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SUMMARY AND OUTLOOK

Qutlook for economic activity

Expansion in over-all economic activity continues to moderate
in early 1967, Retail sales have been notably weaker, initial unemploy-
ment claims have risen more than seasonally, and industrial production
appears likely to have declined a bit in January. We now expect increases
in GNP of around $7 billion in each of the first two quarters of this
year, with the annual rate of growth in real terms reduced to about 1-1/2
per cent,

With industrial activity on the weak side, the rise in private
wages and salaries is slowing, but government transfer payments--mainly
for Medicare~-are expected to rise substantially further in the current
quarter. Moreover, a pronounced tapering off in last year's sharp rise
in personal tax payments that resulted from placing such payments on a
more current basis is expected in this and the next quarter. Thus,
disposable income apparently continues to rise at a respectable pace,.
But the reduced propensity of consumers to buy goods (and increased
propensity to save), in the face of the large inventory over-hang, is
resulting in further output cutbacks, Net liquidation of stocks of
some consumer products is in prospect for the coming months.

Only a minimal further expansion in business equipment outlays
and a reduced rate of increase in defense spending are now expected;
considerably slower production gains and a sizable drop-off in the rate

of inventory accumulation in the equipment sector of manufacturing seems
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probable, On the other hand, owing in part to the effect of sharply
reduced business inventory demands on imports, net exports are expected
to rise sharply. Also, the decline in residential construction is
expected to end and State and local government outlays will likely con-

tinue to expand.

Resource use and prices

The outlook for GNP given above would result in further
decline in the rate of industrial capacity utilization and some easing
in manpower demands, particularly in manufacturing industries. In thé
labor market, some lay-offs were being reported and unemployment claims
were continuing to rise more than seasonally in the first 3 weeks of
January. Excessive inventories and the general easing of demands are
narrowing thg area of price advances for industrial products and prices
of some industrial materials are continuing to decline.

Declines are continuing {n prices of food and farm products,
Supplies of major food items are now running substantially larger than
the relatively low volume of a year earlier. Meat production is up one-
tenth, for example, and higher domestic output is being supplemented by
a large volume of imports, The decline in retail food prices so far has
been small but further decreases may be expected., (The expected drop in
food prices accounts for much of the reduced rate of rise in the GNP
deflator shown in the GNP table,) In both November and December, the
total consumer price index rose only 0.1 per cent, and in December the

total for nonfood commodities was down slightly. Prices of services
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have continued their rapid upward course, and further boosts are
expected as the new higher minimum wage increases pervade the wage
structure.

In industry, the plant capacity utilization rate has fallen
off from last year's peak. Also, there apparently has been some further
slowing down in productivity growth, which is falling further behind the
rise in average wage rates. Upward pressures on prices from higher unit
labor costs have been partly countered in markets for industrial products--
except chemicals and metals-~by reduced demands for business inventories

and decreased consumer buying of autos, home goods, and apparel,

Commercial banks

In the next two or three months, time deposit inflows of
commercial banks are likely to continue fairly large, but below the
very high January pace. While rate relationships currently make time
deposits relatively attractive financial assets, the large money market
banks apparently have become somewhat less aggressive in their efforts
to attract CD money after the record dollar inflows of CD's in January.
Their aggressiveness in the CDmarket is likely to be influenced in
part by the strength of business loan demand; with CD offering rates
for all maturities now below the Regulation Q ceiling, the major banks
have some flexibility to vary interest rates to attract such funds in
order to accommodate business customers.

Business loan expansion at banks in February will probably

be below the unusually rapid January pace. A part of the January loan
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increase appears temporary, representing funds needed for accelerated

tax payments, Repayments of such loans and reduced inventory accumula-
tion will tend to keep business loan growth to moderate proportions in
the weeks immediately ahead. Taking a somewhat longer perspective, the
apparent sharp fourth quarter erosion of corporate liquidity is likely

to be a factor maintaining business demands for credit, including bank
loans, especially in the spring when even larger accelerated tax payments
have to be made,

It is not yet clear what impact the downward adjustments in
the prime loan rate will have on bank lending, The new issue rate on
high grade corporates is still low relative to the prevailing prime
loan rates, and, on balance, one would not expect any very significant
movement away from capital market financing toward banks, The differ-
ential in prime loan rates--with only a few banks at the lower rate-~-
may reflect the reportedly large backlogs of loan demands and the still
relatively unsatisfactory liquidity position of many banks,

It is likely that banks will continue efforts to improve their
positions by using deposit inflows gradually to reduce further their
reliance on very short-term borrowed funds and to acquire marketable
securities., In this process, and partly in order to anticipate loan
demands later in the spring, it would not be surprising to see banks
attempt to attract longer-term time deposits, including CD's maturing

in beyond three months,
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Qutlook for the bond and mortgage markets

In capital markets, demands for funds seem likely to be
fairly well sustained in the weeks immediately ahead. With the rate
on new Aaa corporate bonds now back close to the 5 per cent level, there
is some evidence that the volume of new corporate issues is picking up
again, Demands from State and local government borrowers have also
expanded with the decline in rates, and have been running ahead of the
very high level which prevailed in the early months of 1966. Finally,
demand pressures on capital markets will continue to be reinforced by
the large immediate and prospective volume of Federal participation
certificates and also by distribution of the 5-year note component of
the current Treasury financing,

Given the demands that appear to have been generated by the
recent decline in interest rates and the continuing large external finan-
cing requirements of corporations, the short-run sustainability of current
long~-term bond yields is open to some question during the period immed-
iately ahead, Recent interest rate declines have reflected in part the
bullish bond market psychology generated by the President's request for
a tax increase and lower interest rates. Without any further overt
shifts in monetary policy toward ease, or improved prospects for peace
talks on Vietnam, a technical correction from the recent rapid yield
declines is a possibility,

In mortgage markets, the marked December-January expansion

in savings flows to depositary-type intermediaries has begun to ease
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mortgage availability and terms, although to some extent the pressure
for ease has reflected a shortage of immediately avallable mortgages
for lenders to buy in the secondary market. Much of the increase in
flows to savings and loan associations has apparently been directed
toward the rebuilding of liquidity, but a step-up in new mortgage
commitments is to be expected shortly. At the mutual savings banks,
where the pick-up in savings flows began as early as July and some
rebuilding of liquidity was accomplished during the late summer and
fall, the pace of mortgage acquisitions was resumed at a nearly normal
rate in December of last year,

At life insurance companies, the policy loan upsurge has
subsided and there is a more optimistic outlook for cash flows, Like
other institutions, insurance companies are making some effort to
rebuild liquidity, but some companies are becoming more aggressive in
making new loan commitments in both the mortgage and corporate bond
markets, The bulk of the new commitments is for delivery many months

ahead, extending into 1968.

International developments

New data relating to U.S. international transactions call for
no amendment of last month's pessimistic prognostication of a liquidity
deficit running above a $2 billion annual rate in the months ahead and
an official settlements deficit also that large. The December merchandise
trade surplus was smaller than expected, with exports down and imports

level, The net inflow of liquid funds through foreign branches of U.S,



I-7

banks, which began to taper off at the middle of last November, has
ceased; on balance there has been some outflow since then.

For the longer-run trade outlook, no comfort can be found in
1966 price developments here and abroad. Last year, contrary to exper-
ience in other recent years, the rise both in consumer prices and in
wholesale prices of manufactures was greater in the United States than
in Common Market countries other than the Netherlands.

For the near future, however, the easing of domestic inven-
tory demand is expected to hold imports at or below their recent levels.
Exports are expected to rise further, bringing an increase in net exports,

Abroad, there are as yet no industrial production data beyond
November to show either a cessation of the British recession and an up-
turn in Germany or--what seems more likely--a continuation of weakness
through December and January. However, indications of the development
of inventory-and-fixed-investment recessions in Germany and Britain are
less disturbing now than they may have appeared two months ago. This
is so mainly because further moves have been made, in those two countries
as well as the United States, away from the extreme stringency that
characterized financial markets in the late summer and early autumn,

In Germany, the inclusion of a contingency program of public works in

the budget has had a favorable reception in the press, and clearly con-
stitutes insurance against recession. The Bundesbank has taken a series

of cautious moves to ease credit, In Britain, last week's long anticipated
reduction in Bank rate opens the way to a further decline in long-term

interest rates.
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In both countries, there are indications that inventories
have been cut back considerably by now, so that a general improvement
in demand in Germany, at least, might be magnified when it comes, or
even triggered, by buying for replenishment of stocks. British policy
will no doubt seek to delay and damp any general upturn that might push

U.K. imports up, while continuing efforts to encourage productive fixed

investment,
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SELECTED DOMESTIC NONFINANCIAL DATA

(Seasonally adjusted)

Latest Amount Per cent change

Period Latest Preced'g Year Year 2 Years
Period Period Ago Ago* Ago*

Civilian labor force (mil.) Dec'66 78.2 77.9 76.6 2.1 4.6
Unemployment (mil.) " 3.0 2.9 3.1 - 5.2 =20.1
Unemployment (per cent) " 3.8 3.7 4.1 -- -

Nonfarm employment, payroll (mil.) " 65.1 64.8 62.2 4.5 9.6
Manufacturing " 19.5 19.4 18.5 5.3 10.6
Other Industrial " 8.1 8.0 8.1 0.7 4.0
Nonindustrial " 37.5 37.4 35.7 5.0 10.3

Industrial production (57-59=100) " 158.7 158.6 149.0 6.5 15.1
Final products " 159.0 158.4 148.9 6.8 15.7
Materials " 158.4 158.8 148.8 6.5 14.9

Wholesale prices (57—59=100)l/ " 105.9 105.9 104.1 1.7 5.2
Industrial commodities " 104, 7 104.7 102.8 1.8 3.3
Sensitive materials " 101. 4 102.0 103.2 - 1.7 0.2
Farm products and foods " 106.7 107.1 106.5 0.2 9.8

Consumer prices (57-59=100)l/ " 114.7 114.6 111.0 3.3 5.4
Commodities except food " 107.7 107.8 105.7 1.9 2.7
Food " 114.8 114.8 110.6 3.8 7.4
Services " 125.2 124.7 119.3 4.9 7.7

Hourly earnings, mfg. ($) " 2.76 2.76  2.65 4.2 7.4

Weekly earnings, mfg. ($) " 113.21 113.88 109.50 3.4 7.1

Personal income ($ bil.)z/ 2 " 3/ 601.5 598.5 558.2 7.8 17.5

Corporate profits before tax ($bil.)” QIV'66  79.7 81.9 78.7 1.3 17.7

Retail sales, total ($ bil.) Dec'66 25.4 25.7 24.8 2.2 11.4
Autos (million units)2/ " 8.0 8.4 8.5 -6.2 - 6.7
GAF ($ bil.) " 5.9 6.2 5.6 5.7 13.0

Selected leading indicators: 2/

Housing starts, pvt. (thous.)= " 1,102 1,007 1,769 -37.7 -31.6
Factory workweek (hours) " 41.0 41.3 41.3 - 0.7 - 0.5
New orders, dur. goods ($ bil.) " 23.9 23.0 23.4 2.1 15.3
New orders, nonel. Mach. (§ bil.) " 3.6 3.7 3.5 1.3 15.5
Common stock prices (1941-43=10) " 81.33 80.99 91.73 -11.3 - 3.1

Manufacturers' Inventories,
book val. ($ bil.) n 77.7 76.9 68.0 14.2 23.4

Gross national product ($ bil.)%/ QIv'66  759.1 745.3 704.4 7.8 17.8

Real GNP ($ bil., 1958 prices)Zs " 657.0 649.9 631.2 4.1 11.9

* Based on unrounded data. 1/ Not seasonally adjusted. g/ Annual Rates.
3/ Federal Reserve estimate.
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SELECTED DOMESTIC FINANCIAL DATA

Week ended Four-Week Last six months

Jan., 27 Average High Low
Money Market 1/ (N.S.A.)
Federal funds rate (per cent) 4.70 4.98 6.25 3.50
U.S. Treas. bills, 3-mo., yield (percent) 4.66 4,74 5.59 4.59
Net free reserves 2/ (mil. §) - 47 - 62 73 - 583
Member bank borrowings 2/ (mil. §) 538 476 928 217
Security Markets (N.S.A.)
Market yields 1/ (per cent)
5-year U.S. Treas. bonds 4, 68 4,72 5.89 4,60
20-year U.S. Treas. bonds 4,51 4.51 5.12 4. 44
Corporate new bond issues, Aaa 5.15 5.31 5.98 5.12
Corporate seasoned bonds, Aaa 5.04 5.22 5.53 5.03
Municipal seasoned bonds, Aaa 3.34 3.50 4,04 3. 34
FHA home mortgages, 30-year 3/ 6.77 6.77 6.81 6.51
Common stocks S&P composite index 4/
Prices, closing (1941-43=10) 86. 14 84.31 84. 00 74.53
Divident yield (per cent) 3.43 3.51 3.89 3.43
Change Average Annual rate of
in change change (%)
Dec. Last 3 mos. 3 mos. 1 vear
Banking (S.A.; mil. §) 3/
Total reserves 22 - 69 ~3.5 1.2
Bank loans and investments:
Total 2,300 700 2.6 5.9
Business loans 0 300 4.6 14.3
Other loans 900 400 3.8 6.8
U.S. Government securities 1,400 0 0.0 - 5.9
Other securities 0 0 0.0 5.6
Money and liquid assets: 6/
Demand dep. & currency 1,200 - -0.4 1.9
Time and savings dep. 1,200 300 2.5 8.4
Nonbank liquid assets -1,500 400 1.9 4,2

N.S.A. -- not seasonally adjusted. §S.A., -~ seasonally adjusted.

1/ Average of daily figures. 2/ Averages for statement week ending January 25.

3/ Latest figure indicated is for month of December. 4/ Data are for weekly closing
prices. 5/ Where necessary, comparisons shown below have been adjusted for
definitional changes in June. 6/ Less than $50 million.
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U.S. BALANCE OF PAYMENTS
(In millions of dollars)

1966 1965 1965
Dec. Nov. QLII QI QI QIV QIII Year
(billions)
Seasonally adjusted
Current account balance 908 1,124 1,333 1,290 1,527 6.0
Trade balance 1/ 230 295 780 849 1,167 1,271 1,231 4.8
Exports 1/ 2,435 2,500 7,439 7,111 7,171 7,027 6,826 26.3
Imports 1/ 2/ -2,205 -2,205 -6,659 -6,262 -~6,004 -5,756 -5,595 -21.5
Services, etc., net 128 275 166 19 296 1.2
Capital account balance -1,244 -~1,098 -1,587 -1,542 -1,821 -6.9
Govt. grants & capital 3/ -7% -964 -948 -881 -743 -3.4
U.S. private direct investment -700 -976 -687 -731 -569 -3.4
U.S. priv. long-term portfolio -33 -80 -219 -154 -363 -1.1
U.S. priv. short-term 20 -38 -22 -27 105 0.8
Foreign nonliquid 263 9260 289 251 -251 0.2
Errors and omissions 118 -167 -297 -80 =240 -0.4
Balances, with and without seasonal adjustment (- = deficit)
Liquidity bal., S.A. -218 -141 ~551 -332 -534 -~1.3
Seasonal component -493 -11 503 -3 -472 --
Balance, N.S.A. 755 -500 -711 -152 -48 -355 -1,006 ~-1.3
Official settlements bal. 946 -214 -241 -1,158 232 -1.3
Seasonal component -519 ~166 643 33 -508 --
Balance, N.S.A. 4/ 131 -196 427 -380 402 -1,125 -276 -1.3

Memo items:
Monetary reserves

(decrease =) 167 -165 -82 - 68 =424 -271 -41 -1.2
Gold purchases or
sales (~) -27 =49 -173 -209 -68 -119 =124 -1.7

1/ Balance of payments basis which differs a little from Census basis.

2/ Monthly figures tentatively adjusted for changes in carry-over of import documents.

3/ Net of loan repayments.

4/ Differs from liquidity balance by counting as receipts (+) increases in liquid
liabilities to commercial banks, private nonbanks, and international institutions
(except IMF) and by not counting as receipts (+) increase in certain nonliquid
liabilities to foreign official institutions.
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THE ECONOMIC PICTURE IN DETAIL

The Nonfinancial Scene

Gross national product. The picture for the fourth and

first quarters remains, in broad outline, the same as presented in the
Greenbook four weeks ago. GNP rose about $14 billion in the fourth
quarter--according to the Commerce preliminary estimate--and we are
projecting a rise of only half that much in the first quarter. More-
over, we are now projecting a repetition of the slow $7 billion increase
in GNP in the second quarter, Despite a slackening anticipated in the
rate of price advances, real growth during the first half would be at
an annual rate of little more than 1.5 per cent, as compared with about
4 per cent in the last half of 1966 (and over the entire period from
late 1965 to late 1966), and it would be accompanied by some decline in
the rate of industrial capacity utilization and some rise in unemployment.
The chief contributing factor to the first half slowdown is
a projected large decline in the rate of inventory accumulation--the
stage for which was set at the end of 1966. Given the poor performance
of retail sales in the opening weeks of the year, it may be that inven-
tory reductions will not be as large as expected, or altermatively that
output rates will be cut more than now contemplated, But it is too early
to judge whether the adjustments needed in production-stocks-sales rela-
tionships will take the path of substantial reductions in output with
sales sagging, or of output maintained relatively close to earlier levels

and stocks reduced by a significant improvement in sales.
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Nonfarm inventory accumulation in the fourth quarter is now
estimated at a seasonally adjusted annual rate of '$15.6 billion-~a new
postwar high in absolute, though not relative, terms--and this may prove
to be on the low side (the estimate for the quarter as a whole was based
on only October and preliminary November figures, and implies a marked
reduction in stockbuilding in December. A decline has now been reported
for manufacturing but complete trade data are not yet in). The fourth
quarter bulge in nonfarm inventory accumulation--which accounted for
about $5 billion of the $14 billion increase in GNP--accompanied a
marked slowing of the rise in final sales--particularly for consumption
purposes--and by November, the stock-sales ratio for manufacturing and
trade combined reached the highest level since mid-1961.

Consumption expenditures shoved a very small rise in the
fourth quarter, with real takings of goods now estimated to be declining.
Despite production cutbacks instituted in some industries, stocks of
major consumer durable goods-~already high~-increased considerably
further. Early indications for January suggest continued slack in
retail sales, with new auto sales down further, and additional produc-
tion cutbacks have been announced. Only a small rise in consumer real
takings of goods is now projected for the current and next quarters,
and, in view of the large over-hang of stocks of consumer durables at
the end of 1966, we anticipate a sharp drop in the rate of inventory
accumulation in this sector--with net liquidation possible in some lines.

A major part of last year's large inventory build-up was

concentrated in the business and defense equipment sector--much of it
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in work-in-process. In the latter part of 1966, when business fixed
investment outlays began to taper off and expansion in defense spending
was below the extraordinary third quarter increase, the rate of inven-~
tory accumulation in this sector appeared to be leveling off., In the
first half of this year the prospect is for little, if any, further
expansion in business equipment outlays and--according to the new Budget
estimates~--for further slowing of the rise in defense spending. Given
these developments, we are projecting a pronounced slowing of the rate
of inventory accumulation in the equipment sector, The inventory

"ad justment" envisaged for both the equipment and consumer goods
sectors 1is, of course, expected to have a deterrent effect on produc-
tion,

Weakness in the goods sector of the economy is expected to
virtually halt the rise in industrial employment and payrolls during
the first half of the year. Hovever, wages and salaries in the private
service sector and in Federal and State and local Government are expected
to continue to expand at an appreciable pace, and some pick-up is
possible in the construction sector by the second quarter. Moreover,
consumers will benefit by a further rise in transfer payments in the
first quarter because of additional Medicare benefits and growth in
regular social security benefits, 1In addition, in the first and second
quarters, Federal income tax refunds should be large as a result of the
introduction of graduated withholding rates last May. This is expected

to slow considerably the rise in personal tax payments, which took such
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a large bite out of consumers' incomes during 1966. Acting to moderate
somewhat the rise in personal--and disposable~-income early this year
was a moderate boost in social security taxes.

Altogether, disposable income is projected as rising about
$9 billion in the first quarter and at a somewhat slower rate in the
second quarter, Meanvhile, with no indication yet that consumers are
breaking out of the cautious buying pattern evidenced in the late months
of 1966, personal outlays are expected to show moderately less increase
than income, and the saving rate~-which rose sharply in the fourth
quarter--may rise slightly further. The estimated saving rate in the
first half, at about 6 per cent, is above the average rate prevailing
throughout this expansion period, although it was reached temporarily
at times of extra large increases in income, as in late 1965 and in mid-

1964 when taxes were cut,
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Industrial production. Industrial production in January

will probably decline from the preliminary December level of 158.7 per
cent, Available output data, while insufficient to estimate the January
index with precision, show declines for both final products and materials,
and the decline in the total index may be possibly about one point,

Auto assemblies in the first four weeks of January were down
10 per cent from December and 17 per cent from a year earlier. Sales
declined further in the first 20 days of January and with stocks high,
further curtailments in output have been scheduled by all auto producers
for February. Sales of trucks eased off in the last quarter of 1966
and declined again in the first 20 days of January partly reflecting
curtailed buying because of elimination of the investment tax credit.
Ianventories of trucks reached a peak in mid-July but were reduced sharply
in the August and September model changeover period. Since then they
have been rising and on January 20 were near previous highs, Truck
production, which was at record levels during much of 1966, was cur-
tailed in December and again in January,

Output of household appliances probably declined further in
January., Trade reports indicate that many companies are making selective
cuts in output to stop the rise in inventories. Curtailments also have
been announced for February, and, for the first time, have included
color television sets,

Steel ingot production declined 3 per cent further in January--

for the sixth consecutive month--reflecting the lessening in demand for
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autos, trucks, and appliances., 1In December, output of irom and steel
mill products was down 10 per cent from the summer peak, Output of
paper board--which is sometimes viewed as a general business indicator
because of its wide use as an important packaging material--eased off
in the fourth quarter of 1966 and declined further in early January.
Unfilled orders for paper board since mid-December have posted succes-
sively larger declines from year-earlier levels and for the 4-week
period ending January 14 were 10 per cent below last year, New orders
also declined and on January 14 were 3 per cent below a year ago.
Gains in industrial production in 1966 were substantial as
shown in the table. The rate of inrrease in output slowed considerably

+NDU, IAL PRODUCTION
Per cent increase

From IV Qtr. 1965
to IV Qtr, 1966

Total index 7.9
Consumer goods 3.7
Business equipment 12,8
Defense equipment 24,7
Durable materials 9.0
Nondurable materials 7.5

in the fourth quarter, except for autos which rose following the severe
cutbacks during the change-over period. ¥inal takings, however, levelled
off and the rate of inventory accumulation increased, as a larger pro-
portion of industrial production went into stocks, The slower rate of

inventory accumulation projected for the first quarter of 1967, unless
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accompanied by a substantial rise in final takings, implies cutbacks in
industrial production during this period.

The rate of capacity utilization in manufacturing reached
a peak rate of 91 per cent in the first quarter of 1966, With the
additions to capacity during 1966 estimated at nearly 7 per cent for
the year, the utilization rate remained at 91 per cent in the second
and third quarters despite further increases in manufacturing output,
It then declined to 90 per cent in the fourth quarter, reflecting reduced
output of iron and steel and construction materials.

RATE OF CAPACITY UTILIZATION IN MANUFACTURING
Seasonally adjusted, quarterly averages - per cent

1966
1 II 111 IV
Total 21 921 91 90
Primary industriest’ 91 92 91 89
Advanced industriesgl 91 91 91 91

1/ Mainly materials.
2/ Mainly final products,

In December, the rate of capacity utilization in manufactur-
ing was estimated at 89 per cent, one point below the fourth quarter
average, If manufacturing output declines one point in January, the
utilization rate would be close to 88 per cent, the lowest rate since

the first quarter of 1965.
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Autos, Daily average sales of new domestic automobiles during
the first 20 days of January were about one-fifth below the very high
sales rate a year ago, Assuming sales remain at this rate in the final
10 days, the seasonally adjusted annual rate for January would be about
7.5 million units, compared to 3.0 million for December and 9.4 million
a year ago. Trade reports indicate that reduced demands for autos are
resulting in output cuts in Canada and European countries as well as in
the United States,

Although domestic output was curtailed by about 10 per cent
in January, the reduced rate of sales would probably result in a further
increase in the number of cars held in dealer inventories to about 1.5
million units by the end of January. January is usually a month of
seasonally large increases in stocks, however, and on a seasonally
adjusted basis stocks at the end of January would be below the end of

December,

Consumer credit. Consumers added to their instalment debt in
December at a relatively slow pace. The seasonally adjusted annual
rate of increase for October was a very low $4.6 billion. November saw
a slight increase to $5.3 billion, but early reports from commercial
banks and retailers indicate that in December the rate dropped off again,
possibly to about $5.0 billion. For the fourth quarter as a whole, the
rate also was about $5,0 billion, the lowest for any quarter in over

4 years,
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The slow pace of expansion in December reflected largely the
turndoun in new car sales, but sales of color television, furniture,
and major appliances~-=-all big ticket items frequently bought on credit--
were also less buoyant than earlier. Restrictive lenders; standards,
as well as reduced demands, also played a role. In recent weeks, however,
there have been scattered reports of some easing in credit standards
accompanying the general easing of monetary conditionms,

A significant feature of the instalment credit expansion in
1966 was the levelling off in new credit extensions, Extensions were at a
$79 billion annual rate in the first quarter but increased little further
in subsequent quarters. Repayments on instalment debt continued to grow,
however, from an annual rate of just under $72 billion in the first
quarter to a little over $74 billion in the fourth., Thus, over much of
1966-~and particularly since the fall-~there has been a narrowing of the

excess of extensions over repayments,

Construction activity. New construction outlays--revised

upward by 2 per cent for November--dipped slightly in December to a
seasonally adjusted annual rate of $70.4 billion. The decline, which
continued to be mainly in residential activity, brought the total to
$74,6 billion for 1966 as a whole. This was 4 per cent higher than in
1965, but it amounted to a slight year-to-year decline in real terms.
Reflecting in part the sharp further reduction in residential
construction toward the year end, both private nonresidential and public

construction exceeded residential expenditures in the fourth quarter of
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1966, as shown in the table. And, although each of these sectors
remained below the highs reached in the first quarter of the year, they

maintained their advanced third quarter levels.

NEW CONSTRUCTION PUT IN PLACE

4th Q 1966
(Billions of Per cent change from
dollars) 1/ 3rd @ 1966 4th ¢ 1965
Total 70.6 - 4 -5
Private 46.8 -6 -9
Residential 21.0 -13 -20
Nonresidential 25.8 -- 4+ 2
Public 23.8 -- + 4

1/ Seasonally adjusted annual rates; preliminary.

Seasonally adjusted housing starts, which 1led residential
outlays, rose nearly a tenth further in December, but only to an annual
rate of 1.1 million units. Starts for the year as a whole totaled only
1.2 million, nearly a fifth below the already declining level in 1965
and the lowest since 1957,

The rise in the seasonally adjusted series in December, as
in November, reflected a less than seasonal decline in the unadjusted
data. Including the 20-year low of 848,000 reached in October, moreover,
the fourth quarter average was appreciably below the reduced third
querter rate; the decline was particularly marked for the Northeast
states, as shown in the table. Issuances of building permits increased
from November to December, especially for single-family structures, but

for the quarter as a whole also were at a sharply reduced rate.
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PRIVATE HOUSING STARTS AND -PERMITS

s

4th Q 1966
(thousands Per cenF_ehange from
_of units)L/ 3rd Q 1966 4th Q 1965
Starts 986 -10 -37
Northeast 163 =23 =45
North Central 253 -7 =43
South 417 -4 -29
West 154 -9 -38
Permits 734 -12 =42
l~family 456 - 8 -37
2-or~more family 278 -18 -50

1/ Seasonally adjusted annual rate; preliminary.

Prospects are for an annual rate of starts of a million or
better in the first quarter, based on seasonal adjustment considerations,
the low level of starts already reached, and also the recent sharp
improvement in prospects for mortgage flows. Whether the projected first
quarter improvement in starts can be sustained on a seasonally adjusted
basis during the second quarter will depend on the extent of the unad-
justed rise that can be achieved during the spring months. Under normal
conditions, seasonal expectations are for an expansion in actual starts
of about 60 per cent from the first to the second quarters, and for a
virtual doubling in the number of starts from January to May. In view
of this, and given the abruptness of the shift in financial markets,
lender needs to replenish liquidity, the interrupted momentum of builder
plans during 1966 and the time required by lenders, builders and prospec-

tive home buyers alike to review and adjust expectations, it seems
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unlikely that more than the usual seasonal rise in starts can be
accomodated this spring., Thus, an appreciable rise in the seasonally
adjusted starts series probably will be delayed until the third quarter,
even if easier credit conditions persist., But the rapidity of change in
financial conditions improves prospects for a second quarter rate of

starts at least equal to the first quarter rate.

Business inventories, Inventory accumulation by manufacturers

declined appreciably in December (the book value increase totaled $775
million as compared with $1.1 billion in November), while shipments
increased moderately following some months of little change. As a
result, the factory stock-sales ratio declined somewhat but remained
well above the low levels prevailing in 1965 and early 1966.

Reduction in the rate of accumulation in December was concen-
trated in durable goods and it occurred in both the equipment and consumer
durables sectors,

For the entire fourth quarter, the inventory book value
increase now indicated for manufacturing was at an annual rate of about
$11 billion, down moderately from $11.7 billion in the third quarter.

Trade inventory figures are not yet available for December.
In October and November, inventory accumulation at wholesale and retail
distributors combined was at an (average) annual rate of nearly $6
billion--as compared with less than $1,5 billion in the third quarter.
Book value increases in October and November were especially large for

wholesale distributors of durable goods and for retail auto dealers.
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The prospect for trade inventory accumulation in December is
uncertain. While it is expected to show a drop from the high October-
November rate (the increase at wholesale was surprisingly large in those
months and these inventories fluctuate considerably from month to month;
and also, unit auto stocks stopped increasing in December),the sizable
decline now reported for retail sales in December may have resulted in
a large back-up in stocks outside auto dealers, Altogether, we are now
estimating the book value increase in stocks for menufacturing and trade
combined in the fourth quarter at an annual rate of around $16 billion,

as compared with $13 billion in the third quarter.

Orders for durable goods, New orders for durable goods
increased about 3.5 per cent in December, following a decline totaling
9 per cent between September and November., Durable shipments also
increased in December and the unfilled order backlog was about unchanged
from the October-November level. For durable goods industries with
backlogs, the total value of unfilled orders represented 3.60 months'
shipments in December, as compared with 3.67 in November and October
and 3,15 in mid-1965 before the defense-stimulated boom began,

The recovery in new orders in December--as well as the sharp
preceding two month decline--was concentrated mainly in the defense
products industries. The December order level for these industries,
while sharply below the exceptional September peak, was close to the
average for the other months in the year and well above year-earlier

levels; unfilled orders rose somevhat to a new high, New orders for
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machinery and equipment edged down slightly further in December and
were nearly 10 per cent below their midyear high; the order backlog

stabilized at a level nearly a fourth above a year earlier.

Labor market. Layoffs and short workweek schedules continued

to be reported in January in the automobile and some consumer appliance
industries and unemployment claims, on a seasonally adjusted basis, were
at slightly higher levels than at the end of the year. Despite weakness
in selected activities, the over-all employment picture apparently
remained strong im January.

There was a quarter million increase in nonfarm jobs in
December following an expansion of 350,000 (revised) in November. One
element in December's employment rise was a modest pick-up (seasonally
adjusted) in construction employment, following a substantial decline
beginning last spring. The expansion in nonfarm payroll employment
between the fourth quarters of 1965 and 1966 totaled 2,9 million, an
increase of 4.7 per cent over the year. December's unemployment rate
of 3.8 per cent--virtually unchanged over the month--remained in the
narrow range of 3.7 to 4.0 per cent that characterized unemployment
throughout 1966,

Some indications of weakness in the labor market were reflected
in the December figures, however. The number of workers employed part-
time for economic reasons rose somevhat. The workweek of production
workers in manufacturing, usually a fairly sensitive leading indicator

of economic activity, declined by three-~tenths over the month to 41.0 hours
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in December, and was also 0.3 hours shorter than a year earlier. The
workweek reached a postwar high of 41,5 hours eariy last year, Also,
the factory hiring rate fell and the layoff rate rose in December,

pointing to a slowing in the growth of employment,

Labor force. Manpower needs of the economy in 1966 were met
by a substantial expansion of labor supply~-mainly from marginal workers,
The increase in the total labor force--including the armed forces--
between the fourth quarters of 1965 and 1966 totaled 2.1 million; demo-
graphic and labor force participation trends would have suggested a
"normal" increase of only about 1.4 million.

In part this exceptionally large labor force growth reflected
an expansion of the armed forces by about half a million from the end
of 1965 to late 1966. But also reflecting exceptionally sharp demands
for civilian workers, total nonfarm employment averaged 2.2 million
higher in 1966 and agricultural employment and total unemployment each
declined by 300,000, Civilian manpower needs were met largely by the
addition to the civilian labor force of over a million adult women;
teenagers provided 300,000 additional workers, and the adult male labor
force increased by less than 200,000,

In contrast to 1966, total labor force is projected to
increase only 1.4 million in 1967, The age-~sex composition of the
increase, moreover, will differ sharply from last year's. Teenagers
will contribute relatively little to the projected rise since their
population is leveling off., Instead, the 20 to 24 year-olds are expected

to account for approximately half the total increase over the next four
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quarters as large number of persoms born shortly after World War II
begin to reach their early twenties. Adult men and women (25 years of
age and over) are expected to account in about equal measure for the
remainder.

The smaller projected rise in the armed forces in 1967 is
expected to be filled largely from the 18 and 19 year-old group, and
could result in some reduction in the teenage civilian labor force,
The armed forces are expected to total about 3.4 million in mid-1967,
and 3.5 million by the fourth quarter--some 200,000 more than in the

fourth quarter of 1966.

Productivity and unit labor costs. The average rate of

productivity growth for the total privatée economy in 1966, at 2.8 per
cent, was equal to the previous year's gain, but substantially below
the 3.6 per cent average for the 1960-1965 period. Moreover, the
increase for 1966 as a whole was substantially larger than the rates
of increase in the latter quarters of the year. In fact, quarter-to-
quarter increases in productivity averaged less than one per cent
(annual rate) after the first quarter of 1966 and the year~to-year
increases declined progressively throughout the year. By year's end,

the rise in productivity over a year earlier was only 1.3 per cent.
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PRODUCTIVITY AND UNIT LABOR COSTS
Percentage increases from a year earlier

Outpui per manhour Unit labor costs

Privatel/ Mhnufacturinggl Manufacturinggl

_ Economy (all employees) (2ll employees)
1966 IQ 4,0 3.0 1.0
IIQ 3.8 2,8 1.6
IIIQ 2.5 2,7 2.1
IvQ 1,3 2,6 2.7

Average annual increases

1960~1965 3.6 3.9 -0.3
1965-1966 2,8 2,8 2,0

1/ Real private GNP per employee manhour, establishment basis, BLS
2/ S::izzéturing production per employee manhour, FRB series,
3/ Labor costs (wages, salaries and supplements) per unit of output,

manufacturing, Bureau of Census series.

Productivity in manufacturing showed only modest gains after

mid-1966 and for the year as a whole also averaged 2.8 per cent over
1965, 1In conjunction with the steady upward pressure on wages, unit
labor costs in manufacturing rose appreciably in the latter part of the
year, These costs now stand 2,7 per cent above a year ago. With no
reduction in pressure for wage increases immediately in sight and some

likely easing in output, a continued rise of unit labor costs in manu-

facturing is in prospect,

Increase in minimum wage, The first-step increase in the

minimum wage provided by the 1966 Amendments to the Fair Labor Standards

Act went into effect February 1. It is estimated that the direct impact
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will raise wages by $1 billion (annual rate) in February, or by about
$2/3 billion in the first quarter, There will also be a substantial
secondary impact as other wages tend to adjust upward to maintain tra-
ditional wage differentials,

The Amendments not only raised the minimum wage from the
current $1.25 per hour to $1.40 on February 1 and to $1.60 on February 1,
1968 for workers now covered, but also extended coverage for the first
time to an additional 8 million workers mainly in services, trade, con-
struction and on farms, The minimum for newly-covered nonfarm workers
started at $1,00 per hour on February 1, and will increase by 15 cents
a year until $1,60 is reached on February 1, 1971, For farm workers the
$1.00 minimum goes up in two annual steps to $1.20 by February 1969,

Minimum wage protection was extended to 1.5 million service
workers in hospitals and educational institutions; to 700,000 workers
in restaurants, hotels and motels; to 500,000 laundry workers; and to
some 700,000 Federal Government wage board and other workers previously
specifically exempted. The largest concentration of newly covered
workers with hourly earnings of less than $1.00 is in hospitals, educa-
tional institutions, farms and laundries.

Coverage was also extended to additional workers mainly in
retall trade, construction, and gasoline service stations by lowering
or eliminating the previous annual volume of sales criteria. In retail
trade, coverage was extended to 1.5 million additional workers by lower-
ing the annual volume of business criteria from $1 million, set in the
1961 Amendments, to $500,000 on February 1, 1967 and $250,000 on
February 1, 1969. 1In construction, the volume of business criteria was

eliminated.
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Wholesale prices, Wholesale prices of foods and farm

products showed little further decline in December, and with the
industrial commodity average unchanged, the total wholesale index
showed no change., Since mid-December, prices of livestock and meats
have risen somewhat, while eggs, grains, and some other food materials
have decreased. It is not certain, however, what the net effect of
these price changes have been, because the B.L.S. weekly indexes for
these products were discontinued--along with the total weekly index--
on December 27,

The industrial commodity price average and the total index
probably rose slightly in January, reflecting some important increases
in basic chemical and metal prices and continued advances in various
machinery and industrial supply items, The price increases for chemicals
were generally effective January 1 and were relatively moderate, except
for sulphur, which is reported to be in world~wide shortage because of
sharply expanded demands for fertilizer.

The special U.S. Arrangement to purchase copper from Chile
at the domestic price of 36 cents per pound came to an end in early
January and the price of copper supplied by Chile was raised to the
world level, which has been around 55 cents. At the same time, major
domestic copper producers raised their prices by 2 cents to a level of
38 cents per pound (a previous attempt in November 1965 was withdrawn
at Federal request). Prices for aluminum and products were raised

one-half to one cent'per pound and tubular steel mill products were
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generally advanced, Steel scrap, textiles, and other sensitive markets,
however, have reflected some mounting concern over a possible business

letdown.

Consumer prices. The consumer price index showed a small

further rise in December--0.1 per cent, as in November--and ended the
year at a level 3.3 per cent higher than in December 1965. In December,
prices of food for home consumption declined slightly, but the decrease
was less than expected and the food total including restaurant meals
was unchanged, Retail prices of meats declined 1 per cent further and
vere about 3 per cent below the level of last summer, but they still
appear high in relation to wholesale prices of meats and livestock.

Prices of nonfood commodities edged off 0.1 per cent in
December as a seasonal decrease in new cars and a more-than-seasonal
decrease in used cars were nearly offset by a contraseasonal increase
in apparel. Services continued on their rapid upward course, with the
total excluding rent up another 0.5 per cent.

The 3.3 per cent rise in the index over the 12 months from
December 1965 to December 1966 compares with 2.0 per cent during 1965
and an annual average increase of 1.5 per cent in 1962-64~--a period
generally regarded as one of relative price stability. As the table
shows, services made a very large contribution to last year's increase
in the total index, with medical care services rising sharply. The
increase in mortgage interest rates over the year also was a significant

factor in the index, accounting for roughly 1 percentage point of the
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5 per cent rise in services and about 0,3 percentage points of the rise
in the total CPI.

Retail food prices rose slightly more during 1966 than during
1965, Meats, which accounted for much of the rise in 1965, showed little
net change in 1966 but dairy and cereal products increased substantially,
Nonfood commodities rose 2 per cent in 1966, with much of the increase
resulting from higher apparel prices. For nonfood commodities, a signif=-
icant portion of the difference in increases between 1965 and 1966 was
accounted for by the reduction in 1965 in Federal excise taxes on autos

and other consumer durable goods.

CONSUMER PRICE INDEX

Per cent change
Dec. 1965 Dec, 1966 Dec, 1966
from from from
Dec. 1964 Dec. 1965 Nov. 1966

All items 2.