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Business—and Taxes
r ^ X T D  c^m^eĉ  t0 $790-billion 

X. level in the third quarter—  
an 8-percent annual rate of gain— as the 
1967 inventory adjustment neared its con
clusion and as a heady spending pace was 
maintained in other sectors of the economy. 
The summer and early fall months witnessed 
a continued (yet slower) growth of defense 
spending and an expanded household de
mand for consumer goods and new hous
ing, along with the apparent turnaround in 
inventory-buying policy. The upsurge, how
ever, took place despite a lack of support 
from the business fixed-investment sector, 
where spending has remained relatively sta
ble for the past year, as a reflection of the 
slackened pace of production and profits.

The experience of the last several quar
ters underlined the importance of the role 
played by the Federal budget. Heavy bud
getary support, along with an expansionary 
monetary policy, helped to keep end-product 
demand rising in the face of an $ 18-billion 
drop in inventory demand, the worst in our 
postwar history. The contractionary effects 
of an inventory adjustment were thus ef
fectively quarantined, and as the economy 
absorbed this shift, a somewhat flabby first 
half was transformed into what now appears 
to be a rather firm second half.

Rebound -from near-recession
This contribution to economic stability, 

however, was accomplished only at the cost 
of a huge rise in the Federal deficit. With 
revenues ceasing to grow because of a de
cline in corporate profits and a slackened 
growth in personal income, and with Federal 
defense and non-defense spending both ris
ing sharply, the deficit (national-income 
basis) jumped from a $ 3-billion to a $ 15-

billion rate in the first half of 1967— and 
remained high after midyear. Because of 
the need to close this gap and to keep the 
economy from over-heating on its present 
rebound, the Administration pushed hard 
this fall to get Congressional approval of a 
10-percent income tax surcharge.

Defense spending, at a $74-billion annual 
rate in the third quarter, has risen only half 
as fast in the past six months as it did in 
the preceding year-and-a-half’s rapid build
up. This reflects the relative stability of de
fense obligations and new orders over the 
past year, after a gain of 50 percent or more 
in the first year of Vietnam escalation.

Yet, in view of the continued strength 
of both defense and non-defense spending 
at the Federal level, and in view of the in
exorable growth of state-local government 
spending, most observers expect the gov
ernment sector to remain a strong plus factor 
in the near-term outlook. The midsummer 
Federal budget review, for example, sug
gests that defense spending will continue to 
rise at least as fast in the remainder of this 
fiscal year as it has in the last several 
months.

Consumer rebound
Similarly, consumer spending for big- 

ticket items has turned out to be both a 
source of strength in the immediate past 
and a potential source of inflationary worry 
in the immediate future. In the third quar
ter, consumer durable-goods spending rose 
slightly to a $7 3-billion annual rate, with 
autos and parts accounting for $30 billion 
of that total. (Auto spending has remained 
at that level for four of the past five quar
ters.)

The 1967 auto model year ended with 
new-car sales of about 8.4 million units,
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Continued defense expansion, turnaround in housing and inventories, 
and high-level stability In other cyclical sectors mark summer upsurge

but Detroit’s marketing men hope for a 
9-miilion-unit sales pace during the new 
model year. Achieving this goal may be 
somewhat difficult, however, in view of the 
after-effects of the 1965-66 buying binge, 
the continued absence of many would-be 
buyers in Vietnam, the problems involved 
in hammering out an industry-wide wage 
settlement, and the almost inevitable price 
increases that will occur as the industry’s 
accountants add up the costs of the equip
ment going into ’68 cars and the wages of 
the men producing them.

Residential construction was another 
source of strength in the third quarter. At 
a $25 Vi-billion annual rate in the July- 
September period, the homebuilding sector 
has now made up most of the 28-percent 
loss suffered between early and late 1966, 
and by September of this year housing starts 
approached the 1.5-million norm of the 
1962-65 period.

Widely published industry forecasts of a 
15-percent year-to-year rise in housing starts 
suggest only that construction will level out 
at this present level (1.5 million starts). 
This is easily within the realm of possibility, 

208 since the present level of activity lags be

hind new demand created by new household 
formations of about one million a year plus 
replacement needs of perhaps two-thirds 
million per year.

Basic housing demand thus is relatively 
strong at the present time. An exceptionally 
large number of young people are looking for 
separate quarters because of the rising num
ber of marriages and the expansion of con
sumer income. Moreover, recent months 
have witnessed a sharp decline in the in
ventory of unoccupied housing units and 
the lowest level of apartment vacancy rates 
since 1959.

On the other hand, the cost and avail
ability of mortgage money is a question- 
mark. If open-market interest rates continue 
rising, funds again could flow out of the 
mortgage market and the housing industry 
again could be undermined. Mortgage money 
has been adequate throughout most of this 
year, but the recent rise in rates is worri
some; the FH A  mortgage rate, at 6.60 per
cent in early September, was close to the 
year-ago peak and a full percentage point 
above the level maintained throughout the 
early years of the decade. And the impact 
on family budgets has been considerable.
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Rising interest rates, along with continued 
increases in construction and land costs, 
have raised the average monthly mortgage 
payment by roughly 25 percent in the past 
two years, as against a 14-percent increase 
in per capita income.

Softness in fixed investment . . .
In the business sector, somewhat less 

strength has been visible in recent months. 
Fixed-investment spending rose slightly to 
an $83-billion rate during the third quarter, 
as increased durable-equipment spending off
set the continued weakness in commercial- 
industrial construction. Yet, despite the high 
level of expenditures in this category, 1967 
as a whole will show only a moderate year- 
to-year increase, in contrast to a 15-percent 
gain in each of the two preceding years.

Mixed trends in the fixed-investment sec
tor have been evident throughout most of 
this year. The carryover of expenditures on 
projects already u n d e rw a y , w h ich  h a d  
jumped from $10 billion to $18 billion be
tween early 1964 and early 1966, subse
quently increased by only %Vi billion. The 
percentage of manufacturers reporting in
adequate facilities dropped from 50 percent 
in mid-1966 to 43 percent in m id-1967, and 
new capital appropriations, which normally 
lead expenditures by almost a year, dropped 
by roughly one-fifth over the same timespan. 
On the other hand, industrial building con
tracts have recently been rising, and new 
orders for machinery have approached their 
1966 peak.

Taken together, these trends suggest some
thing of a standoff in fixed-investment spend
ing in the near future. Some producers may 
raise their investment plans because of fear 
of inflationary pressures, but the upsurge 
may be dampened by several other factors. 
In the future, the projected tax increase 
may limit the growth of both corporate in-

vestable funds and final consumer demand. 
And right now, the profit downturn has 
limited the funds available for investment, 
while the relatively low utilization of ca
pacity, stemming from this year’s stable 
level of output and a 6-percent annual 
growth of capacity, has dampened the ex
pansion mood.

. . . but upturn in inventories
Business expanded its inventories at 

roughly a $1V£ billion annual rate in the 
third quarter, and this slight increase above 
the second-quarter figure suggests that the 
sharp reaction to last year’s buying spree 
might be about over. Inventory-sales ratios 
at retail are close to the lowest level of the 
last two years, and although manufacturers’ 
I /S  ratios are still fairly high by the standards 
of the early ’60s, they have been declining 
sharply too.

Inventory spending may be a prime factor 
in the rapid— perhaps over-rapid— upturn 
expected in 1968. A speedup in the accumu
lation rate, with its concomitant stimulus 
to output, could come about partly because 
of the natural rebound from 1967’s cautious 
buying policy and partly because of the 
strike hedge-buying expected in view of the 
midyear termination of the steel labor con
tract.

Even if inventory buying should expand 
only at the normal prosperity rate of (say) 
$5 billion a year, it could stimulate an ex
cessively rapid pace when coupled with the 
recent ($15 billion per quarter) rate of 
growth of final demand. In the words of 
Economic Adviser Arthur Okun: “Inven
tory investment, which was the villain in the 
early 1967 slowdown, stands ready to play 
the villain’s role in overheating the econ
omy. The turnaround is enough in itself 
to make the difference between sluggish and 
vastly excessive rates of growth.”
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Falling profit and operating ratios 
dampen business-investment plans

Billions of Dollars

Reluctant optimism?
The Business Council, a blueribbon group 

of corporate leaders, recently assessed all 
these developments and concluded that 1968 
should be approached with “reluctant opti
mism” . Given a post-strike acceleration in 
auto production, a pre-strike accumulation 
of steel inventories, continued growth of 
consumer spending, and expanded spending 
at all levels of government, GNP may rise 
7 percent in 1968 to about $840 billion. 
Yet, the group fears, as much as half of 
that increase may be eroded by price in
creases even if Congress passes a 10-percent 
tax surcharge.

This top-level business group thus adopt
ed the view of official Washington that the 
near-term future will witness unwelcome 
signs of inflation as well as the welcome 
signs of expansion, and that some dampen
ing of the expansionary mood may be re
quired in the form of a tax increase. Price 
pressures of course have already been widely 

210 noted: at the consumer level certainly, but

also at the wholesale level, where stability 
had been evident throughout the early part 
of this decade.

Much of the recent pressure resembles 
the cost-push rather than the demand-pull 
variety of inflation. As inventory cutbacks 
created sluggishness in manufacturing ac
tivity and a year-long slide, from 91 to 84 
percent, in the output-capacity ratio, unit 
labor costs responded to this uneconomic 
level of operations by jumping 6 percent 
after a 5-year long period of stability. Re
flecting this development, wholesale prices 
of industrial goods rose last winter from 
105.3 to 106.0, remained stable for about 
six months, and then edged up again to 106.7 
in October (1 9 57-59= 100).

Feeding on each other
Now, with an expansionary Federal defi

cit staring it in the face, official Washington 
fears that a new burst of demand-pull in
flation will accelerate the upward movement 
of prices and wages and thereby create new 
rounds of cost-push in the future.

Appearing before the House Ways and 
Means Committee in mid-September, Fed
eral Reserve Chairman Martin said: “We 
already have clear and compelling evidence 
of a resurgence in inflationary pressures 
which, if unchecked, would curtail our do
mestic expansion, aggravate an already se
rious balance-of-payments problem, and 
bring severe strains in markets for credit, 
particularly the mortgage market.”

The incentives and the opportunities to 
raise prices apparently have increased as 
markets have become more buoyant and as 
the costs of both labor and materials have 
risen. Already the rise in the wholesale-price 
index has reflected increases for such key 
materials as copper, steel, lumber, and oil, 
for such key producer products as metals 
and machinery, and for such key consumer 
products as tires, carpets, and TV ’s.

Thus, the possibility arises that cost-push
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and demand-pull pressures will feed upon 
each other— that the rise in wage costs that 
is translated into higher prices will feed 
back into higher wage demands as price 
pressures pervade the economy. In Chair
man M artin’s view: “For a time, the indi
vidual firm may feel it is escaping the con
sequences of acceding to wage increases 
greater than gains in productivity by passing 
on the higher costs to its customers. But 
in time, it too becomes a customer, and 
finds a higher materials bill added to its 
higher wage costs. In the end, inflation hits 
all.”

Do something!
The real growth of 'iV z-W i percent ex

pected next year would tend to use up the 
recent margin of slack, and a faster rate 
of expansion would simply put too much 
pressure on resources. Thus, in Economic 
Adviser Gardner Ackley’s words: “The 
economy will be going up too fast unless 
we do something about it”— that something 
being the 10-percent tax surcharge. Even 
with the surcharge, in Mr. Ackley’s view, 
consumer prices may rise by as much as 3 
percent next year, but without the surcharge 
a 6-percent price increase would be easily 
possible.

Much of this discussion was lost from 
sight in this fall’s Congressional debate over 
economy in government, which centered 
around demands for reduced spending on 
the scale of perhaps a $1-billion cut for 
every $1-billion increase in taxes. (Empha
sizing his concern, Congressman Mills noted 
that the total tax bill for the Federal Gov
ernment was about $9 billion when he en
tered Congress in 1939, but that $15 billion 
is needed today simply to pay the interest

Wholesale finished-goods prices 
rise despite weakness in materials prices
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on the bill). But in arguing for the (admin
istrative) budget which it submitted to Con
gress, the Administration pointed out that 
about $141 billion of the total was essen- 
tionally outside its control— defense, vet
erans, interest payments, and the like— and 
that the $21 billion in controllable expendi
tures included a number of fairly essential 
items ranging from school lunches to FBI 
payrolls.

On economic grounds, meanwhile, the 
tax-increase argument drew considerable 
professional support. In particular, a group 
of 260 leading economists expressed its con
cern that “Rapidly rising Federal expendi
tures will be injected into an economy where 
total expenditures are moving steadily up
wards and where the interplay threatens re
newed inflation.” The surcharge consequent
ly would be needed to restrain the economy 
in order to maintain orderly growth, to 
prevent the resurgence of inflation, and to 
forestall excesive reliance on tight money.

William Burke
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