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Not With a

Ya l e  Professor James Tobin surveyed 
the business scene at midyear and, wax
ing somewhat poetic, concluded that the ex

pansion might very well end “not with a bang 
but a whim per.” In line with the thinking of 
his form er colleagues on the Council of Eco
nomic Advisers, Professor Tobin was here 
raising the possibility that the prolonged 
boom, instead of building up too much steam 
under pressures of excess demand, might 
rather be endangered by running out of steam.
This thesis received some support during the 
second quarter, as the nation’s growth rate 
slowed somewhat, and it was given greater 
weight for many tape-watchers by the late- 
spring decline in the stock market. (A fter 
midyear, on the other hand, the escalating 
situation in V ietnam  raised possibilities of 
another kind.)

Strong growth, b u t . . .
The growth rate of the national economy 

admittedly did lag somewhat during the sec-

Bang . . .
ond quarter, but the quarterly gain in GN'P 
was admirable by all standards except those 
of the unsustainably fast-paced first quarter 
of 1965. The nation’s total output increased 
$9 billion, to a $65 8 -billion annual rate, in 
the April-June period. This gain, although 
falling below the $ 14-billion gain of the first 
quarter, approxim ated the average quarterly 
gain of prosperous 1964. M oreover, the sec
ond-quarter expansion was broadly based; 
consumption spending, business investment, 
net export spending, and expenditures at 
every level of government, all contributed to 
the increase.

The gain in personal consumption spend
ing would have been greater except for a de
cline in auto purchases below the phenomenal 
first-quarter pace. During the spring quarter, 
unit sales of new domestic cars approxim at
ed 8V3 million, at a seasonally adjusted an
nual rate. This rate fell about 10 percent be
low the first-quarter pace, but it exceeded the

s tro n g  1 9 6 4  sa les  
ra te  by  a b o u t the  
s a m e  m a r g i n .  
A g a in , b u s in e s s  
spending for inven
tories, substantial as 
i t  w as  d u r in g  th e  
s p r i n g  q u a r t e r ,  
w o u ld  p ro b a b ly  
have  been  g re a te r  
h a d  th e  s t r i k e -  
hedge stockpiling of 
steel consumers and 
the  p o s t-s tr ik e  re 
b u i ld in g  o f a u to  
dealers’ inventories 
n o t b een  c o n c e n 
trated so heavily in 
earlier months. 

W ith  d e v e lo p -

Expansion  stim ulated  by fixed-investment boom, 
plus continuing strength in autos and inventories
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ments of this type, the lagging growth rate 
showed up not only in the GNP statistics but 
in the production indexes as well. Industrial 
production by m idyear was running about 3 
percent above the la te -1964 level, mainly on 
the basis of the first-half strength in electrical 
and non-electrical machinery. Production of 
consum er goods, however, declined slightly 
after reaching a peak in M arch. By way of 
contrast, the index rose about 5 percent in 
the second half of 1964, as production for all 
m arkets increased in tandem  at a relatively 
rapid rate.

The question at midyear, then, was wheth
er the econom y’s slower second-quarter pace 
foreshadowed a dying away of the boom or 
w hether it simply represented a tem porary 
readjustm ent of forces which would later pro
vide the foundation for a further substantial 
advance. To answer the question, most ana
lysts are now closely examining each of the 
several sectors which at one time or another 
have provided the main stimulus to the AV2 - 
year-old expansion. These include defense 
spending and residential construction, which 
dom inated the scene in the early stages of the 
boom, and auto spending and business fixed 
investment and inventory spending, which 
kept the expansion moving during the last 
several years.

Defense, business spending up?
Defense spending, which strongly support

ed the early stages of this business expansion 
but later tapered off, may again be a rising 
sector. (Spending in this area increased 
roughly 20 percent between late 1960 and 
m id-1962, at the time of the Berlin buildup.) 
A lthough no one knows how much might 
eventually be required because of the V iet
namese crisis, the $ 1.7-billion supplemental 
appropriation request recently sent to Con
gress effectively removes the $55-billion ceil
ing m aintained on defense spending the last 
several years. But the projected buildup 

1 4 4  comes at a time when total Federal spend

ing (a t 10 percent of G N P) is at its low
est relative level of the past fifteen years.

Business fixed-investment spending, one of 
the mainstays of the more recent stages of the 
current expansion, is expected to exceed 
even the $62-billion annual rate recorded in 
the second quarter of this year. This spring’s 
survey of business spending intentions indi
cated a 5-percent second-half increase in new 
plant-equipm ent spending, on top of the 4- 
percent gain registered in the first half of 
1965. The optimism revealed in the May 
spending survey was based partly on strong 
business-sales expectations for the next sev
eral years and partly on the growing belief 
that present capacity is inadequate to meet 
forthcoming demands. The continuing fixed- 
investment boom is also receiving support 
from a rising carryover of spending plans; ex
penditures intended for projects already un
derway rose to almost $ 15 billion in the spring 
quarter, or to about double the level of two 
years ago.

Inventories, autos dow n?
A nother strong support of the recent ex

pansion, inventory spending, appears more 
of a questionmark for the second half of the 
year. Stockpiling, which began rising rapidly 
in late 1964 on the basis of steel and auto de
mand, may actually have reached its peak 
during the January-M arch quarter. (T he in
crease in business inventories shifted from 
$ 6 . 8  billion in that period to $5.7 billion in 
the A pril-June quarter.) Inventories of steel 
consumers increased roughly 50 percent in 
the winter and spring months, or about as 
much as they did in the strike-anticipation 
periods of 1962 and 1963. Thus, with stock
piling needs essentially fulfilled, steel produc
tion dropped from about 87 percent of capac
ity in late April to about 81 percent of ca
pacity in late July. A t the same time, inven
tories of auto retailers rose to an estimated 
1Vi million cars by August 1 .
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The residential-construction sector con
tinued as a questionm ark at midyear, although 
spending for new housing (a t a $ 26-billion 
annual rate) was somewhat higher in the first 
half of the year than in late 1964. New starts 
and building permits stayed near dead center 
throughout early 1965; permits for new sin- 
gle-family housing held at about 700,000 an
nually, and multi-family permits tended to 
fall off from the 550,000 average of 1964. The 
housing m arket thus showed few signs of an 
early response to the demographic factors 
which are expected to support the m arket 
in the late 1960’s. M oreover, it showed little 
indication of any further response to the rela
tively stable cost and ready availability of 
mortgage financing— a m ajor bulwark of the 
housing m arket throughout this decade.

The auto industry meanwhile, is now test
ing its m arket to see how much momentum 
will carry over from  its spectacular 1965 per
formance. Auto spending in the second quar
ter dropped about $ 2  billion below the unsus
tainable $28 Vi-billion first-quarter rate, but 
the major test still lies ahead. Even D etroit’s 
sales managers are uncertain that the 1966 
models will be greeted with as much enthu
siasm as the 1965’s; nonetheless, the most pes
simistic sales forecast now being quoted from 
the auto capital would have been considered 
wildly optimistic a year ago. Producers will 
soon be completing their 1965 runs, leaving 
retailers with stocks of perhaps IV2 million 
new cars in early August. This figure undoubt
edly is high, but it represents only a 44-day 
supply at recent sales levels as com pared with 
a 49-day supply at model-cleanup time last 
year. Meanwhile, autom akers are looking for 
future strength not only to the basic factors—  
high consumer income, large numbers of new 
drivers, high scrappage rates, easy credit 
terms, and new-car price stability— but also 
to the extra sales which may be stimulated by 
the recent excise-tax reduction.

Steel and other prices
For some observers, the above adds up to 

a definite weakening of consumer an d /o r 
business demand. But to those who argue that 
the boom will soon run out of steam, others 
reply that offsetting factors— such as escala
tion in V ietnam — can easily spell overheat
ing. The latter claim, in other words, that in
flationary pressures of either the excess-de- 
m and variety or the wage-cost variety may be
gin to develop in coming months.

Consider the wage-cost side. True enough, 
unit labor costs in manufacturing were about 
3 percent below the 1957-59 average through
out the first half of the year, reflecting a 
strong growth of productivity and a com para
tive m oderation in labor-contract settlements.
But m anufacturers’ prices have been edging 
up in some areas; wholesale prices of indus
trial commodities recently averaged about 
IV2 percent above m id-1964 levels, on the 
basis of substantial gains in prices of gas fuels, 
leather, and metals. (Nonferrous-m etal prices 
have gained 12 percent over the year.) M ean
while, the overall wholesale price index has 
been pushed up by a 7 Vi-percent year-to- 
year gain in farm -product prices, highlighted 
by a 25-percent gain in livestock prices.

To reinforce the Adm inistration’s concern 
over prices, the Council of Economic Advisers 
released in May some implicit guidelines for 
current labor-contract negotiations in the steel 
industry. In its study, the Council pointed out 
that labor productivity in the industry in
creased 3 percent a year in the 1957-1964 pe
riod, and thereby implied that the steelmakers 
could absorb a 3-percent gain in labor costs 
without raising prices. The study emphasized 
that steel is a basic input for the economy, 
since changes in steel prices generally force 
businessmen to reconsider hundreds of other 
prices. Accordingly, the Council concluded,
“A steel price increase is one of the two cost 
changes most likely to upset the general sta- 1 4 5
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bility of industrial prices”— the other being 
a rise in general basic wage rates greater than 
gains in productivity.

M eaning of diffusion
W ith Adm inistration spokesmen showing 

some wariness of inflationary pressures but 
even m ore wariness of pressures on the down 
side, they are paying increased attention to 
the statistical series tha t usually lead turns 
in business activity. These series anticipate 
future production and employment; some 
foreshadowing is involved, for example, when 
new orders are placed for machinery and 
equipment, when contracts are let for con
structing new plant, and when investments are 
made in materials inventories.

In recent months the 30-odd leading series 
developed by the N ational Bureau of Eco
nomic Research have shown no definite move
ment, since roughly half of the series have 
been moving up and half have been trending 
down. Further information may be gained, 
however, by looking within some of these 
leading series and examining the “diffusion” 
of changes among their components. Diffu
sion indexes, which measure the breadth 
or scope of statistical change, express for

Diffusion in d e xe s support picture 
of broad-based business expansion

N o t e : D iffu s io n  in d ex es  show  fo r  e a c h  ag g re g a te  se r ie s  th e  p e r-  
,  j ,  c e n ta g e  of a l l  in d u s tr ie s  w i th in  t h a t  se r ies  re co rd in g  in c rea se s
• 4 o  S o u rce : B u re a u  o f  th e  C en su s

a given aggregate series the percentage of all 
industries within that series which have re
corded increases over a given timespan.

Every postwar recession has been preceded 
by an irregular decline of six m onths or so in 
some of the key diffusion indexes, related to 
new orders for durable goods, average weekly 
hours in m anufacturing, stock m arket prices, 
industrial materials prices, and other such 
leading series. Since a prolonged decline of 
this type has not occurred in recent months, 
the more optimistic members of the forecast
ing fraternity thus see little evidence of the 
boom running out of steam. (They would ad
mit, of course, that diffusion indexes should 
be regarded only as shorthand m easures of 
the fundam ental forces which determine eco
nomic activity.)

The means and the w ill
According to the recent statements of the 

Council of Economic Advisers, the A dm ini
stration is well prepared to take appropriate 
action should the early warning signals fore
shadow an imminent decline. In  Chairm an 
Ackley’s words, “We have the means and, I 
believe the will to adjust either or both sides 
of the budget if that should be necessary in a 
way which will contribute to the steady and 
adequate expansion of private purchasing 
pow er.” But in describing the likely direction 
of policy, Mr. Ackley recognized that changes 
in defense spending in future months could 
limit intended tax reductions or intended 
spending on domestic programs.

Adm inistration fiscal activity at midyear 
took the form of a $0 .8 -billion retroactive 
increase in social security benefits and a $ 1 .8 - 
billion excise-tax reduction, the latter to be 
followed by a reduction of like size next Jan 
uary. The impact of these measures of course 
cannot be com pared to the im pact of last 
year’s income-tax reduction, which exerted 
not only a direct stimulus of about $7Vi bil
lion in 1964 and $9 billion in 1965 but also
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Exc ise -tax  cuts, social-security gains 
presage late-1965 fiscal stimulus
B i l l i o n s  of D o l l a r s

an indirect stimulus of several times that mag
nitude. Even apart from the relative size of

the recent as against the earlier fiscal stimulus, 
doubts have arisen concerning the effective
ness of these recent fiscal measures as opposed 
to an across-the-board tax reduction— doubts, 
for example, concerning whether excise-tax 
cuts would be passed along to consumers in 
the form of lower prices.

The preliminary report of an inter-agency 
Adm inistration committee, released in late 
July, showed that tax savings on autos and air- 
conditioners generally were being passed on 
to consumers. But early returns were mixed 
regarding the effectiveness of tax-cum-price 
reductions in spurring the perhaps-jaded ap
petites of those consumers. N ot everyone 
agreed with the comment of one culture-con
scious retailer who delightedly reported that 
“pianos are going like crazy.”

William Burke

In the Markets
A c t iv it y  in the financial m arkets con- 

tinued at a vigorous pace during the 
second quarter, as businesses, consumers, and 
governments (particularly at the state and 
local level) again increased their gross bor
rowings. Overall, the volume of credit de
mands increased during the quarter, although 
some shifts again occurred in the pattern of 
credit and financial flows. M any observers 
especially noted the stepped-up financing by 
businesses in the bond and equity markets, 
and the still substantial, albeit somewhat 
slower, increase in business borrowing from 
the commercial banks.

Wall Streeters in particular noted the shift 
in the investing public’s attitude toward the 
stock market, where frenetic activity accom
panied a 10-percent decline in the Standard 
and Poor index between mid-May and late 
June. Though much less spectacular than

1962’s sharp break, the m arket decline, like 
that of three years ago, ran counter to the gen
erally rising trend of economic activity and, not 
surprisingly, generated a considerable amount 
of comment as to its causes. One suggested fac
tor was the June 1 speech of Federal Reserve 
Chairm an M artin dealing with certain “dis
quieting similarities” between the present eco
nomic situation and that of the 1920’s. Al
most unnoticed by the press were those pas
sages in the speech dealing with the many, and 
im portant, dissimilarities with the 1920’s. The 
fact too, that the advent of the market decline 
preceded Chairm an M artin’s comments by 
two weeks also appeared to have escaped 
general notice.

Turn of the screw
Meanwhile, monetary policy assumed a 

somewhat firmer tone during the spring 
months. The level of m em ber bank free re- 1 4 7
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