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Mini-Recession?

Bu s i n e s s  pundits could make what they 
would of the early spring statistics; the 

figures were mixed enough to provide sup
port for any sort of interpretation. Recession- 
minded analysts could point with alarm to 
falling production in such key industries as 
steel, autos, machinery, and textiles. Infla
tion-minded analysts could point with similar 
alarm to the fact that all of the $5~billion 
first-quarter increase in GNP was eaten up 
by price increases. M ore sanguine spirits 
meanwhile could point to the continued 
strength of employment and income, as well 
as to the fact that final sales (total GNP less 
inventories) showed more strength in the 
first quarter than at any other time in the 
past year.

Analysts who ponder the more esoteric 
business cycle indicators were of little help. 
Those, for example, who contend that rising 
hemlines always mean rising business indi
cators were confounded by the news that 
Carnaby Street is featuring bell-bottom trou
sers this year rather than miniskirts. And 
there were even arguments about what to 
term this present tumultuous period. Some 
were inclined to designate it a quasi-reces- 
sion —  a term somewhat in vogue during 
the 1962 stock-market break; others were 
inclined to term  it a mini-recession. To com
plicate the matter, former Administration 
stalwart Walter Heller recently concluded: 
“The worst of the business adjustment is 
over. There never was a recession.”

First-quarter GNP statistics provided the 
uncertain framework for these somewhat 
uncertain attitudes. In that period, GNP 
edged upward from a $759-billion to a $764- 
billion annual rate. The total encompassed 
a sharp cutback in inventory accumulation,

an increase in defense purchasing, high-level 
stability in business fixed investment, and 
substantial strength in consumer buying.

Escalation in the Pentagon
On the military scene, escalation continued 

in Pentagon expenditures as well as on the 
Vietnam battlefield. Defense buying rose to 
a $ 70-billion annual rate in the first quarter 
and now stood almost 50 percent above the 
level prevailing before the big buildup began 
two years ago.

A t that figure, defense buying is already 
close to the level projected for fiscal 1968. 
Expenditure projections remain uncertain, 
however, since they of course depend on the 
level of military activity in Vietnam. In that 
theater, over 400,000 troops are already 
committed and the number may rise to 475,-
000 by yearend —  and some congressional 
critics insist that 600,000 are needed to com
plete the job. Even at present force levels, 
the chew-up of material and materiel is 
amazingly large; for example, ammunition 
usage already exceeds one million artillery 
rounds and one hundred million small-arms 
rounds every month.

The economic impact of future war re
quirements remains uncertain too; recent ex
penditure gains may overstate the impact of 
stepped-up defense orders, just as they ini
tially understated the impact two years ago. 
Military budget analysts have continually 
emphasized that defense purchases in the 
national accounts are recorded at time of de
livery —  so that they tend to lag the actual 
economic impact of increased military or
ders, especially for items with long lead 
times. The key series to watch —  new orders 
for defense products, defense procurement 
obligations, and defense contract awards —
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have been relatively trendless in recent 
months after rising more than 50 percent 
since the initial onset of escalation. But these 
key data could again outrun the lagging data 
on expenditures if the conflict is further 
escalated.

How strong the consumer?
The consumer sector in the early spring 

months showed somewhat mixed trends. Dis
posable personal income rose sharply by $ 11 
billion in the first quarter, to a $529-billion 
annual rate, and this rise permitted a solid 
increase in consumer outlays as well as the 
continuation of an above average (6-per
cent) savings rate.

The employment data underlying these 
income gains, however, were less forthright. 
Nonfarm  employment in early 1967 exceed
ed the 70-million level for the first time in 
history, but the expansion since last fall still 
lagged considerably behind the job upsurge 
of the several preceding years. The jobless 
rate meanwhile hovered around the low 3.7- 
percent rate maintained throughout most of 
1966. (Y et the insured unemployment rate 
has risen by a half percentage point over the

past six months, to 2.6 percent.) Moreover, 
the growth in incomes has been somewhat 
less than it might otherwise have been, be
cause of a drop in the average factory work
week, from 41V^ to 40V$ hours, in the same 
six-month period.

These conflicting trends showed up in a 
strong first-quarter sales perform ance for 
consumer nondurable goods and services, 
somewhat offset by continued weakness in 
durable goods buying as well as in new resi
dential construction.

Still sluggish
Early in the year, automakers seemed 

prepared to write off the 1967 models. Total 
spending for autos and parts was at a 
billion annual rate in the winter quarter, 
roughly 8 percent below the average sales 
performance of the 1965-66 period, and 
new-car sales during this period were at a 
7-million unit rate as against the 9-million 
rate of last spring. But perhaps something 
can still be salvaged from this model year, 
since new-car sales began to improve during 
April, and automakers immediately respond
ed with a boost in their production schedules.

Defense spending continues rising, but business spending reaches peak 
and consumer buying of cars and new housing reaches cyclical low
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Slack conditions meanwhile continued in 
the housing market. During the January- 
M arch period, spending for residential struc
tures continued at the low $22-billion annual 
rate reached last fall, and new housing starts 
rose to a 1.2-million rate from the abysmally 
low level of late 1966. In both cases, activity 
ran about one-fifth below the average rate 
of housing activity maintained in the earlier 
years of this decade.

As mortgage funds became more readily 
available to builders, the housing industry 
again came to life, but homebuilding’s sup
port to the economy continued to be more 
of a projection rather than a realization. The 
savings flow to thrift institutions improved 
sharply in the first quarter —  the $ 3-billion 
quarterly increase in savings-and-loan shares 
was almost equal to the total increase which 
S&L’s garnered last year. Even so, some lags 
remained evident in the process of convert
ing savings into mortgages. Thrift institutions 
made their first order of business the restora
tion of their own liquidity rather than the 
expansion of their mortgage lending. Home- 
buyers meanwhile showed continued hesita
tion in borrowing; not all the oversupply of 
housing has been absorbed, and the m ort
gage rates prevailing this spring still remain 
a full percentage point above the level pre
vailing a year and a half ago.

How much on the shelves?
Questions about the future trends of de

fense and consumer buying were somewhat 
overshadowed this spring by questions about 
the future trend of business inventories. In 
ventory expansion in the first quarter was at 
about a $5 -billion rate —  the smallest in
crease of the last two years and a welcome 
contrast to the unsustainable $ 16Vj-billion 
rate recorded in the final quarter of 1966. 
Even so, most observers agree that an un
wanted overhang of inventories still beclouds 
the 1967 business picture.

Last year’s scramble for goods has left its 
mark in rising inventory ratios at each stage 
of the production process. In relating m ateri
als inventories to new orders, goods-in- 
process inventories to unfilled orders, or 
finished-goods inventories to shipments, pur
chasing agents discerned a worrisome up
trend over the past year, although in some 
cases inventory ratios remained below the 
levels recorded in earlier years of this decade. 
(For example, over the past year the ratio 
of finished-goods inventories to shipments 
rose from 50 to 56 percent for metals, 65 to 
75 percent for machinery, and from 20 
to 24 percent for transportation-equipment 
m anufacturers.) Altogether, 28 percent of all 
manufacturers —  almost twice the year-ago 
figure —  reported at the start of the year 
that their inventories were too high, and in 
some sectors the problem remains serious.

Stockpiling has been most evident in work- 
in-process inventories; these stocks now rep
resent three-fifths of all hard-goods inven
tories as against only two-fifths of the total 
in the early 1960’s. This shift reflects the 
sharp increases in military procurement of 
equipment and in business buying of capital- 
goods items, all of which require long lead 
times in production. But, with unfilled orders 
for military hardware and business capital 
goods now beginning to recede, the expan
sion in such stocks may taper off in future 
months.

Some caution in inventory purchasing is 
visible from the slow recent buildup of ma
terials inventories. This probably reflects 
purchasing agents’ worry over the high levels 
of good-in-process inventories, which are 
uncomfortably high when the long-lead items 
ordered by business and the military are ex
cluded from the total. This caution may also 
reflect worries about involuntary accumula
tion of finished-goods inventories, which re
main high even after a sharp reduction 
recently in auto dealers’ new-car stocks.
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End of a boom ?
Purchasing agents’ uncertainties over the 

inventory situation are matched by front- 
office uncertainties over the future course of 
business capital-goods spending. In the Jan- 
uary-M arch period, spending for new struc
tures and producers’ durable equipment re
mained at the $81 i^-billion rate reached in 
the preceding quarter, and only modest gains 
are now anticipated for the remainder of this 
year.

The latest Commerce-SEC survey of 
plant-equipment spending projected a 4 per- 
cent-gain for 1967, in contrast to the gains of 
15 percent or more recorded in each of the 
three preceding years. Some industries, such 
as machinery, rubber, and non-rail transpor
tation, plan to expand their capital stock sub
stantially again in 1967, but even these in
dustries anticipate smaller increases than 
what they have become accustomed to in the 
last several years.

Business firms’ reduced spending plans re
flect the recent sharp increase in manufac
turing capacity, which grew by 7 percent in 
1966 on top of a 4 1/i-percent annual average

gain throughout the 1961-1965 period. Their 
plans reflect also the reduced need of pro
duction facilities in recent months, as well as 
growing uncertainties about the near-term  
course of sales and profits.

The latest investment survey was taken 
before the Administration proposed the res
toration of its temporarily suspended invest- 
ment-tax incentives. Business originally re
duced its 1967 investment programs by 
about $2.3 billion because of last fall’s sus
pension. But this does not mean that the 
restoration of those incentives will lead to 
an automatic $2.3-billion increase in spend
ing. One complicating factor is that of 
timing; the lead time between new invest
ment decisions and capital expenditures en
tails a timespan of several quarters, so that 
a m id-1967 restoration of tax incentives may 
be felt mostly in 1968. A nother complicating 
factor is the present state of the business 
cycle; deteriorating demand and a declining 
rate of capacity utilization may persuade 
businessmen to take a far different view of 
their investment requirements than they had 
a year ago.

Major durable-goods sectors exhibit sharp rise in inventory ratios 
at each level of industrial production process
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Less pressure, less profits

Business investment planning, and busi
ness activity generally, reflect the declining 
pressures now evident in many parts of the 
national economy. M anufacturing capacity 
utilization dropped to 87 percent of capacity 
in first-quarter 1967, in contrast to the 91- 
percent level maintained throughout most of 
1966. In the price sector, meanwhile, indus
trial prices have remained rather stable in 
recent months, roughly 6 percent above the 
1957-59 average, and the overall wholesale 
price index has declined in tandem with a 
sharp reduction in farm prices.

Industrial prices are still rising in some 
categories, but not to the extent they did in 
the investment boom of a year ago or in the 
comparable boom a decade ago. Over the 
past half year, metals and machinery prices 
have risen at roughly a 2-to-3 percent annual 
rate; in contrast, a decade ago they jumped 
by roughly 8-to-10 percent annually.

Signs of weakening pressure have shown 
up also in corporate profit statements. Since 
last summer the ratio of m anufacturers’ 
prices to their unit labor costs has dropped 
from 106 to 102 (1957-59 =  100), since 
growing market competition has kept prices 
down while declining capacity utilization has 
pushed costs up. Moreover, since last spring 
the ratio of after-tax profits to corporate in
come has dropped from 13.3 percent to be
low 12 percent.

After-tax profits peaked in the first half 
of 1966, at a $49-billion annual rate, de
clined to a $48-billion rate in the second half 
of the year, and are now dropping even fur
ther. Needless to say, there has been little 
evidence of the 20-to-30 percent decline in 
profits characteristic of each of the postwar 
recessions. Even so, some further slippage in 
profits and in profit margins remains possible 
this year, as the decline in capacity utilization 
and the overhang of unwanted inventories

puts downward pressure on prices and up
ward pressure on costs.

Growth and 6 percent

Despite all the questionmarks, the strength 
of final demand in recent months —  espe
cially when seen in the context of a stimula
tive monetary and fiscal policy —  leads A d
ministration economists to project a rising 
growth trend throughout the near-term fu
ture. In the words of Economic Adviser 
Gardner Ackley: “All the economic forces 
we can discern point toward a strong revival 
later this year and into 1968.” And, in Mr. 
Ackley’s view, a 6-percent income tax sur
charge remains desirable in the light of the 
strong underlying trend of demand and the 
stimulative policy environment; otherwise, 
“without a surcharge there is the danger of 
a resumption late this year of inflationary 
pressures such as we had last year.”

Some Congressmen argue that a tax in
crease should await at least several months’ 
evidence of a strong economic pickup. Others 
argue differently, contending that the pickup 
already is at hand and that a stronger stimu
lus will develop in coming months from in
creases in Federal highway and housing 
spending, increases in Federal payrolls, in
creases in social-security benefits, and de
creases in revenues from the reinstated in- 
vestment-tax credit. W ithout a tax boost, 
they claim, the budget pressures from these 
measures and from growing defense spend
ing could lead to a massive and politically 
unsupportable Federal deficit.

On the economic scene, the question re
mains how sharp a business readjustment is 
possible in the presence of rapidly easing 
monetary conditions, rising defense and non
defense spending, and what may be a whop
ping Federal budget deficit. The stock m ar
ket this spring provided an answer of a sort. 
In April the market appeared to be shaking 
itself clear of the financial debris generated
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by the headlong expansion of 1965-66, and quasi-recession, a mini-recession —  call it
the market indexes surged strongly upward what you will —  had already begun amid an
—  in the case of the comprehensive New atmosphere of unwanted inventories, reduced
York Stock Exchange index, to a new record investment plans, and falling profit margins,
high. Others, looking at the underlying strengths

Some observers, more attuned to the real of consumer and defense demand, agreed
world of corporate stockpiles than to the with Walter Heller: “There never was a
financial world of corporate stocks, had a recession.”
less exuberant answer. They argued that a — William Burke

Early Thaw

Mo n e t a r y  and fiscal policy actions in 
early 1967 were undertaken in the 

context of an economy which was at a stand
still in terms of real growth. There was no 
longer any need to restrain the demand for 
credit, since the demands upon the physical 
resources of the economy were obviously 
easing. Thus, the first quarter continued the 
period of transition initiated last fall, when 
public policy makers first shifted from a 
restrictive policy designed to contain infla
tion to an easy policy designed to promote 
expansion. Fiscal policy, already expansive 
in later 1966, became increasingly so in first 
quarter 1967 when the Federal budget 
showed a $ 10-billion annual deficit (nation- 
al-accounts basis). M onetary policy mean
while became progressively easier during the 
first quarter.

Monetary policy shifts

In the six-month period encompassing No
vember through April, the Federal Reserve 
System made use of all of its general mone
tary controls. The shift from the earlier pol
icy of firm restraint dates from the Novem
ber 22 meeting of the Federal Open M arket 
Committee. In its directive of that date to 
the M anager of the System Open M arket 

104 Account, the Committee instructed that

“ . . . System open market operations, until 
the next meeting of the Committee, shall be 
conducted with a view to attaining somewhat 
easier conditions in the money market, unless 
bank credit appears to be resuming a rapid 
rate of expansion . . . ” In late December the 
Federal Reserve rescinded the September 1 
letter which had urged member banks to hold 
down the extension of new loans, particu
larly business loans. With this as a back
ground, monetary policy moved increasingly 
toward the position of fairly generous ease 
evident in April.

Most of the first-quarter increase in mem
ber bank reserves was provided through 
open-m arket operations. In mid-M arch an 
additional $850 million of reserves was re
leased when the reserve requirem ent against 
savings deposits and time deposits of less 
than $5 million was reduced from 4 percent 
to 3 percent. Finally, on April 6, the discount 
rate —  the cost to member banks of borrow
ing from the Reserve Banks —  was cut from 
AY2 percent to 4 percent, following a rapid 
decline in money market rates during the 
preceding weeks.

The net effect of these monetary policy 
actions was to change the member banks’ 
reserve position from an average level of 
$165 million of net borrowed reserves in
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