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Of Tanks and Taxes

In m id - 1 9 6 5 , a year after the tax cut redrew 
the configurations of the prolonged busi
ness expansion, the war in Vietnam added 

some new and different features to the pic
ture. Now, as the year approaches its end, 
the effects of more tanks and fewer taxes can 
begin to be evaluated. Vice-President Hum
phrey, while discussing the outlook with the 
Business Council, argued that the amount of 
spending required for Vietnam could be pro
vided “without inflationary strain or the cur
tailment of essential domestic programs” . 
Other observers might disagree; nonetheless, 
the fact remains that the national economy, 
after acquiring a strong second wind through 
the medium of the tax cut, must now be pre
pared to handle a new burst of speed.

Evidences of both the defense-spending 
stimulus and the tax-cut stimulus were visible

in the mid-summer and early-fall statistics. 
Thus, gross national product rose to $677 
billion (seasonally adjusted annual rate) in 
the third quarter, on the heels of another of 
the $ 10-billion-plus quarterly gains that have 
become so characteristic of this expansion.

Third-quarter data showed the usual up
surge in consumers’ spending for food, for 
services, and (through their state and local 
governments) for education, health, and 
other public facilities. But, in addition, Viet
nam pushed defense spending up to about a 
$51-billion annual rate— the highest level 
reached in over a year. Business fixed-in- 
vestment spending, at a $68-billion rate, and 
consumer durable-goods spending, at a $65- 
billion rate, were both about one-third higher 
than they were two short years ago. Both 
sectors reflected the continuing effects of last

year’s tax cut. In 
fact, if that stimulus 
had  been  lack in g  
(a cc o rd in g  to the 
Council of Econom
ic Advisers) GNP 
during the summer 
months would have 
been closer to $650 
billion than to the 
$677 billion actu
ally achieved.

Steel: too much?
But recent statis

tics also reflected 
the impact of the 
problem created by 
the long-drawn-out 
steel-contract nego
tiations. The Fed
eral Reserve indus- 
trial-production in
dex slid off one per
cent from the July-

Steel decline pulls down industrial production, 
but auto industry continues to boom

1957-59 = 100

Source: Board of Governors of the Federal Reserve System

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

November 1965



FEDERAL RESERVE BANK  OF S A N  F R A N C I S C O

192

August peak to reach 143 percent of the 
1957-59 average in September. The decline 
reflected mostly a cutback in steel output, but 
it also encompassed strike-inflicted curtail
ments in aircraft, autos, newspapers, and coal.

After the signing of a new steel contract 
in early September, steel users slashed their 
purchases, cancelled some orders, and asked 
mills to postpone deliveries of sizable ton
nages scheduled for October and November 
delivery. Thus, the scene was reminiscent of 
1962 and 1963, when contract agreements 
were followed by four-month-long adjust
ments involving production cutbacks of one- 
fourth or more. By mid-October, steel pro
duction was roughly one-fifth below the peak 
reached last April, and further declines were 
expected throughout the industry.

Inventories were quite substantial' at the 
time when the contract was finally inked this 
year. A t the end of August, steel consumers 
had a 60-day supply on hand, as against a 40- 
day supply when the strike-hedge buildup 
began last fall. On the other hand, steel con
sumption remained buoyant throughout the 
summer and early fall months. After all, busi
ness plant-equipment spending was still on 
the rise, a high rate of auto production was 
scheduled by Detroit, and increased steel 
usage in defense products appeared certain.

Budget: how expansionary?
At this stage, too, the Federal budget has 

begun to feel the impact of increased spend
ing for tanks, helicopters, and the men to use 
them. Although exact spending figures will 
not be available until the fiscal-1967 budget 
is published in January, most observers seem 
to be thinking in terms of a $5-billion increase 
in defense spending by m id-1966. (Accord
ing to Chairman Ackley of the Council of 
Economic Advisers, the sometimes quoted- 
figures of a $10-14 billion increase “can at 
this point only be pure figments of someone’s 
imagination” .)

New funds will be needed, not only for 
weapons procurement, but also for about 
340,000 more troops (and perhaps 40,000 
more civilian workers), as well as for com
bat pay and a military pay increase. Inci
dentally, the 340,000-man buildup scheduled 
over the next year (to a 3-million total) would 
roughly equal the buildup that occurred dur
ing the Berlin crisis of 1961-62.

Yet much more than Vietnam is involved 
in the generally expansionary impact which 
the Administration believes the Federal 
budget will exert during the present fiscal 
year. Several recent changes— excise-tax cuts, 
social-security benefit increases, and the final 
effects of the 1964 tax cut— should provide 
a gross stimulus of $6-6Vi billion within the 
year, but this stimulus should be partly re
duced by the $2Vi -billion increase in social- 
security payroll taxes scheduled to take effect 
in January. The net stimulus from these 
sources (roughly $3 Vi-4 billion) would offset 
roughly half of the normal increase in reve
nues expected from the growth of the national 
economy, while the anticipated expansion of 
defense and other Federal spending should 
more than offset the rest of our normal reve
nue growth. The overall effect for the entire 
fiscal year would be expansionary, although 
it should be remembered that much of the net 
stimulus has already occurred.

Business: still building
Meanwhile, the massive tax reduction of a 

year ago, along with earlier tax revisions, has 
continued to provide some steam for that 
major expansionary force— the capital-goods 
boom. For several years now, continued large 
increases in business savings (stimulated by 
tax changes) have been accompanied by con
tinued large increases in fixed investment. In
deed, the rise in business savings in the first 
half of 1965 was the largest semiannual gain 
of the past decade, and the concomitant in
crease in fixed-investment spending was larger
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Business and consumer 
spending jump in response 
to tax-cut income boost

S t m i - a n n u a f  C h a n g *  ( B i l l i o n s  of D o l l a r s )

than in any other period except the post-re
cession periods of early 1955 and early 1959.

Over the years, total spending for plant and 
equipment has outpaced by a wide margin 
the dollar amounts set aside in the form of 
after-tax profits and depreciation allowances. 
But these business savings have risen so 
rapidly that by early 1965 they almost 
matched the plant-equipment spending total.

Some observers envision a tapering off of 
the capital-spending boom, which has en
compassed a 60-percent gain in spending over 
the past four years, because of the fear that 
new plants are now coming on stream faster 
than the demand for their products is likely 
to grow. But, although investment spending 
increased its share of GNP from 9.3 percent 
in the 1958-1963 period, to 9.6 percent last

year, and to 10 percent today, business spend
ing plans still remain quite buoyant.

According to the latest Commerce-S.E.C. 
survey, plant-equipment spending in 1965 
should end up 13 Vi percent above the already 
high 1964 level. And 1966 may begin on an 
even stronger note, in view of the factors that 
were not reflected in this latest survey— espe
cially the impact on capital-goods demand of 
the increased procurement of military supplies 
and equipment. Then again, the current size of 
investment backlogs also suggests that the 
boom will continue into 1966. At midyear, for 
manufacturing firms alone, the ratio of the 
carryover of projects underway to the current 
level of investment expenditures was the 
equivalent of 2.8 quarters, up from 1.9 quar
ters at the end of 1962. In dollar terms, the 
rise in backlogs was from $7.2 billion to $15.8 
billion.

Consumers: still buying
Last year’s massive tax reduction has mean

while continued to provide the underpinning 
for another major source of recent strength 
— the consumer durable-goods boom. Con
tinued large increases in disposable income, 
attributable in large part to the 1964 tax re
duction, have been accompanied by con
tinued large increases in consumer durable 
spending. The increase in durable goods 
spending for the first half of this year was a 
whopping $4.6 billion— a far larger gain than 
in any other recent period except the post
recession periods of 1955 and 1959.

Auto spending, of course, has been a major 
element in the 1965 boom, especially with the 
aid of a summer car buying upsurge which 
paralleled the spending boom of last winter. 
And now, at model-introduction time, as De
troit’s showrooms become crowded with en
tertainers doing the Watusi and salesmen 
doing the hard sell, the industry’s sales man
agers are forecasting another 9-million-unit 
sales year. 193
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Industry leaders realize that the 1965 
model-year sales figure, which was about 10 
percent above the preceding year’s record, 
was achieved with the help of several factors 
which may now be missing— major style and 
engineering changes, excise-tax reductions, 
and the initial psychological boost of the 
Vietnam crisis. In addition, their creditmen 
will suggest to them that little stimulus can be 
expected from the further rapid expansion of 
consumer credit, since new credit extensions 
exceeded 16 percent of disposable income in 
mid-1965, as opposed to a 15-percent ratio 
a year ago. Yet, in the face of all these ques- 
tionmarks, Detroit is counting on a high level 
of sales because of high consumer income, 
high scrappage rates, and a high number of 
potential customers. Consequently, the indus
try scheduled production of 2.6 million cars 
for the fourth quarter, matching the produc
tion rate achieved at the second-quarter peak.

Consumers: not saving?
One striking effect of the consumer buy

ing upsurge-—an upsurge in other goods and 
services as well as in autos, color TV, and the 
like— is a decline in the personal-saving ratio.

Declining trend in personal saving 
shown by revised G N P  statistics
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In fact, after a recent revision of the under
lying GNP statistics, the data show both a 
declining trend in the saving rate and a lower 
dollar level of personal saving than was in
dicated in earlier estimates.

The lower-than-expected level of personal 
saving rellects the fact that greater upward 
revisions have been made in estimates of 
consumer outlays than in estimates of con
sumer income. (Some of the changes are 
merely definitional, but most result from a 
statistical overhaul made possible by improve
ments in the basic data sources.) The declin
ing trend is also noteworthy. The personal- 
saving rate averaged 7 percent in the 1956- 
58 period, but since then it has averaged 
only percent.

It could be argued that the saving rate will 
soon begin to increase, with opposite effects 
on spending. For example, the saving rate 
would rise if repayments of auto credit should 
approach the level of extensions, instead of 
lagging as markedly as they have done in the 
recent past. Again, the saving rate would rise 
if the advancement of new mortgage money 
against equity in existing homes should level 
off. Any decline of this type in the rate of 
growth of instalment credit or mortgage credit 
could reduce some of the stimulus to spend
ing which has been exerted so strongly 
through the increasingly low rate of con
sumer saving.

But the recent consumer-spending upsurge 
has been based not only upon a reduction in 
consumer saving habits but also upon an in
crease in income due to growing employment 
opportunities. This year has seen the largest 
gains in employment since the beginning of 
the 1961-1965 business expansion. Especially 
sharp gains have been recorded in the manu
facturing sector as a result of the continued 
business-investment boom, the continued con- 
sumer-goods boom, and the now-completed 
steel-inventory upsurge. As one welcome
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consequence of this rise in employment, the 
unemployment rate in October dropped to 4.3 
percent, an eight-year low.

As of now, the combination of more tanks 
and fewer taxes has already affected the pace

of the business expansion. Moreover, these 
factors— and the investor and consumer re
actions to them— will continue to have an im
portant impact on business activity in com
ing months. — William Burke

Borrowing Still

F' u r t h e r  substantial demands upon the 
nation’s credit markets accompanied the 
continued expansion in the output of goods 

and services during the third quarter. The 
business sector again generated the bulk of 
these credit demands; business firms ex
panded their borrowings substantially, even 
though at a slower pace than in the preced
ing quarter. Consumers added to their debt 
at about the same rate as they did earlier in 
the year, with more than two-fifths of the in
crease again reflecting their seemingly insati
able appetite for new automobiles. State and 
local governments— the fastest growing sector 
of the economy— continued to increase their 
new debt offerings. On the other hand, the 
Federal Government covered its cash deficit 
largely by drawing upon its operating bal
ances; in fact, virtually all of the small net 
increase in Federal debt centered in special 
issues held by Government agencies and trust 
funds, as the marketable public debt remained 
virtually unchanged.

Monetary policy firm
For its part, monetary policy maintained 

the somewhat firmer tone initiated during the 
spring months in response to a sustained and 
vigorous demand for bank credit— and also 
in response to the nation’s continuing need 
to remedy the imbalance in its external-pay-

ments position. Member-bank borrowings 
rose by about $50 million during the third 
quarter to an average level of $550 million, 
but this rise was offset by a comparable in
crease in excess reserves. Consequently, net 
borrowed reserves remained almost un
changed at an average level of about $155 
million.

This stability was accompanied by a slower 
growth in total bank credit— about $4 billion 
(seasonally adjusted), or only about half of 
the average quarterly gain recorded earlier in 
the year. But this reduced rate of credit ex
pansion was accompanied by a $2.5-billion 
rise in the money supply (seasonally adjusted) 
— a gain larger than that for the entire Janu- 
ary-June period. This sharp increase partly 
reflected an appreciable decline in U. S. Gov
ernment deposits from their exceptionally high 
mid-year level.

Yields stiffen
The money and capital markets showed 

definite signs of tightening, even though the 
reserve measures of monetary policy indicated 
just about the same degree of restraint as be
fore. Most yields throughout the maturity 
range firmed substantially during the third 
quarter, somewhat in contrast to their be
havior during the preceding quarter.

The market yield on 91-day Treasury bills,
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