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The Business Situation

The rate of growth of domestic business activity has
modcrated somewhat, following an extraordinary surge of
activity in the first three months of the year. In view of the
fact that the first-quarter rate of cconomic growth had in-
flationary implications and was quite clearly unsustain-
able, the slower pace of recent weeks is an encouraging
development both for the ncar-term and the longer term
outlook. Indicators of prospective demand in the months
ahcad continue to point to further advances in output and
spending. Despite the recent slackening of economic
growth—and the May rise in unemployment, mainly
among tecn-agers—ithe likelihood of continued pressure
on industrial capacity, the supply of skilled labor, and
prices remains,

The slower pace of the business expansion in April
showed up in a reduced rate of advance in overall in-
dustrial production and personal income. In addition,
retail sales and new orders received by manufacturcrs of
durable goods backed off a bit from their high March
levels, Strikes and poor weather conditions appear to
have been a factor in some of these developments, but
reduced rates of production and sales jn the automobile
industry wcre clearly an important dampening influ-
cnce. To what extent consumer demand for new cars
may bavc been affected by recent public discussion of
vchicle safety and by higher excise taxes on autos is not
clear. In any case, a survey of consumer buying intentions
taken in April found that plans to purchase automobiles
remained at about the high level of the previous April.
Moreover, intentions to purchasc other consumecr durables
moved up strongly, indicating that any slack in automobile
sales may be offsct by spending on other durables. Indeed
the outlook for further strength of overall consumer dc-
mand and of other broad areas of demand, such as capital
spending, point up the danger of reading too much into the
slowdowns apparcnt in somie recent data—especially in
view of the normally erratic course of short-term move-
ments in many sectors of the economy.

Prices of goods and services have continucd to move
up (see Chart 1). In April, the consumer price index ad-
vanced by 0.5 percentage point, cxceeding the average
monthly incrcase of (.3 percentage point expericnced in

the first quarter and bringing the annual rate of increase
so far this ycar to a very high 4.1 per cent. One special
factor pushing up consumer prices in April was the resto-
ration of excise taxes on new automobiles and telephone
services cffective March 15 and April 1, respectively,
thereby offsetting the excise reductions made on these
items at the beginning of the year. Price increases were
reported in all major classifications of consumcr purchases,
however, with services replacing foods as the primary
cause of the advance in the overall index. At the whole-
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salc level, prices were about unchanged on average in
April as declines in farm and food prices largely offset
a substantial 3.5 per cent annual ratc increase for in-
dustrial commodities. So far this ycar, industrial wholesale
prices have risen at an annual rate of 3.2 per cent as
against 1.4 per cent in all of 1965.

OUTPUT, ORDERS, AND INVENTORIES

Total industrial output rose to a record level in April,
but the gain was much reduced from the average advance
for the preceding three months. The Federal Reserve
Board’s seasonally adjusted index of industrial production
increased by just under 0.3 per cent for the month, com-
pared with the large average monthly gains of 0.9 per
cent in the first quarter of the year. The bricf railroad
strike in carly April and the coal mining strike that month
had a substantial dampening impact. The reduction in
automobile output was also a minor factor.

The recent weaker tone in the automobile industry fol-
lowed an extraordinary performance carlicr in the year.
In 1965, sales of domestic cars amounted to 8.8 million,
and most observers foresaw little likelihood of significantly
higher sales in 1966. Nevertheless, in the first quarter of
the year, sales were running at a seasonally adjusted an-
nual ratc of 9.3 million. In April, sales began to back off
from this high level, amounting to a seasonally adjusted
annual rate of about 7.9 million for the month, and with
inventories rising, cutbacks in production schedules soon
followed. Auto sales in May decreased further to a sea-
sonally adjusted annual rate of 7.3 million units, and pro-
duction also continued to move down. That there has been
some decline from a first-quarter sales rate which many ob-
servers regarded as unsustainable is perhaps not surprising.
Industry spokesmen have stated their belicf that public
airing of the safety issue was a factor in the timing of the
slowdown. The repeal on March 15 of the portion of the
excise tax cut on automobiles that had become eflective
at the beginning of the year may also have played a role.
While the actual dollar impact of the increase in the tax
was small—perhaps amounting to littlc more than $20 on
the average ncw car—ealer promotions apparcntly made
much of this imminent increase in costs. Moreover, price-
conscious business and Government purchasers may also
have bunched some purchases in the January through mid-
March period that would otherwise have been delayed
until spring.

Despite the dampening influence of reduced steel orders
from automobile manufacturcrs, iron and steel output
advanced to a record annual rate of roughly 140 million
tons in April, and it appcars that steel production re-

mained at roughly the same high level in May. The de-
mand for some steel products is advancing quite rapidly,
and industry spokesmen have stated that it will be diflicult
to maintain current prices in the months ahead.

There was another notable cxpansion in the output
of dcfense goods in April, and new orders in that sector
remained strong. Reflecting the strength of capital spend-
ing, production of business equipment moved further
ahead as sizable gains werc reported throughout the
machinery and transportation cquipment industries ex-
cept for the motor vchicles and parts catcgory. With
delivery times lengthening in many industrial arcas, pur-
chasers have turned increasingly to forcign producers,
and imports, particularly of business cquipment, rose
substantially during April. Qutput of consumer gaods also
continued to advance beyond the high first-quarter level
despite the dampening influence of slower automobile pro-
duction. Solid gains were posted in the production of color
TV sets and other home appliances, fumiture, and a wide
range of nondurable goods.

Prospects for further production gains in the months
ahcad appear good. New orders received by manufac-
turers of durable goods have increased by progressively
larger amounts in each of the past five quarterly periods.
And although new durables orders in April moderated
somewhat from the March level, they remained at the high
monthly average of the first quarter. As new orders con-
tinued to exceed shipments, unfilled orders climbed to
ncw highs. Including nondurables orders, backlogs have
now topped $70 billion, a solid $12 billion advance in the
past year. Rising backlogs are being experienced by manu-
facturers of primary metals, fabricated metal products,
michinery and business equipment, transportation equip-
ment, and other durable goods. The present backlog of un-
filled orders is equivalent to about three months of ship-
ments at the current rate.

Advancing levels of unfilled orders combined with the
high rates of capacity utilization placc increased pressure
on producers to continue adding to their equipment and
facilitics. In most instances, these pressures seem to be
outweighing the restraining effects of higher interest costs
and reduced availability of credit as well as higher capital
gaods prices and slower deliveries. Indeed, according to a
Commerce Department and Securities and Exchange Com-
mission survey taken in May, businessmen’s plans to ex-
pand capital cxpenditures in 1966 appear to have in-
creased a moderate 1 percentage point from the 16 per
cent rise indicated in the February survey. Some an-
nounced cutbacks in planned projects have been offset by
upward revisions, and in addition higher than previously
anticipated costs for construction and equipment are likely
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to offset the cutbacks in terms of total dollar spending.
Conservative inventory-sales ratios, and rccent reports
that inventory buildups in many industries are falling
short of plans, also support the outlook for further pro-
duction increases. Inventory-to-shipment ratios among
manufacturers are now significantly below the high of the
current busincss expansion, while inventory-to-sales ratios
among retailers of both durable and nondurable goods are
averaging moderately less than levels for a ycar ago.

EMPLOYMENT, INCOME, AND
CONSUMER DEMAND

Partly reflecting the more moderate pace of economic
activity, nonagricultural employment remained stable in
April though it moved up moderately in May. In April,
strikes and unfavorable weather conditions resulted in
employment decreascs in the mining and construction in-
dustries, while declines were also reported in the retail
trades, perhaps because of the fact that the monthly em-
ployment survey followed the Easter holiday this year.
These reductions offset job gains in manufacturing, gov-
ernment, and other nonagricultural jobs. In May, ad-
vances in nonagricultural employment were recorded in
all major industrial categories except conmstruction and
finance. The seasonally adjusted rate of unemployment
moved up to 4.0 per cent in mid-May, however, from 3.7
per cent the month before. The Burcau of Labor Statistics,
which collects and processes the data, attributed the May
increase to a larger than usual number of students looking
for work while still in school and a slightly larger than
usual number of women entering thc labor force. Nor-
mally, many women are nceded to work on farms in May
but, due to poor weather conditions, employment in agri-
culture was lower than usual for thc month. Attesting lo
the continucd underlying firmness in the labor market, the
unemployment rate for marricd men—the hard core of
the civilian labor force—remained at its low April level of
1.8 per cent,

Stability in nonagricultural employment in April and the
reduced rate of income expansion in the same month may
well have becn among the factors contributing to the mod-
erate declinc in retail sales. After climbing to threc con-
secutive all-time highs during the first quarter of this year,
sales volume at retail outlets was down about 1 per cent
for the month. The level, however, remained fully 10 per
cent above the year-ago figure. The April decrcasc was
more than accounted for by lower automobile sales. In
addition, unfavorable weather in many areas of the coun-
try adversely influenced sales of lumber, building ma-
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terials, and hardware. It is striking, howcver, that retail
sales excluding automobiles rose to $20.7 billion, roughly
2 per cent above the cxceptionally strong monthly average
in the first quarter of the year. Gains among a wide range
of nondurable goods continued strong.

Prospects for consumer demand over the months ahead
are bright, according to the Census Burecau’s latest quar-
terly survey of consumers’ buying intentions taken during
the third full week of April. This survey indicated a
marked increase in the proportion of families reporting
that their incomes had advanced during the previous
twelve months, and the percentage cxpecting still higher
incomes in the year ahead also showed a gain. Consumers’
intentions to buy new automobiles during the next six
months moved down moderately to a level roughly in line
with the figure reported for the corresponding period a
year ago (see Chart II). The proportion of familics plan-
ning to buy at lcast one of the scven houschold durable
goods included in the survey was 18.8 per cent, signifi-
cantly above the year-earlier rcading of 17.4 per cent
(also shown on Chart 1I).





