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rh. rend o f  B u s i n e s s

D uring  the closing m onths o f 1960 
the g radua l decline in ou tp u t and  em ploy
m en t w hich began abou t m idyear con 
tinued. A t year end, how ever, there  was a 
strong  consensus o f op in ion  in the business 
and  financial com m unity  th a t the 1960-61 
ad justm en t w ould be no m ore severe and 
qu ite possibly w ould  be considerably 
m ilder than  ea rlie r postw ar dow nturns.

T he dow nw ard  phase o f postw ar busi
ness declines has been lim ited to a year or 
less. If  the forecasts fo r 1961 publicized 
in recen t w eeks prove to  be correc t, the 
p resen t m ovem ent will no t be an  exception. 
M ost o f the forecasts po in t to  an  up tu rn  
beginning som etim e in the first ha lf o f 
the year. H ow ever, som e are less optim istic 
in the sense th a t no  u p tu rn  is foreseen until 
a fte r  m idyear and  a few  expect no up tu rn  
a t all du ring  1961.

In  retrospect, it is apparen t th a t the 
1958-60 up tren d  w as neither so long nor 
as large as the 1954-57 rise. D em and  did 
not press so closely upon  resources o f m en 
and m ateria ls, and  there  was less increase 
in prices. In  part, th is explains w hy ou tpu t, 
em ploym ent, incom e and  sales in the 
second ha lf o f 1960 show ed less change 
from  the levels in the first h a lf  o f the  year 
than  w as the  case in the corresponding 
periods o f 1957.

A lthough  forecasts fo r 1961 vary  in 
evaluating  th e  tim ing and  strength  o f the 
even tual u p tren d  in activity , the re  is gen
era l agreem ent as to  the segm ents o f the

econom y w hich p robab ly  w ill be su ppo rt
ing o r depressing over-all activity. I t  is 
the relative strengths o f these forces w hich 
will largely  determ ine w hich forecasts 
com e closest to  the m ark .

Business plant and equipment ex
penditures w hich w ere ju st u n d er 36 bil
lion dollars in 1960— 10 per cent above 
1959— are regarded  as alm ost ce rta in  to 
decline in the cu rren t year. Surveys of 
business p lans indicate th a t this d rop  will 
be m odera te , bu t p revious experience sug
gests th a t w hen a dow ntu rn  in this sector 
develops, in itial estim ates usually  u n d er
sta te the ex ten t o f the decline. C ap ita l o u t
lays h it a peak  in the second q u a rte r  of 
1960 and have declined since th a t tim e. 
M idw est m anu fac tu re rs  o f industria l m a-

per cent, 1957 = 100

Postwar declines in industrial 
production have been limited 
in amount and duration
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ch inery  and  ra ilroad  equ ipm en t experi
enced a dow ntrend  in o rders du ring  the 
second ha lf o f 1960, and  there  w ere no 
ind ications at year end tha t this trend  w ould 
be reversed soon. T he p ic tu re  is no t all u n 
favorab le , how ever, electric  and gas utilities 
and  au tom obile  m anu fac tu re rs  are ex
pected  to  increase cap ita l spending next 
year.

Business inventories are generally  ex
pected  to  average low er in 1961 than  in 
1960. H ow ever, as the year m oves on, 
inventory  liqu idation  is expected to  give 
w ay to  accum ulation . T he change from  
large inven tory  accum ulation  at an  11 
billion do llar annua l ra te  in the first 
q u a rte r  o f 1960 to  liqu idation  at a ra te  of 
abou t five billion w as the dom inan t ele
m en t in the slow ing pace of econom ic 
activ ity  in the year ju st ended. Inventories 
o f m ateria ls pu rchased  for fu rthe r p ro 
cessing by m anufac tu re rs  w ere reduced 
m ore than  inventories o f finished goods 
during  the second half o f 1960 and  are 
believed to be a t relatively low levels. F o r 
this reason p roducers o f these m aterials, 
particu la rly  steel, are expecting a larger 
volum e o f business in the first ha lf o f 1961 
than  was done in the second half o f 1960.

Total construction activity is expected 
to  be higher in 1961 than  in 1960— 4 per 
cen t h igher accord ing  to  estim ates of 
G overnm en t officials. V irtually  all types 
o f construction  are expected  to  rise, in
cluding housing w hich w as the only seg
m en t o f the industry  to  decline significantly 
in 1960. P ublic w orks, including highw ays, 
p robab ly  w ill rise m ore than  private con
struction . T he volum e o f large projects 
con trac ted  fo r in recen t m onths has been 
im pressive, p articu la rly  in the M idwest. 
P roducers o f construc tion  m achinery , im 
po rtan t in this area, expect som e im prove-

million persons

Employment has eased down from 
midsummer peak, but not so sharply 
as in earlier postwar declines

m ent in o rders from  dom estic purchasers.
Government spending fo r goods and 

services has been rising th ro u g h o u t the 
past year and doubtless will rise fu rth e r 
in 1961. M ost o f the increase during  the 
past year was by sta te and  local govern
m ents, bu t F edera l purchases rose after 
m idyear.

Consumer spending com prises about 
tw o-th irds o f all spending in the  econom y 
and  determ ines, in considerab le degree, 
business inven tory  and cap ita l expenditure  
policies. C onsum er ou tlays on goods and 
services to ta led  abou t 328 billion dollars 
during  1960— a rise o f alm ost 5 p er cent 
over 1959. But spendable incom e w as up 
even m ore. T he decline in re ta il buying 
during  the th ird  q u a rte r  was the signal fo r 
fu rth e r a ttem pts a t inventory  reduc tion  on 
the part o f m anu fac tu re rs  and trad e  firms. 
C onsum er buying is expected  to  rise 
m oderately  in 1961, accord ing  to  m ost 
forecasts, at least in the case o f nondurab le  
goods and services. F o r  the h ard  goods 
sector, im portan t in the M idw est, the  p ic
tu re  is m ixed.
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New  automobile sales to taled  abou t 
6.7 m illion during  1960, including about 
500 ,000  im ported  m odels. T his w as second 
only to the reco rd  7.4 m illion in 1955. 
D eliveries o f new cars w ere abou t 15 per 
cen t h igher in 1960 than  in the previous 
year. T he do llar volum e o f au to  sales 
show ed little change because o f m ore com 
pact cars, less auxiliary  equ ipm en t on 
s tandard  size cars and low er prices for 
used cars. A u to  producers expect th a t unit 
sales in 1961 will be abou t the sam e as in 
1960. H ow ever, p roduction  m ay be low er 
because the inven tory  o f new  cars was 
increased by abou t 400 ,000  in 1960.

Household appliance and television 
production  was low er in 1960 than  in 
1959. M anufactu rers had an tic ipated  a 
substan tia l increase a t the beginning o f the 
year. C onsum er purchases o f these item s 
lagged behind ou tp u t w ith the result th a t 
dealer inventories rose sharply. In  the 
second half o f 1960 production  of appli
ances and  T V  sets was reduced.

Nonfarm  employment, seasonally  ad 

justed, has been declining at a ra te  o f about 
100,000 per m onth  since last July. D uring 
this period unem ploym ent has risen sub
stantia lly  and was estim ated to be 6.3 per 
cent o f the labor force in N ovem ber. In  
N ovem ber o f 1957 the p ropo rtion  o f the 
labor force unem ployed  was 5.2 per cent.

D uring  N ovem ber the num ber o f in
dustria l centers classified by the G overn 
m ent as having “substan tia l labor su rp lu s” 
(m ore  than  6 per cent unem ployed) was 
increased from  42 to 51. T he additions 
included F o rt W ayne, G ary  and  South 
Bend in the Seventh F edera l R eserve 
D istrict. N ew  claim s fo r unem ploym ent 
com pensation  have continued  to run  well 
above last year in m ost states.

T he cu rren t tenor of forecasts fo r 1961 
do not indicate a large enough rise in 
activity to bring abou t a significant reduc
tion  in unem ploym ent. G row th  o f the 
labor force and  con tinued  progress in 
m echanization  and technology m ake pos
sible increased production  w ithout co rre 
sponding decreases in unem ploym ent.

Tre n d s on fa rm s in D is tric t sta tes

Tr wo m ajo r aspects o f the technological 
revolu tion  in ag ricu ltu re  have been a 
steady decline in the num ber o f farm s and 
an  increase in the average farm  size. C on
tinua tion  o f these long-tim e trends has 
been confirm ed recen tly  fo r D istric t states 
by p relim inary  da ta  from  the 1959 Census 
o f A gricu ltu re .

Between 1954 and 1959 the num ber of 
farm s in th ree C orn  Belt states— Illinois, 
Ind iana  and  Iow a— has fallen  12 per cent 
to 458 ,000  while the average size has 
show n a co rresponding  increase to  181 
acres. In  tw o dairy  states— M ichigan and 
W isconsin— the num ber o f farm s declined 
15 per cent to 243,000, and  average size
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thousand operators
600 r

3 Corn Belt Indiona Iowa Illinois 2 Dairy Belt Michigan Wisconsin
sta te s-to ta l sta te s-to ta l

Num ber of farm  operators declines but proportion 
working 100 days or more off the farm increases

has risen to 148 acres. H ow ever, the de
cline in the num ber o f farm s has been 
lim ited to the sm aller units. In  the D istrict 
the d ividing line in the past five years has 
been a round  260 acres; the  num ber below 
260 acres declined w hile the num ber above 
th a t size increased.

A s farm ers  acqu ire  be tter m ach inery  and 
g rea ter know ledge and  skill in handling 
the ir soil, p lan ts and  anim als, they  are 
able to  p ro d u ce  m ore than  fo rm erly  in 
each  h ou r o f w ork. T hus, m any  farm ers 
w ith sm all acreages have actively sought 
add itional land  to  fu lly  utilize the ir labor 
and  increase the efficiency o f the ir over-all 
operations. F a rm  land  prices rose 33 per 
cen t from  1954 to  1959.

T he econom ic incentive to  farm ers to  in
crease the size o f th e ir  farm s com es from  
the possibilities o f reducing  opera ting  costs 
and  increasing ou tp u t, hence leading to  
higher, profit. A  recen t study  in the cash 
grain area o f Iow a, fo r  exam ple, indicates 
tha t the investm ent in m ach inery  and the

opera ting  costs fo r m ach inery , pow er and 
labor per $ 100 o f farm  p roducts p roduced  
was abou t one-fou rth  less fo r farm s of 
320 acres than  farm s o f  160 acres. Costs 
fo r farm s o f 500 acres and  1,000 acres 
averaged abou t the sam e as fo r the 320 
acre  farm s. W ith  the existing m anagem ent, 
kinds o f m ach inery  and  m ethods o f fa rm 
ing utilized on  C orn  Belt farm s, it appears 
th a t m ost o f the econom y in m ach inery  
costs, arising from  the  add ition  o f m ore 
land to  sm all farm s, is achieved w hen size 
reaches 300 to  400  acres. H ow ever, the 
average farm  in the  cash  grain  area  of 
Iow a in 1959 w as ab o u t 200 acres, and  less 
than  30 per cent o f the farm s w ere larger 
than  260 acres.

M any farm s, there fo re , still ap p ear to  
be in need o f additional land  if they  are 
to be opera ted  w ith m ax im um  efficiency. 
T his is indicated  also by the  p rop o rtio n  of 
farm ers w ho w ork p a rt tim e in o th e r jobs. 
N early  tw o-fifths o f the farm ers in Illinois, 
Ind iana , Iow a and  W isconsin  d id  som e
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. . . reflecting increasing levels of farm mechanization

w ork  in add ition  to  opera ting  a fa rm  in 
1959, and  m ore th an  one-fifth  w orked  at 
such jobs 100 days o r  m ore during  the

year. In  M ichigan the p roportions w ere 
h igher, one-half and  tw o-fifths, respec
tively. T he en largem ent o f  farm s can  be
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achieved, o f course, only  as the to ta l n um 
b er o f farm s declines fu rther.

T h e  econom ic pressures encourag ing  en 
la rgem en t o f farm s m ay becom e even 
stronger as farm ers acqu ire  m ore m ach in 
ery  and  the m an u fac tu re rs  o f ag ricu ltu ral 
m ach inery  m ake fu rth e r  headw ay in de
veloping new  types. T he p ropo rtion  of 
farm s having trac to rs , trucks and  o ther 
im portan t m achines con tinues to  increase, 
and  m ost o f the new er m achines have m uch 
g rea ter capacity  th an  the earlier m odels.

Reflecting the  advances in technology 
and  m echan iza tion , fa rm ers’ purchases of 
m any  item s have increased even though  
th e  to ta l n um ber o f farm s has declined. 
C om m ercial fertilizer, fo r exam ple, was 
applied  to  6 per cen t m ore crop land  in 
C o rn  Belt states in 1959 than  in 1954, 
and  to 4 per cen t m ore crop land  in the 
dairy  states. In  add ition , purchases o f feed

had risen 21 per cen t and  petro leum  p ro d 
ucts 14 per cen t in the C orn  Belt, and 14 
and  9 per cent, respectively, in the dairy  
states.

These trends tow ard  larger, highly 
m echanized farm s o ften  specializing in the 
production  o f one com m odity  have som e
tim es been in te rp re ted  as ind icating  th a t 
the fam ily-size un its are likely to  d isappear. 
W hile the eventual effects o f technolog ical 
and  o ther changes can n o t be foreseen 
clearly , it is evident th a t th e  fam ily-size 
farm  still holds a com m anding  position  in 
the D istric t. If  there  w as a  tren d  aw ay 
from  the fam ily-size farm , the p roportion  
o f farm s opera ted  by ten an t farm ers and 
the num ber o f h ired  w orkers w ould rise. 
This has n o t been evident. In  fact, the 
num ber o f h ired  fa rm  w orkers and  the 
p roportion  o f tenan t-opera ted  farm s have 
bo th  declined.

Electric pow er consum ption—  
a m easure o f in d u s tria l a c tiv ity  

in  the Ind ia na p o lis area

A
X  new  series on  electric pow er con

sum ed by m an u fac tu rin g  firm s has been 
developed fo r  the Ind ianapolis m etropo li
ta n  area and  is pub lished  here  fo r the first 
tim e. A  sim ilar series fo r the  D etro it area 
w as first p resen ted  in o u r issue o f  A pril 
1959. T he elec tric  pow er series reflect 
changes in activ ity  in the m anu factu ring  
sectors o f th e  tw o m e tropo litan  areas. As 
in terpretive experience w ith these data  is 
acquired , it is believed th a t they  will be

com e reliable ind icators o f changes in 
econom ic activity.

Ind ianapolis m an u fac tu rin g  activity , as 
m easured  by the index o f e lec tric  pow er 
consum ption , rose 2 p e r cen t in N ovem ber 
and w as above the year-earlie r figure. 
E lectric pow er consum ption , ad justed  fo r 
seasonal varia tion , increased betw een O c
tober and N ovem ber in the food, p rim ary  
m etal and the electrical and  nonelec trica l 
equ ipm en t m an u fac tu rin g  industries bu t
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declined slightly in the tran spo rta tion  
equ ipm en t and  chem ical sectors. In  con
trast, m an u fac tu rin g  activity  in the U nited  
States, as m easured  by the index o f in 
dustria l p roduction , declined betw een O c
to b e r and  N ovem ber.

Indianapolis output

T he consum ption  o f electricity  closely 
parallels the cyclical changes in the o u tpu t 
o f individual industries. H ow ever, the re
lationship  betw een industria l pow er input 
and m anufac tu red  p ro d u c t varies greatly 
am ong individual industries, and the aggre
gate o f electric pow er consum ed by all 
industries in a m etropo litan  area  w ould be 
m isleading as an ind icato r o f industria l 
p roduction  w ithout som e adjustm ent. F o r 
each do lla r o f ou tp u t the p rim ary  m etal 
industry , fo r exam ple, uses over nine tim es 
as m uch  electricity  as the m ach inery  in
dustry  and  over seven tim es as m uch  as 
the tran sp o rta tio n  equ ipm en t industry. T he

index o f electric pow er consum ption  in 
Indianapolis was developed by w eighting 
the pow er consum ption  data  fo r each 
industry  w ith a m easure o f “value added 
per k ilow att h o u r” so th a t differences in 
the relative am ounts o f pow er consum ed 
by individual industries w ould not cloud the 
indications o f cyclical changes in ou tpu t.

A  com parison  o f the w eighted to ta l of 
electric pow er consum ption  by m an u fac
turing  firms in Ind ianapolis w ith the m an u 
fac tu ring  po rtion  o f the U n ited  S tates in
dustria l p roduction  index reveals som e in
teresting  differences. Since 1950 the aver
age annua l increase in Ind ianapolis pow er 
consum ption  has been abou t 6 per cent 
while national m an u factu ring  o u tp u t has 
increased abou t 4 per cen t per year. In 
dianapolis electric pow er consum ption  m ay 
overstate som ew hat the grow th in o u tpu t 
in th a t m etropo litan  area  over this longer 
period  o f tim e. T he h igher ra te  o f grow th 
in industria l pow er use reflects, in part,

Th e  e le c tric  p o w e r data  used in th is a rtic le  w e re  

supp lied  by the D e tro it  Ed ison  and Ind ia na p o lis P o w e r 

and Light C o m p a n ie s— tw o  o f s ix  e le c tric  u tilit ie s  in 

the Se ve n th  Fe d e ra l Rese rve  D is tr ic t n o w  re p o rtin g  o r  

so o n  to  begin re p o rtin g  m onth ly  e le c tric  p o w e r sa les  

by in d u stry . Th e se  u t il it ie s  a re  a lso  c o o p e ra tin g  in a 

n a tio n a l p ro g ra m  to  d e ve lo p  c u rre n t m onth ly  data on 

e le c tric  p o w e r consum ption by ind ustry .

Th e  e le c tric  p o w e r s ta tis tic s  p rog ram  w as f i r s t  a n

nounced in Industrial Production: 19 5 9  Revision pub

lished by the  B o a rd  o f  G o v e rn o rs  o f the Fe d e ra l 

Rese rve  System  in Ju ly  1960. S tu d ie s o f annual and 

m onth ly  d a ta  ind ica te  th a t the  in d u stria l consum ption  

o f e le c tric  p o w e r c lo se ly  p a ra lle ls  p ro d u c tio n  in many 

in d u strie s. Bu t the  n a tio n a l m onth ly  fig u re s  c u rre n tly  

a va ila b le  inc lude p o w e r consumed by a num ber o f  firm s  

o th e r than m anufacturing  e stab lishm ents, a re  n o t sub 

d iv ided  by kind o f  in d u stry  and a re  a va ila b le  o n ly

a fte r a tim e lag o f  se ve ra l m onths.

Th e  data , co llec ted  fro m  e le c tric  u tilit ie s  and 

in d u stria l e stab lishm ents g e n e ra tin g  p o w e r fo r  th e ir  

ow n use, w ill be used to  im p ro ve  the  accuracy o f  c u r

re n t p ro d u c tio n  indexes. M o n th ly  s ta tis tic s  on physical 

volum e o f o u tp u t a re  n o t a va ila b le  fo r  a ll se c to rs  o f  

o u r com plex m anufacturing  econom y, and c u rre n tly  

a b o u t 49  p e r cent o f  the  m onth ly  in d u stria l p ro d u c tio n  

index is estim ated fro m  m an-hours da ta . Th e  e stim ation  

o f p ro d u c tio n  based upon m an-hours re q u ire s  a d ju st

ment fo r  p ro d u c tiv ity  changes, and the  re su lts  a re  no t 

a lw a ys sa tis fa c to ry . E le c tric  p o w e r, as an im p o rta n t 

inp u t in som e in d u strie s, may p ro v id e  a basis fo r  b e tte r  

estim ates o f  physica l o u tp u t. Th e  e le c tric  p o w e r data  

n o w  being co lle c te d  shou ld  im p ro ve  the  accuracy o f 

the  ex isting  n a tio na l o u tp u t indexes as w e ll as p ro v id e  

re lia b le  in d ic a tio n s o f changes in o u tp u t in ind iv id ua l 

a rea s.

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



Federal Reserve Bank of Chicago

Business Conditions, January 1961

the increased use o f electricity  fo r air con
dition ing  and lighting. It also reflects the 
con tinued  substitu tion  o f electricity  fo r 
o th e r inputs such as labor, coal and gas.

But it is the cyclical and no t the long- 
run  co rrespondence betw een electric pow er 
consum ption  and  industria l p roduction  
th a t is o f m ajo r im portance . T he m ore 
rap id  grow th  o f electric pow er consum p
tion  accounts fo r som e o f the apparen t 
differences in cyclical changes; how ever, 
even afte r  tak ing  this into consideration  
im portan t differences rem ain . T he m ost 
significant was the g rea ter cyclical stability  
o f the m an u fac tu rin g  sector o f the Ind ian 
apolis econom y. In  1954 the decline in 
m an u fac tu rin g  activ ity  in Ind ianapolis was 
little m ore than  a pause in grow th; in 1958 
the falling off in m anu factu ring  activity  
was less than  in the nation.

In term s o f the du ra tion  and tim ing of 
cyclical changes, the national and Ind ian 
apolis p a ttern s  w ere m uch  the sam e in the 
earlier period. In  1958 the Ind ianapolis 
cycle was abo u t th ree  m on ths shorter than  
the national cycle and  lagged the changes 
in m an u fac tu rin g  o u tp u t nationally  bo th  
in term s o f the peak  and trough.

Industrial differences

T he com parison  o f electric  pow er use in 
Ind ianapo lis’ tran sp o rta tio n  equ ipm en t in
dustry , heavily  w eighted by a irc ra ft parts 
p roduction , w ith  the sim ilar series fo r 
D etro it illustrates significant differences 
betw een the tw o tran sp o rta tio n  equipm ent 
sectors from  1950 to  1957. H ow ever, since 
1957 the p roduc tion  o f passenger car and 
truck  p arts  has increased in the  In d ian 
apolis area , and  activ ity  in the tran sp o rta 
tion equ ipm en t industry  has show n w ider 
swings, sim ilar to  those in D etro it.

In o th e r m a jo r industria l categories,

such as chem icals, m ach inery  and electrical 
equ ipm ent, p roduction  in Ind ianapolis 
parallels only in b road  ou tline the o u tpu t 
changes in D etro it and  the U n ited  States. 
T he reason fo r this is th a t the  com position 
o f  Ind ianapolis ou tp u t w ith in  each  o f these 
sectors differs from  th a t o f o th e r areas. 
T he chem ical industry  in Ind ianapolis is 
o rien ted  to pharm aceu ticals; the m achinery  
industry, to  equ ipm en t fo r m oving m a
terials o r tran sm itting  pow er m echanically  
and to construc tion  equ ipm en t; and the 
electrical m ach inery  industry , to  com m uni
cations equipm ent. T he differences in the 
severity  of the 1954 and 1958 recessions in 
Ind ianapolis, as com pared  w ith the na tio n ’s 
experience, are reflected in the  s tructu re  
o f Ind ianapolis m anu fac tu ring  as well as 
in the tim ing o f technolog ical and  o ther 
changes. T he 1954 leveling in activ ity  in 
Ind ianapolis, fo r exam ple, w ould  have 
been even less noticeable had  it no t been 
fo r a stru c tu ra l sh ift in the pharm aceu tica l 
industry  in the area  th a t resu lted  in a 
m arked  decline in electric  pow er consum p
tion  by th a t industry .

T he grea ter stability  o f m an u factu ring  
in Indianapolis, as com pared  to  the nation , 
reflects the grea ter im portance o f n o n d u r
able goods m anufac tu ring  in th a t area. 
A ctiv ity  in the chem ical and  food indus
tries, in particu la r, bo th  nationally  and  in 
Ind ianapolis did not decline as m uch  as 
did du rab le  goods m anufactu ring . But the 
food and chem ical industries in 1957 ac
counted  fo r abou t 16 p e r cen t o f to ta l 
national ou tp u t w hile in Ind ianapolis these 
two industries m ade up  over 25 p er cent 
o f m anu factu ring  ou tpu t. Sim ilarly, the 
shortness o f the decline in Ind ianapo lis  
activity in 1958 resulted  in p a rt from  the

— continued on page 11 9
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relatively be tte r p erfo rm ance o f the non 
du rab le  goods sector.

T he m ake up  o f the  Ind ianapolis econ
om y w as also the cause o f the  la ter bo ttom 
ing o f to ta l m an u fac tu rin g  activ ity  in 1958. 
P ro d u c tio n  o f nonelec trica l m ach inery  n a 
tionally  reached  its low  po in t in M ay, a 
m o n th  la te r  th an  the low po in t fo r to ta l

m anufactu ring . In  Ind ianapolis, accord ing  
to the electric pow er series, o u tp u t o f no n 
electrical m ach inery  reached  its low  po in t 
in June  reflecting in p a r t the  g rea ter im 
po rtance  o f specialized industria l m a
ch inery  in th e  Ind ianapo lis  th a n  in the 
national econom y. E lec trica l m ach inery  
o u tp u t in Ind ianapolis, consisting  prim arily
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of e lectrical equ ipm ent, rad io  parts  and 
television com ponents reached  a low in 
M ay 1958, one m onth  la ter than  electrical 
m ach inery  m an u fac tu re rs  generally  but 
p robably  closely para lleling  the low  point 
o f national o u tp u t in the particu la r types 
o f p roducts m ost im p o rtan t to  Indianapolis.

Value of the electric power series

W hen the s tru c tu ra l differences am ong 
the Ind ianapolis, D e tro it and  national 
econom ies are  considered, it appears th a t 
the electric  pow er series is a  useful indi
ca to r o f cu rren t changes in the ou tp u t of 
m an u fac tu red  p roducts. T he electric  pow er 
series is not a substitu te  fo r o th e r regional 
series, such as bank  debits, em ploym ent 
o r dep a rtm en t store sales. E ach  o f these 
has its ow n uses in identify ing changes in 
particu la r sectors o f the local econom y. 
T he electric  pow er series provides in fo r
m ation , not previously  available, on 
changes in p roduction  in m anufactu ring , 
the key “b readw inner” in Ind ianapolis as

in m ost m etropo litan  centers.
T he m anufactu ring  sector o f any  diversi

fied local econom y usually  purchases m any 
o f its raw  m ateria ls from  sources outside 
the area and sells m ost o f its o u tp u t to 
firm s and individuals outside the  area. I t  is 
sensitive, there fo re , to  changes in the 
national econom y and  in tu rn  transm its 
the effects o f these changes th rough  incom e 
and spending th ro u g h o u t the local econ
om y. If  the in teractions betw een local and 
national cyclical behavior are  know n, a 
m ore in form ed in te rp re ta tion  o f  p robable 
local repercussions o f na tional business 
changes is possible.

M oreover, the study o f cyclical behavior 
in the m anu fac tu ring  sector o f local econ
om ies m ay provide evidence o f geographi
cal differences in ra tes o f technological 
advance o r obsolescence in m anufactu ring . 
It leads also to  a b e tte r  u n derstand ing  of 
the s truc tu re  o f business cycles and  the 
im pact o f business and  governm ent policies 
on a given com m unity .

The reverse

Ttr a d itio n a lly , com m on stocks have 
yielded m ore than  high-grade bonds such 
as G overnm en t securities.1 Investor assess
m ent o f the com parative risk  fac to r is the 
key to this re la tionsh ip : investors naturally

Tor purposes of comparison, the yield 
on common stocks is determined by the 
dividend/price ratio while the yield on bonds 
represents yield to maturity.

y ie ld  gap

expect a h igher re tu rn  fo r the assum ption 
o f g rea ter risk. U nder o rd inary  c ircum 
stances equities are regarded  as risk ie r in
vestm ents than  bonds. T heir prices and 
yields are dependen t on earnings p er share 
w hich in tu rn  are subject to  m any variables 
th a t canno t readily  be p red ic ted— ups and 
dow ns in business activity, changes in tax 
rates and G overnm en t regula tory  policies,
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technolog ical developm ents and com peti
tion  from  o th e r firm s bo th  dom estic and 
foreign. T he ow ner o f a h igh-quality  bond, 
on  the o th e r hand , feels assured o f a defi
n ite yield over the life o f the issue and pay
m en t in full a t m atu rity . T he ch ief risk  is 
defau lt and , fo r obligations issued by estab 
lished governm ents, th is is considered 
m inim al.

The ga p  emerges

In  1958 the  spread  betw een equity  and 
bond yields began to  narrow . By the end of 
1959 long-term  governm ent bonds in m ost 
W estern  coun tries generally  yielded m ore 
than  com m on stocks. T he new  relationship  
was described as the reverse yield gap.

E m ergence o f the reverse yield gap 
stem m ed from  a w orld-w ide boom  in com 
m on stock prices th a t pulled  equ ity  yields 
dow n, and a general rise in in terest rates 
on  bonds. T he stock  m arke t boom  re 
flected a basic im provem ent in in ternational 
cond itions: p roduc tion  and trade  had
picked  up  briskly  and  the reserve position 
o f m ost E u ro p ean  countries had  streng th 
ened m ateria lly , fac ilita ting  freer cu rrency  
convertib ility  and  a general relaxation  of 
trad e  restric tions. T he rise in in terest rates, 
fo r the m ost part, resu lted  from  the in 
creased cred it dem ands associated w ith the 
h igh level o f business activ ity  in m ost 
w estern  industria l coun tries and , to  a lesser 
ex ten t, from  steps taken  in those countries 
to  restra in  infla tionary  pressures.

In  the U n ited  S tates the  reverse yield 
gap appeared  in A ugust 1958 as the 
econom y seem ed well on  the road  to  re 
covery from  the 1957-58 recession. T he 
stock m arke t con tinued  to  rise, reflecting 
the strength  o f the business recovery  as 
well as grow ing investor concern  about 
inflation, touched  off by the large antici-

per cent, 1953= 100

Germ an stock market boom has paced 
worldwide advance in equity prices

Prices are monthly averages for March, June, 

September and December. United States, Standard  
& Poor's Composite; Canada, Dominion Bureau of 
Statistics; United Kingdom, and Netherlands, Inter
national Monetary Fund; Germany, Federal Statis
tical Office.

pated  deficit in the F ed era l Budget. M ean
while, bond prices d rifted  dow nw ard  and 
in terest rates tigh tened  in response to 
m ounting  cred it dem ands. By the  end of 
1959 long-term  G overnm en t bonds yielded 
a full percen tage po in t m ore than  equities.

In  the U n ited  K ingdom  the  yield lines 
crossed in A ugust 1959 as the stock m arke t 
bounded  ahead  in response to  a con tinued  
rise o f business activ ity  and  p rospects o f a 
C onservative v ictory  at the polls in the fall.
A t year end the reverse gap h ad  w idened 
to a full point in favo r o f bonds. T he 
Econom ist o f  L ondon said the situation  
m arked  “ . . . a  big b reak  w ith  trad ition  and 
cau tion .”

In  C anada and W est G erm any , reverse 
yield gaps had w idened to  approx im ate ly  1 
per cent and 4 p er cent, respectively. O nly 13
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in the N etherlands was the  trad itional re 
la tionship  betw een com m on stock and 
long-term  bond  yields m ain ta ined  bu t by a 
very slim  m argin .

A  new era of investment?

E m ergence o f the  reverse yield gap 
raised m any  perplexing questions fo r in 
vestors. D id  it hera ld  a  new  era  in invest
m en t o r could  it still be regarded  as a 
trad itiona l danger signal? H ow  w ould in
vestm ent decisions be affected? D id it have 
significance fo r m onetary  and fiscal policy?

Som e investors on  bo th  sides o f the 
A tlan tic  w ere o f the op in ion  th a t reverse 
yield gaps m ight continue fo r som e tim e 
in view o f the im m ense popularity  of 
equities. Investors increasingly had com e to 
favor the holding o f equities as a m eans of 
sharing  in the benefits o f econom ic grow th, 
as well as hedging against possible infla
tion . Investors also felt th a t equities had 
less cyclical risk, now  th a t national gov
ernm en ts had  com e to assum e g reater re
sponsibility  fo r m ain ta in ing  high levels o f 
em ploym ent and m inim izing the im pact of 
business recessions. In  these circum stances 
investors w ere w illing to capitalize com 
m on stock earnings a t h igher m ultiples and 
accep t low er yields. P rice-earnings ratios 
in the U n ited  S tates increased nearly  th ree
fold du ring  the last decade— from  the low 
level o f seven tim es earnings at the end 
o f 1949 to  19 tim es earn ings a t the end o f 
1959— w hile d iv idend yields fell from  
7 per cent to  just over 3 per cent.

M arke t analysts ta lked  o f a possible 
w orld-w ide shortage o f equities relative to 
dem and. Few  new  equity  issues cam e onto 
m arke ts as co rpora tions fo r tax  and o ther 
reasons p re fe rred  to  m eet the ir cash needs 
w ith reta ined  earnings and debt financing.

14 M eanw hile, stock buying by large institu 

tional investors— m utua l funds, insurance 
com panies and pension funds— increased 
steadily.

D uring  this period, investors show ed 
increasing in terest in investm ent o p p o r
tunities in foreign stock m arkets. A s share 
prices rose and yields declined in the 
U nited  States during  the second half of 
1958, m any A m erican  investors focused 
the ir atten tion  upon  E urope. A m erican  
buying becam e an im portan t fac to r in the 
run -up  in G erm an  and D u tch  share  prices 
in the la tte r part o f 1958 and  early  m onths 
o f 1959. G erm an  chem ical and  electrical 
equ ipm ent firms and the D u tch  in te rna
tional com panies— U nilever, R oyal D u tch  
Petro leum  and Philips L am p— w ere bought 
heavily. By the sum m er o f 1959 A m erican  
and G erm an  investors, the L ondon  press 
reported , w ere active buyers o f British 
equities.

Investor reassessment of equities

By the end o f 1959 it w as ap p aren t the 
reverse yield gap had  begun to  exercise a 
decided influence in m ajo r in te rnationa l 
financial centers. T here  w ere repo rts o f 
sw itching from  stocks to  bonds by large 
investors in both  L ondon and  N ew  Y ork.

In  the U nited  States in O ctober, inves
tors rushed  to  subscribe to  the  T reasu ry ’s 
2 billion do llar cash offering o f 5 per cent 
notes m atu ring  A ugust 1964. T h e  issue 
was popularly  know n as the “ M agic F ives.”

T he pull o f high in terest ra tes con tinued  
strong  th rough  the first half o f 1960 as 
investors becam e less sure abou t the eco
nom ic outlook. A  substan tia l sell-off in the 
stock m arke t ensued as investors sought 
safety  and possible cap ita l gains in bonds. 
This sh ift in expectations coupled  w ith an 
easing o f in terest rates had  reduced  the 
reverse yield gap in this coun try  to  less than
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Yields represent monthly averages— unless other
wise noted— for March, June, September and De
cember. Comm on Stock yields: United States,
Standard & Poor's; Canada, Moss, Lawson & Co., 
Ltd. (beginning of month); United Kingdom, Finan
cial Times; Germany, Federal Statistical Office; 
Netherlands, Rotterdamsche Bank (end of month).

Reverse yield gap s  emerge in leading Western countries 
as the spread between common stock and bond yields narrow s

half a  percen tage po in t by  D ecem ber 1960. 
P aralle l developm ents had  reduced  the 
C anad ian  reverse yield gap to  less th an  a 
q u a rte r  po in t by  th e  th ird  q u a rte r  o f 1960.

T he N etherlands p resen ted  an  in te rest
ing con trast to  developm ents in th e  U n ited  
S tates and  C anada . D esp ite a steady rise in 
business activ ity  in the  N etherlands during  
1959, long-term  in terest ra tes in the D u tch  
econom y rem ained  fa irly  stable a t slightly 
m ore than  4 p e r  cent. A t the end o f 1959

the N etherlands w as abo u t th e  only  p lace 
w here long-term  G overnm en t bonds still 
yielded less th an  com m on stocks.

A s share prices rose and  yields declined 
during  1959, in response to  heavy  foreign 
buying, D u tch  institu tional investors w ho 
have a trad itionally  cau tious a ttitude  
tow ard  equities lightened th e ir  com m on 
stock portfo lios and bough t bonds. T his 
flow o f funds into the bond  m ark e t w as all- 
im portan t in enabling  the G ov ern m en t and
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o ther agencies to borrow  substan tia l sums 
at rela tively  low rates.

In  G erm an y  the reverse yield gap stood 
a t nearly  4  percen tage points in favor o f 
bonds a t the end o f 1959. A ttrac tive  yields 
on bonds, the cen tra l bank  observed in its 
1959 annua l repo rt, h ad  helped to m oder
ate the advance o f equ ity  prices since the 
second ha lf o f  1959. In  the second qu arte r  
o f 1960, how ever, the G erm an  stock m a r
ket surged ahead  reflecting, in large m eas
ure, investor an tic ipation  o f h igher co rp o r
ate profits and  div idend payouts u nder p ro 
posed revisions to  the G erm an  C om pany 
A ct. M eanw hile, in terest ra tes con tinued  
to  rise as the G erm an  econom ic boom  
gained m om entum , and by Septem ber the 
reverse yield gap had  w idened to  4.7 p e r
centage points.

O nce again; how ever, the gap appears to 
be exerting  a noticeable influence in the 
G erm an  m arke t. F o re ign  dem and fo r G e r
m an equities has d ropped  off considerably  
and  G erm an  investors, it is reported , are 
show ing increased in terest in h igher-yield
ing deb t securities. P erhaps o f g rea ter 
significance, G erm an  industria l co rp o ra
tions are finding it m ore attractive to  raise 
new  cap ita l th rough  issuance o f new  shares 
instead o f bonds. (T he  volum e o f bond 
financing has v irtua lly  dried  u p .)  These 
new  equ ity  offerings should  help to  ease 
the th inness o f the G erm an  stock m arke t 
w hich has been such an  im portan t fac to r 
in the postw ar rise in G erm an  share prices.

Significance of reverse yield gap
W hat conclusions m ay  be draw n  from  

the foregoing? T he em ergence o f reverse 
yield gaps in m ajo r in te rnationa l financial 
cen ters has helped to  check the w orld-w ide 
advance in com m on stock prices during  

16 m ost o f 1960. H igh  in terest rates, reflect

ing in part the efforts o f m o netary  au th o r
ities to  halt inflation, reduced  the a ttrac 
tiveness o f  equities as an  inflation hedge 
and  a ttrac ted  m any  investors to  h igh-yield
ing deb t securities. T he cap ita l gain appeal 
o f equities w as fu rth e r dam pened  and  th a t 
o f bonds augm ented , by grow ing u n 
certa in ty  abou t the business ou tlook  in the 
U nited  States, C an ad a  and, m ore recently , 
the U n ited  K ingdom .

O ne result has been a considerab le n a r
row ing in recen t m onths o f the spread  be
tw een yields on equities and bonds in the 
U nited  States, C anada  and B ritain . Reverse 
yield gaps in these m arke ts m ay  w iden 
again  if investors’ expectations sh ift in the 
d irection  o f renew ed inflation o r vigorous 
econom ic grow th. O n the o th e r  hand , the 
reverse yield gap m ay  d isappear and  be 
succeeded by yield pa tte rn s w hich have 
long been held to  be “no rm al.” T he ex
perience o f the past year indicates anew  
th a t rela tive yields can go th ro u g h  large 
swings in response to  changes in investors 
expectations and the im pact o f fiscal, deb t 
m anagem ent and m onetary  policies of 
governm ents.
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