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Ammo and Oleo

T h e  nation’s guns-and-butter economy 
continued to surge upward in early 1966, 
as GNP rose 2 Vi percent in the January- 

March quarter to a $714-billion annual rate. 
Consumers, businesses, and government agen
cies all accelerated their buying pace, but the 
defense boom and the plant-equipment boom 
dominated the headlines.

Part of the GNP increase represented high
er prices, as business purchasing agents spent 
more to keep production lines humming and 
as housewives spent considerably more to re
plenish family larders. Nonetheless, most of 
the first-quarter gain represented a real gain 
in physical output—witness durable-goods 
production, which has now risen as much in 
the past twelve-month as in the two previous 
years combined.

Since last fall, the Federal Reserve produc
tion index has increased about 1 percent a 
month—far above the average gain of the 
1961-65 expansion— and the output of busi
ness equipment has increased more than 1 Vi 
percent monthly. Vigorous advances have 
been reported in all three business-equipment 
categories —  commercial, industrial, and 
freight-passenger equipment.

Commercial equipment production has 
climbed steeply over the past year after re
maining stable in the 1963-64 period. The 
hefty gains in this category have reflected the 
need to furnish new office buildings and stores 
with the most up-to-date and sophisticated 
equipment, especially electronic data-process- 
ing equipment. Production of industrial goods 
meanwhile has risen sharply as a consequence 
of the rapid expansion of business investment 
plans. And the boom in freight-passenger 
equipment has developed because of stepped- 
up requirements of several major customers— 
the military, the railroads, and the commercial 
airlines.

On the firing line
Defense spending jumped 6 percent in the 

first quarter (and 10 percent over the past 
half year) to a $55-billion annual rate in 
early 1966. At that figure, defense spending 
was almost up to the level projected for fiscal 
1967 in the Administration’s budget docu
ment. But even with this sudden increase in 
dollar spending, defense expenditures held 
stable at about IV2 percent of GNP, the same 
relatively low level maintained in 1965. By 
way of contrast, defense spending in the Ko
rean period jumped from 5 percent of GNP 
in 1950 to 13V2 percent in 1953.

The rapid expansion of the defense sector 
in the 1965-66 period is due partly to the in
creased cost of feeding, supplying, and paying 
400,000 new military recruits and hiring 80,-
000 new civilian employees for the Pentagon. 
In addition, an important share of the in
creased spending is due to procurement of 
major equipment, especially conventional 
weapons. The Vietnam war requires substan
tial purchases of helicopters and transport and 
tactical airplanes, along with ground vehicles 
and anti-submarine and fleet-support equip
ment. On the other hand, the fiscal 1967

Pentagon spending plans dominated 
by conventional-war requirements
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budget envisions a levelling off in spending 
for strategic retaliatory forces and research 
and development.

Throughout early 1966, most business ana
lysts have been concerned with the impact of 
rising defense spending on business activity 
when it is added atop a boom in the plant- 
equipment sector. In other words, they have 
been worried that the economy could not 
produce substantially more ammo and oleo 
without simultaneously creating unbearable 
inflationary pressures.

It is true that an expansion in activity in 
any one sector of the economy could produce 
inflation if no slack were being generated in 
the other sectors. And it is true that this po
tential problem becomes more likely to occur 
as the expansion increases in magnitude, as 
it does when two or more sectors—defense 
and capital investment in this case—expand 
simultaneously by sizeable amounts. None
theless, in the highly productive technology 
that is ours, considerable slack is continuously 
being generated by the expansion and ad
vancement of technology. The presence or ab
sence of inflationary pressures thus depends 
on the rate of increase in expenditures in rela
tion to the speed with which new productive 
capacity comes on stream.

Moreover, some observers argue that the 
greatest impact of the Vietnam boom has al
ready occurred, in view of the historical fact 
that the principal impact of military pro
curement takes place long in advance of the 
actual expenditure of funds. Government 
procurement actions exert their major impact 
on the markets for men, money, and materials 
at the order stage. Thus, their contribution to 
economic activity occurs during the produc
tion period prior to the actual government 
purchase.

Without doubt, the Vietnam buildup has al
ready involved a very strong impact on busi
ness activity. Military prime contract awards, 

100 at about $24 billion in the first three quarters

of fiscal 1966, have run about one-third higher 
than awards in the comparable period of fiscal
1965. But with defense spending nearing its 
budgeted peak and with new obligations ac
tually budgeted to decline, any new stimulus 
will come about only through the further es
calation of Vietnam requirements. Yet the 
latter possibility is easily imaginable, in view 
of all that has happened since the budget was 
published in January—in particular, the de
velopment of plans to increase the Vietnam 
commitment from 250,000 to 400,000 
troops.

On the production line
Business fixed investment rose about 5 per

cent in the first quarter, to a %15Vi billion an
nual rate, and this sector undoubtedly will ex
pand even more in coming months. The Com- 
merce-SEC survey projects a 16-percent gain 
in plant-equipment spending in calendar
1966, and the more recent McGraw-Hill sur
vey indicates an even larger 19-percent gain. 
If even the lower figure is correct, plant-equip
ment spending will rise just as rapidly this 
year as in 1965— and of course spending 
could be considerably higher, in view of the 
fact that last year’s gain was initially estimat
ed at only 12 percent rather than the 16 per
cent actually achieved.

Certainly a number of upward pressures 
are still in evidence. Business to date has need
ed every bit of new capacity that it could 
bring on stream, and until recently it has been 
able to obtain the funds to meet its expansion 
needs. On the other hand, ample financing is 
not quite so certain today as it was in the 
earlier years of this plant-equipment boom. 
Businessmen are now encountering signs of a 
credit squeeze at their banks, and they are 
also faced with the possibility of a termination 
of the 7-percent investment credit as well as 
the certainty of Administration pressures to 
reduce nonessential expansion plans.

Inventory accumulation averaged about $8
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billion (annual rate) in early 1966— about 
the same high rate maintained during the sec
ond half of 1965. Purchasing agents in many 
industries continued to scramble for stocks in 
the winter months, but signs of a less vora
cious appetite for inventory began to appear 
as the year advanced.

In autos, dealers now have a record 1.6- 
million new cars in stock, and in view of the 
relative weakness of sales in April they may 
find this level of inventories to be excessive. 
In steel, producers are operating at a high 
but stable level of 140-million tons annual 
production, and steel consumers appear to be 
generally satisfied with the moderate amount 
of inventory accumulation made possible at 
this production level.

In the showrooms
Consumer spending in first-quarter 1966 

was up sharply, with major gains occurring 
in food (up 3 percent to a $ 105-billion annual 
rate), and autos (up 5 percent to a $ 3 1 ^ -  
billion rate). With families buying at such a 
frantic pace, the saving rate dropped to only 
4.8 percent of disposable income from the av

erage 5.5-percent level maintained through
out the 1961-65 boom.

The sustained four-year-old auto expan
sion extended into the first quarter of 1966, 
undoubtedly because of the continuing 
strength of the factors which provided the 
underpinning for the earlier upsurge. Last 
year’s boom benefitted from a sharp rise in 
personal income; in real terms, per capita dis
posable income increased as much in the last 
two years as in the eight preceding years com
bined. Reduced auto prices were also impor
tant, as retail prices of new cars remained on 
the downtrend as they had ever since 1960. 
Then, again, ample auto credit was available 
through 1965, as interest rates remained low 
and maturity terms stable. Also, there was a 
heavy replacement need, as scrappage in
creased from 4.3 to 5.7 million cars over the 
1961-65 period. And, finally, there was the 
rapid expansion in the number of persons 
of driving age, with the number of 18-year- 
old civilians increasing over one-third in 1965 
alone.

Yet, some questions occurred about the 
strength of the boom as the spring quarter got

Defense boom and plant-equipment boom control the headlines, 
but almost all segments of the economy accelerate their spending pace
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underway. In April, only about 8.2-million 
new car sales were recorded, at an annual 
rate, as against the 9.7-million first-quarter 
rate. As a result, Detroit’s marketing men be
gan to see weaknesses where only strengths 
had been apparent heretofore. In recent 
months, income gains have been restricted by 
increases in social-security and withheld in
come taxes— and also by rising prices, espe
cially rising prices of necessities such as food. 
Moreover, in the credit field, auto financing 
has not been quite so easy to obtain as before. 
And as far as drivers are concerned, more 
and more young men are now forced to rely 
on military car pools rather than used-car 
lots for their transportation needs.

New housing, another consumer big-ticket 
item, recovered to a $28-billion annual rate 
in the first quarter of 1966. Nonetheless, there 
were few signs of a strong upturn in this some
what depressed industry, especially as the 
first-quarter annual rate of housing starts 
(1.5 million) remained only about even with 
the relatively low 1965 average.

The Vietnam war was involved in this 
housing picture, to the extent that service call- 
ups tend to curb the formation of new house
holds while defense demands take men and 
skilled labor away from residential construc
tion. More important, builders were increas
ingly concerned about the lessened availability 
and higher costs of mortgage funds. They re
member that new housing starts dropped 20 
percent in less than a year during the 1959- 
60 period of financing stringency. And al
though few builders foresee a decline of any 
such magnitude today, even fewer foresee any 
near-term upsurge under present conditions.

Pressure on prices
In general, as the spring quarter got under

way, a rapid production pace was visible al
most everywhere, although signs of a slightly 
less frantic pace were cropping up here and 

102 there. At the same time, indications of price

Sudden jump in meat prices
boosts cost of family budgets

pressure were evident on every hand, although 
again, scattered signs of possible softening 
were occasionally visible. Yet, in the March 
survey of the National Association of Pur
chasing Agents, not one single purchaser re
ported any indications of lower prices.

The average household was most concerned 
with the very evident increase in the consumer 
price index. This index rose 1.2 percent in 
each of the years 1962, 1963 and 1964, but 
the rate of increase then doubled between 
early 1965 and early 1966. The basic reason: 
food no longer is a bargain. Virtually all of 
the past year’s advance in the price index for 
commodities is attributable to higher food 
tags, since the retail price of food has risen 
twice as fast as the price of other items.

Stability in food prices was the keynote 
until about a year ago. Farm prices trended 
downward for years under the impact of heavy
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supplies, wholesale food prices remained rela
tively stable, and retail prices increased only 
modestly. Then, however, a sudden jolt oc
curred in 1965 as livestock supplies sank and 
prices soared. The number of hogs on the 
farm dropped one-tenth below the 1960-64 
average in early 1965, the number of cattle 
and poultry failed to increase enough to offset 
the heavy demand for meat— and the house
wife consequently suffered.

Agriculture Secretary Freeman recently 
tried to appease housewives, and thereby irri
tated many of his farm supporters, by an
nouncing that farm prices should drop 6 to
10 percent by late 1966 as the supply situa
tion improves. (In April alone, farm prices 
dropped 2 percent.) But farm-price declines 
do not necessarily show up at the checkout 
counter; USDA food specialists suggest that 
retail prices may drop only about 2 percent by 
yearend, thereby erasing only about one-third 
of the increase recorded over the past year. 
Yet, with 7 percent more little pigs now com
ing to market, the price trend may turn down.

Pressure on policy
With pressures on capacity and on prices 

continuing to be evident in spring 1966, the 
question for policymakers today is whether 
greater fiscal efforts should be taken to slow 
down the pace of growth to a more sustainable 
rate. MIT Professor Paul Samuelson, the man 
who wrote the textbook, recently said, “The 
issue is no longer growth vs. stagnation. It is 
maintainable long-term growth vs. a frenzied 
scrambling for limited resources.” Thus, in the 
view of Professor Samuelson and his support
ers, “The President should bring in a tax 
program before midyear.”

Proponents of a tax increase argue that the 
economy needs a strong dose of fiscal re
straint, over and above the measure of re
straint that has already been achieved. Re
ceipts on a national-income basis originally 
were estimated to rise from $120 billion in

fiscal 1965 to $129 billion in fiscal 1966. 
Actually, receipts may run about $1 billion 
higher on this basis, because of the continued 
acceleration in business activity; in addition, 
another $2 billion may be pulled in by a re
cently instituted twice-a-month tax collection 
for 75,000 large employers, although this lat
ter development does not show up in the na
tional-income accounting. And, according to 
current projections, revenues in fiscal 1967 
will rise even faster than in the fiscal period 
now coming to a close.

The 1967 budget calls for a record $7-bil- 
lion increase in income-tax collections. This 
increase should develop because of the rise 
in personal income and in corporate profits 
resulting from the business boom, because of 
the rise in tax liabilities resulting from a shift 
of taxpayers to higher tax brackets, and be
cause of the reduction in under-withholding 
and deferred payments caused by the institu
tion of graduated withholding rates. The 
budget also anticipates a minor increase in 
excise-tax collections arising from the restora
tion of auto and phone excises and a rise in 
transportation user charges—plus a substan
tial $5-billion increase in social-security tax 
collections because of two successive rate in
creases and the recent lifting of the social- 
security tax base to $6,600. Thus, a surplus 
instead of the previously expected deficit may 
develop in fiscal 1967—just as is apparently 
happening in the closing months of fiscal 
1966.

In general, the 1967 budget seems to say 
(1) that the national economy can grow con
siderably and provide large increases in tax 
revenues as it grows, and (2) that the cost of 
the Vietnam war will not require more re
sources than were originally budgeted. If 
either of these two assumptions turns out to 
be wrong, price pressures may become in
creasingly dangerous, and tax-increase de
mands may become increasingly clamorous.

William Burke ] 0 3
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