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Watching the Numbers
As t h e  new fiscal year began, chart watch

ers in Wall Street watched the market 
wilt under the impact of the midsummer news 
from Whitehall, the White House, and the 
Red River Valley metropolis (Hanoi). G3SIP 
number watchers, meanwhile, watched the 
economy slacken somewhat from its early- 
1966 over-rapid pace, as weaknesses in the 
auto and housing sectors shared the headlines 
with the continuing boom in the defense and 
business-investment sectors.

The number watchers saw behind them at 
midyear the end of the first year of a sub
stantial defense buildup, the end of the third 
year of a still exuberant business-investment 
boom, and the termination (at least tempo
rarily) of a five-year-long auto boom. GNP 
rose to a $732-billion annual rate during the 
spring quarter, for a l ^  percent gain— but 
much of this simply represented price in
creases. Physical output, as measured by the 
Federal Reserve production index, mean
while increased 1 V i percent over the quarter, 
or about half as rapidly as it grew during the 
exceptionally exuberant winter quarter. Sim
ilarly, roughly a half-million new workers 
were added to the employment rolls, or about 
half as many as in each of the several pre-
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ceding quarters, and the jobless rate thus 
continued to hover around the 4-percent 
level.

Looking ahead, the number watchers fore
saw a definite continuation of the defense 
boom, although perhaps at a slower rate than 
in recent months. They foresaw also a pos
sible slackening in the plant-equipment boom 
as industrial capacity gradually outstrips the 
need for new production, as well as some 
prolongation of the recent troubles in the auto 
and housing industries. A few pessimistic ob
servers were even predicting that a recession 
would occur sometime in 1967, but Presiden
tial adviser Gardner Ackley, concentrating in
stead on the problems created by the recent 
headlong pace of activity, argued that the re
cession talk was “the least of our worries.”

Pentagon bookkeeping
At midyear, Vietnam and the defense build

up continued to dominate the headlines. De
fense spending, at a $57-billion annual rate in 
the April-June quarter, has now increased 15 
percent over the year-ago level, and most of 
the acceleration has taken place over the past 
six months. This buildup represents a major 
turnabout in Pentagon bookkeeping, since de
fense spending actually declined 5 percent be
tween mid-1964 and mid-1965.

The future level of defense spending is 
quite uncertain. Hardly anyone, either out
side or inside the Pentagon, knows what the 
figures will look like a year hence, but most 
observers have already discarded the assump
tion implicit in the 1967 Budget that defense 
spending will soon stabilize near the current 
level. If the Vietnam war should continue into 
fiscal 1968, spending for the current fiscal 
year may be $5 billion or more higher than 
the presently budgeted figure of $58 billion. 1 3 9
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Sm all gain  in consumer spending
reflects slower growth of income

Corporate bookkeeping
With business fixed investment, as with de

fense spending, continued increases are ex
pected over the near term, but again, the level 
of future spending remains definitely conjec
tural. Fixed investment outlays, at a $78-bil- 
lion annual rate in the second quarter, were 
13 percent higher than a year ago as business 
continued to build up its capital stock, es
pecially of equipment. And now, the latest 
Commerce Department investment survey in
dicates 3-percent spending gains in each re
maining quarter of 1966.

The early 1966 boom came on the heels of 
sharp gains in business sales and corporate 
profits and a continued high rate of capacity 
utilization. (Firms holding over one-half of 
total fixed assets in manufacturing reported 
during this period that they had inadequate 
capacity to maintain their current level of op
erations.) Nonetheless, the second-quarter ex
pansion was slightly less headlong than the 
earlier boom, as some producers postponed 
plans because of shortages of money, men, 
and materials.

At this point of the boom, rapid expansion 
of plant-equipment spending becomes a dou
ble source of concern. A 7-to-8 percent annual 
increment to the nation’s capital stock pro

vides welcome strength in the context of Viet
nam, but it creates the spectre of over-capac
ity in a normal year when the economy’s 
growth is capable of absorbing only a 4-to-5 
percent expansion of productive capacity. 
More than that, recently rising costs of ma
chinery, equipment, and construction threaten 
to work their way through the economy in the 
form of higher costs, thus accentuating the 
cost-push inflationary problem at home and 
worsening the competitive position of Amer
ican products abroad.

Stockroom accounts
Inventory spending jumped sharply by mid

year, increasing from a high $9-billion rate in 
the first quarter to an even higher $ 1 2 -billion 
rate in the following quarter. The recent ex
pansion reflected both the planned growth in 
business output and the completely unplanned 
slowdown in auto and other retail sales. Many 
observers thus look for smaller gains in inven
tory spending in coming quarters, as some 
businesses reduce the pace of their stock 
buildup and as others move painfully to deal 
with their excess stocks.

Auto dealers started the spring quarter with 
a 46-day supply of new cars, and they ended 
the quarter with a 60-day supply. So when 
automakers came to realize that their dealers’ 
lots were beginning to resemble a rush-hour 
scene on the Hollywood Freeway, they slashed 
production schedules for the first time in this 
prolonged business expansion. In addition, 
some producers shut down their 1966-model 
production lines completely by the end of 
July, and as they sweated down their supplies, 
they transmitted the impact of their cutbacks 
to other suppliers in turn.

But even in the face of the auto industry’s 
problems, durable-goods manufacturers gen
erally have been able to keep their inventories 
in line, as is seen from several closely watched 
ratios. Midway in the second quarter, their 
materials inventories amounted to 55 percent 
of new orders, their goods-in-process inven-
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tones amounted to 28 percent of unfilled or
ders, and their finished-goods inventories 
equalled 51 percent of shipments—and each 
of these ratios remained substantially below 
the averages of the last several years.

Straitened consumers
Consumer-goods spending in the spring 

quarter, at a $67-billion annual rate for dur
ables and a $205-billion rate for nondurables, 
was 6 V2 percent above the mid-1965 level. 
Nonetheless, the decline in autos and in other 
durables created a substantial slowdown in 
the growth of this spending category. Yet this 
slowdown was quite understandable, among 
other reasons because it came on the heels of 
a sharp $ 18-billion increase in outlays for 
consumer goods over the previous year— and 
on the heels of a slowdown in take-home 
pay initiated by a substantial rise in social- 
security and withheld income taxes. (Per 
capita disposable income, after adjustment 
for price changes, actually declined during 
the second quarter.)

The most striking element in the consumer 
spending picture was the automotive situa
tion, measured by a 1 0 -percent sales decline 
in the spring quarter alone. Industry observ
ers had to hark back a decade to find a paral
lel to this unexpected shock; although the 
sales rate dropped sharply with the introduc
tion of the 1958 and 1961 models, the only 
comparable drop in sales in the middle of a 
model year occurred away back in the spring 
of 1956.

Auto pundits could find a number of fac
tors to account for the unexpected decline. 
The presence of one young lawyer at Con
gressional hearings on auto safety was a fac
tor, and so, too, was the absence of the many 
young drivers who are now riding Vietnam by
roads instead of American freeways. More 
than that, the impact of higher taxes and high
er prices on consumer real incomes was pain
fully apparent to consumers forced to pay for 
other things besides autos out of their month

ly paychecks. Finally, with credit conditions 
tightening, dealers at clean-up time were un
able to count on the factor which so strongly 
supported 1965 and early-1966 sales— that 
is, a continued growth in the percentage of 
new cars sold on credit and a continued in
crease in the average amount loaned on new 
cars.

Housing and money
Housing, another consumer big-ticket item, 

was also hampered by tightening credit con
ditions as the year advanced. Admittedly, 
spending on new housing, at a $28-billion an
nual rate in the second quarter, was close to 
the spending plateau maintained throughout 
the last several years. Yet, new housing starts 
dropped 1 0  percent during the quarter and 
thereby portended a future decline in spend
ing as well.

The national housing market thus got a 
taste of the situation which has prevailed in 
the West over the past three years. While new 
starts declined by half in the West, starts in 
the rest of the nation remained relatively sta
ble over this three-year period; in fact, a mild 
housing boom occurred in the industrial 
Northeast and North Central regions as a re
flection of the strong regional expansion in 
durable-goods manufacturing. But housing 
experts throughout the country have now be-

W holesale industrial prices rise 
more sharply than farm-food prices
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come rather pessimistic about the short-term 
outlook, especially when they look back at 
the 2 0 -percent decline in starts which occurred 
in the last (1959-60) tight-money period.

Actually, mortgage funds were generally 
available in the early part of this year, but 
mainly because of the heroic efforts of the 
Federal National Mortgage Association to 
support the flow of funds into housing by pur
chasing existing mortgages. In the January- 
April period alone, FNM A’s net mortgage 
purchases amounted to as much as in the two 
preceding years put together. However, con
tinued support on this scale is quite unlikely. 
Consequently, many observers foresee no im
provement in the housing market until mort
gage funds become available through the 
weakening of credit demands in other sectors 
—or until Congress supports the market 
through such measures as the proposed legis
lation which would expand FNM A’s borrow
ing authorization and thereby permit that 
agency to inject $ 2  billion or more into the 
housing market.

Ever-present danger
All in all, business analysts at midyear were 

beginning to raise questions about possible 
future declines in consumer and business 
spending. Policy makers, on the other hand, 
had to contend with present as well as future 
dangers— including the ever-present danger 
of rising prices. For example, the consumer 
price index, which in June was 12.9 percent 
higher than the 1957-59 average, advanced 
faster in the first half of 1966 than it did in 
any other period since early 1958.

Even more worrisome was the upward drift 
in the wholesale price index, which had re
mained almost stable in the early years of this 
business expansion. In the first half of this 
year, wholesale prices of food and farm prod
ucts increased about one percent— substan
tially less than they did throughout 1965—  
but industrial-goods prices increased more 
than 1 Vi percent. The rise in this crucial cat-

M onetary policy tighter, fiscal policy 
less expansionary than heretofore

egory was largely caused by an 8 -percent in
crease in hides-and-leather prices and a 6 -per- 
cent increase in lumber-and-wood prices, but 
significant advances also occurred in many 
other sectors of the industrial-goods index. 
These increases were posted even before the 
announcement of a 2 -percent price hike on 
steel, sheet and strip, which account for al
most one-third of the steel industry’s total 
shipments.

Up to now, the wholesale price record has 
remained far superior to the Korean-war rec
ord and distinctly better than the performance 
of the inflationary mid-1950’s. Even so, to
day’s price situation remains distinctly worri
some. One major danger stems from the fact 
that the wage negotiations now reaching the 
bargaining table are taking place in an atmos
phere of 3-to-4 percent annual increases in 
consumer prices and concomitant declines in 
take-home pay. The contract settlements 
reached in this environment thus could give
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rise to excessive wage increases— and thereby 
to increases in unit-labor costs which could 
seep through the entire price structure.

Tightening policy
Policy makers, although faced with the pos

sible dangers of a deflationary future, conse
quently are now forced to confront the more 
pressing dangers of an inflationary present. 
Accordingly, monetary policy continued to 
tighten in recent months and fiscal policy 
shifted to a somewhat less expansive stance. 
During the first half of the year, member- 
bank borrowed reserves averaged $230 mil
lion (and they reached $353 million in Ju n e); 
meanwhile, the Federal budget showed a 
$3.0-billion surplus (national-accounts ba
sis) as against a $ 1.3-billion deficit in the pre
ceding half-year period. (Nonetheless, the re
cent budget surplus is relatively small in 
terms of present levels of resource use, and 
besides, the budget may slip back into a defi
cit in the current half-year.)

Federal expenditures increased sharply by

$ 1 1  billion (annual rate) over the first half of 
the year— and they may gain perhaps $ 6  bil
lion more in this present quarter, primarily as 
a consequence of rapid increases in spending 
for Vietnam and for medicare. The first-half 
surplus developed, however, because revenues 
were substantially greater than expected, 
mostly as a result of the extra profits and in
comes generated by rising national output and 
rising prices.

The stabilization task of fiscal and mone
tary policy will be exceedingly complicated, 
first, by the over-rapid advance of the recent 
past and, second, by the possible slowdown of 
some sectors in the near-term future. Few 
observers would suggest very definite answers 
at present. At best, there is only the nautical 
question posed by the Administration’s for
mer economic steersman, Walter Heller: “In 
the turbulent waters of high-pressure pros
perity, are we going to founder on the rocks 
of inflation before we reach those calmer, 
inviting waters of long-term expansion?”

— William Burke

Foreign Investment
Copies are again available of the article “Can We Afford to Invest Abroad?”, 

which appeared in the September 1964 Monthly Review.

The article provides a background analysis of the role of private capital flows in 
the U. S. payments picture. The discussion includes definitions of different types of 
private capital investments, the location of our investments abroad, the short- and 
long-run impact of private capital outflows on the balance of payments deficit, and 
the implications of private capital exports.

Copies of the article are available on request from the Administrative Service De
partment, Federal Reserve Bank of San Francisco, 400 Sansome Street, San Fran
cisco, California 94120.
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