
The Current Business Situation in Perspective

Th e  sidewise drift of the economy during the 
summer months has, with the onset of winter, 

been replaced by a slide downward in economic 
activity. According to preliminary estimates for 
the fourth quarter of 1958, Gross National Prod
uct— our most comprehensive measure of total 
output— was down about $6 billion at an annual 
rate from the third quarter. Thus, we have 
slipped back to a little below second quarter total 
output levels in dollar terms and, since prices 
have risen somewhat, even further below in 
terms of physical volume. Both consumption and 
investment appear to have fallen in the fourth 
quarter, and most individual business indicators 
have also turned down or continued down.

It is not clear at present whether the decline in 
business activity is accelerating, and, in fact, 
there are some areas where such large adjust
ments have already occurred that present levels 
of activity may at least be stable. It may be useful 
in this unclear situation to compare the changes 
which have occurred so far in the current adjust
ment with those of the two prior postwar reces
sions. Such an assessment is best made after a 
downturn has run its course, all of the data are 
in, and the objectivity of history may be brought 
to bear. A  quick and necessarily summary review 
of recent developments does, however, suggest 
the following tentative conclusion: the current

decline is proceeding at a rate roughly similar to 
the prior two postwar recessions but with sig
nificant differences in the behavior of the various 
sectors of the economy. Plant and equipment ex
penditures, for example, which have been at ex
tremely high levels for an extended period, may 
decline longer and farther during the current re
cession than in 1948-49 or 1953-54. Inventory 
investment and government spending appear as 
somewhat more favorable factors than in the 
earlier recessions. Consumer spending, the larg
est single component of total outlays, continues 
to be an enigma. If the present decline does turn 
out to be of roughly the same magnitude as the 
previous recessions, however, some business in
dicators should show improvement before the 
middle of 1958.

Most indicators down in recent months

Industrial production, which slumped a little 
more than 10 percent in each of the two previous 
postwar recessions, has sagged about 7 percent 
from its peak 12 months ago. Most of the drop, 
however, has occurred since August; and no up
turn is yet in sight. The backlog of unfilled orders 
at manufacturing firms, which are almost entirely 
for durable goods, continued to fall in October 
and November, although new orders received 
did not decline further in November. In addition,
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reductions in activity have recently occurred in 
nondurable goods manufacturing and mineral 
production so that cutbacks in output now appear 
to be fairly widespread.

The decline in plant and equipment expendi
tures, amounting to 6 percent from the realized 
level in the third quarter of 1957 to the estimated 
level for the first quarter of 1958, has been 
another factor tending to reduce aggregate de
mand. The slower rate of capital outlays has 
sharply reduced the flow of orders for machine 
tools and other types of machinery and equip
ment. In addition, contract awards for factory 
buildings have been declining since early in 1957.

The downturn in business activity and produc
tion has also occasioned a contraction of employ
ment and income. Total nonfarm employment fell 
0.6 of 1 percent from November to December, 
about the same as the October-November de
cline. The rise in unemployment continued, but 
at a reduced rate. In December 5.2 percent of the 
civilian labor force (including workers on farms 
as well as those in nonagricultural pursuits) 
were unemployed compared to 5.1 percent in N o
vember and 4.6 in October. Recent developments 
also included the fourth successive monthly de
cline in personal income. The drop from N o
vember to December amounted to $2.6 billion at 
a seasonally adjusted annual rate which was the 
largest decline that has occurred in recent 
months. Thus, nearly all measures of business 
activity indicate that a recession is in progress. 
The reduction in total demand has not, as yet, 
been transmitted into declines in the over-all 
price indexes. As of mid-December wholesale 
prices were at approximately the November 
level, about equal to the high point reached in 
August. Meanwhile, consumer prices recorded 
another rise from October to November and then 
leveled in December. The latest increase resulted 
primarily from price hikes for new model cars, 
although all major categories except food and 
home furnishings showed minor increases.

Investment declines most sharply

The largest single factor operating to depress 
statistical measures of business activity in the 
fourth quarter was a sharp turnabout in business 
spending for inventories. Inventory investment,

which had measured a plus $2 billion at a sea
sonally adjusted annual rate in the third quarter, 
fell, according to preliminary estimates, to a 
minus $3 billion in the closing period of the year. 
The drop in inventory investment from the third 
to the fourth quarter thus amounts to a net 
change of $5 billion. This reflects in part the in
creased pessimism with which the economic out
look has been viewed in recent months. The 
switch from accumulation to liquidation can also 
be associated with lower requirements for pur
chased materials and goods-in-process as indus
trial production fell steadily.

Business firms also moderately decreased 
their spending for durable equipment. However, 
construction outlays, the remaining portion of 
Gross Private Domestic Investment, rose by 
about $1 billion to a record level in the fourth 
quarter. The net result of the changes in inven
tory investment, durable equipment expendi
tures, and construction outlays was a decline of 
$4.5 billion— about three-fourths of the drop in 
Gross National Product from the third to the 
fourth quarter.

The relatively large decline of 11 percent in 
Gross Private Domestic Investment from its 
peak in 1956 is due entirely to the fact that in
ventory investment during the fourth quarter of 
that year proceeded at an annual rate of $5 bil
lion compared to a disinvestment of $3 billion in 
the fourth quarter of 1957. With the exception of 
residential housing and inventories, other com
ponents of Gross Private Domestic Investment 
increased from the fourth quarter of 1956 to the 
fourth quarter of 1957. Construction activity 
dipped in the early part of 1957 but reached a 
record level in the fourth quarter. The gain in 
construction expenditures partially offset the 
drop in spending for durable equipment and the 
reduction in inventory investment.

The Department of Commerce estimates that 
the value of new construction put in place in 
1958 will rise 5 percent above the 1957 level. In
creases of 4 and 7 percent, respectively, are pre
dicted for private and public construction. In 
addition to the favorable outlook for con 
struction, it appears unlikely that further reduc
tions in inventory investment will be as large as 
those which occurred in the 1948-49 recession.
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Some inventory adjustment occurring in the 
first quarter of 1957, the moderate rate of accu
mulation in the second and third quarters, and 
the liquidation of inventories in the fourth quar
ter probably pave the way for relatively moderate 
changes in coming months.

The decline in plant and equipment expendi
tures, calculated from the third quarter of 1957 
to the current 1958 quarter (estimated), already 
measures about 6 percent. Some observers be
lieve this decline will continue for a longer period 
than in the two previous postwar recessions even 
without a further weakening in business confi
dence. In 1948-49 and, to a lesser extent, in 1953- 
54 a considerable quantity of fixed investment 
was still necessary to compensate for replacement 
not made during war years. Moreover, neither 
recession was preceded by a bulge in capital out
lays comparable to that which has taken place in 
the recent boom. In other words, we have entered 
the present recession with a relatively larger 
amount of capacity than was the case before. In
vestment in other industrialized countries has 
been at record volumes also, and supplies of most 
raw materials and primary products are more 
readily available than at any time since World 
W ar II.

Consumer expenditures show only a small drop

The turndown in retail trade, first apparent 
in September, has continued; and it is estimated 
that consumer spending fell at an annual rate of 
about $1 billion from the third to the fourth 
quarter. Purchases of nondurables declined more 
sharply, and spending for durables fell by a 
smaller amount. These losses outweighed a fur
ther advance in spending for consumer services. 
Preliminary estimates of department store sales 
for December indicate that buying in the final 
week of the Christmas season was up sharply—  
about 30 percent— from the same week in 1956. 
Although there were large losses from year-ago 
weeks in late November and the first three weeks 
in December, Christmas trade at department 
stores over the two months was only a little 
below the record volume of 1956.

New automobiles, on the other hand, are mov
ing at a rate considerably below expectations. 
The news that major producers began cutting

production in mid-December and that dealers’ 
stocks rose during the month suggests that auto
mobile sales in December were down from levels 
reached during the earlier model clean-up period 
and slightly lower than those of December 1956.

The drop in personal consumption expendi
tures that took place from the third to the fourth 
quarter was small compared to the brief con
sumption declines in either the 1948-49 or the 
1953-54 adjustments. However, there is no rea
son to believe that consumer spending will im
mediately begin to increase. In the absence of a 
pent-up demand for durable goods that is said to 
have existed in the years following W orld W ar 
II, and to a lesser extent in the period after the 
Korean War, it is quite possible that consumer 
spending will show less stability for the duration 
of the current recession than it has during most 
of the postwar period. Although fluctuations in 
consumer spending are usually small in percent
age terms, they can be important in terms of dol
lars, for consumer purchases of goods and serv
ices ordinarily represent at least two-thirds of 
total GNP.

In each of the two previous postwar recessions 
the growth of consumer spending for services 
has slowed but not halted. No consistent pattern, 
however, has occurred in the movement of spend
ing for durables and nondurables. While pur
chases of durables recorded percentage declines 
that were larger than those for nondurables in 
both previous postwar downturns, the drop for 
durables in 1948-49 was smaller in dollar terms 
than that which took place for nondurables. In 
1953-54, however, durable expenditures showed 
a larger dollar drop than spending for nondur
ables. While no such unusual factor as a large 
backlog of unsatisfied demand for durables can 
be said to exist at the present time, it is possible 
that the expected improvement in residential 
housing activity will provide some lift to sales of 
home appliances during 1958. The future trend 
of automobile sales, which is of crucial impor
tance, cannot be foreseen with any degree of ac
curacy ; but the industry already is lowering its 
estimates for 1958 which were set just a month 
or two ago.

In the two previous postwar recessions, sav
ings as a percent of disposable income fell as
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consumers strove to maintain living standards 
even though income declined. At the same time, 
there occurred reductions in personal income tax 
rates in 1948 and 1954 which also helped to sus
tain high consumption levels. Another factor 
which sustained consumption, particularly in the 
1953-54 recession, was a substantial liberaliza
tion of consumer credit terms. While there may 
be room again for some reduction in the rate of 
saving, there appears now to be a smaller possi
bility of further liberalization of terms or of an 
early cut in taxes.

Changes in government spending have been  
important in other recessions

State and local government purchases of 
goods and services jumped nearly $1 billion at 
an annual rate in the fourth quarter of 1957, but 
this gain was partly offset by a drop of about 
$600 million in outlays of the Federal govern
ment. The cutback in spending by the Defense 
Department was a significant minus factor affect
ing durable goods manufacturing industries in 
the last half of 1957 and may also have played a 
significant role in the inventory adjustment evi
dent in the fourth quarter. Contract cancellations, 
production stretch-outs, and a curtailed flow of 
orders for military hardware led to widespread 
employment cutbacks particularly in aircraft and 
supporting industries.

Fluctuations in total government spending and 
in the fiscal operations of the Federal govern
ment have played complex roles in each of the 
past post-World W ar II recessions. State and 
local government expenditures have trended 
steadily upward with the exception of a minor 
drop in the second quarter of 1953. All declines 
occurring in government spending have been 
centered in spending of the Federal government.

Federal government outlays for goods and 
services continued to rise in 1948 and did not 
turn down until after the second quarter of 1949 
— well after the recession had begun. Accom 
panying the change in outlays was a cash sur
plus of about $8 billion in fiscal 1948— a signifi
cant deflationary development. In the year be
ginning July 1949, however, fiscal operations re
sulted in a net deficit of about $2 billion.

By contrast, the drop in Federal outlays for 
goods and services in 1953 occurred just before

the turndown in general business activity— in 
the second quarter of that year— and was largely 
centered in national security expenditures as a 
result of the Korean armistice. However, cash 
receipts from the public were $6 billion less than 
cash outlays in calendar year 1953. Another 
deficit of $1 billion was incurred in 1954.

In the present readjustment, cutbacks in de
fense expenditures have lowered total Federal 
government disbursements from an annual rate 
of $51.1 billion in the second quarter of 1957 to 
about $50 billion in the fourth quarter. The cash 
budget surplus in calendar year 1957 is presently 
reported to be less than $2 billion. It is expected 
that defense spending wrill increase in 1958 and 
that only minor offsetting cuts will be made in 
nondefense spending. At the same time, tax 
receipts may fall short of previous estimates so 
that a deficit may result. Considering that state 
and local government expenditures are almost 
certain to continue to trend upward as outlays 
for education and public construction record 
further gains, it appears likely that government 
will represent an expansionary force in the econ
omy in 1958. It is not possible to tell at present, 
however, whether the impact of the increased de
fense expenditures will be felt early in 1958.

Foreign demand less likely to offer additional 
support in the months ahead

The surplus of our exports over imports and 
grants has shrunk this year from $4.1 billion in 
the first quarter to an estimated $2.5 billion in 
the fourth quarter. The earlier figure was not 
only unusually high because of Suez but also car
ried with it the prospects of the present decline 
because of the reductions which occurred at that 
time in the gold and dollar reserves of foreign 
countries. Output abroad in most countries ap
pears to be leveling off, and in some important 
countries actually declining. Little lift, then, can 
be expected from foreign demand in the months 
ahead as compared with a year ago. While a 
larger decline occurred in the 1948-49 recession, 
it took longer to develop. In the 1953-54 reces
sion, on the other hand, foreign demand was a 
strong supporting factor as booming foreign 
economies drew upon our resources.
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