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The Business Situation 

1h economy closcd out its fourth full year of sustained 
growth with activity still moving ahead vigorously. Official 
tabulations have confirmed that, due to the October- 
November strikes in the automobile industry, over-all 
activity registered only a moderate advance in the fourth 
quarter as a whole, but various monthly and weekly indi- 
cators pointed to renewed widespread gains in Decem- 
ber and January. Thus, industrial production, payroll 
employment, and durables new orders were all up strongly 
in December. Preliminary January data suggest that auto- 
mobile assemblies were maintained a shade below Decem- 
ber's record rate and that steel ingot production continued 
at the very high i)ccembcr lcvcl. Rctail sales in January 
apparently moved past the high mark set in December. The 
drop in the unemployment rate to 4.X per cent in January 
was a most encouraging development. 

All major labor disputes in the railroad industry are re- 
portedly settled. However, in a strike that has already had 
considerable adverse effects, East and Gulf Coast dock 
workers continue to be absent from their jobs despite con- 
tract agreements at most of the ports. The crucial labor- 
management negotiations in the steel industry are about to 
be resumed. Meanwhile, despite the late 1964 flurry of 
announcements of selective price increases, the broad price 
indicators have continued to show relative stability. Con- 
sumer prices rose less in 1964 than in 1963, while industrial 
wholesale prices last year inched up by just over of a per 
cent. With the economy operating at a high level, restraint in 
wage-price decisions will be necessary to avoid a resurgence 
of the inflationary atmosphere characteristic of the mid- 
1950's. 

One key factor affecting the course of over-all activity 
during the months ahead will be the actions taken by Con- 
gress on the Administration's fiscal 1966 budget and other 
economic proposals. The proposed Administration budget 
will stimulate the economy significantly, particularly in 
the second half of calendar 1965, and would thus serve as 
a counterbalance to any weakening that might develop in 
some sectors of demand. Most of the suggested expenditure 
increase in such areas as education, health, and social wel- 

fare would have their initial impact at that time. In addi- 
tion, an excise tax cut has been proposed, which would 
amount to S 1.75 billion per year when fully effective. 

RECENT PATTERNS OF DEMAND 

According to the preliminary estimates of the Com- 
merce Department, gross national product in the final 

quarter of 1964 (measured at a seasonally adjusted an- 
nual rate) rose by $5.1 billion to S633.5 billion (see chart), 
bringing the total for the year to $622.3 billion. This rep- 
resented a 6.6 per cent increase over the 1963 figure and 
brought the nation's total output to a level 24 per cent 
above that prevailing at the start of the current business 
expansion. As had been expected, the figures for the 
fourth quarter were depressed, owing to the strikes that 
took place in the automobile industry in October and No- 
vember. As a result, the rise in total GNP in the quarter was 
the smallest since early 1961. 

In a reflection of the shortage of the new models in the last 
several months of the year, consumer spending for automo- 
biles and parts dropped by $2.9 billion. Consumer outlays 
for other durables and for nondurables and services, on the 
other hand, rose by $4.5 billion in the quarter. With new 
cars once again in ready supply in dealers' showrooms, auto- 
mobile sales surged to a record in the final month of the 
quarter and moved even higher in January. Trade reports 
indicate a high degree of optimism about near-term auto 
sales prospects. Moreover, retail sales in general appear to 
have continued to advance in January, as they did in De- 
cember (even after allowance for seasonal factors). 

The fourth quarter also witnessed the third consecutive 
quarterly decline in outlays for residential construction. 
There is, however, some evidence that the downtrend in 
residential construction activity may have leveled out. in 
December, nonfarm housing starts rose by 7 per cent, and 
the dollar value of residential construction contract awards 
moved up markedly in the final two months of 1964. 

Business fixed investment showed an increase in the 
fourth quarter of 1964, although the gain was estimated to 
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be smaller than those recorded in most of the quarters of the 
current business upswing. In large part, the slower advance 

reflected the enforced partial deferment of truck and auto- 
mobile buying plans—in many cases involving whole fleets 
of vehicles—because of strike-induced shortages. With 
normal supply conditions restored, and with commercial 
and industrial contract awards up strongly in the final 

quarter of 1964, the prospects appear bright that capital 
spending will move to new records in the months ahead. 

Government expenditures for goods and services ex- 
panded following a very slight third-quarter decline. State 
and local government spending, up for the tenth consecu- 
tive quarter, provided most of the strength, while Federal 
purchases rose only slightly. Indeed, the average quarterly 
increase in Federal purchases in calendar 1964 was $0.2 
billion as against a $0.6 billion average in the 1962-63 
period. (Under the proposed budget, the quarterly average 
advance in purchases of goods and services during fiscal 
1966 would be about the same as in calendar 1964. Most 
of the stimulative impact of the budget arises from pro- 
jected larger expenditures on social programs that do not in- 
volve direct purchases of goods and services.) 

PRODUCTION OROHS, AND EMPLOYMENT 

The Federal Reserve Board's seasonally adjusted index 
of industiial production chalked up a 2.2 percentage point 
increase in December, following an even larger gain the 
month before. This rise brought industrial output to a 
level 8 per cent higher than at the end of 1963 and 32 per 
cent above the level that prevailed at the beginning of the 
current upswing. As in November, a large part of the 
December increase in total output was attributable to the 
automobile industry where most workers clocked a con- 
siderable amount of overtime in an effort to alleviate short- 
ages of new cars in dealer showrooms. At the same time, 
however, good gains were recorded by producers of most 
other consumer goods—there was an especially sharp 
rise in the output of television sets—while production of 
business equipment also showed strength. Among the 
widespread gains in materials output was a further rise in 
iron and steel production, which brought operations in that 
industry to near the record rates reached just before and 
after the long strike in 1959. 

The total flow of new orders received by manufacturers 
of durable goods rose by 6.3 per cent in December, as 
new orders for motor vehicles and parts and primary and 
fabricated metals surged forward. Moreover, the backlog 
of unfilled orders on the books of durable goods manu- 
facturers moved up for the twelfth consecutive month and 
reached the highest level since 1957. Weekly data at hand 
for January point to continuing strength in production in 
that month. Automobile assemblies were again responding 
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to the favorable reports of dealer sales, while demands for 
steel—apparently mainly for current consumption but partly 
also for inventory building as a hedge against a possible 
strikc—continucd to stimulate high production of steel 

ingots, putting pressure on steel-finishing capacity. 
The strong upward movement in industrial production 

helped materially in raising seasonally adjusted nonfarm 
payroll employment by 226,000 persons in December. All 
major industry groups shared in the increase, but par- 
ticularly strong gains were registered in manufacturing and 
construction as well as in the number of persons at work 
for state and local governments. The employment risc in 

manufacturing brought total employment in that sector up 

to 17.6 million, the highest level in more than ten ycars 
and nearly 500,000 persons more than at the end of 1963. 

Average hours worked in manufacturing also rose further 
in December and, at 41.1 hours per week, were the high- 
est since 1953. 

In January, the seasonally adjusted unemployment rate 
dropped to 4.8 per cent from the revised December level of 
5.0 per cent. This represents the lowest monthly reading 
since October 1957 and continues the gradual but marked 
improvement in unemployment that took place last year. In 
1964, the unemployment rate averaged 5.2 per cent, which 
represented considerable progress over the 5.7 per cent 
average for 1963. 

Recent Banking and Monetary Developments 

Federal Reserve policy actions taken in late November 
in defense of the nation's balance of payments had a sig- 
nificant impact on United States short-term interest rates 
in the fourth quarter of 1964, but did not, on present evi- 

dence, lead to any appreciable curtailment in the flow of 
funds through the banking system and the long-term credit 
markets. With banks amply supplied with reserves, bank 
credit and deposits continued to expand substantially, both 
before and after the policy change. Although there were re- 
ports of a slight firming in some bank lending terms, the 
prime rate remained unchanged after an abortive attempt by 
a few banks late in November to initiate an increase, and 
indications arc that borrowers still found banks ready to ac- 
commodate their loan demands. The continued growth of 
the banks' over-all loan portfolios led to a further risc dur- 
ing the quarter in the loan-deposit ratio for commercial 
banks as a group. 

SELECTED INTEREST RATE CHANGES 
IN THE FOURTH QUARTER 

The raising of the Federal Reserve's discount rate from 
3½ per cent to 4 per cent in late November, as was indi- 
cated at the time, was largely a precautionary move fol- 

lowing the rise in the British bank rate from 5 per cent to 
7 per cent. It was aimed at offsetting a part of the increased 
differential between United States and foreign short-term 

interest rates as well as at discouraging potential speculation 
against the dollar. There was a marked response of United 
States short-term rates to the policy change. For example, 
after having fluctuated in a narrow range above the 3.55 
per cent level from late September through most of Novem- 

ber, the average issuing rate on three-month Treasury bills 
rose by about 25 basis points in the period immediately fol- 

lowing the discount rate change (see Chart I on next page). 
Similarly, rates charged by major banks on new loans to 
Govcrnment securities dealers worked higher over the final 
six weeks of 1964, closing the year in a 4¼ to 4/s per cent 
range, compared with an average of around 3.80 per cent in 
most earlier weeks of the year. Secondary market rates on 
negotiable time certificates of deposit also adjusted upward 
following the discount rate change. 

Long-term interest rates remained generally stable 

throughout the fourth quarter, as they did earlier in the 
year. Yields on five-year United States Government mar- 
ketable securities moved up only about 4 basis points over 
the quarter and those on ten-year maturities were up only 
about 2 basis points. Yields on corporate bonds and on 
secondary mortgages were also stable over the period, 
while yields on municipal bonds declined to their lowest 
levels of the year. This stability in long-term rates, com- 
bined with the increase in rates in the shorter term market, 
brought about a general flattening in the yield-maturity 
curve for Government securities during the quarter. As 




