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Forecasting Season

T h e  favorite spectator sport this fall, aside 
from watching the bears pursue the bulls 
through the canyons of Wall Street, is watch

ing the forecasters agonize over their model- 
building for 1967. Signs of inflationary pres
sures can be found on every hand, but so too 
can signs of incipient weaknesses. As a result, 
in the presentations they are now making to 
bemused management groups, the forecasters 
are including more ifs, buts, and whereases 
than even they are normally prone to use.

The latest GNP statistics admittedly re
vealed little of this agonizing uncertainty, but 
rather showed all the signs of a continued 
rapid expansion. The nation’s total output 
rose sharply in the third quarter, by $ 12 bil
lion, to a $745-billion annual rate. This was 
better than the second-quarter performance, 
in real terms as well as in current-dollar terms; 
just about one-third of the gain was diluted 
by price increases, whereas over half of the 
$ 11-billion second-quarter gain was washed 
out by higher prices.

The summer advance was marked by sharp 
increases in defense spending and business in
vestment. Defense spending was roughly 20
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percent above the year-ago level, and business 
spending for plant and equipment was up 
about 14 percent over the year. Moreover, 
consumer durable-good s spending recovered 
to the first-quarter peak. Purchasing agents 
continued to pile up inventories and importers 
continued to scramble for foreign goods, and 
amid all this, only residential construction re
mained in the doldrums.

Over the past year, the defense sector ac
counted for almost one-fifth of the rise in 
GNP, and business investment was responsi
ble for a comparable share of the overall in
crease. Consumer “investment” in durable 
goods and new housing, however, increased 
hardly at all over the same time span.

Diversion and pressures
These statistics represent a vast diversion 

of resources inside the national economy. In 
addition, other statistics point to strongly 
increasing pressures on the nation’s total re
sources. There are labor shortages, with un
employment below the 4-percent mark 
throughout the third quarter and with innu
merable vacancies in skilled trades. There are 
delivery tie-ups, with about three-fourths of the 
nation’s purchasing agents reporting increased 
delays in receipt of orders. There are increased 
order backlogs, now about one-fourth higher 
than a year ago, and even higher for defense 
products and machinery. There are rising im
ports, now about one-fifth higher than a year 
ago and undoubtedly higher still if raw mate
rials had not been released from government 
stockpiles. Finally, there are rising prices, with 
the consumer price index 3 Vi percent above 
a year ago and creating pressures for substan
tial wage increases in upcoming contract ne
gotiations.

These indicators lead some forecasters to 195
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predict the continuation of inflationary pres
sures throughout 1967. Other statistics, how
ever, lead some analysts to come up with a 
forecast of decreasing pressures. Industrial 
production was level in September, after a 10- 
percent rise in the preceding twelve-month pe
riod. New orders for durable goods remained 
on the high plateau reached last spring. Whole
sale prices were off slightly in September, after 
rising throughout the several preceding 
months. And, finally, stock prices were off 
more than slightly, so that this commonly 
watched leading indicator cast a rather dark 
shadow on the 1967 scene.

How much for defense?
Yet, on balance, the recent picture has 

shown mostly the continuation of pressures 
arising from large factory backlogs, increased 
usage of machinery and labor, and (especial
ly) the demands of Vietnam. Defense spend
ing rose sharply in the summer quarter, to a 
$61-billion annual rate— a rate 7 percent 
above the preceding quarter and 20 percent 
above the year-ago level. If the present trend 
continues, spending next spring would be at 
the $72-billion peak rate reached in World 
W ar II.

Admittedly, the present high level of de
fense spending represents only about 8 percent 
of GNP, as opposed to 40 percent of GNP 
during World W ar II  and 13 Vi percent dur
ing the Korean episode. Moreover, the troop- 
strength increase of 485,000 and the spending 
increase of $8 billion reported over the past 
year amount to only about one-third of the 
first-year Korean W ar increases. But even so, 
the pressures now resulting from the necessary 
diversion of resources from other sectors show 
that the conflict cannot be financed out of the 
nation’s small change.

Looking ahead, many defense analysts fore
see smaller increases in defense spending to 
finance a Vietnam expeditionary force of 
500,000, so that defense contracts for fiscal 
1967 could approximate the $38.2 billion re

corded in fiscal 1966. (The 1965 total was 
$27.9 billion.) If so, pressures on some indus
tries could decrease. Defense set-asides for 
aluminum and copper might drop, as has 
already happened in the case of steel, where 
set-asides have been reduced from 6 percent 
to 5V2 percent of total industry shipments for 
the first quarter of 1967. Yet, even with de
velopments of this kind, durable-goods indus
tries will continue under heavy pressure be
cause of defense procurement demands.

Too much for business?
The business sector showed continued 

strength as the fall season began. Inventory 
building during the third quarter was at about 
a $ 10-billion annual rate, and business fixed 
investment rose 3 percent during the quarter 
to an $ 80-billion rate.

Inventory building, although quite high, 
was slightly below the spring-quarter pace, 
and a Commerce Departm ent survey indicates 
that the fourth-quarter pace will be somewhat 
slower. The expected reduction in stockbuild- 
ing may be related to an over-rapid build-up 
of stock in some industries. Between Febru
ary and August, the inventory-sales ratio 
jumped from 1.43 to 1.48 as businessmen in 
general and durable-goods manufacturers in 
particular rapidly built up their stocks.

In the plant-equipment sector, a fix on 1967 
will have to await the Commerce-SEC De
cember survey, especially since the latest 
quarterly survey gave rather mixed signals. 
For 1966 as a whole, the survey showed a 17- 
percent year-to-year gain in plant-equipment 
spending— a remarkable gain when placed 
back-to-back with last year’s comparable in
crease. On the other hand, the quarterly in
creases expected for late 1966 were substan
tially below the increases recorded in 1965 
and early 1966. Durable manufacturers, for 
example, after recording a $700-million gain 
in capital spending in the second quarter, ex
pected to show no increase at all in the fourth
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Business firm s increase spending
despite reduced rate of saving, 
but consumers respond differently

S«ml-annual Chang* (Billions of Dollars)

quarter of this year. These findings were un
derlined by a recently-released industry sur
vey, which predicted only a 5-percent gain in 
total spending for 1967.

The reduced availability of internally gen
erated business funds is one factor in this de
velopment. In  the first half of 1966, total 
business investment increased $6.2 billion 
over the preceding half-year period, whereas 
business savings— mostly retained profits and 
depreciation allowances— increased only $2.5 
billion, partly because of a narrowing of profit 
margins and partly because of the tax speed-up 
which will put corporations on a pay-as-you- 
go system by m id-1967. Thus, in the first half 
of this year, corporations were forced to rely 
on external financing for 29 percent of their 
investment funds, as against 18 percent in the 
1961-64 period. Increasingly, then, corpora
tions in their investment planning have been 
forced to take account of the (record high) 
level of interest rates and the (tight) avail
ability of credit.

No longer isolated
As of several years ago, the business invest

ment boom could proceed almost in isolation 
from the outside world. As late as 1964 cor
porations’ net cash flow exceeded their cap
ital outlays (including inventory) by a goodly 
margin, but the reverse is true today. Capital 
outlays now far exceed net cash flow, and this 
year the excess may be twice as great as the 
$6-billion record achieved during the 1956 
investment boom.

Notwithstanding this shortage of internally 
generated funds, plant-equipment spending 
accounted for a near-record share of real 
GNP in the first half of 1966. But, with the 
economy operating near capacity and with 
critical shortages developing for skills and 
materials, this massive expansion tended to 
aggravate the already heavy pressures on sup
ply, to lengthen delivery schedules, and to 
push upward the cost of money and the cost 
of capital goods.

Consequently, in early September, the Pres
ident proposed legislation to reduce inflation
ary pressures and to bring the investment 
boom to a more balanced level, and the Fed
eral Reserve meanwhile warned banks of the 
necessity to slow down the accelerated pace of 
business lending. Congress thereupon sus
pended, from October 10 of this year to the 
end of next year, the business tax incentives 
which had played such an im portant role in 
stimulating the massive investment boom of 
the mid-decade. The suspension of the invest
ment tax credit increases the cost of machin
ery and equipment by about 2.4 percent for 
short-life items and by about 7.5 percent for 
items with a useful life of 8 years or more, and 
the suspension of several accelerated-depre- 
ciation procedures increases the cost of struc
tures by about 4 percent. (Even so, one big 
business was delighted with the tax legislation, 
since an unrelated rider to the bill granted 
antitrust immunity to the recent professional- 
football merger.) 197

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

November 1966



FEDERAL RESERVE BANK OF SAN F R A N C IS C O

Balance-of-payments statistics showed the 
impact of defense spending and of the invest
ment boom in January-September 1966, the 
deficit being roughly in line with the $ 1.3-bil
lion deficit recorded last year. Spending in
creased sharply for foreign goods, foreign 
travel, and foreign military operations, espe
cially the latter; defense demand accounted 
for a large share of the overall deficit and con
tributed to the lower trade surplus through its 
stimulus to imports.

The rising tide of imports continued to wash 
over American shores during the third quar
ter. A t a $3 9-billion annual rate, imports in 
the summer period were 5 percent higher than 
in the preceding quarter and an amazing 50 
percent higher than three years before. Exports 
also increased during the summer but at a much 
slower pace. Next exports, at a $4.4-billion av
erage rate in the spring and summer quar
ters, thus fell far below the $8.5-billion mark 
recorded in 1964. And, although defense de
mands contributed to this import upsurge, the 
business investment boom was also involved, 
with capital-goods imports rising 40 percent 
over the past year alone.

Cars rolling, houses sliding
Rising demand and rising prices pushed up 

the level of consumer spending throughout 
recent months. Consumer disposable income 
rose at a slower pace, however, so the personal 
savings rate dropped to about 4.7 percent in 
the summer period from 5.3 percent in the 
preceding quarter. Durable-goods spending 
recovered to the first-quarter’s $70-billion 
peak rate during the summer months because 
of an improvement in auto sales. In the resi
de ntial-construction sector, meanwhile, the 
prolonged slump continued, with spending of 
$25 billion at the lowest level of the last four 
years.

As new - model introduction time ap
proached, the auto industry succeeded in re- 

1 9 8  ducing its heavy spring inventory of 1966

models. New-car stocks at the end of August 
were about 1.1 million— the same as a year 
ago and far below the June level of 1.7 mil
lion units. To make the industry happier, the 
’67 models met with a reasonably good early 
acceptance, although few observers could en
vision a repetition of the smashing success 
of the initial ’66 models.

In housing, few signs of optimism were evi
dent this fall. Inadequate financing, reflecting 
the vast diversion of funds to the business and 
defense sectors, combined with the earlier 
over-adequacy of supply to bring about the 
lowest level of housing activity of the postwar 
period. Housing starts, which had been as 
high as 1.5 million (annual ra te) as late as 
the first quarter of this year, were around 1.1 
million throughout the third quarter and were 
quite likely to go lower. For one reason, new 
housing permits in September, for both single 
units and apartments, were one-fourth lower 
than even the depressed mid-year levels. For 
another reason, the principal mortgage lend
ers, especially the savings-and-loan associa
tions, continued to have problems of their 
own in attracting funds.

How much price pressure?
On the price front, wholesale prices were 

5.2 percent above the 1957-59 average dur
ing the third quarter. During this period, farm 
and food prices rose to a level 8 percent above 
the year-ago figure but industrial prices stead
ied after their earlier rise, at a level 2Vz per
cent above the year-ago figure. And, what 
with the reversal of last spring’s upsurge in 
hides and nonferrous metals, raw industrial 
materials have actually dropped 10 percent 
in price from their spring peak.

Demand pressures on resources were a 
strong factor in the earlier advance, but some 
easing of these pressures has lately become 
apparent. The industrial production index, 
which rose at a 12-percent annual rate over 
the winter months, rose at only half that pace
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Price trends rem ain w orrisom e
despite drop in spot market index
I9 5 7 '5 9  = I0Q R e ce ss io n  P e rio d s

between M arch and September. Pressure on 
machinery prices meanwhile has continued 
because of the strength of the business-invest- 
ment boom and of defense procurement. The 
2-percent rise in this category so far this year 
equals the total rise for the preceding 2Vi 
years— but this contrasts with a 20-percent 
price rise during the 1955-57 investment 
boom. The increased capacity of the machin
ery industry and the relative stability of steel 
prices have contributed to a much better price 
performance than a decade ago in this crucial 
sector of the economy.

On the consumer front the problem is more 
worrisome. Food prices have risen rapidly this 
year despite an improvement in the livestock 
and meat area, and the prices of services have 
increased just as sharply, particularly in the 
areas of medical care and mortgage-interest 
costs. A t the same time, prices of non-food 
consumer goods have also advanced faster 
than heretofore.

The recent developments in food and serv

ices have sharply affected the 
housew ife’s budget and  her 
husband’s wage negotiations. 
H ousew ives have begun to  
picket supermarkets through
out the country; in Denver, they 
carry signs reading “Down with 
frills, stamps, and gimmicks,” 
and in Florida they parade un
der the banner M ILK (M others 
Interested in Lower K osts).

The situation which has led 
to their revolt has several as
pects. There is the rise in farm 
and food prices, reflecting the 
reduced production of livestock 
in 1965, the slightly lower crop 
yields of 1966, and the great 
strength of both domestic and 
foreign demand for American 
foods. There is also the sharp 
rise in service prices, reflecting 

the slow pace of productivity in that sector, 
the heavy demand for the short supply of 
medical workers, and the pressure to lift wage 
floors for low-paying service jobs in a full- 
employment economy.

On balance, the perplexed forecasters are 
now handling their forecasting tools with con
siderably more caution than usual. Many of 
them, in fact, are dismissing the normal array 
of indicators and are basing their forecasts 
instead on one single indicator, defense spend
ing. Using Professor Walter Heller’s rule of 
thumb— that is, a $20-billion total impact 
from fiscal ’66’s $ 8-billion rise in defense 
spending— they envision a much sharper stim
ulus from a projected $ 15-billion rise in fis
cal ’67 Pentagon spending. In  their view, the 
five-sided building across the river from the 
nation’s capital acts as a uni-directional point
er for the national economy.

— William Burke 199
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