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Consumers Lead the W ay
Tl h e  national economy at midyear put to

gether a winning combination of a four- 
month-old tax cut and a forty-month-old 
cyclical expansion. GNP rose to a $618.5 bil
lion annual rate in the April-June quarter, on 
the heels of the fourth successive quarterly 
gain of $ 1 0  billion or so in total production, 
and business seemed capable of digesting 
those gains and going on to even greater 
heights. Forecasting, therefore— at least on 
the surface— suddenly seemed to be the easi
est possible job in the world.

Under the surface, of course, the vigilant 
researcher could uncover some troublesome 0 

signs. First of all, there were two discernible 
aspects to Federal budget trends. There was 
the obvious aspect: the underwriting of a 
broad cyclical expansion by virtue of reduc
tions in personal and corporate taxes. But 
there was also the less obvious aspect: the 
impact (a t least future im pact) of reductions 
in Federal expenditures. (This second face of 
the budget creates special difficulties for the 
West; as noted below, this defense-oriented 
region already has displayed symptoms of a 
mild case of the flu in response to the sneezes 
heard throughout Pentagon corridors.)

On the national scene, the vigilant re
searcher could also discern less strength than 
formerly in some business indicators. In  fact, 
recent strength has been shown by only about 
half of the several dozen indicators that gen
erally portend changes in business activity. 
Housing starts, new durable-goods orders, 
the average factory work week, and other 
key leading indicators have been pointing 
sideways or downward for several months 
now. Then again, the nagging fear persists that 
the scattered price increases posted by some 
industries will be the forerunners of broad- 
scale inflationary pressures that could endan
ger the entire expansion.
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Spend, spend . . .  save, save
Yet, with all this, the consumer has seen 

to it that very few clouds darken the current 
picture. Between the last quarter of 1963 and 
the second quarter of 1964, consumers gained 
a $2 0 -billion increase in take-home pay on 
the heels of a $7-billion reduction in personal 
taxes, and they responded by increasing their 
spending by twice the amount of the tax cut 
— or by almost the same increase as in the en
tire preceding year. (All figures are season
ally adjusted annual rates.) But despite the 
whopping increase in spending, consumers in
creased personal saving by $ 6  billion in the 
second quarter alone (to $35.5 billion) and 
in the process raised the saving rate from 7 . 0  

to 8.2 percent. This development should be 
good news for retailers, however, since con
sumers may now feel uncomfortably affluent 
with such a high rate of saving. 1 5 9

Consumer spending jumps
as persona! taxes fall
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When the tax cut first took hold, some 
businessmen expressed disappointment with 
the fact that all of the tax savings were not 
immediately spent. But their expectation was 
rather unrealistic, since numerous consump
tion studies over the years have indicated that 
spending responds only with a lag to changes 
in income. The average consumer, after all, 
is a creature of habit, and he probably needs 
time to adjust to the idea of receiving several 
extra dollars every payday. However, if he 
makes this adjustment during the second half 
of this year— that is, if he now reduces the 
saving rate from its recent high level to the 
historical norm  of about 7 percent, and if he 
continues to benefit from a rising flow of in
come— he will duplicate his strong spending 
performance of the first half and thereby pro
vide a massive stimulus to the continuing ex
pansion.

Some observers suggest that this spending 
increase is by no means a sure thing. Some 
argue that consumers actually increased their 
rate of spending in anticipation of the tax cut 
and that henceforth they will allocate much 
of their increased take-home pay to debt re
payment and other forms of saving. Moreover, 
the latest quarterly survey of the Michigan Sur
vey Research Center reported that spending 
plans of only 5 percent of survey respondents 
were significantly affected by the tax cut. De
spite what the respondents reported, however, 
consumers obviously have been spending 
more even if they could not identify the source 
of the extra dollars. (Incidentally, about 
$2 0 0 , 0 0 0  in foundation money will soon be 
added to the spending stream, as the Survey 
Research Center undertakes a two-year-long 
study of the tax-cut im pact.)

Invest, invest
Business, at any rate, seemed to be bet

ting on a continued consumer upsurge. Busi
ness spending on plant and equipment in- 

160 creased sharply in the first half of 1964 and

more of the same is due to come— specifically, 
a 12-percent increase in total 1964 spending 
over the already high 1963 level, according to 
the latest Commerce-S.E.C. survey. The 
sturdy gain in business spending plans and 
the upward tilt in business optimism, along 
with the continued relative stability in pro- 
ducer-goods prices, suggest that the business 
investment boom of 1962-1964 will record 
twice as great a gain in real terms as did the 
famous boom of 1955-1957.

Other investment categories recently have 
shown somewhat less strength. Residential 
construction actually peaked in M arch and by 
June was down about 6  percent, at a $26.4- 
billion annual rate. Moreover, the trend in 
housing starts has been declining for some 
months now, especially because of a drop in 
apartment-building permits in New Y ork and 
several other metropolitan areas. The factors 
underlying the housing m arket remain strong, 
of course; incomes are rising, credit avail
ability is good, and more and more young 
families should soon be entering the housing 
market. Even so, the recent decline in starts 
suggests that the housing boom of the early 
’60’s may have gone too far too fast.

Inventory investment was relatively low 
during the January-June period. Business in
ventories increased during that period at less 
than a $ 3-billion annual rate— substantially 
below the pace recorded in each of the two 
preceding years. The slowness of stocks to 
expand probably involved both a conserva
tive policy on the part of purchasing agents 
and an unexpectedly high level of economic 
activity. The upturn in business spending in 
anticipation of the tax cut, along with the 
upsurge in consumer buying after the cut, 
undoubtedly boosted spending faster than ad
justments in industrial output could be made. 
In  other words, some involuntary liquida
tion of stocks may have occurred. But now, 
assuming that a strong sales pace is main
tained, any tendency to restore historical in-
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ventory-sales ratios could lead to substantial 
stockholding.

Stern-visaged budget
Government expenditures jumped in the 

second quarter of 1964, under the impetus of 
a strong recovery in defense spending from 
an unexpectedly low first-quarter rate. This 
stimulus may well be lacking in future quar
ters, however, since military spending is 
scheduled to decline about 2  percent between 
fiscal 1964 and fiscal 1965. In particular, Sec
retary M cNamara has sent Congress a budget 
containing a $2 billion cut, to $21.3 billion, 
in the crucial procurement-R&D category, 
and one of his assistants has recently rein
forced the message by telling a New York 
business group: “Defense is not a growth 
industry.”

Here, then, is the second face of the Fed
eral budget— a somewhat stern face which 
tends to offset some of the happiness engen
dered by the budget’s tax-cut aspect. This 
second face has been turned especially to
wards the West— but then, of course, the smil
ing face of the budget has also been evident 
in this region. W estern consum ers, after all, 
also received a tax cut, and they have exhib
ited just as much readiness to spend their 
higher post-tax-cut paychecks as anyone else. 
Thus, retail sales at District stores were 7 
percent higher in the first five months of this 
year than in the comparable period of 1963. 
(By way of contrast, the national increase for 
the same period was 5.5 percent.) The strong 
sales perform ance was especially evident in 
the auto field. New car registrations during 
the January-June period were almost 10 per
cent above the year-ago level, as opposed to 
an 8 -percent gain elsewhere in the nation. 
The auto sales pace was especially strong in 
California, Hawaii, and Nevada.

Offsets to anxiety
A part from the tax-cut effect, why should 

consumption spending hold up so well in the

face of prospective defense-spending cut
backs and reductions in District defense- 
related payrolls? The answer is that the West 
has been successful— for the first time in the 
postwar period— in maintaining a steadily 
rising trend in nonmanufacturing employment 
in the face of a decline in the crucial defense- 
related sector. This development assumes 
particular significance in view of the gloom 
that now pervades much of the defense indus
try. In the words of one business publication, 
“A mood of suspicion, apprehension, and 
even anxiety has begun to pervade the front 
office of major producers.” There is suspicion 
that the Pentagon has more contract cutbacks 
in store; there is apprehension that few, if 
any, new weapon systems will be developed 
during the rest of the decade; and, in addition, 
there is anxiety about the fate of the unique 
resources of engineering and scientific talent 
that the industry has assembled in recent 
years.

Actually, the squeeze has been evident for 
more than a year. Defense and space firms in 
District states have reduced their workforce 
by 1 0  percent since late 1962; these compa
nies employed 589,000 this past July, after
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laying off 26,000 workers during 1963 and
43,000 in the first seven months of this year 
alone. Admittedly, month-to-month declines 
in employment have been progressively smal
ler since M arch. But even so, the industry by 
no means can be certain that employment will 
stabilize now at the recent level.

Yet, despite the stiff reduction in employ
ment in this key sector, few signs have devel
oped to date of a cumulative effect on other 
industries. Over the past year, for example, 
District employment in nondefense manufac
turing has increased almost 3.5 percent, and 
employment in nonmanufacturing activities 
has risen just as rapidly. Employment gains 
have been greatest in trade, service, and gov
ernment employment; in fact, in every major 
nonfarm category except construction, jobs 
have increased at a substantially faster pace 
in the District than elsewhere in the nation.

Nonetheless, the problem still remains of 
generating enough growth through nonde
fense activities to hold unemployment at a 
moderate level. The Western jobless rate 
drifted upward from 5.5 percent in December
1963 to about 6.0 percent this July— in a

Slow  grow th  of defense spending 
causes drop in Western jobs

P er c en t C h an ge  Perc ent  C h a n g e

penditu res and in  T w elfth  D istric t defense-related  em ploym ent. 
Sources: D e p a rtm en t of Com m erce; Federal Reserve B ank of 
San Francisco.

period in which the national rate dropped 
from 5.5 to 4.9 percent. M oreover, every Dis
trict state during this period recorded a rising 
level of unemployment, on a seasonally ad
justed basis. During the second quarter, 
meanwhile, total District employment (sea
sonally adjusted) dropped slightly, partly 
because of adverse weather conditions that 
delayed crop harvesting, and partly because 
of recent declines in food processing and lum
ber as well as in defense-related m anufac
turing.

Strengths and weaknesses
One source of strength in the District 

economy has been steel. On the basis of heavy 
demand from construction and canning in
dustries, District steel producers in recent 
months have exceeded their strong 1963 per
formance, while producers elsewhere have 
lagged behind their year-ago pace. This suc
cessful record has been tempered, however, 
by increased import competition; in the Janu- 
ary-M ay period, steel imports into West 
Coast ports were 21 percent higher than in 
the comparable period of 1963.

Nonferrous metals producers have also ex
perienced a high and rising level of demand 
in recent months. Copper orders were stimu
lated by strike-hedge stockpiling, in anticipa
tion of a strike which has idled 7,500 em
ployees of one major Western producer 
throughout midsummer. Yet, despite the strike 
and despite renewed Chilean efforts to obtain 
a price hike, the quotation for refined copper 
has remained at 32 cents a pound since the 
posting of a one-cent increase in mid-March. 
But zinc producers raised their price for the 
prime Western grade by one-half-cent a 
pound in April, while aluminum producers—  
with output breaking records and operations 
at full capacity— posted a similar increase for 
ingots and mill products in June.

Both the lumber and plywood industries 
recorded strong production records in the
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N o n facto ry  em ploym ent continues ris in g  despite defense downturn, 
upsetting normal parallel movement of defense and nondefense jobs

Thousands of Persons

N ote: C h a rt show s sm oothed curve based on 3-m onth  moving average.
Sources: C alifornia D ep artm en ts  of E m ploym ent an d  Indu stria l R e la tio n s; Federal R eserve B ank of San Francisco.

first half of 1964; in fact, lumber orders and 
shipments reached their highest levels since 
1959. But demand in the second quarter 
eased off from the exceptionally high level 
attained earlier in the year, especially since 
large wholesaler and retailer inventories re
strained replacement buying.

The District farm picture was somewhat 
mixed. Cash receipts during the January-June 
period were 1 percent above the figure for the 
comparable period of 1963— about the same 
year-to-year gain as that recorded elsewhere 
in the nation. With prices below year-ago lev
els, the rise in District returns stemmed from 
heavier marketings.

In the livestock sector, cattle feeding activ
ity has remained at a relatively high level in 
the face of the currently low level of prices. In 
the crop sector, production prospects indicate 
a continued high level of marketings. Vege
table output in the District will be boosted by 
an 11-percent rise in California acreage de
voted to the production of tomatoes for proc
essing. Deciduous fruit output should also 
increase, despite lower grape and apple pro
duction. (Nationally, the apple crop is ex
pected to be the largest in 27 years.)

The housing picture, meanwhile, remained 
as murky in the West as it did in the rest of 
the country. During the second quarter, con
tract awards for new housing declined 3.6 
percent below the first-quarter level, while 
housing starts in the (13-state) West also fell 
off from their first-quarter peak. On the other 
hand, nonresidential contract awards in the 
District increased 9 percent during the April- 
June period. (All data are seasonally ad
justed.) Thus, although the longest postwar 
housing boom shows signs of hesitation, the 
strength in business and public-works con
struction continues unabated.

On balance, then, the West showed sub
stantial strength at midyear, even though it 
had to confront both faces of the Federal budg
et. Nonetheless, there were strong grounds 
for optimism. The prospect of expenditure 
cuts certainly raises the specter of fewer jobs 
and more jobless. A t the same time, the pros
pect of a continuing tax-cut effect raises the 
happier possibility of a broad-scale consump
tion and investment upsurge. In this situation, 
perhaps the only certain thing that can be said 
is that forecasting will not be so easy after all.
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