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net extension of real cst.atc loans has remaincd markedly 
below last year's rate of growth. Consumer loans have also 
grown more slowly thus far in 1967, reflecting the weak- 
ness in demand for consumer durable goods. 

Commercial bank time and savings deposits are esti- 
mated to have grown at a seasonally adjusted annual rate of 
17 per cent during the first half of the year, more than 

double the rate of increase recorded in 1966. Corporations, 
which had reduced their holdings of time deposits by $2.1 
billion (seasonally adjusted) during the last half of 1966, 
added an estimated $2.5 billion to their time deposits dur- 
ing the first three months of 1967. These deposits were 
attractive to investors, given the relatively low yields then 
available on short-term Government securities. 

The Business Situation 

Business activity appeared to be gaining momentum as 
the economy moved through the second quarter. While 
the effects of the inventory readjustment continue to be 
felt in some sectors of the economy, the most recent data 
indicate a widespread strcngthcning of demand forces. 

May saw a strong and broadly based rise in new orders for 
durable goods, a further gain in residential construction, 
and—according to the advance report—the third consecu- 
tive increase in retail sales. At the same time, the latest 
survey of capital spending plans pointed to renewed growth 
in such outlays in the second half of the year. Prices rose 
on a broad front in May. The consumer price index climbed 
0.3 per cent in both April and May after several months 
of relative stability. Food prices moved up for the first lime 
in nine months, while prices for other nondurable com- 
modities, durable goods, and services all showed substan- 
tial increases. Rising prices of farm and food products 
pushed the wholesale index up by 0.5 per cent in May, 
and preliminary data point to an increase of about the same 

magnitude in June. 

PRODUCTION, INCOME, AND 
CONSUMER DEMAND 

Industrial output cased slightly further in May. The 
Federal Reserve Board's seasonally adjusted production 
index declined by percentage point to 155.5 per cent of 
the 1957-59 average (see Chart 1). Output of industrial 
materials continued to slacken and business equipment 
production also fell somewhat further, while overall pro- 
duction of consumer goods changed little. Automobile 

manufacturers assembled new cars at a seasonally adjusted 
annual rate of about 7½ million units, matching the April 
pace. However, partly because of a strike in the rubber 
industry, the overall production index for autos and related 
products dropped back a bit after having risen sharply 
in the two preceding months. The aggregate output of 
other goods for consumer markets was virtually unchanged 
in May. Television set production rose during the month, 
a gain which contrasted with the steep decline during 
the earlier months of 1967. May witnessed a further 
substantial advance in the output of defense equipment. 
In the course of the first five months of 1967, the index 
of defense equipment production rose at an annual rate of 
about 24 per cent, which represented a slight acceleration 
from the already rapid growth recorded in 1966. 

The process of adjusting business inventories to bring 
them into better alignment with sales has played a major 
role in dampening the pace of industrial production this 
year. Trade firms have made some actual reductions in the 
level of their stocks, while manufacturers have added to 
their inventories at a slower rate. In May, the increase in 
manufacturers' inventories was the smallest in more than 
two years and was only about half as large as the average 
accumulation of the two preceding months. Though some 
further adjustments may occur in the trade sector, the prob- 
lem of excessive inventories now appears to be centered in 

manufacturing. At the close of the first quarter, accord- 
ing to a Commerce Department survey taken in May, 
almost one third of total inventories in manufacturing 
was in the hands of firms that felt their stocks were too 
high relative to sales and orders. The survey also found, 
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however, that manufacturers were quite optimistic about 
sales prospects in the second and third quarters. In ap- 
parent reflection of this optimism, producers reported that 

they were planning further additions to inventory in both 

quarters, though at a rate slower than that of the first 

quarter and far below the pace in the second half of last 
year. Thus, there may well be some additional cutbacks 
in the rate of inventory accumulation and even further 

liquidation in some lines of business. These adjustments, 
however, are likely to be considerably smaller than those 
in recent months and should therefore exert less drag on 
economic activity. 

The near-term outlook for production was brightened 

by the large rise in May of new orders for durable goods. 
Following some months of virtual stability, the flow of 
orders increased in May by a strong 7½ per cent. The 
advance was partly due to a sharp rise in orders received 

by the defense-oriented industries—that sector accounted 
for about one third of the overall risc—but sizable gains 
were widespread throughout other lines of durables man- 

ufacturing. Machinery and equipment producers rcported 
a third consecutive improvement in orders volume, with 

bookings in May reaching the highest level since De- 
cember. The general expectation that the investment tax 
credit and accelerated depreciation allowances would be 
restored retroactive to March probably accounted for 

some of the sharp increase in new orders. At the same 
time, total shipments of durable goods rose appreciably 
in May, recouping most of the April decline. The ship- 
ments volume was nevertheless substantially less than the 
large inflow of orders, and the backlog of unfilled durables 
orders expanded by a very large $1 billion. This was the 
first increase this year in the orders backlog, which had 
dropped by almost $2½ billion in the first three months 
of 1967 and then held about unchanged in April. 

The continued sluggishness in May of activity in manu- 
facturing and in some lines of construction was reflected 
in some further easing of demands for labor. This, in turn, 
dampened the growth of personal income. Total wage 
and salary payments in manufacturing were down for 
the second month in a row, with a strike in the rubber 
industry accounting for about half of the decline. In 
the private sector as a whole, employee income was about 
unchanged, but government wage and salary disbursements 
continued to grow at a substantial rate. Overall income 
growth in May was boosted by a sizable rise in payments 
for medical care under the social security program. The 
increase in total personal income, while double the April 
rise, was nevertheless somewhat smaller than the monthly 
average in the first quarter. 

Preliminary data indicate that retail sales volume rose 
in May for the third consecutive month. The expansion of 
sales from February to May, at an annual rate of more 
than 9 per cent, represented the first sustained advance 
in nearly a year. The May risc was centered in sales of 
nondurable goods. In the durables sector, outlets selling 
motor vehicles and related goods reported a furthcr in- 
crease in dollar volume, but sales in other durables lines 

moved lower. Sales of new domestically produced cars, 
which had recovered strongly in March and April, held 
about unchanged in May at an annual rate of approxi- 
mately 7½ million units. A renewed surge in June raised 
sales by nearly 15 per cent to an annual rate of more than 
8½ million units. 
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BUSINESS INVESTMENT PLANS AND 
CONSTRUCTION 

The results of the latest survey of business capital out- 
lay plans arc in line with earlier indications that such spend- 
ing will show renewed strength in the second half of 1967, 
following a dip in the first two quarters (see Chart II). 
According to the May survey by the Commerce Depart- 
ment and the Securities and Exchange Commission, busi- 
ness spending on plant and equipment in 1967 will total 
$62.4 billion, a modest gain of 3 per vent over the 1966 
figure. The survey finding represents a downward revision 
from the 4 per cent increase indicated by the previous 
Commerce-SEC survey taken in February. Virtually all 
this downward revision reflected a reduction in estimated 
outlays in the first hail of the year in nonnianufacturing 
industries. Outlays in the third and fourth quarters com- 
bined are now expected to average 5 per cent, at an annual 
rate, over the first half. 

Total capital spending in the first quarter of 1967 is 
reported to have been at an annual rate of $61.7 billion, 
more than $1 billion under the fourth-quarter rate. At the 
time of the February survey, it was anticipated that first- 

quarter outlays would be only very slightly below the 

fourth-quarter rate. Following an expected small further 
decline in the April-June quarter, renewed growth is 
planned, with capital spending running at a $63.2 billion 
rate in the second half. 

Within the total for all businesses, manufacturers plan to 
expand plant and equipment spending by 3½ per cent 
this year. A majority of individual manufacturing indus- 
tries anticipate that their capital expenditures in 1967 will 
be larger than last year, with the sharpest increases planned 
by the machinery and pctrolcum industries. Reduced 
spending, however, is foreseen in several industries, includ- 
ing motor vehicles. In the nonmanufacturing sector, the 
most striking fcaturc of the survey was the very large drop 
in spending planned by the railroads, a decline from 1966 
amounting to almost $0.5 billion or nearly 25 per cent. 
It is generally believed that the suspension last fall of tax 
incentives for investment was felt particularly heavily by 
the railroads as well as by commercial firms, which also 
intend to reduce spending this year. Other nonmanufactur- 
ing industries anticipate increases in spending that, while 
smaller than the gains posted in 1966, are considerably 
stronger than those projected by the manufacturing sector. 

The latest Commerce-SEC survey was taken before 
the actual passage of the legislation restoring the 7 per 
vent investment tax credit and the use of accelerated 
depreciation allowances. The general expectation that the 
incentives would be restored was probably reflected in 

some of the plans reported in the survey. The restoration 
itself, however, has already accelerated spending in some 
lines. For example, immediately following the President's 
signature of the restoration law in mid-June, there was a 
strong surge in railroad orders for rolling stock. According 
to industry sources, such orders in 1967 had becn running 
at only about one fourth of the year-earlier volume. More- 
over, the pressure of labor costs may well provide some 
additional stimulus to capital investment in coming months. 

Industrial and commercial building activity has been 
relatively weak in recent months, reflecting the general 
slackening of business fixed investment. In contrast, 
residential construction has been improving significantly. 
The seasonally adjusted rate of housing starts in May 
recorded a strong further advance, rising by more than 11 

per cent over the April pace, with gains reported in most 

regions of the country. At the same time, there was an- 
other increase in the number of housing units authorized 
by new building permits, and the value of residential con- 
struction contract awards reached the highest point in a 
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year. The upturn in residential activity thus far in 1967 cent above the depressed pace in the fourth quarter of 
has been stronger than was apparently expected by many last year. Moreover, the restoration of accelerated deprecia- 
observers. Housing starts in the first five months of the tion allowances on apartments (and other buildings) cost- 
year averaged 1.2 million units at a seasonally adjusted ing more than $50,000 may well provide a further stimulus 
annual rate, equal to the 1966 total and almost 25 per to residential construction. 

The Money and Bond Markets In June 

Yields in the capital markets rose sharply again in June. 
The prospect of very substantial Treasury financing in the 
second half of the calendar year, as well as continuing heavy 
current and prospective demands for funds by corporations 
and state and local governments, led to increasing pressures 
on the markets. Against this background, the atmosphere in 
the Treasury market on several occasions became quite 
demoralized and prices fell at times with very little resis- 
tance. By the end of the month, some new corporate issues 
were being offcrcd at record yields and yields on Treasury 
coupon issues were up by as much as 84 basis points from 
their end-of-May levels. In this environment, there was 

increasing discussion of the need for a tax increase to help 
ease the pressures in the markets during the months ahead. 
While most market participants seemed to feel that some 
tax increase would be enacted, there was widespread con- 
cern that it might not be large enough to relieve significantly 
the pressures in the capital markets. 

In the Treasury bill market, rates moved down for a 
time in June—particularly on short maturities which were 
in heavy demand—but then rose very sharply in the final 
week of the month. Expectations that the Treasury was 
soon to begin its financing for the second half of the year 
were confirmed on June 28, when the Treasury announced 
that it would sell in early July $4 billion of new tax anticipa- 
tion bills and would also begin raising the size of the weeldy 
and month-end auctions by $100 million each. By the end 
of the month, the bid rate on the latest outstanding three- 
month bill had climbed to 4 per cent, 54 basis points higher 
than a month earlier, and bid rates on longer bills were as 
high as 4.90 per cent. Rates on other short-term market 
instruments also rose somewhat during June, particularly 
during the last week of the month when bill rates were Un- 

dcr such heavy upward pressure. 
Money market conditions remained relatively comfort- 

able in June. Nationwide net reserve availability was ample 
throughout the month, as free reserves fluctuated around 
the range for May. Although these reserves tended to shift 
away from banks in the money centers at times during 
the month, there was a substantial return flow through thc 
Federal funds market, where funds traded predominantly 
in a 3¾ to 4½ per cent range. 

THE GOVERNMENT SECURITIES MARKET 

Activity in the Government securities market came closc 
to a standstill during the first week of June, while par- 
ticipants awaited developments in the Middle East. Prices 
of Government securities were marked temporarily lower 
upon the outbreak of hostilities on June 5, but no signifi- 
cant selling pressures developed, and a steady tone quickly 
emerged with the limited trading that did take place 
conducted in an orderly fashion. In fact, quotations of 
notes and bonds improved somewhat in subsequent ses- 
sions, when reports that the United States and the Soviet 
Union were cooperating toward bringing about a cease-fire 
relieved concern that the Middle East situation would 
escalate further. 

By June 8, however, the atmosphere in the Treasury 
securities market began to deteriorate again, as market par- 
ticipants directed their attention to the heavy Government 
demand for funds anticipated for the months ahead on top 
of the already crowded calendar of other securities offer- 

ings. Moreover, the spread between yields on Treasury 
issues on the one hand and high-grade corporate and Gov- 
ernment agency securities on the other continued to widen, 




