abatement.

G R O S S  N A T IO N A L . P R O D U C T  
IN T H E  F IR S T  Q U A R T E R

According to preliminary Department of Commerce 
estimates, the nation’s total output of goods and services 
increased by $16.0 billion in the first quarter of 1969 
(see Chart I) , reaching a seasonally adjusted annual rate 
of $903.4 billion. The unexpectedly large first-quarter gain 
amounted to 7.2 percent at an annual rate, only slightly 
less than in the fourth quarter when GNP grew by $16.4 
billion. A higher proportion of the latest quarter’s advance, 
however, was due to price inflation, a factor which since 
early 1968 has been accounting for an ever-increasing 
share of the growth in GNP. As measured by the GNP

price deflator, the overall price level rose 4.2 percent at 
an annual rate in the first quarter, the sharpest rate of 
gain so far in the current expansion. The proportion of 
the rise in gross national product attributable to real 
growth in output—that is, exclusive of price effects—was 
only 40 percent, smaller than in the fourth quarter and, 
indeed, smaller than at any time since the beginning of
1967. Real output rose by less than 3 percent at an 
annual rate, compared with an average increase of about 
6V4 percent in the first half of 1968 and about 4Va 
percent during the latter half of the year after the tax 
surcharge went into effect.

The major sources of strength in GNP during the first 
quarter of 1969 were consumer spending and business 
fixed investment. As a result, the growth in final demand 
—that is, total expenditures exclusive of inventory invest
ment— amounted to $20.2 billion, substantially greater 
than in late 1968. By contrast with late 1968, when inven
tory investment accounted for a significant part of the over
all expansion in GNP, accumulation of inventories in early 
1969 was held back by the steep climb in final sales.

The first-quarter surge in consumer outlays was cen
tered primarily in purchases of nondurable goods, which 
rose by $5.4 billion, the second largest increase in more 
than three years. Expenditures for services moved ahead by 
$4.4 billion, in line with their recent growth trend. Con
tributing least to the advance was consumer spending on 
durables—particularly for automobiles. Outlays for con
sumer durables increased by $1.8 billion, a large share of 
which was for furniture and appliances.

The performance of consumer durables sales through 
the early months of 1969 has been related in large 
measure to weak automobile sales. From a seasonally 
adjusted annual rate of just over 9 million units in Oc
tober, dealer sales of new domestic-model cars slipped 
10 percent to a rate of about 8 XA  million units in March, 
and data for April indicate sales of new cars continued 
at that pace.
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Chart I
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According to preliminary statistics, retail sales rose at 
an annual rate of 6.6 percent from the final quarter of 
1968 to the first quarter of 1969. Most of this gain oc
curred during the month of January when retail buying 
was recovering from the sharp December slump. Sales did 
continue to edge up during February to an all-time high, 
but then eased about 1 percent in March according to 
the latest estimates.

Businessmen stepped up their capital spending during 
the first three months of the year. Business fixed invest
ment rose to an annual rate of $99.8 billion, $5.5 billion 
more than in the final three months of 1968. Reflecting 
the capital investment boom in evidence since mid-1968, 
as well as rising prices, the growth in capital outlays— 
particularly for new plant—has accelerated in each recent 
quarter. The latest increase was the largest on record and 
conforms with recent surveys of business plans pointing 
to a 13 or 14 percent increase in capital spending 
during 1969. Repeal of the 7 percent investment tax

credit, as recently proposed by President Nixon, would 
undoubtedly modify these plans, since this credit now pro
vides an estimated $3 billion of annual tax savings for busi
nesses. However, over the near term, the extent of this 
modification is likely to be fairly moderate. An important 
mitigating influence is the substantial backlog of unused 
investment credit carried over from prior years. Moreover, 
the credit applies only to equipment and, hence, its repeal 
would have only an indirect effect on spending for addi
tional plant. In any event, dampening of investment plans 
due to repeal of the credit on equipment ordered after April 
21 is not likely to show up quickly in the statistics for busi
ness fixed investment. These figures reflect outlays for plant 
and equipment put in place, and such spending totals can 
lag behind investment decisions and the placement of new 
orders by many months.

Spending for residential construction moved ahead 
in the first quarter by $1.1 billion to an annual rate of 
$32.7 billion, reflecting the rising trend of new housing 
starts beginning in the second half of 1968. Despite higher 
interest rates and personal taxes, the demand for new 
housing was strong enough to bring the annual rate of 
housing starts to a peak level of 1.8 million units in Janu
ary (after adjustment for seasonal influences). Thereafter, 
the starts rate retreated to 1.5 million units in March. 
Most of the recent drop was in single-unit structures; there 
has been little slowing in the rate at which new apartment 
buildings are begun. The decline after January may reflect 
simply a movement away from an unsustainably high rate 
which represented an aberration in a highly volatile series. 
On the other hand, some of the recent moderation may 
have been a reaction to tighter credit conditions, higher 
personal tax payments this spring, and sharply rising con
struction costs, especially for lumber.

Inventory investment in the first quarter of 1969 is 
estimated to have been at an annual rate of $6.4 billion, 
substantially below the previous quarter’s $10.6 billion. 
The cutback accompanied a pronounced pickup in sales 
by manufacturers and retailers in the first three months of 
1969. Sales increases were especially strong for manufac
turers of durable goods whose sales volume, on an annual 
basis, was $13 billion higher than in the final quarter of
1968. Similarly, the annual rate of sales at retail outlets 
in the beginning months of 1969 rose by almost $6 bil
lion from the fourth-quarter rate. As a consequence, 
the inventory-sales ratios for durables manufacturers and 
retailers backed off a bit from their year-end highs.

Increased spending by governments at all levels con
tributed $3.2 billion to the overall gain in GNP during the 
January-March period, almost the same as in the previous 
three months. In both quarters, the contribution of the
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Federal Government to the overall rise was small, reflect
ing the distinct slowing in the growth of Federal spending 
—particularly for defense purposes—that has been in 
evidence since mid-1968. Total Federal purchases of 
goods and services rose by only $0.6 billion in the first 
quarter, while state and local spending was up by $2.7 
billion.

The remaining component of GNP, net exports of goods 
and services, dropped $1 billion to a level of zero in the 
first quarter of 1969. The further deterioration in the level 
of net exports was, of course, principally due to the ex
tended dock strike which affected ports along the Eastern 
Seaboard and the Gulf Coast. About 50,000 longshoremen 
were involved, most of whom were out until February 22, 
though workers at Boston and the Gulf Coast ports re
mained out until March 31. With resumption of port 
operations, a sharp recovery of net exports is expected 
in the second quarter.

E M P L O Y M E N T , IN C O M E , A N D  O U T P U T

Labor market conditions were very tight during the 
first quarter of 1969, with employment at all-time highs 
and unemployment rates at exceptionally low levels. For 
the quarter as a whole, the civilian labor force and civilian 
employment were each up by about 1.2 million persons 
from the preceding three-month period, compared with 
average quarterly increases in each aggregate of about
300,000 persons during 1968. Most of the quarter’s gain 
occurred in the first two months of 1969. The March 
employment increases were considerably smaller because 
of weakness in the agricultural sector. During that month, 
the unemployment rate moved fractionally higher to 3.4 
percent from the 3.3 percent rate of the previous three 
months, because of an increase in the volatile rate for 
teen-agers. Rates of unemployment for the various major 
adult groups remained at near-record lows throughout the 
quarter. In April, however, the unemployment rate in
creased further to 3.5 percent, as unemployment among 
adult men and women rose fractionally. Total civilian 
employment fell in April by 160,000 persons, seasonally 
adjusted, while the civilian labor force dropped a smaller 
45,000.

For workers on the payrolls of nonagricultural estab
lishments, a breakdown of the first quarter’s increase in 
employment reveals the same trends. The March advance 
of 197,000 persons was two-thirds as large as the gains 
of 300,000 to 350,000 registered in the two preceding 
months. In general, all industry groups shared in the first- 
quarter job expansion, but the largest gains occurred in 
trade, services, the government sector, and manufacturing.

In April, however, the decline in total civilian employment 
was accompanied by a very small 34,000 increase in the 
number of employees at nonagricultural establishments.

Accompanying the broad-based gains in employment 
during the first quarter was another decline in the average 
workweek of manufacturing production workers, which 
reached its low for the quarter in February because of 
heavy snow storms. The workweek lengthened again dur
ing March to 40.8 hours, and preliminary data for April 
indicate the workweek remained about unchanged at 40.7 
hours. There was little change in the utilization rate of in
dustrial capacity in the first quarter. The factory operating 
rate stood at 84.1 percent, compared with 84.2 percent the 
previous quarter. This stability was the result of a decline 
in the operating rate for advanced processing industries 
offset by a rise in that for primary processing industries, 
such as steel.

Wage and salary disbursements rose $11.5 billion be
tween the fourth quarter of 1968 and the first quarter of
1969, in line with the large gain in employment. Higher 
payrolls were evident in all major industry divisions. This 
latest expansion brought total personal income (seasonally 
adjusted at an annual rate) to an average level of $721.4 
billion for the quarter and to $726.7 billion for March.

The latest statistics for industrial production show that 
the volume of industrial output gained sharply in March 
after two months of comparatively moderate increases, 
due in part to output disruptions caused by strikes. The 
Federal Reserve Board’s index of industrial production 
rose in March by 0.6 percent to reach a seasonally ad
justed 170.5 percent of the 1957-59 average. Virtually 
all major industries shared in the expansion but, as in 
February, the nonconsumer sector was in the forefront. 
Gains were particularly large in mining and in the produc
tion of defense equipment and steel. The sharp 4.7 percent 
gain in defense equipment output was the second such 
monthly increase. It reflected recovery from a strike of
18,000 aircraft workers in January, and was probably 
also related to a very large increase in new orders placed 
with the aircraft industry during February. Total mining 
output was also up strongly, rising 2.3 percent in the 
wake of a settlement of the petroleum workers’ strike. In 
addition, steel production continued its very strong re
covery from the reduced levels of output last summer, and 
new orders for steel remain high.

The production of consumer goods also expanded dur
ing March but by considerably more modest proportions. 
Nonetheless, the March gain was somewhat more buoy
ant than in February, as production levels of household 
durables and apparel rose. The month’s higher output level 
was also influenced by the fact that automobile produc-
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tion, which has been drifting downward since November, 
registered a more modest decline in March than in pre
ceding months. However, in April, domestic auto produc
tion fell further as scattered strikes held assemblies well 
below scheduled levels.

Revised statistics indicate that new orders received by 
manufacturers of durable goods in March were 2Vi per
cent smaller than February’s record level. Most of the 
decline was in orders for aircraft and parts which fell 
19 percent from their high February level, a particularly 
sharp cutback even for this volatile series. Orders for 
motor vehicles and parts were also down but, in general, 
orders for most other types of durable goods held firm. 
Moreover, the backlog of unfilled orders totaled $85.2 
billion, up slightly from the previous month.

P R IC E  D E V E L O P M E N T S

Consumer prices rose over the first three months of 
the year at an annual rate of 6.1 percent and wholesale 
prices at 6.9 percent, in both cases considerably faster 
than in the closing quarter of 1968. The data for March, 
moreover, show that the consumer price advance accel
erated to an extraordinary annual rate of 9.6 percent (see 
Chart II) , the steepest monthly gain since 1951 when 
the Korean war inflation was at its worst.

The March surge in consumer prices was twice as rapid 
as that in February and also double the rate of gain in 
1968 as a whole. Moreover, prices advanced on a broad 
front, although increases were most pronounced in home- 
ownership costs such as mortgage interest rates, in used 
car and gasoline prices, and in the costs of medical care.

The wholesale price index stood in March at 111.7 
percent of the 1957-59 average, up 6.5 percent, at an 
annual rate from the preceding month. The index for in
dustrial commodities rose at a 6.5 percent rate, with price 
increases in lumber, pulp and paper, fuels, metals, and 
machinery providing the most push. Overall farm prices 
rose even more steeply, at an annual rate of 7.6 percent. 
For April, preliminary data point to a more moderate 
advance in the wholesale index. The April estimate puts 
;he overall wholesale price index at 111.9 percent of the

Chart II
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1957-59 average, up at an annual rate of 2.1 percent 
from March. Agricultural commodities are estimated to 
have risen very steeply, while industrial commodities 
advanced at a quite modest pace to 112.1 percent of the 
1957-59 average, reflecting a reversal of the earlier sharp 
run-up in lumber and plywood prices.
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The Business Situation

Economic activity continues to move higher but pos
sibly at a somewhat slower pace than earlier in the year. 
Growth in production and income was more moderate dur
ing April, and total employment eased off slightly, resulting 
in some relaxation of the extreme tightness that prevailed 
in the labor markets during the winter months. And, for 
the third consecutive month, new housing starts were be
low the exceptionally high rate recorded earlier in the year. 
On the other hand, new orders received by durables manu
facturers surged to a record in April and auto sales in May 
recovered a bit from the slow pace set during the winter 
months. Thus, while the recent business statistics appear 
to have been balanced on the softer side, it is too early to 
conclude that the rate of economic growth is slowing suffi
ciently to ease the upward thrust of prices. The April rise 
in consumer prices was again huge, and preliminary data 
for May indicate a further large overall gain in whole
sale commodity prices even though the industrial com
ponent rose only moderately.

O U T P U T ,  IN V E N T O R IE S ,  A N D  
C O N S T R U C T IO N  A C T IV IT Y

Industrial activity expanded further in April though by 
a considerably smaller margin than in the previous two 
months. The Federal Reserve Board’s index of industrial 
production reached 171.5 percent of the 1957-59 average, 
up 0.3 percent from the March level. Output grew at 
about twice that rate in the two preceding months. How
ever, the April slowing of overall output was chiefly due to 
sharply curtailed activity in the automobile industry which 
was hit by strikes during the month. Auto assemblies fell 
by more than 9 percent to a seasonally adjusted annual 
rate of 7.7 million units, substantially below the 8.4 mil
lion production level originally scheduled for the month. 
Output of business and defense equipment and of mate
rials rose strongly in April, and there were sizable ad
vances in the steel, coal, and petroleum industries. Produc
tion of household furniture and consumer nondurables 
also increased, but the sharp drop in auto assemblies re
sulted in a modest decline—the first since last November 
—in the aggregate output of goods for consumer markets.

Despite the continuation of strikes in the auto industry, 
auto assemblies in May were at an annual rate of 7.6 
million units, down only slightly from the April figure, and 
the tentative June schedule points to a pace of 8.8 million 
units. Dealer inventories of new cars have recently declined 
from their record March levels, partly as a result of the 
strikes and partly because the pace of new car sales has 
become a bit livelier. In May, dealer sales of domestic- 
model cars were at a seasonally adjusted annual rate of 
8.5 million units, up 4.3 percent from April.

Another development pointing to near-term strength in 
industrial production was a very sharp $1.3 billion April 
increase in the volume of new orders placed with durable 
goods manufacturers. This increase, which may have re
flected some anticipation of the repeal of the 7 percent 
investment tax credit requested by President Nixon on 
April 21, brought the month’s new orders to a record 
$31.0 billion. A large part of the gain was in orders placed 
for transportation equipment, but an expanded orders 
volume was also reported by the other major sectors of 
durables manufacturing. Shipments rose very little in April, 
and as a result the backlog of unfilled durables orders 
also rose sharply to $86.4 billion, a $1.3 billion gain for 
the month.

Durables manufacturers and wholesalers accumulated 
inventories in March at a fairly substantial pace, while 
stocks of nondurables manufacturers and retailers were 
virtually unchanged. With the availability of full data for 
March, the estimate of the inventory accumulation com
ponent of first-quarter gross national product (GNP) was 
revised to an annual rate of $6.9 billion, up by $0.5 billion 
from the preliminary estimate but still well below the 
fourth-quarter pace of $10.6 billion.1

Despite the continued fairly strong rise in the book

1 The Department of Commerce has revised its preliminary 
estimate of GNP during the first quarter of 1969 from $903.4 
billion, discussed in the May issue of this Review , to $903.3 
billion. Inventory investment and spending by state and local 
governments were adjusted upward, while consumption outlays 
were revised downward.
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value of business inventories in recent months, there is 
little evidence to suggest any significant imbalance cur
rently between inventories and the levels of business 
sales. The inventory-sales ratio for manufacturers moved 
higher in March and rose slightly further in April, but 
remained at about the 1968 average and well below the 
level of last December. At the same time, the ratio for 
wholesalers declined in March to tie  lowest level since last 
September, as strong increases in stocks were outweighed 
by even sharper sales advances. The inventory-sales ratio 
for retail trade firms moved up substantially in March 
when retail sales declined, but the strong sales recovery 
in April probably reversed that movement.

The rate of construction starts on new housing units 
moved lower in April for the third consecutive month. 
However, the decline— which may have been due in some 
degree to scattered strike activity— was substantially milder 
than in February or March. New private housing units 
were begun in April at a seasonally adjusted annual rate of 
1.54 million units, down about 2 percent from the March 
pace and 18 percent from January’s unusually high rate. 
On the other hand, there was a small gain in April in the 
number of residential building permits issued. The costli
ness and short supply of mortgage credit appear to have 
had a significant impact on the single-family sector of the 
housing market. The effective interest rate on conventional 
mortgages to purchase new single-family homes again rose 
sharply in April, reaching a nationwide average of 7.6 
percent, nearly a percentage point higher than in the 
same month of 1968. Probably as a reflection of this, 
the starts rate for single-unit homes has fallen from an 
annual rate of 1.1 million units in January to 0.8 million 
units in April, a decline of 26 percent. Multi-unit building 
has fared better, probably in good measure because rates 
on such loans are generally unrestricted by state usury 
laws and because of the ability of institutional lenders to 
acquire an equity interest in apartment buildings on which 
they extend mortgages. Multi-unit housing in April was 
started at the rate of 0.8 million units, little changed from 
January’s high level. A recent survey by the National As
sociation of Home Builders found that builders expect 
multi-unit starts to register a modest rise in 1969 over 
1968, but also expect that increase to be more than offset 
by a decline in single-unit starts.

P R O F IT S  A N D  P R O D U C T IO N  C O S T S

Growth in corporate profits slowed markedly during 
early 1969 (see Chart 1). Pretax profits in the first quarter 
rose by only $0.3 billion to a seasonally adjusted annual 
rate of $96.0 billion, according to the preliminary figures

Chart I

CORPORATE PROFITS BEFORE TAX
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Source: United States D epartm ent of Com m erce.

of the Department of Commerce. The increase was the 
smallest in two years, with most of the gain attributable 
to nonmanufacturing corporations such as financial in
stitutions and utilities. In the manufacturing sector, profits 
declined, largely because of lower earnings in the auto
mobile industry. Moreover, when aggregate first-quarter 
book profits are adjusted for the effects of sharply rising 
prices on the valuation of inventories, the resulting pretax 
profits figure showed a drop of $1.7 billion, the first decline 
since early 1967.

Pressure on profit margins during the first three months 
of 1969 stemmed from steeply rising prices of materials 
and labor and from a slowdown in productivity. Unit labor 
costs in the private nonfarm economy rose in the first 
quarter by almost 2 percent to 122.4 percent of the 1957- 
59 average. Compensation per man-hour continued tc 
increase, while output per man-hour declined. The drop 
in productivity, the first since 1967, reflected the fact that 
man-hours increased strongly in the first quarter but growth 
in real output was relatively modest. In the manufacturing 
sector, the gain in unit labor costs was not so steep as in 
the private economy as a whole. Productivity in manu-
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factoring continued to grow, but the advance was less than 
half as large as the gain in compensation.

P E R S O N A L  IN C O M E  A N D  C O N S U M E R  D E M A N D

Personal income rose $2.8 billion in April to a season
ally adjusted annual rate of $730.5 billion. The gain was 
considerably smaller than those in recent months and re
flected the distinctly smaller increase in wage and salary 
disbursements that accompanied the April slowdown in 
employment. Sluggish growth in payrolls was widespread 
among most of the major industry divisions, but was most 
marked in the manufacturing sector where wages and 
salaries rose by only $0.1 billion compared with an aver
age gain of $1.2 billion during the first three months of 
the year. In the distributive and service industries, payroll 
growth was curtailed almost as sharply.

According to preliminary statistics, total retail sales in 
April rose by IV2 percent to a new all-time high of $29.4 
billion—in a month when taxpayers were faced with large 
final payments on their 1968 income taxes. Nondurables 
led the advance, but steadier automobile sales and in
creases in other durable goods also contributed. Dealer

Chart II

RETAIL SALES
Billions of dollars; seasonally adjusted

Note: Latest d a ta plotted ere based  on pre lim in a ry  reports.

Source: United States Departm ent of C om m erce, Bureau of the C ensus.

sales of domestic-model cars ran at a seasonally adjusted 
annual rate of 8.1 million units in April, only fractionally 
lower than the March pace which was down 6 percent 
from that in February. The retail sales increase estimated 
for April followed a 1 percent decline during March and 
brought volume to an all-time high, but only $0.5 billion 
above the pace in September 1968. Following a tempo
rary surge immediately after imposition of the surtax in 
mid-1968, retail sales have shown little change on balance 
in the past seven months (see Chart II). Indeed, the 1% 
percent gain in retail sales since September is smaller than 
the rise in retail prices over the same period.

The preliminary first-quarter estimate of total consumer 
expenditures on the GNP basis has been reduced by $1.0 
billion because of a large downward revision in the ini
tial estimate of March retail volume. The revision was 
centered in nondurables outlays. At the same time, the 
preliminary estimate for disposable income in the first 
three months of 1969 was revised upward, with the re
sult that the personal saving ratio is now estimated at 6.1 
percent in the first quarter, down 0.7 percentage point in
stead of the previously reported reduction of a full per
centage point.

P R IC E  D E V E L O P M E N T S

In April, consumer prices continued their rapid climb, 
increasing at a 7.6 percent annual rate. The consumer price 
index reached 126.4 percent of the 1957-59 average. The 
April rise was primarily due to higher prices for food and 
for services. However, mortgage interest and other house
hold costs were sharply higher, and medical care also 
continued to rise steeply. In addition, the prices for ap
parel and recreation gained strongly.

Wholesale prices rose fairly modestly in April, but 
apparently again increased sharply in May. The wholesale 
price index rose at a 2.1 percent per annum rate in April 
when there was some easing of lumber and plywood 
prices and of farm products prices. In May, however, pre
liminary statistics indicate that total wholesale prices rose 
at a 7.5 percent annual rate, reaching 112.6 percent of the 
1957-59 average. Farm products prices climbed in May 
at a phenomenal 49 percent per annum rate, and processed 
foods and feeds by 17 percent per annum. In contrast, 
industrial commodities in May rose by a modest 1.1 per
cent per annum, as increases in metals and machinery 
were partly offset by further decreases in lumber prices. 
Total wholesale prices thus far in 1969 have risen on 
balance at a far faster rate than in 1968, and the latest 
month’s increase in farm and food prices is the most 
severe in eleven years.
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The Business Situation

Despite continuing signs of some moderation, the econ
omy remains vigorous and inflationary expectations are 
still strong. Industrial production registered a substantial 
gain in May, primarily because of sizable advances in the 
output of business equipment and materials. Moreover, 
the latest survey of 1969 business capital spending plans 
indicated that the aggregate volume of anticipated outlays 
was initially little affected by the late-April proposal for 
repeal of the investment tax credit, undoubtedly in part 
because of the desire to offset rising wage costs. It is there
fore to be expected that the demand for equipment will 
continue to expand. Furthermore, steel production was 
strong again in June, according to early evidence, while 
auto assemblies, receiving a boost from a brisk sales pace, 
rebounded swiftly from the strike-depressed levels of the 
previous two months. On the other hand, overall sales at 
retail outlets have been displaying a moderating trend for 
many months, and with pressures easing somewhat in the 
labor market the growth of personal income has apparently 
slowed. As was to be expected, private housing starts 
moved lower in May for the fourth consecutive month, 
largely in response to increasingly tight mortgage market 
conditions. In addition, new orders placed with manufac
turers of durable goods dropped, lending support to the 
view that a good part of the April surge had resulted from 
the ordering of business equipment in anticipation of the 
move to repeal the investment tax credit.

Business demands on the credit markets remain in
tense, even though the prime lending rate of commercial 
banks moved up in early June by a full percentage point 
to a record 8 V2 percent and interest rates generally are 
at the highest levels in this century. The uncertainty that 
developed in the late spring over the prospects for exten
sion of the income tax surcharge may have strengthened 
expectations of persistent inflation. Nevertheless, the 
extremely tight financial situation— in part the result of 
a highly restrictive monetary policy— should ultimately 
slow the growth of real economic activity sufficiently to lead 
to a less inflationary environment.

PRODUCTION!, ORDERS, AND HOUSING

A  strong further expansion in business equipment out
put led to a substantial advance in industrial production 
during May. The Federal Reserve Board’s aggregate pro
duction index recorded a gain of a full percentage point 
to reach a seasonally adjusted 172.8 percent of the 1957-59 
average (see Chart I). The rise in equipment output was 
centered in goods for industrial and commercial business, 
where a vigorous growth trend emerged some months ago. 
Other components entering into the business equipment 
index— farm, freight, and passenger transportation equip
ment— have been much less buoyant. Gains in the output 
of iron and steel and most other materials also contrib
uted to the overall May advance, while production of 
goods for consumer markets and of defense-related equip
ment was essentially unchanged. The steel industry has 
been benefiting from strong demand conditions both at 
home and abroad. The spring and early summer seasonal 
slack in orders and production appears to be quite mild this 
year, and available evidence points to a further advance 
in seasonally adjusted output in June.

Business equipment output since the summer of 1968 
has paralleled the surge in capital spending. The vigorous 
growth of equipment production implies that a good part 
of the capital spending uptrend reflects an enlarged vol
ume of physical investment and not simply rising prices. 
Indeed, the step-up in equipment purchasing seems to be 
the main factor in the recent rapid expansion of overall 
capital spending. Outlays for commercial and industrial 
construction have moved downward, even before allowing 
for rising prices, after a sharp gain around the turn of the 
year. When the figures are adjusted for price movements, 
they indicate that the real volume of commercial and in
dustrial construction was relatively stable throughout 1968 
and has fallen in 1969 to a level below the average for last 
year.

Excluding automotive products, aggregate output of 
goods for consumer markets was little changed again in
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May, while the production index for automobiles and 
related goods fell a bit further. The May reduction in 
the automotive index, as in April, was largely due to the 
depressing effect of strikes in the auto industry. In both 
months the actual number of new cars built was substan
tially below the volume originally scheduled. With normal 
operating conditions generally restored in June, output 
rebounded sharply to a seasonally adjusted annual rate 
of about 8.6 million units, compared with about 7.6 million 
in each of the preceding two months. The unexpected cur

tailment of assembly operations, coupled with a strength
ening in sales, has reduced inventory holdings of auto 
dealers. It appeared several months ago that dealers’ stocks 
might well be excessive relative to actual and prospective 
sales, but the relationship has since shown a marked im
provement.

The volume of new orders received by durable goods 
manufacturers fell back in May by an amount almost as 
large as the sharp April advance. From $30.9 billion in 
April, orders declined in May to $29.9 billion. It is ap
parent that the volume of orders has moved along an 
essentially horizontal path since last October, when book
ings reached $30.3 billion on the strength of a single sharp 
jump of $1.9 billion. The April advance was in large 
measure due to a surge in orders for railroad equipment, 
though most major durables industries shared in the im
provement. The May decline included a steep cutback in 
railroad equipment ordering but, like the April gain, was 
broadly spread through the durables sector. The plateau 
in aggregate durables orders since last fall can be seen 
also in the orders figures of most of the major durables 
industries.

The huge addition to manufacturers’ inventories in May, 
$980 million, was the largest since August 1966. Because 
the rise was accompanied by a commensurate expansion 
in sales, it left the ratio of inventories to sales at the same 
level as a month earlier. However, this maintenance of 
overall balance was not reflected in component figures. 
The inventory-sales ratio of durables manufacturers rose 
substantially as a result of a very large buildup in stocks 
and a slight decline in shipments. For nondurables manu
facturers, a large gain in sales reduced the ratio noticeably 
despite a sizable accumulation of inventories. It is too 
early to judge the significance of the huge increase in 
stocks, but a survey of manufacturers’ inventory and sales 
expectations conducted by the Commerce Department in 
May indicated that manufacturers were indeed planning a 
rise in inventories in excess of expected sales during the 
second and third quarters. These plans seem to have re
flected, at least in part, anticipations of additional boosts 
in materials prices. Presumably, the recent further rise in 
the cost of financing stocks, signaled by the June hike in 
the prime rate, will cause many of these firms to review 
their inventory positions.

The leading indicators of residential construction activ
ity continued to trend downward in May. The pace of 
private housing starts declined for the fourth consecutive 
month, reaching a seasonally adjusted annual rate of just 
over 1.5 million units, and the rate of building permit 
authorizations for new units also slipped. At its May 
level, the starts rate was just equal to the 1968 average.
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The May reduction in starts, rather surprisingly, was the 
result of a steep drop in starts of multi-unit housing that 
more than offset an upturn in starts of single-family homes. 
While single-unit starts have occasionally fluctuated 
sharply from month to month, the trend of their movement 
since early 1967 has been generally horizontal, with re
cent months suggesting a clear downturn. In view of the 
progressive tightening of the mortgage conditions facing 
home buyers, and steep increases in construction costs, 
pressures on single-family home construction are espe
cially great, and it is possible that the substantial May 
jump in single-unit starts was largely a reflection of the 
month-to-month volatility that characterizes the starts 
data. In the multi-unit sector, where most building is of 
structures with five or more units, starts in recent months 
had been averaging as high as 700,000 units annually, an 
exceptionally high rate by historical standards. The de
mand for apartments has been very strong due to the recent 
sharp uptrend in household formation, and the supply of 
mortgage credit for apartment construction has been well 
sustained.

CAPITAL. INVESTMENT PLANS

The strength of business expectations is evident in the 
capital spending plans reported in the latest quarterly Gov
ernment survey, taken in late April and May. In the three 
months separating that survey and the preceding one, 
credit became very much costlier and harder to obtain, 
and there were also firm and frequent official reaffirmations 
of the intent to pursue restrictive economic policies as far 
as necessary in the battle against inflation. Moreover, on 
April 21 the President asked an apparently receptive Con
gress for repeal of the tax credit for investment in capital 
equipment. Yet, when the Commerce Department and 
the Securities and Exchange Commission surveyed business 
spending plans, they found only a very modest cutback in 
the size of the anticipated 1969 increase. The survey results 
point to an $8.1 billion rise this year in plant and equip
ment outlays, representing a 12.6 percent advance; the 
February survey had indicated an increase of $8.9 billion, 
or 13.9 percent. The aggregate spending rate is expected 
to increase throughout the year, but the gains anticipated 
after the second quarter are moderate (see Chart II), sug
gesting that capital investment will provide little expan
sionary thrust to the overall economy in the latter half of 
the year.

The Commerce-SEC surveys canvass anticipated spend
ing, not the reasons underlying the spending plans. How
ever, the strength of the planned 1969 rise certainly 
must reflect substantial business optimism about the out

look for demand and little concern over the prospects for 
any significant slowdown in economic activity. Undoubt
edly, plans are also influenced by a desire to offset rising 
costs and the shortages of skilled manpower. The pervasive
ness of inflationary expectations poses a major problem to 
be overcome in the progress toward the vital goal of halt
ing inflation.

The May spending survey found that first-quarter out
lays were at a seasonally adjusted annual rate of $68.9 
billion, up by $3 billion from the fourth quarter but close 
to $3 billion below the figure anticipated in February. In 
view of the fact that the February survey had indicated 
an extraordinary spending rate advance of nearly $6 
billion, it is very likely that much of the shortfall from that 
expectation was due to delivery problems and related 
difficulties. In several industries where first-quarter spend
ing was reported to have fallen short, second-quarter plans 
were scaled up, but little if any revision was made in esti
mates for the full year. This suggests that in these indus
tries— including mining, nonrail transportation, nonelec
trical machinery manufacturing, and the aggregate of 
commercial and communications firms— some spending

Chart II

ACTUAL A N D  ANTICIPATED 
PLANT A N D  EQUIPM ENT SPEN D IN G

Billions of do llars Se a so n ally  adjusted annual rate B;1|ions of do[|ars

Note: Figures shown for the second, third, and fourth quarters of 1969 are estimates 

from the May Commerce-SEC survey.

Sources: United States Department of Commerce; Securities and Exchange Commission.
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was in fact pushed from the first to the second 
quarter.

On the other hand, the recent survey indicated that in 
many industries where first-quarter spending was below 
anticipations the shortfall is not being made up, and that 
in a number of sectors plans have been revised down not 
only for the first half of the year but also for the second. 
The most notable retrenchment was reported by the rail
roads, and may well reflect a particular sensitivity to the 
proposal for repeal of the investment tax credit. Following 
two years of sizable declines in investment spending, the 
railroads had planned in February a rise of nearly 30 per
cent this year, but the May survey reported a cutback to 
15 percent, which is still a large gain.

The survey found a notable difference in spend
ing plans between durables and nondurables manufac
turers. Virtually every nondurables industry showed a 
cutback from the 1969 plans reported in February, with 
the downward revisions spread throughout the year. In 
most durables manufacturing industries, however, first- 
quarter spending exceeded the February anticipation, and 
at the same time plans for the remainder of the year 
were revised upward. The steel industry was the only 
marked exception, and even there the downward revision 
of second-half plans was modest. If expectations of rising 
costs of planned capital investment contributed to the up
ward revisions by durables producers, the different pattern 
in the reports from the nondurables sector is surprising.

THE CONSUMER SECTOR

Retail sales volume declined by 1 percent in May, fol
lowing a recovery of almost 2 percent in April, according 
to revised data. May sales were lower at both durable 
goods and nondurable goods stores. The overall decline 
carried the retail sales estimates further along the rather 
flat trend that has been apparent since last September. 
Indeed, in view of the distressingly rapid advance in con
sumer prices, the retail sales figures probably imply some 
drop in physical volume since early last fall.

Retail outlets in the broad automotive goods group 
reported a very small decline in total dollar volume in 
May, but unit sales figures indicate that buying of new 
cars picked up substantially. Unit sales of domestic 
models rose by 4 percent, from an annual rate not far 
above 8 million cars in April to a pace of 8V2 million 
in May. The sporadic strikes that cut into production 
in these two months apparently caused some dampen
ing of sales as a result of model shortages, particularly in 
April. To some extent, the strong further sales gain in 
June— to an annual rate of 9 million units— repre

sented a rebound from the effects of the strikes. For the 
three months April through June, sales of new domestic- 
model cars were at a seasonally adjusted annual rate of 
8 V2 million units. This was up moderately from the aver
age pace registered in the preceding three months as well 
as from that in the first half of 1968, but substantially 
below the exceptionally strong showing through most of 
last year’s second half when sales ranged narrowly around 
an annual rate of 9 million units.

A  slowing in employment growth dampened the expan
sion of personal income in both April and May. In the 
latter month, the seasonally adjusted annual rate of per
sonal income rose by $3.8 billion, a gain slightly larger 
than April’s but noticeably below the figure of some $5 
billion that was typical during the preceding twelve 
months. The slowing in growth was centered in wages and 
salaries, which account for the bulk of total income. 
Expansion of aggregate personal income does not, of 
course, necessarily imply that individuals are, on average, 
experiencing a rise in real purchasing power. On a per 
capita basis, disposable personal income, which is defined 
as personal income less taxes and is estimated quarterly, 
continued to expand at a fairly strong rate in the first 
quarter. However, after allowing for the effect that rising 
prices have on purchasing power, per capita disposable 
income in the first quarter showed little change from the 
early-1968 level; and, for a considerably longer span of 
time, there has been little growth in the purchasing power 
of the average nonfarm worker’s “take home” pay.

Following a span of four or five months in which the 
labor force and civilian employment showed exceptional 
strength, some moderation developed in April and May. 
From November through March, both employment and 
the labor force had been registering seasonally adjusted 
increases far in excess of the normal growth trend. The 
expansion of employment was especially sharp, and the 
unemployment rate held during the winter months at a 
very low 3.3 percent. Employment growth was only about 
seasonal in March, however, and in April and May it fell 
short of seasonal expectations. Though the seasonally 
adjusted civilian labor force also declined in the latter 
two months, the unemployment rate moved up to 3.5 
percent. A  similar picture is found in figures on the number 
of persons reported as working in nonagricultural estab
lishments. The growth in such employment tapered off in 
the spring after several months of very strong advance. 
Though these developments suggest an easing of condi
tions, the labor markets remain very firm. In any event, 
some readjustment could be expected after the recent 
period of exceptionally rapid employment growth. Figures 
for the summer months will be of particular interest in view
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of the expected heavy seasonal influx of young people seek
ing both temporary and permanent employment following 
the end of the school year.

PRICE DEVELOPMENTS

Consumer prices continued to climb in May, although 
the gain was far smaller than in the preceding two months. 
The overall index rose at an annual rate of some 3% 
percent, still excessive but down markedly from the March- 
April average pace of almost 9 percent. At the wholesale 
level, on the other hand, the uptrend of the aggregate price 
index accelerated. In recent months the major force behind 
this advance has been the steep increase in prices of agri
cultural commodities. The index for industrial commodities 
has been stabilizing meanwhile and, on the basis of pre
liminary data, did not rise at all in June.

The May slowdown in the growth rate of the con
sumer price index was shared by each of the major index 
components. The price level for services rose in May at an 
annual rate of 6 percent; while sizable, this was the smallest 
advance since last autumn. A  moderating of the rise in the 
index for nonfood commodities was largely traceable to 
declines in prices of new and used cars. Consumers, how
ever, have been particularly conscious in recent months of 
rising food prices, and these prices have indeed shown 
little tendency to ease their rate of growth. The May

advance, led by a further increase in the cost of beef, was 
at an annual rate of 5 percent, only slightly below the pace 
in March and April.

Another sharp rise in June in agricultural prices at the 
wholesale level clouds the prospects for near-term easing 
of the pressure on consumer food prices. The farm products 
index climbed at an annual rate of 9 percent in that month, 
and the index for processed foods and feeds advanced at 
a rate of 18 percent. On the strength of these increases, 
overall wholesale prices registered a AVk percent rate of 
gain. The index for the industrial commodities component, 
however, was unchanged after rising marginally for two 
months. This performance of industrial prices, as in April 
and May, apparently resulted from another drop in lumber 
and wood products prices. Steep declines since March 
in the quotations on several commonly used building 
materials— plywood prices, for example, are off as much 
as 50 percent from their peaks— presumably are associated 
with the weakening in the outlook for residential construc
tion. In April and May, months for which full reports 
are available, the precipitous fall in timber products prices 
dampened the rise in the overall industrial commodities 
index. Excluding this component, the index in those two 
months advanced at an annual rate in excess of 3 percent, 
with substantial gains in the prices of metals, nonmetallic 
mineral products, machinery and equipment, and paper 
products.
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The Business Situation

The economy moved up at a fast clip in the second 
quarter, and prices again rose very sharply. The increase 
in gross national product (GNP) was fully as large as in 
the first quarter, although real growth and the increase 
in final demand were both smaller. Most leading indica
tors point to the likelihood of further growth in the months 
ahead, but there are indications of easing in some areas 
of the economy. Housing starts, under pressure from tight 
mortgage market conditions, dropped in June for the 
fifth consecutive month. Also, retail sales at the end of the 
second quarter were apparently down to a level nearly 
2 percent below that of April, though these statistics may 
tend to understate retail buying somewhat. The recent 
slump in the stock market possibly reflects a growing ex
pectation in the business community that the pace of busi
ness activity will indeed moderate in the months ahead. 
However, other areas of the economy are continuing to 
show substantial strength. The upward thrust of state and 
local government spending shows little sign of slowing. 
Business capital outlays may continue to increase, in part 
because delivery and construction delays apparently held 
back planned spending in the first half of the year. Further, 
business inventory positions have apparently remained in 
good balance with sales. In sum, while there are sugges
tions of slowing in some sectors of the economy, there is 
little evidence that financial restraint has as yet sufficiently 
dampened the excessive pace of economic activity.

GROSS NATIONAL PRODUCT IN THE 
SECOND QUARTER

The market value of the nation’s total output of goods 
and services continued to rise rapidly in the second 
quarter. However, an increasingly large share of the ad
vance simply reflected higher prices, and real growth slowed 
further. According to the Department of Commerce’s pre
liminary estimate, GNP rose $16.4 billion (see Chart I) 
to a seasonally adjusted annual rate of $925.1 billion. 
The rate of gain, which amounted to 7.2 percent on an

annual basis, was about the same as in the first quarter.1 
Real growth in the April-June period eased to an annual 
rate of 2.3 percent, compared with 2.6 percent in the 
first quarter and 3.2 percent in the final quarter of last 
year. Prices in the GNP accounts rose at the first-quarter 
annual rate of 4.8 percent, compared with 4.2 percent in 
the last three months of 1968.

Although the total increase in GNP was about the same 
as that in the first quarter, the $13.5 billion growth of 
final spending—total GNP less inventory investment—was 
much more modest than in the earlier quarter when such 
spending surged by an unusually steep $20.1 billion. The 
slower growth of final purchases largely centered in con
sumer outlays, which rose by a fairly modest $8.7 billion 
to a seasonally adjusted annual rate of $570.7 billion. The 
moderation in consumer buying was almost entirely in 
nondurables, where spending climbed at less than half 
the first-quarter rate; expenditures on durable goods and 
services, however, also grew slightly less than in the 
January-March period. On a monthly basis, retail sales 
figures showed little buoyancy in the quarter. Following a 
large gain in April, retail sales fell in May and— accord
ing to the advance report—declined again in June. Al
though the advance estimate is frequently subject to major 
revision, it indicates that June sales ran at a seasonally 
adjusted level of $28.9 billion, virtually the same as in 
March. For the April-June period as a whole, retail sales 
were up from the first quarter, but only because of the 
strong volume in April.

Personal income advanced by a large $16.3 billion in 
the quarter, reaching a seasonally adjusted annual rate of 
$740.7 billion. The strength in personal income reflected

1 The Commerce Department’s annual midyear revisions of the 
national income and product accounts increased the first-quarter 
estimate of GNP by $5.3 billion to a level of $908.7 billion. The 
revisions also raised GNP by $2.3 billion in 1966, $3.8 billion in 
1967, and $5.1 billion in 1968.
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Chart I
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gains in total payroll employment and average hourly 
earnings, as well as some lengthening of the average work
week. Disposable income did not rise so rapidly as total 
personal income because of the extra April tax payments 
associated with the surcharge, which were roughly $3.0 
billion at an annual rate. Nevertheless, the $12.3 billion 
increase was sizable, particularly compared with the first 
quarter when final tax payments on 1968 incomes were 
also substantial and when higher social security taxes went 
into effect. In that period, disposable income expanded by 
only $6.4 billion. Reflecting both moderation in the growth 
of consumer demand and the large increase in disposable 
income, the savings rate in the second quarter rose 0.4 
percentage point from the relatively low first-quarter level, 
reaching a more normal 5.8 percent.

In the first quarter, a large rise in total final demand 
was associated with a marked slowdown in the rate of 
inventory spending. In the second quarter the reverse was 
true. A moderation in final expenditures was coupled

with a $2.9 billion increase in inventory accumulation, 
bringing inventory growth to an annual rate of $9.5 bil
lion. Because this estimate of inventories is based on only 
two months of data, Commerce Department spokesmen 
emphasized the preliminary nature of these estimates for 
the full quarter. The rise in business inventories through 
May was chiefly in the manufacturing industries—particu
larly in durables manufacturing. But according to the June 
data, which were not available when the GNP estimates 
were made, manufacturers’ inventories were about un
changed in that month. The second-quarter’s increase in 
manufacturers’ shipments was about in line with the in
ventory rise, and the inventory-sales ratio in manufactur
ing was essentially unchanged. At the trade level, sales 
rose considerably faster in April and May than did inven
tories, and the inventory-sales ratio dipped to the lowest 
level in seven months.

The second quarter’s $2.7 billion gain in business fixed 
investment was smaller than in the first quarter, because 
spending on structures declined by $0.7 billion. Expend
itures for producers’ durables climbed $3.3 billion— 
twice the first-quarter rate. Recent surveys of business 
plans for capital investment had indicated there would be 
a large increase in plant and equipment spending in the 
first half of the year, followed by little growth thereafter. 
However, according to the Commerce Department, the 
anticipated rise in the first half of the year was not fully 
realized, probably as a result of delivery bottlenecks and 
construction delays. Thus, spending in the second half 
of the year may run higher than the earlier surveys had 
indicated as the shortfall in the first half is made up.

Not unexpectedly, spending on residential construction 
dropped to an annual rate of $32.4 billion in the past 
quarter, down $0.9 billion from the January-March pace. 
According to seasonally adjusted monthly data, private 
nonfarm housing starts have fallen steadily since January 
when they reached the unusually high annual rate of 1.85 
million units. Starts in June were down to an annual 
rate of 1.42 million units, 70,000 below the May pace. 
Building permits issued by local authorities in recent 
months have also shown a weakening housing picture. In 
June, the permits level was about unchanged, following a 
large decline in May.

Total spending by governments at all levels increased 
by a small $2.5 billion, contributing to the slower growth 
of final demand in the second quarter. Federal Govern
ment purchases actually declined $1.0 billion to $100.6 
billion, as spending for both defense and nondefense pur
poses moved down. Because of the $2.8 billion July 
pay raise for Federal Government employees, Federal 
spending is expected to increase in the current quarter.

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

August 1969



MONTHLY REVIEW, AUGUST 1969 157

State and local expenditures in the April-June period con
tinued to rise about in line with the sharp gains of recent 
quarters, and no significant change from this uptrend is 
in sight. In the past quarter, such spending amounted to 
an annual rate of $111.9 billion, fully $3.4 billion higher 
than in the previous period.

Settlement of the first-quarter dock strikes brought a 
surge in both imports and exports. Net exports rose by 
$0.5 billion to a slim $2.0 billion annual rate, as the gain 
in exports only slightly exceeded the rise in imports.

THE CURRENT PRICE SITUATION

Reflecting both demand and cost factors, pressures on 
the price level have intensified in recent months. Although

Chart II
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wage cost increases are increasingly a concern, excess de
mand still exists. As an indication of the strength of this 
demand, raw materials prices have climbed a steep 10 
percent in the first half of 1969 alone. The rise in total 
industrial wholesale prices has been much slower, in good 
part because of rapidly declining lumber and wood prices. 
According to the preliminary estimate, industrial whole
sale prices rose in July by a relatively small 0.2 percentage 
point to 112.4 percent of the 1957-59 average, after re
maining stable in June. On the cost side, the recent trend 
in wage settlements suggests that wage increases are be
coming progressively larger. Under collective bargaining 
contracts settled in the first half of the year, the median 
package increase for wages and benefits amounted to 7.1 
percent a year. In 1968 the median was about 6.0 per
cent. The combination of demand and cost pressures 
and a precipitous rise in food prices—particularly of beef 
—has led to a rapid rise in consumer prices in recent 
months (see Chart II) . In June, the total consumer price 
index advanced at an annual rate of 7.6 percent. Exclud
ing food, prices at retail rose at an annual rate of 4.7 per
cent in June. In both the first and second quarters, total 
consumer prices advanced at an annual rate of almost 6 V2 
percent.

RECENT DEVELOPMENTS IN 
PRODUCTION AND EMPLOYMENT

Industrial production registered a large advance in June, 
as output was spurred by the post-strike recovery in the 
auto industry and by continuing gains in production of 
both business equipment and industrial materials. The Fed
eral Reserve Board’s index of industrial production rose
0.7 percent in June to a seasonally adjusted 173.9 percent 
of the 1957-59 average. Almost half of the June advance 
reflected the rebound in production of motor vehicles and 
parts from the depressed April and May levels, when the 
industry was affected by scattered strikes. Passenger car 
production rose 13 percent in June from the April-May 
rate to a seasonally adjusted annual rate of 8.6 million 
units. For the first six months of this year, automobile 
output has averaged an 814 million unit rate. Although 
actual production declined in July because of preparations 
for the model changeover, the seasonally adjusted rate 
advanced further to 8.8 million units.

The continued strong uptrend in business equipment 
output also contributed to the overall June rise in indus
trial production. Since last summer when business capital 
spending began to move up, production of business equip
ment has increased at a seasonally adjusted annual rate of 
over 10 percent. However, the growth of the total equip

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

August 1969



158 MONTHLY REVIEW, AUGUST 1969

ment index has been much less marked during this time 
because defense production has declined by over 10 per
cent, in part reflecting strikes in the aircraft industries. 
Defense output accounts for about 20 percent of the total 
equipment index.

Iron and steel production continued to increase rapidly 
in June. Reflecting healthy domestic demand—particularly 
in the capital goods industries— and vigorous European 
demand, iron and steel output has shown surprising 
strength this year. The increases in iron and steel produc
tion in the first half of 1969 boosted output to about the 
peak rate set during last year’s inventory buildup, just 
prior to the midyear strike threat in the industry. More
over, steel ingot production, which comprises about half 
of the iron and steel index, increased again in July.

In June, declines in orders for construction materials 
and aerospace equipment outweighed increases elsewhere. 
Thus, total new orders received by manufacturers of 
durable goods fell $1.1 billion to a level of $28.9 billion. 
Durables orders had also fallen in the previous month, 
following a surge in April which was associated with 
President Nixon’s recommendation for repeal of the in
vestment tax credit. At the same time, manufacturers’ 
durables shipments rose $0.5 billion to a seasonally ad
justed rate of $30.0 billion. As the flow of shipments ex

ceeded orders, the backlog of unfilled orders on the books 
of durables manufacturers declined for the first time since 
last July.

For the second quarter as a whole, nonfarm payroll 
employment, seasonally adjusted, gained an average of 
187,000 persons per month. This was quite a strong per
formance for employment, although not so buoyant as in 
the first quarter when nonagricultural payrolls rose at an 
unsustainable rate of 278,000 per month. In July, more
over, payroll employment continued to rise rapidly; total 
payrolls were up 192,000 in that month. The July gain 
in manufacturing employment exceeded the sizable June 
increase which accompanied that month’s large advance in 
industrial production.

Turning to the household survey of employment, total 
civilian employment rose strongly in July despite a sizable 
decline in agricultural employment. However, the labor 
force expansion was greater than that of employment, and 
the unemployment rate rose to 3.6 percent from 3.4 per
cent in June. A large increase of adult men in the labor 
force resulted in a rise to 2.2 percent from 2.0 percent 
in the jobless rate for this group. On the other hand, a 
large increase of adult women seeking jobs was fully ab
sorbed, and their unemployment rate was unchanged at 
3.7 percent.
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The Business Situation

The level of business activity continues to expand, 
though the pace varies rather widely among the key 
sectors of the economy. New survey evidence suggests 
that business capital spending may continue rising into
1970, in part because of delays in project completions 
experienced this year. At the same time, the balance be
tween inventories and sales remains relatively conserva
tive by recent past standards, and further inventory 
building could supply economic thrust in the months 
ahead if business sales expectations remain strong. Modest 
consumer spending and declining residential construction 
are currently helping most to slow the rise of aggregate 
demand and to limit inflationary' pressures from the de
mand side. However, the recent large Federal pay increase 
may tend to lift consumption spending over the near term.

Meanwhile, industrial production continues to increase, 
new orders received by durable goods manufacturers have 
about recovered earlier declines, and the labor mar
kets remain tight. On balance, the inflationary situation 
seems to have changed little over the course of this year, 
though this is not surprising in view of the usual delay with 
which restrictive monetary and fiscal actions influence eco
nomic activity and price behavior. Indeed, because the cur
rent period of inflation has continued for so long— about 
four years—considerable time may be required to restore 
price stability.

PRODUCTION, ORDERS, AND INVENTORIES

Industrial output rose strongly again in July when 
production of iron and steel, business equipment, and 
automotive goods all advanced. The Federal Reserve 
Board’s seasonally adjusted index of total industrial pro
duction increased 1.3 percentage points to 175.2 percent 
of the 1957-59 average (see Chart I) . The production 
index has climbed without interruption this year, and from 
December through July the annual rate of increase was a 
vigorous 6.6 percent. An important factor in this strength 
has been the rapid climb in iron and steel production, 
which by July had reached a level 20 percent above that 
prevailing at the end of last year. In the last few months 
the steel firms have been operating at close to full capacity,

and the industry continues to forecast a high level of 
activity through the fourth quarter. The relatively ready— 
if unhappy— acceptance of the recent steel price increases 
underscored the strength of steel demand as well as the 
ability of steel consumers to pass along higher costs in 
today’s firm markets.

Much of the gain this year in iron and steel output has 
stemmed from the high and rising level of activity in the 
capital goods industries. Production of business equip
ment continued to expand rapidly in July, growing by 
almost 1 percent in that month alone. From the end of 
1968 through July, output of business equipment rose at 
an annual rate of 8 percent. Production of defense-related 
goods also increased sharply in July, mainly reflecting 
the settlement of two major labor disputes that had earlier 
limited output in this sector.

Paralleling the rather mild uptrend in total consumer 
demand, output of consumer goods has grown much less 
rapidly in recent months than that of either materials or 
equipment. Excluding the automotive sector, production 
of consumer goods has been virtually unchanged since 
early this year. In the first seven months of 1969, the 
production index for automotive products—which ac
counts for one tenth of the consumer goods portion of 
the index and includes production of parts as well as 
cars— actually averaged less than the figure for the full 
year 1968. In the January-July period auto assemblies by 
domestic producers averaged a seasonally adjusted annual 
rate of 8.3 million units, compared with a total 1968 output 
of 8.8 million units. Labor problems have played a part 
in this year’s lower production rates, but dealer sales of 
domestic cars have also fallen from the 1968 level. The 
month-to~month movement of auto production has been 
somewhat erratic of late; scattered strikes significantly 
reduced assemblies in April and May but output surged 
in June, when the labor situation calmed. The industry 
initiated its annual model changeover in July—somewhat 
earlier than usual— and actual production slumped. How
ever, after allowing for the earlier timing of the change
over, the seasonally adjusted assembly rate rose further 
in July from the June level. To some extent, this increase 
may reflect the fact that changes in the 1970 models were
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unusually minor and involved little downtime for retooling. 
Because of the spring strikes and the earlier changeover 
date, the auto producers had expected to have relatively 
small carry-over stocks of old models, providing a tighter 
market for the introduction of the 1970 models. However, 
sales of domestic-model cars dropped in July and August 
to a seasonally adjusted annual rate of 8.1 million units, 
after averaging close to 8V2 million units in the first half 
of the year. This July-August decline in sales left the in
dustry at the start of the new-model year with about the 
same number of old-model cars as in 1968.

The often volatile series on new orders received by 
manufacturers of durable goods climbed to $30.5 billion 
in July, up $1.3 billion from June. A sharp recovery in 
defense-related orders accounted for almost all the latest 
rise. In the previous two months the total volume of new 
orders had fallen substantially, but the declines were 
mostly in the defense area. Orders for machinery and 
equipment eased $0.1 billion in July to $6.4 billion. This 
series peaked at $7.1 billion in April, around the time of 
President Nixon’s recommendation for repeal of the in
vestment tax credit, but aside from that month’s spurt 
machinery and equipment orders have been running at 
about $6Vi billion per month throughout this year.

Manufacturers’ inventories were little changed in June 
after increasing strongly for several months, while trade 
inventories—chiefly at retail stores—turned in a sizable 
increase.1 Shipments in June also showed a mixed pat
tern, as sales at retail and wholesale edged off whereas man
ufacturers’ shipments rose sharply. Thus, the inventory- 
sales ratio for trade firms edged up and the ratio in 
manufacturing dropped significantly. On balance, how
ever, for all businesses combined the inventory-sales ratio 
in June was at its low for the year. In July, manufacturers’ 
shipments were about unchanged while total inventories 
rose by $1 billion, with durables manufacturing account
ing for all the increase. As a result, the inventory-sales 
ratio for all manufacturing firms moved back up to about 
the average level of the past year and a half. The ratio 
for durables manufacturers increased to a level on the 
high side of the range prevailing since late 1967, but that 
for nondurables manufacturers dropped to a sixteen-year 
low.

CAPITAL SPENDING AND 
RESIDENTIAL CONSTRUCTION

The capital spending boom appears to be losing some 
of its earlier strength, but new evidence also suggests that 
it may prove longer lived than earlier studies had indicated. 
A very recent survey by the Department of Commerce and 
the Securities and Exchange Commission found that busi
nesses have revised downward their plant and equipment 
spending plans for this year. Businessmen now plan, 
according to this survey, expenditures of $70.9 billion

1 The Department of Commerce has revised its estimate of the 
gross national product (GNP) for the second quarter of 1969. 
The estimate of inventory accumulation was revised downward by 
$2.6 billion to $6.9 billion at a seasonally adjusted annual rate. 
Consumption was revised up by $2.1 billion to $572.8 billion, 
and total GNP was revised down by $0.3 billion to $924.8 billion.
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for new plant and equipment, or 10.6 percent more 
than was spent in 1968. An earlier Commerce-SEC sur
vey taken last spring had indicated that outlays in 1969 
would be about $1.3 billion higher than the latest reading. 
A recent McGraw-Hill study found much the same 
lowering of sights on 1969 spending plans, but concluded 
that the downgrading reflected some stretching-out of 
spending into 1970. Thus, the McGraw-Hill survey, which 
also queried businesses about their 1970 plans, found 
that they expect outlays to continue rising next year to a 
level 5 percent above this year. If realized, these results 
would imply some continued stimulus from business 
capital spending, though less than in the past year or so.

In contrast to the strength in business spending for plant 
and equipment, activity in residential housing has weak
ened substantially in the last few months (see Chart II) . 
Private nonfarm housing starts began the year on a strong 
note, averaging a seasonally adjusted annual rate of 1.7 
million units in the first quarter, up 0.1 million from the 
average of the final quarter of last year. Following their 
January peak, however, starts fell steadily to an average 
annual rate of 1.5 million in the second quarter. The July 
decline amounted to a particularly large 127,000 units, 
bringing the starts rate down to 1.3 million units. The 
number of housing permits issued by local authorities 
also dropped in July. Housing permits have declined for 
multi- as well as for single-unit buildings in the last few 
months. Earlier in the year, multi-unit construction showed 
considerable strength, running counter to the downward 
trend in single units.

The data on housing starts and permits encompass only 
those housekeeping units that are in conventional homes 
or apartment buildings. That is, these series measure out
put of the construction sector. Data on mobile home pro
duction are excluded from the starts and permits series, 
since they are classified as output of the manufacturing 
sector. Nevertheless, mobile homes are becoming an in
creasingly significant part of the supply of new housing. 
This market is an especially important source of low cost 
housing: in 1968 mobile homes accounted for 90 percent 
of all new housing units which sold for under $15,000. 
Perhaps reflecting their growing price advantage, the de
mand for mobile homes has increased very rapidly in re
cent years. Production rose from a level of 150,000 units 
in 1963 to over 300,000 in 1968, and industry spokesmen 
believe output will reach 400,000 units this year. Purchase 
of mobile homes has traditionally been financed through 
consumer instalment loans, but the Federal Home Loan 
Bank Board has recently proposed a regulation that would 
allow Federally chartered savings and loan associations 
to extend mortgage loans on mobile homes.

Chart II
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Source; United States Department of Commerce, Bureau of the Census.

EMPLOYMENT, PERSONAL INCOME,
AND RETAIL S A L E S

The employment situation generally remains very tight. 
According to the household survey, total civilian employ
ment rose by over 300,000 in August, the third consecu
tive month of strong increase. The civilian labor force also 
expanded sharply but not so much as employment, and 
the unemployment rate edged down by 0.1 percentage point 
to 3.5 percent. The payroll survey also showed a large 
employment increase at nonagricultural establishments in 
August, following a slight decline the month before. About 
two thirds of the latest advance in payrolls occurred in 
manufacturing, but the average workweek in manufactur
ing moved down a bit.

Personal income recorded a large $6.2 billion advance 
in July, when the pay raise for Federal Government em
ployees went into effect. Total wage and salary disburse
ments rose by $5.0 billion, but half of that increase was 
due to the larger paychecks of Federal workers. Outside
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the Government, the July gain in income was relatively 
small, in part reflecting the fairly weak performance of 
payroll employment in that month.

Consumer demand still shows little buoyancy. Retail 
sales declined in May and June, and in July are estimated 
to have fallen by another $200 million to a seasonally ad
justed level of $29.2 billion. These recent movements were 
in line with the weak trend in sales that has prevailed for 
nearly a year. Retail sales averaged $28.8 billion monthly 
in the third quarter of 1968, eased to an average of $28.6 
billion in the fourth quarter, and then climbed by about 
$0.4 billion in both the first and second quarters of this 
year. A good part of this sluggish showing can be attributed 
to the auto sector. Sales of new domestic-model cars ran 
at a seasonally adjusted annual rate of 9.0 million units in 
the third quarter of 1968, but then edged down to 8.8 mil
lion units in the final three months of last year and dropped 
further to 8.4 million units in the first quarter. Sales 
steadied at an annual rate of 8.5 million units in the 
April-June period, but declined during July and August 
to a seasonally adjusted rate of 8.1 million units.

THE PRICE SITUATION

It appears that since last fall the dollar value of total 
consumer purchases at retail stores has not kept pace with 
the rising level of prices. The dollar volume of retail sales 
has risen since last September at an annual rate of less than 
2 percent, but the retail price level— as estimated by the 
consumer price index excluding service costs—has ad
vanced at an annual rate of over 5 percent. During the 
same period the total consumer price index rose at an an
nual rate of just under 6 percent. In July, the consumer 
price index increased further at a 5 V2 percent annual 
rate, with the major part of this gain resulting from higher 
food costs. Excluding food, prices rose at an annual rate 
of over 3 V2 percent.

At the wholesale level, the sharp run-up of prices of 
farm and food products has moderated. According to 
preliminary figures, the index of farm and food products 
dropped by almost 1 percent in August after remaining 
unchanged in July. Apparently because of a rapid increase 
in demand in the face of a somewhat reduced supply, agri
cultural prices had climbed at an annual rate of over 17 
percent in the second quarter. The August decline appar
ently largely reflected a seasonal increase in supplies. 
There is some doubt that these price reductions will be 
passed on to consumers because the earlier increases in 
retail food prices had not kept pace with those at whole
sale. The preliminary estimate of wholesale prices for 
industrial commodities indicates a sizable rise in August,

resulting in good part from price increases for steel and 
several other metals.

NEW PUBLICATIONS

The Federal Reserve Bank of New York has pub
lished a second collection of essays, entitled Essays 
in Domestic and International Finance. The volume 
consists of nine articles, all but one of which were 
originally published in this Monthly Review; minor 
revisions have been made to bring them up to date. 
The first two essays deal with important episodes in 
the history of United States central banking; the 
second two articles examine some facets of the rela
tionship between financial variables and business ac
tivity; and the remaining five deal with various aspects 
of the domestic and international financial markets. 
Copies are available from the Public Information De
partment at a full charge of 70 cents and an educa
tional charge of 35 cents.

The Federal Reserve Bank of New York is also 
publishing a book, entitled The Velocity of Money, 
by George Garvy, Economic Adviser, and Martin 
R. Blyn of the California State College, Dominguez 
Hills, and formerly with the Federal Reserve Bank of 
Cleveland. It is a completely revised and expanded 
edition of Deposit Velocity and Its Significance, pub
lished a decade ago, and embodies some of the re
search in monetary economics being conducted at the 
Bank. The chapter headings in the new edition of 116 
pages are: “The Demand for Money”, “The Flow of 
Payments”, “The Measurement of Velocity”, “The 
Statistical Record”, “Factors Affecting Velocity”, and 
“Implications of Recent Changes in Velocity”. Copies 
will be available in October from the Public Informa
tion Department at a full charge of $1.50 and an edu
cational charge of 75 cents.

Single copies of either of the two volumes men
tioned above will be sent free to domestic teachers, 
commercial bankers, and libraries (public, school, 
and other nonprofit institutions) and to domestic and 
foreign government officials, central bankers, and 
newsmen. Classroom or training copies will be avail
able to these groups (including school bookstores) 
at the educational charge. Free and educational- 
charge copies will be sent only to school, business, 
or government addresses.
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The Business Situation

Recent indicators of business activity have continued 
to show a mixed pattern. Signs of a slowing in the rate 
of expansion have apparently multiplied of late— although 
the possibility that some of these reflect little more than 
random movements must be kept in mind, especially in 
summer months when seasonal adjustments are par
ticularly difficult to make. In August, industrial production 
recorded its first decline in a year, new orders for du
rable goods fell, and housing starts and permits dropped 
a bit further. Higher inventory-sales ratios among du
rables manufacturers and retail merchants may have con
tributed to the recent moderation of production. Retail 
sales showed little buoyancy over the summer, and while 
personal income gains have been sizable, this strength re
sulted largely from special and nonrecurring factors. 
Some easing of exceptionally tight labor market conditions 
became apparent, as nonfarm employment continued to 
show relatively little growth. The unemployment rate rose 
sharply in September, though the rise was probably 
swollen by special factors. On the other hand, recent sur
veys of business spending plans indicate that the current 
boom in capital outlays may well be sustained into 1970, 
though at a less hectic pace than early this year. Also, a 
phasing-out of the 10 percent income tax surcharge next 
year, together with a proposed sizable increase in social 
security benefits, is likely to provide considerable stimulus 
to the private economy. Meanwhile, the price situation 
remains very unsatisfactory. Consumers continue to be 
faced with sizable price increases on a wide array of 
goods and services, and industrial wholesale prices have 
resumed their climb.

PRODUCTION, ORDERS, INVENTORIES,
AND RESIDENTIAL CONSTRUCTION

The volume of industrial production declined in August, 
as iron and steel output fell and activity in most other 
industries remained about unchanged. The Federal Re
serve Board’s index of industrial production edged down
0.3 percentage point to 174.3 percent of the 1957-59 
average, the first drop since August 1968. At the same 
time, the July increase in production was revised down 
substantially from the preliminary estimate. Physical out
put in the iron and steel industry fell about V /i  percent

in August, after leveling off in July. Moreover, the output 
of raw steel— which accounts for about half the iron and 
steel index— was up only slightly in September from the 
August level. This apparent flattening of activity in the 
iron and steel industry followed a very sharp uptrend in 
the first half of 1969 when production expanded rapidly 
in response to vigorous European demand and to the 
surge in business capital spending.

Business equipment output remained unchanged in 
August after many months of uninterrupted large gains. 
Although the absence of a further rise in equipment pro
duction may simply have been a random variation, there 
is supporting evidence that capital spending may be enter
ing a period of slower growth. Recent surveys of business 
plans for plant and equipment suggest that capital spend
ing outlays will rise more slowly in the current half year 
than in the first six months of 1969, though the same 
surveys also indicate that the uptrend will continue into 
next year. In view of record borrowing costs, the squeeze 
on profit margins, probable repeal of the investment tax 
credit, and relatively low capacity utilization rates in man
ufacturing, the planned further rise of plant and equip
ment spending apparently rests on expectations of sharply 
higher labor costs and robust product demand.

Consumer goods production continued to grow at a 
modest pace in August, although output of automotive 
products was about unchanged. On a seasonally adjusted 
basis, auto assemblies remained at the very strong July 
rate of 9 million units per year. That pace was maintained 
in September, but industry production schedules point to 
a cut in automobile assemblies in October to an 8V2 
million unit rate.

Recent movements in the volume of new orders re
ceived by manufacturers of durable goods have been 
dominated by wide swings in defense bookings, which 
are a particularly volatile component of the orders series. 
Perhaps reflecting timing factors related to the Federal 
Government’s fiscal year, defense orders slackened toward 
the end of fiscal 1969 but were quite strong in July, 
the first month of the new fiscal year. Defense book
ings fell back in August, giving rise to a $0.7 billion 
decline in total new durables orders, to a level of $29.9 
billion. The backlog of unfilled orders for durable goods 
has also been affected by the erratic movements of de
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fense orders. Following a steady uptrend that lasted 
about a year, the backlog of unfilled orders at durables 
manufacturing establishments declined in June as orders 
fell and shipments rose. There was a partial rebuilding of 
the backlog in July, but it dropped again in August as 
shipments volume, though lower than July, again exceeded 
orders. Nevertheless, excluding the defense component, the 
flow of durables orders remained above shipments, and the 
backlog of nondefense orders expanded through August.

The inventory situation continued to appear relatively 
well balanced during the summer, though there may have 
been some involuntary accumulation (see Chart I ) .  Total 
business inventories rose by a sizable $1.3 billion in July. 
While accumulation in the trade sector accounted for only 
$0.4 billion of the increase, both wholesalers and retailers 
experienced a decline in sales and a noticeable rise in 
their inventory-sales ratio. The ratio in manufacturing also

advanced in July, as durables inventories surged by $1.0  
billion and total shipments moved up by only $0.1 bil
lion. In August, the ratio in manufacturing rose again as 
inventories climbed by $0.5 billion and shipments fell.

Residential construction activity continues to be the 
one distinctly weak part of the business picture. Private 
nonfarm housing starts fell in August for the seventh 
month in a row, although the decline was small, and the 
number of building permits issued by local authorities 
also edged down further. The reduced availability of mort
gage credit for new-home purchase has clearly exerted a 
restraining influence on home building this year. In August, 
the national average rate on conventional new-home mort
gages was over 8 percent. At the same time, the prices of 
both new and existing homes have climbed steeply, in
creasing the amount of mortgage credit needed by the 
typical purchaser. The rise in mortgage rates has also 
resulted in problems with usury ceilings, which in twenty 
states are at or below 8 percent. A  further complication 
in the housing industry has been the fact that builders 
may have encountered difficulty obtaining loans from 
commercial banks to finance construction operations.

EMPLOYMENT, PERSONAL INCOME,
AND RETAIL SALES

In the past two months, the labor market indicators 
have shown signs of easing from the very tight conditions 
which have prevailed most of this year. However, the eas
ing may have been overstated as a result of special factors. 
The timing of the automobile industry’s model changeover 
brought an earlier return to full operating schedules than 
in past years, thus raising August employment and lower
ing September employment on a seasonally adjusted basis. 
Employment outside the transportation industry changed 
little in August and September. Difficulties with seasonal 
adjustment apparently also played a role in the house
hold survey of employment. The September rise in the 
civilian labor force was mostly among persons aged 16 to 
24, for whom seasonal adjustments are difficult to make 
as the school year begins. The sizable advance in the 
labor force, together with a small decline in total employ
ment, resulted in a jump in the unemployment rate of 0.5 
percentage point, the largest monthly change in nine years, 
to 4.0 percent. Although the most dramatic move
ment in the September data was in the younger age group, 
the unemployment rate for those 25 and over rose sub
stantially, moving up 0.2 percentage point to 2.5 percent.

Personal income rose in August by $5.2 billion to a 
seasonally adjusted annual rate of $756.6 billion, follow
ing a similar advance of $5.3 billion in July. The expan

Chart I

INVENTORY-SALES RATIOS
Se a so n a lly  ad justed

Months of sales Months of sales

Note: The ratios for total business and trade are plotted through July. The ratios 
for durables, nondurablos, and total manufacturing are plotted through August. 

Source: United States Department of Commerce.
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sion in July and August was in line with the roughly 8V2 
percent annual rate of gain recorded over the first six 
months of this year. However, income growth in both 
those summer months was buoyed by the pay raise for 
Federal Government employees, which first appeared in 
July salaries and became fully effective in August. Fur
thermore, the personal income estimate for August re
ceived an extra boost from the timing of this year’s auto
mobile model changeover. Excluding these nonrecurring 
factors, income growth in July and August was at a rate 
considerably less than in the first half of 1969.

Consumer demand showed no signs of strength in the 
summer months, as monthly retail sales continued little 
changed from the $29.4 billion level reached in April. 
Also, a recent survey of consumer attitudes has found a 
marked drop in optimism, suggesting that the current 
sluggishness may continue. Retail sales in August recov
ered a $0.3 billion dip in July, moving back to a seasonally 
adjusted rate of $29.4 billion. Automobile sales have 
shared in the general weakness. For the first nine months 
of 1969, sales of domestic cars averaged 8.4 mil
lion units at a seasonally adjusted annual rate, down from 
the 1968 total of 8.6 million units but still well above the 
7.6 million units sold in 1967. While sales advanced in 
September, the introduction of the 1970 models came too 
late in the period for the month’s figure to be a reliable 
indication of market acceptance of the new cars. The real 
test for the 1970 models will be in the weeks following 
introductory sales promotions and deliveries to fleet-buyers 
and auto-leasing organizations. Sales of imported cars have 
continued to rise this year, although the advance has been 
distinctly smaller than the large gains of the last few years. 
For the first eight months of 1969, sales of imports were
6 percent above the comparable period in 1968. Earlier, 
imported car sales had been growing at about 25 percent 
per year. This slowing may reflect fresh competition from 
new low-priced models produced in this country, or it 
may simply have stemmed from the absence of growth in 
the demand for new cars generally.

RECENT PRICE DEVELOPMENTS

The price situation remains a major concern. At both 
the retail and wholesale levels, rates of increase have con
tinued to be very large, threatening not only our fragile 
balance-of-payments position but also the prospects for 
orderly economic growth. The average July-August gain 
in the consumer price index was at a 5 percent annual 
rate— only slightly less than the 6 percent rate averaged 
in the first six months of 1969 (see Chart II). To be 
sure, much of the recent increase in the consumer index

r
Chart il

CONSUMER AND WHOLESALE PRICES

through September (preliminary).

Source: United States Department of Labor, Bureau of Labor Statistics.

can be attributed to a sharp run-up in food prices. Never
theless, during the June-August period substantial in
creases were also recorded in the nonfood components—  
notably in housing and services— and the aggregate index 
for all items except food rose at a AV2 percent annual rate.

At wholesale, increases since June in the overall index 
have been small only because declining agricultural prices 
largely offset increases in prices of industrial commodities. 
The index of farm and food products is, nevertheless, still 
far above the levels of the first part of the year, despite 
the recent declines. Also, there has been a renewed up
ward trend in industrial prices since June. During the 
spring, the index of industrial wholesale prices had been 
relatively stable, as sharp declines in lumber and wood 
prices about offset other increases. The downtrend in lum
ber moderated in the summer, and price increases else
where— particularly in iron and steel— caused the indus
trial index to rise once again. The industrial commodities 
index rose a further 0.4 percent in September, reaching a 
level of 113.2 percent of the 1957-59 average.
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The Business Situation

Economic activity continues to move ahead. According 
to the preliminary estimates of the Department of Com
merce, the nation’s real output of goods and services rose 
in the third quarter at the same rate as in the second, 
and the price level moved sharply higher. Inventory ac
cumulation stepped up in the third quarter, while the 
growth of final sales was down somewhat—especially 
after adjustment for the nonrecurrent jump in Govern
ment spending resulting from the midyear Federal pay 
increase.

The various monthly indicators were generally mixed and 
difficult to interpret during the summer quarter but tended 
to take on a stronger cast as the fall season began. Hous
ing starts, which have reflected the impact of this year’s 
tight credit conditions more clearly than most other series, 
extended their downward trend through July and were 
about unchanged in August, but then recovered rather 
sharply in September. New orders for durable goods also 
showed little strength in July and August, but they too 
turned in a large and broadly based increase in September. 
At the same time, signs of an easing of inflationary pres
sures have remained elusive. The consumer price index 
rose sharply further in September, and industrial whole
sale prices, which had climbed at an accelerated pace 
during the third quarter, turned in an October advance 
that was the most rapid in seven months.

Taken together, the latest readings on the business 
situation present a stronger picture than was the case a 
month ago. However, as stressed in the last issue of this 
Review, statistical swings of this sort must be expected 
when an economy is operating at full capacity, particu
larly since there are inherent random elements in the sta
tistics and all are subject to some measurement error as 
well. On balance, it appears that the basic economic situ
ation has not changed significantly and that inflationary 
expectations are still dominant. Looking ahead, a major 
uncertainty is whether fiscal policy will continue to con
tribute to needed overall restraint in view of the scheduled

termination of the 10 percent surtax and the pressures for 
increased domestic Federal spending.

G R O S S  N A T IO N A L  P R O D U C T  IN  
T H E  T H IR D  Q U A R T E R

The market value of the economy’s total output of 
goods and services (GNP) increased by $17.5 billion in 
the third quarter (see Chart I), reaching a seasonally 
adjusted annual rate of $942.3 billion. The latest advance 
was a bit larger than the second-quarter gain of $16.1 
billion, but the difference was more than accounted for 
by the July Federal pay increase, which directly added 
about $3 billion to the rate of Federal Government pur
chases. Real output—that is, GNP adjusted for price 
increases—rose at a 2 percent annual rate in the third 
quarter, equal to the gain registered in the second. The 
GNP price deflator—the broadest available measure of 
price trends in the economy—rose almost 5 Vi percent at 
an annual rate, compared with just over 5 percent in the 
previous three-month period. However, after allowance 
for the extra push exerted on the deflator by the Federal 
pay increase, the third-quarter rise came to about AVa 
percent, down from the first- and second-quarter pace but 
otherwise in line with earlier high rates of increase.

In terms of its composition, the most recent GNP gain 
was boosted by some step-up in inventory spending, while 
final sales rose more slowly, especially after adjustment 
for the effect of the Federal pay increase on the Govern
ment’s purchase of goods and services. A drop in residen
tial construction activity, little change in consumer spend
ing on durable goods, and a much more moderate rise in 
outlays by state and local governments were the principal 
factors behind the slower growth of final purchases of 
goods and services. The acceleration in inventory spending 
in the third quarter gave rise to some upward movement in 
the ratios of inventories to business sales. However, the 
ratios in August did not appear particularly high in terms
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Chart I

RECENT CHANGES IN GROSS NATIONAL PRODUCT 
AND ITS COMPONENTS

Seasona lly  adjusted

I Change from first quarter to 
I second quarter 1969
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Inventory investment
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services

Source: United Department of Commerce.

Change from second quarter to 
third quarter 1969

Billions of dollars

of recent experience, and there are indications that Sep
tember may have seen some downward movement.

Total consumer spending rose a modest $8.8 billion in 
the third quarter, less than in either the first or the second 
quarter, despite a record climb in disposable income. The 
weakness of consumer spending was centered in purchases 
of durable goods, as auto buying slackened a bit. Outlays 
for services continued their sharp climb, in part reflecting 
an especially rapid price rise, and consumption of nondur
able goods was also up, about in line with the rate of gain 
in the first half of the year. At the same time, disposable 
income rose an estimated $16.8 billion in the third quarter, 
or nearly twice as much as consumer spending. The large 
Federal pay increase figured importantly in this surge of 
spendable incomes, but an even more important factor 
was the reduced flow of tax payments, following the com
pletion in the second quarter of large final settlements on 
1968 personal tax liabilities. Indeed, the growth of pretax 
personal income actually slowed in the third quarter de

spite the Federal pay increase.
Consumers are estimated to have saved nearly half of 

the third-quarter increase in disposable income. As a 
result, the saving-income ratio climbed by better than a 
percentage point to 6.4 percent, the highest reading in 
over a year. With saving already high relative to income, 
the 10 percent surtax scheduled to expire next year, and a 
large social security benefits increase virtually assured, 
consumer spending may strengthen in coming months. 
However, recent surveys of buying intentions have found 
the consumer to be cautious, while the trend of retail 
trade figures has shown little buoyancy for some time. 
Retail sales in the third quarter of the year were a bit 
below the level of the second quarter. Sales volume fell 
rather sharply in July, recovered about all of that loss 
in August, and according to the revised report turned 
down again in September despite a sharp temporary im
provement in new car sales. Third-quarter sales of new 
domestic autos were at an annual rate of less than 8V2 
million units, off about 3A  percent from the second- 
quarter pace. Moreover, October deliveries dropped back 
to an annual rate of 8.3 million units after the surge to 
above 9 million in September.

Fixed investment spending by the private sector rose 
$1.1 billion in the third quarter. The nonresidential 
(business) component increased by $2.7 billion, but resi
dential construction outlays dropped by $1.6 billion. The 
increase in business fixed investment was fully as large as 
that of the second quarter, and served to underscore the 
momentum of the plant and equipment spending boom 
that got under way in mid-1967. Recent surveys of busi
nessmen’s plans have indicated that capital spending will 
probably move higher in the next few months but at a 
slower pace than heretofore. A large September increase 
in new orders for machinery and equipment reinforces the 
likelihood of further near-term gains.

The third-quarter decline in home-building activity re
flected the progressive downward movement of housing 
starts that has occurred this year. New private housing 
units were started at an annual rate of 1.7 million in the 
first quarter of the year, 1.5 million in the second quar
ter, and a still smaller 1.4 million in the third. However, 
the trend of housing starts did appear to strengthen as the 
third quarter progressed (see Chart II). Starts reached 
their low for the year in July at an annual rate below 1.4 
million. They were then fractionally higher in August and 
up sharply in September to a pace of more than 1.5 mil
lion, the highest since April. However, building permits 
weakened further in September to their low point for the 
year, suggesting that starts in the next few months are un
likely to hold at their September level.
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The geographic distribution of housing starts has been 
rather uneven in recent months (see Chart II, bottom 
panels). In the western region of the country, they are 
now at the highest level in several years and in the third 
quarter were up 15 percent from the same period of 
1968. Starts in the north central states over the same 
period were off, but by only 3 percent, and the south 
experienced nearly as mild a decline—8 percent. In con
trast, however, the northeast suffered a drop of fully 38 
percent in private housing starts over the year ended this 
past quarter. The pattern of state usury laws limiting the 
maximum rate chargeable on home mortgages appears to 
have played a key role in this uneven national housing 
experience. The western states generally have the most 
liberal practice, whereas the usury ceilings in the north
east tend to be quite restrictive at today’s interest-rate 
levels.

As recorded in the GNP accounts, total purchases of 
goods and services by all levels of government rose $4.9 
billion in the third quarter, the largest dollar increase in 
over a year. The Federal Government accounted for more 
than half of this spending surge. Both nondefense and 
defense spending moved higher, the latter quite sharply. 
However, but for the roughly $3 billion jump due to the 
pay increase, total Federal purchases would have been 
about unchanged. State and local governments increased 
their expenditures by $2.2 billion in the third quarter, 
the smallest gain in two years. This slowing followed three 
consecutive quarters of large gains averaging about $3.5 
billion. It is likely that the exceptionally tight conditions 
that progressively developed in the tax-exempt bond 
market this year played a role in the recent slowdown 
of spending by state and local governments, since interest 
rates in the market frequently exceeded those which many 
of these governments may legally contract to pay.

Chart II

NEW PRIVATE HOUSING STARTS*
Seasonally adjusted annua l rate

Thousands of units Thousands of units

Thousands of units Thousands of units

^Including farm housing starts.

Source: United States Department of Commerce, Bureau of the Census.

P R O D U C T IO N  A N D  O R D E R S

Industrial output declined somewhat further in Sep
tember, on a seasonally adjusted basis. Following an 
August drop of 0.3 percentage point, the Federal Reserve 
Board’s production index fell by another 0.5 point in 
September to an estimated 173.8 percent of the 1957-59 
average. The downturn in August and September, which 
was the first two-month decline in industrial production 
since early 1967, almost exactly matched the July ad
vance and thus brought the index for September to a level 
virtually identical to the June reading. The stabilization of 
business equipment production has been a factor con
tributing to the sluggishness of the overall index in recent 
months. Business equipment output rose sharply through
out the first half of the year, registering an advance from 
December to June of nearly IV2 percent at an annual rate. 
The following three months, however, saw virtually no 
change in the equipment index. The midyear shift from 
rapid growth to stability appears to have been centered 
in the output of commercial and industrial equipment, 
and thus may well reflect the more moderate rate of 
advance in planned capital spending.

The output of automobiles and related products 
dropped off in September to approximately the June 
level, while production of other consumer goods was 
about unchanged. The decline in the automotive sector, 
which accounted for a sizable share of the decrease in 
the overall production index, was largely traceable to work 
stoppages that cut into new car production. Domestic- 
model autos were assembled in September at an annual 
rate of just under 8.7 million units (seasonally adjusted),
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down from a bit more than 9 million in both July and 
August and a little above the June pace. Some strike 
activity continued to affect the auto industry in October. 
Though manufacturers’ original schedules had pointed 
to a rise in the seasonally adjusted production rate, the 
assembly pace was in fact down from September.

Steel industry ouput, seasonally adjusted, edged up a 
bit in September after a steep drop in August, and pro
duction of materials was virtually unchanged on balance. 
The materials production index has been roughly stable 
since June, following a sizable advance from late 1968 
through mid-1969. Through much of that period, a 
strong expansion in steel industry activity contributed 
significantly to the overall rise in materials output. While 
the rate of steel production remains high—indeed not far 
below the pace sustained through much of 1968 when 
users were hedging against a possible strike—it has drifted 
off since the spring, and October saw a further decline 
that about offset the small September rise.

A strong September increase has been reported in the 
volume of new orders for durable goods. Moreover, the 
figures for both July and August have been revised to ap
preciably higher levels, primarily because of large revisions 
in estimated ordering of transportation equipment. While 
the orders data still show a dip in August, the aggregate 
volume now estimated for the third quarter is substantially 
higher than the second-quarter figure, and bookings in 
September marked a new high by a sizable margin. The Sep
tember advance resulted from an increased flow of orders 
over a broad range of durables manufacturing—with the 
notable exception of defense bookings which, after drop
ping steeply in August, edged off a bit further to a figure 
only marginally above the low June level. A sharp rise in 
orders received by the machinery and equipment industries 
marked a break from the general stagnation that had char
acterized that sector since the April bulge, which is gen
erally thought to have been associated with the President’s 
request for repeal of the investment tax credit. Shipments 
by durables manufacturers also moved to a new high in 
September, though the advance was smaller than that in

new orders. Since the volume of bookings exceeded ship
ments, the orders backlog expanded to a figure very near 
the record established last spring.

P R IC E  D E V E L O P M E N T S

The rise in overall consumer prices accelerated in Sep
tember. The aggregate index moved up at an annual rate 
of more than SVi percent, somewhat above the third- 
quarter pace as measured from June to September though 
below the rate in the first half of the year. The September 
increase was dampened, relative to those of the preceding 
months, by a sharp reduction in the rate at which food 
prices advanced. The fact remains, however, that the 
month’s small increase in food prices was counter to the 
usual seasonal pattern of a decline in September. Costs 
of consumer services continued to rise rapidly, and ap
parel prices, which usually increase in September, regis
tered a more than seasonal gain. The prices of new and 
used cars in the September consumer index reflected the 
reductions posted prior to the introduction of the new 
models. Any actual increases represented by the prices of 
the new 1970 vehicles, after allowance for quality improve
ments, were not reflected in the September consumer price 
index but will influence the figures published for October.

Higher quotations for autos were a factor contribut
ing to October’s sharp advance in the wholesale price 
index for industrial commodities. With price increases re
corded for a number of other nonagricultural goods 
as well, the rise in the industrial commodity index 
accelerated to an annual rate of more than 5 percent. 
At 113.7 percent of the 1957-59 average, the industrial 
index in October was 3.5 percentage points above the 
reading for last December—an increase of more than 3% 
percent at an annual rate. Following a sharp spurt in agri
cultural prices around midyear, the index for farm and 
food products has edged off a bit, largely because of a 
reversal in livestock prices. Despite a slight further de
cline in the agricultural index in October, the overall whole
sale index rose at an annual rate of more than 3 percent.

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

November 1969



246 MONTHLY REVIEW, DECEMBER 1969

T he B u sin ess S itu a t io n

The business statistics indicate that some further 
slowing of the economy’s rate of growth is under way, 
but on a longer view expansionary forces seem still domi
nant. The consumer appears to have become cautious about 
the economic outlook: retail buying has been sluggish for 
some time now, and recent surveys of spending plans have 
found further evidence of consumer restraint. Inventories 
at retail have risen relative to sales, and production of 
consumer goods— particularly of automobiles— appears to 
be in the process of adjustment. Partly for this reason, in
dustrial production has declined moderately over the past 
three months, but strikes have also played a part in reduc
ing output. At the same time, home-building activity re
mains under pressure from tight conditions in the mortgage 
market, although the readings 011 new housing starts over 
the past few months suggest that the rate of decline may 
have slowed as demand for new homes and apartments 
has become even more intense. On the stronger side, busi
nessmen’s plant and equipment spending plans indicate 
that capital outlays are likely to continue rising at a fast 
clip— a finding that is supported both by new survey evi
dence and the recent strong performance of new orders for 
durable goods. Moreover, looking further ahead, the ex
piration next year of the surtax on personal income 
and corporate profits will add stimulus to the economy, 
as will the prospective large increase in social security 
benefits. Meanwhile, price and cost pressures are as severe 
as ever, and expectations of continuing inflation appear 
to remain an overriding element in much economic deci
sion making, including collective wage bargaining.

P R O D U C T I O N  A N D  C O N S T R U C T I O N

The volume of industrial output declined in October for 
the third consecutive month. The Federal Reserve Board’s 
index of industrial production fell 0.4 percent in October 
to a seasonally adjusted level of 173.3 percent of the 
1957-59 average (see chart). In the decade of the sixties,

output has fallen three months in a row only twice— during 
the mini-recession in 1967 and in the 1960 recession. The 
August-October decline amounted to only 0.7 percent, 
however, much milder than the downward movement in 
either 1960 or 1967. Furthermore, the recent drop has 
been partially the result of strikes.

Consumer goods production in October was off V2 
percent from September and more than IV2 percent from 
July. Scattered strikes in the automobile industry contrib
uted to this decline, but auto production schedules for the 
fourth quarter— originally set below 1968 actual levels—  
have been cut back further. On a unit basis, output of new 
cars fell from a seasonally adjusted annual rate of 8.7 mil
lion in September to 8.4 million in October, and in Novem 
ber were off an additional IOV2 percent to 7.5 million 
units. Production of other consumer goods also eased in 
October. After rising in September, output of business 
equipment remained strong despite the General Electric 
strike. The overall materials index was about unchanged, 
and the iron and steel component was also steady at the 
September level. Following a very strong first half, iron 
and steel output has moved down from its June peak. In
dustry spokesmen, however, continue to predict strength 
through the end of the year, and data on steel ingot pro
duction indicate that output rose slightly in November.

Total construction activity continues at a high level, with 
private nonresidential building providing much of the 
strength. Residential construction spending moved higher 
in September and October, after declining steadily in the 
preceding four months. However, home building remains 
under pressure from very tight mortgage market condi
tions. During the third quarter, private nonfarm housing 
starts averaged 1.4 million units at an annual rate, down 
from 1.7 million in the first quarter, and the starts 
rate fell further in October to 1.3 million units. Moreover, 
steady declines in the number of building permits issued 
by local authorities suggest continued weakness in home 
building over the near term. Permits volume has trended
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down each month since April, and in October the number 
of permits issued was the lowest since early 1967.

I N V E N T O R I E S ,  O R D E R S ,  A N D  C A PIT A L , S P E N D I N G

Total business inventories1 rose $1.0 billion in Septem
ber from an upward revised August level, with retail and 
manufacturing inventories each increasing $480 million.

1T he  Departm ent of Commerce has revised upward its third- 
quar te r  estimate of gross national product ( G N P )  by $0.5 bil
lion to $942.8 billion. The estimate for inventory accumulation 
was raised from  $9.4 billion to $10.7 billion, and consumption ex
penditures were revised downward from  $581.6 billion to $579.8 
billion.

For the retail sector, this was the fourth successive month of 
large accumulation averaging $445 million per month. Both 
durable and nondurable retail stores built up their stocks 
in September, with virtually all the increase at durables 
stores due to higher inventories held by auto dealers. 
Since retail sales have been sluggish overall, the large in
ventory accumulation recently has been reflected in an 
appreciably higher inventory-sales ratio than was the case 
earlier in the year. At the manufacturing level, on the 
other hand, a substantial jump in shipments in September, 
particularly of durable goods, caused the inventory-sales 
ratio to fall despite the rapid increase of inventories. As a 
result, the ratio for all businesses was about unchanged in 
September and remained well within the range prevailing 
over the past year or two. The October data for manu
facturing indicate that inventory building in the sector 
was again very large, but shipments also gained and the 
inventory-sales ratio rose only slightly.

New orders received by manufacturers of durable goods 
continued strong through October. During the third 
quarter, incoming orders averaged $31.2 billion per month, 
up $1.2 billion from the April-June period. In September, 
volume advanced sharply to a record $32.1 billion as 
machinery and equipment buying surged. As was to be 
expected, new durables orders dropped a bit in October 
following the strong September performance, but at $31.8 
billion they remained above the third-quarter average.

Business capital spending plans for 1970 point to further 
substantial growth, but also suggest that price inflation may 
absorb much of the planned increase in outlays. The fall 
survey by McGraw-Hill found that businessmen plan to 
spend 8 percent more on plant and equipment in 1970 than 
in 1969. Furthermore, a very recent survey conducted by 
the Department of Commerce and the Securities and Ex
change Commission presents an even stronger picture. The 
Commerce-SEC study found that businessmen plan a 13 Vi 
percent spending increase (at an annual rate) between the 
fourth quarter of this year and the second quarter of 1970. 
In the McGraw-Hill survey, however, businessmen re
ported that they expect prices of plant and equipment to 
rise 7 percent in 1970, which implies that purchases in 
real terms would be up considerably less than dollar 
spending. It should be noted in assessing the plant and 
equipment outlook that plans for next year are still some
what indefinite for many businesses, and that substantial 
revision could occur before orders are placed and con
struction contracts signed. However, the several surveys 
conducted consecutively over the past few months clearly 
indicate that businessmen have been upping their estimates 
of 1970 spending as the year draws closer. Growing fears 
of sharply higher capital goods prices, giving rise to a “buy
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now” or “build now” attitude, may have played a role in 
this upgrading.

On the other hand, if internal funds for financing capital 
programs continue under pressure from declining profits, 
the extremely tight conditions now prevailing in the fi
nancial markets may take on a more critical role in influ
encing capital spending decisions. In this connection, 
after-tax corporate profits turned in a second consecutive 
decline in the third quarter to a seasonally adjusted annual 
rate of $50.0 billion, the lowest level in a year.

E M P L O Y M E N T ,  P E R S O N A L  I N C O M E  

A N D  R E T A I L  S A L E S

In the labor market, signs of a slight easing have 
remained numerous, even though the unemployment rate 
fell back sharply in November after several months of 
increase. From June to November, nonagricultural pay
roll employment rose only 64.,000 per month, compared 
with the exceptionally large average gains of 238,000 in 
the first half of the year. While the services and trade sec
tors registered sizable increases in jobs, construction 
payrolls in November remained at June levels and manu
facturing payrolls were below June levels. Sluggishness 
in manufacturing was further evidenced in October and 
November by a large seasonally adjusted decline of 0.3 
hour in the average workweek of factory workers. Data 
from the household survey of employment and the labor 
force also point to some letup in the very tight conditions 
in the labor market that have prevailed over the last year. 
The labor force increased by fully 1 million persons from 
June to October on a seasonally adjusted basis, a rate 
about half again faster than that of the first half of the 
year. During the same period there was a 0.4 million in
crease in the number of unemployed, bringing the total 
count of unemployed to 3.2 million. Thus, in October, 
3.9 percent of the labor force was unemployed, down 0.1 
percentage point from September but still significantly 
higher than the 3.4 percent averaged in the first half of 
this year. The sharp November decline in the aggregate 
rate to 3 V2 percent resulted largely from a fall in the labor 
force, as employment increased only moderately. The 
movement was centered in the adult women category, 
where the unemployment rate fell 0.5 percentage point to 
3.5 percent, equaling the low for the year. The rate for 
adult men also dropped to 2.2 percent from 2.4 percent 
but still far exceeded the previous low of 1.8 percent set 
last December.

Personal income moved up slowly in October, increasing 
by only $2.4 billion, the smallest monthly rise in over a 
year. Despite an upward revision in the September esti

mate, the September and October gains in wages and 
salaries were substantially smaller than those earlier this 
year. Had it not been for the midyear Federal pay increase, 
the July change would also have been quite modest. Octo
ber’s small $1.6 billion rise in wages and salaries reflect
ed, in part, the decline in the average workweek in manu
facturing.

Consumer demand continues to show little buoyancy. 
In October, according to the revised estimate, retail sales 
increased to a new record level of $29.6 billion but were 
still only about V2 percent above the previous peak reached 
last April. Moreover, the AV2 percent dollar gain in re
tail sales since last December has probably been associated 
with unchanged volume in real terms, since consumer 
goods prices have risen at about the same pace. Weak
ness is particularly apparent in the durables sales figures, 
which are below the levels of early this year. Sales of 
domestically produced new automobiles rose to an annual 
rate of 9 million units in September, but then fell back 
in October and November to less than 8 V2 million units, 
in line with the slow pace of the months prior to Septem
ber. Sales of other consumer durables have edged down 
further since July, when there was a large drop.

W A G E S  A N D  P R I C E S

The price situation remains critical. Steep advances 
continue at wholesale and consumer levels, and wage 
pressures appear to be intensifying at a time when pro
ductivity growth is lagging.

During the third quarter, labor compensation per man- 
hour in manufacturing rose at a seasonally adjusted an
nual rate of 6.3 percent, well in excess of the IV2 percent 
annual rate of productivity increase in the quarter. These 
widely divergent trends resulted in a 5 percent growth in the 
labor cost per unit of output, on an annual rate basis, 
compared with 3 percent in the second quarter. Moreover, 
negotiated wage settlements point to mounting cost pres
sures. In the first nine months of 1969 the median nego
tiated settlement provided for a 7.4 percent per year gain 
in wages and fringe benefits over the life of the contract. 
This is well above the median increase of 6.0 percent 
per year negotiated in 1968 and more than twice as 
great as the median provided by 1965 contracts. Nego
tiated settlements were larger in nonmanufacturing than in 
manufacturing, with construction workers receiving par
ticularly sizable boosts in wages. The labor contracts of 
recent years typically have provided for bigger pay raises 
in the first year of the contract than later, and this trend 
appears to be continuing. Thus, while the average annual 
increase in wages (excluding fringe benefits) under agree
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ments signed this year is 6.6 percent over the life of the 
contract, the median increase in the first year is a full 8.0  
percent. Cost-of-living escalator clauses may, of course, 
add to the scheduled raises beyond the first year of many 
contracts.

Wholesale prices of industrial commodities continue un
der severe pressure. The index of industrial goods prices 
advanced at a sharp 6.4 percent annual rate in October. 
A  particularly steep price increase in transportation equip
ment resulted from the higher prices on 1970-model cars, 
which took effect that month.InNovember, industrial prices 
moved up further at a 4.2 percent annual rate, according 
to the revised estimate. Thus, the average annual rate of 
rise during the first two months of the fourth quarter was 
5.3 percent, compared with a 3^2 percent annual rate in 
the third quarter.

Consumer prices continue to climb at excessively high 
rates, although there has been some slight moderation 
since the first half of the year. From June through October, 
the average annual rate of increase of the consumer price 
index was 5.2 percent, compared with 6.3 percent in the 
first six months of 1969. In October, prices rose at an an
nual rate of 4.6 percent as food prices fell for the first

time in eight months, a largely seasonal phenomenon. 
Excluding the food component, prices moved up at a 7.4  
percent rate. A  major factor in the October rise was the 
price increase on domestically produced 1970-model cars.

P E R S P E C T I V E  * 6 9

Each January this Bank publishes Perspective, a 
brief, informative review of the performance of the 
economy during the preceding year. This booklet is 
a layman’s guide to the economic highlights of the 
year. A  more comprehensive treatment is presented 
in our Annual Report, available in March.

Perspective ’69  will be available without charge 
from the Public Information Department, Federal 
Reserve Bank of New York, 33 Liberty Street, New  
York, N .Y. 10045. (A  copy will be mailed with the 
January 1970 issue of the Monthly Review.)
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