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The Business Situation

As the current business cxpansion rounds out its fifth
full ycur, domestic economic activity continues to move
ahead with undiminishcd vigor; and indeed there has been
some acceleration in the pace of the advance in rccent
months. Despite a reduction of cxcess steel inventories,
the fourth-quarter gain in gross national product (GNP)
exceeded that recorded in the third quartcr, and the cxpan-
sion in both employment and industrial preduction speeded
up. All current indications point to further strong advances
in cconomic activity in 1966. The push that is expected
from further gains in consumption and in business capital
spending will be strongly reinforced by Government spend-
ing for goods and scrvices as projected in the Administra-
tion’s budget. Expanding military requirements, which are
the major factor in the projected rise in Federal purchases,
arc already having a discernible impact on the economy.
The difficulty of forccasting preciscly the future trend of
such requirements constitutes a sourcc of uncertainty in
any current assessment of the balance between likely de-
mand conditions and resource availability during the
months ahcad. Although present estimates point to only
a small deficit in thc administrative budgcet in fiscal year
1967—and to a small surplus in the more comprehensive
cash budget—these fincly balanced calculations could be
upset by developments at home or abroad.

Recognizing the potential risk of excessive demand pres-
surcs, the President has asked Congress to rcpeal tempo-
rarily the automobile and telephone excise tax cuts that
became effective on January 1, to bring personal with-
holding tax payments more in linc with actual tax liabilities,
and to accelerate the shift of corporate tax payments to a
pay-as-you-go basis. While the two latter measures would
leave actual tax rates unchanged, thcy would increase tax
collections this ycar and thus might result in somc post-
ponement of business and consumer spending, although the
magnitude of such an eflect is extremely hard to predict.
Even after allowing for the possible effects of the measures
proposed by the President, thc Countil of Economic Ad-

viscrs has projected that the increase in GNP for 1966 as
a whole will nearly match, and may possibly cxceed, the
$47 billion gain recorded last year. The Council’s projection
puts GNP this year in the $717-727 billion range with a
midpoint of $722 billion which, if realized, would rcpresent
a rise of nearly 7 per cent.

The high rate of growth in aggregate demand now in
prospect strongly suggests that this year will witness a
further reduction in the margin of unutilized resources and
continued upward pressure on prices and costs. Mean-
while, prices continue to risc. The wholcsale price index
advanced sharply in December, and some further increase
apparently occurred in January. Although the rise in the
over-all index in recent months was largely attributablc
to continuing incrcases in agricultural prices, the prices
of a number of industrial products have also risen. Supply
shortages are causing persistent upward pressure on somc
prices, and the daily price index for a group of important
raw industrial commoditics has advanced steadily for sev-
eral months. In January, this index reached its highest level
in more than a decade. Prices moved markedly higher in
December at the consumer level as well, in large part bc-
cause of a renewed advance in food costs. Prices of other
consumer goods and of scrvices also continued (o rise,
howcver.

RECENT PATTERNS OF DEMAND

Aggregate spending for goods and services increased by
$13.1 billion (seasonally adjusted annual rate) in the
fourth quarter of 1965, according to the Commercc Dec-
partment’s preliminary cstimatc (sce Chart I). This in-
crease was somewhat larger than that recorded in the pre-
ceding three months, and was in fact one of the largest
quarterly gains of the entire currcnt busincss expansion—
exceeded oanly by a slightly larger gain very carly in the
upswing and by the rise of $16.5 billion in the first quar-
ter of 1965 when economic activity rebounded sharply
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from the cffects of the auto strikes late in 1964.

Federal Government spending for goods and services
provided an important boost to the expansion of aggregate
demand in the fourth quarter of 1965. In contrast with the
very mild uptrend of recent ycars, Federal outlays ad-
vanced sharply to register their largest quarterly gain in
more than a decade. While the unusually large sizc of the
advance was partly attributable to the fact that a Federal
pay incrcasc took effect during the quarter, a significant
share of the gain reflected the current program of expan-
sion in the armed forces and in military procurcment. State
and local govcrnment spending once again provided a
modest contribution to demand expansion in the October-
December period.

The pace of business inventory accumulation appears
to have moderated slightly in thc fourth quarter, with in-
vestment in additions to stocks running at an annual rate
$0.6 billion bclow that of the preceding thrcc months.

There was a sharp decline in steel inventorics in the fourth
quarter, following the strike-hedge buildup carlier in 1965,
and this special influence was responsible for the slow-
down in over-all inventory accumulation. There continued
to be a sizable cxpansion in nonsteel inventory holdings.
In contrast with inventory investment, the volume of busi-
ness fixed investment incrcased once again in the fourth
quarter. The vigorous growth of capital spending was a
very important factor contributing to thc cxpansion of
over-all GNP throughout 1965, and present indications
point to yet another large gain this year.

Residential construction spending, the one major de-
mand component that has failed in the past two years to
share in thc over-all expansion of economic activity,
slowed oncc again in the fourth quarter. Some develop-
ments in the final months of 1965, however, suggested that
a limited improvement may be seen at least over the near
term. Private nonfarm housing starts moved up sharply in
November and December, with the rate in the latter month
rcaching the highest level in ncarly two years. Also, the
number of units authorized by ncwly issued building per-
mits increased in December for the third consecutive month,
and likewise reached the highest level in nearly two ycars.

Buoyed by the stcady rise in employment and incomes
and by a sustained high degree of confidence, consumer
demand for goods and services continues to provide an
important thrust to thc over-all expansion of output. There
was a slowdown in the pace of spending on automobiles in
the fourth quarter, following an cxceptionally strong third
quarter, and thc growth of total outlays for durablc goods
was thus held to a moderate pace. However, demand for
nondurables surged ahcad—although the size of the gain
partly reflected the trend to higher prices for food and
apparel—and spending on services continucd to expand
at a rate in line with the average during the past two years.

The new car salcs picturc has been somewhat dis-
torted recently by the impact of actual and proposed
changes in the automobile excise tax. In January, when the
excise tax was cut from 7 per cent to 6 per cent, the sales
pace surged to a seasonally adjusted annual rate of necarly
914 million units, after having fallen off from a very high
9 million in Novembcer to 8%% million in December. Of
course, the large January gain may have reflected not only
some purchases postponed from December but also some
speedup in buying in anticipation of thc proposcd return
of the tax rate to 7 per cent. Sales performance over the
ncar term will probably continue to be affected by con-
sumer reactions to devclopments with regard to the tax.

The brisk advancce of aggregate demand late in 1965
was reflected in an acceleration in thc uptrend of the Fed-
eral Reserve's scasonally adjusted production index. In
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December, the index rose by a full 2 pcreentage points to
148.3 per cent of thc 1957-59 average, following a gain
of 1.5 points in November. By contrast, the monthly ad-
vance had averaged 0.8 percentage point in the eight
months of 1965 preceding the carly-September steel labor
scttlcment. The sharp December rise in the index reflected
widespread output gains. Although the ncw car assembly
ratc did not increase further from the advanced November
level, output of other consumer goods and of equipment
continued to cxpand. Materials production rose sharply,
buoyed by an upturn in stcel output following four months
of decline from the peak reached last July.

Steel industry analysts are increasingly optimistic over
the prospects for significant production grins during the
currcnt quarter. It appcars that the decumulation of excess
steel inventories is virtually completed, and steel uscrs—
particularly capital cquipment and motor vchicle manu-
facturers as well as certain defense industrics—are enter-
ing a growing volume of new ordcrs. Indeed, lead timcs
for some typcs of steel are reported to be lengthening, and
seasonally adjusted steel ingot production rose by a furthcr
8 per cent in January to reach the highest levcl since last
August. The momentum of recent months has been main-
taincd in other industrics as well, with expanding defense
procurement providing—in an incrcasingly broad range of
industries—additional strength in an already bright de-
mand picture. New orders reccived by manufacturers of
durablc goods rose substantially in December to reach a
record volume, and the already large backlog of unfilled
orders recordcd yet another large increase.

LABOR MARKET DEVELOPMENTS

_ In responsc to the pervasive strength in thc cconomy,

employment expansion also speeded up in the final months
of 1965. The number of persons at work in nonagricul-
tural establishments rosc in December by almost 370,000
to reach 61.8 million (seasonally adjusted), following an
even larger increase in November. The average monthly
gain in the fourth quartcr amounted to nearly 350,000 per-
sons, in contrast with a monthly average of about 200,000
in the first three quarters of 1965. The step-up in employ-
ment growth late in the year was particularly noticcable
in construction—where unseasonably warm wcather in
some areas was a contributing factor—and in manufactur-
ing. Moreover, the averagc workweek of manufacturing
production workers has lengthened further. Indced, in both
November and December these workers averaged a longer
week than at any time since World War 11.

Civilian employment as a whole has also been growing
at a substantial pace. In January, the over-all uncmploy-

ment ratc edged down slightly further to reach 4.0 per
cent, the lowest reading in nearly nine years. During 1965,
the growth in the number of jobholders outpaced the ex-
pansion of the labor force by a substantial margin, and as
a result the unemployment rate declincd from an avcrage
of 5.0 per cent in the fourth quarter of 1964 to 4.2 per
cent in the fourth quarter last year. Altogcther, civilian cm-
ployment expanded by 2.2 million persons over that one-
year period, while the civilian labor force grew by just
short of 1.7 million persons. Thus, the ranks of the un-
cmployed shrank by about a half million (see Chart I1).

It is notcworthy that the net incrcase in the civilian
labor force was comprised entircly of women and teen-
agers, whereas the reduction in unemployment consisted
very largely of adult men. The total population of adult
men (aged 20 and over) expanded only modcrately in
1965, and the rise was especially small in the 25- to 55-
year-old range, where the proportion of thc male popula-
tion participating in thc labor force is highest. Morcover,
the number of adult men in the armed forces rose sig-
nificantly. As a result of these factors, the number of adult
men in the civilian labor force actually declined by almost
70,000 bctween the fourth quarter of 1964 and the fourth
quartcr of 1965. The net demand for additional adult male
employees thercfore had to be met by drawing on the un-
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employed men already in the labor force. Thus, the num-
ber of unempioyed men droppcd by 25 per cent—from
1.6 million to 1.2 million.

The sizable growth in the number of adult women
and teen-agers in the labor force during 1965 was due to
thc combined effects of population increase and a heavy
demand for additional workers. There was a larger rise
in the total population of adult women than was the case
for adult men, while the teen-age population registcred an
cxceptionally large gain. At the same time, the labor
force participation rates of women and tecn-agers in-
creased. The rates of these two groups, in contrast with
those of adult men, tend to be responsive to over-all de-
mand conditions—rising in good times when the employ-
ment situation is favorable and declining somewhat in

periods of slack demand. The growth in thc numbcr of
adult women and teen-agers in the labor force during 19635
was just about in linc with the expansion of job opportu-
nitics for these two groups, and there was thus only a
relatively small reduction in the number of unemployed
women and none at all for teen-agers.

The outlook for 1966 is one of further tightcning in the
labor market, with only a modest incrcasc expected in the
adult malc labor force. Moreover, a sizable expansion in
the armed forces is planned for this year, which will tend
to reduce the availability of additional adult men for
civilian employment. Thus, sustaincd expansion of the
economy will in all likclihood result in additional reduc-
tions in the number of the unemployed and increasing
utilization of women and teen-age workers.





