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The Business Situation

The business expansion gained increasing strength dur-
ing the summer months. Housing starts rose strongly in
July, industrial production advanced for the first time this
year, and the backlog of unfilled orders in durables manu-
facturing rcached a new record high. At the same time,
personal income incrcased substantially, and preliminary
data indicate that rctail sales turned in another strong ad-
vance. In August the unemployment rate dropped for the
second month in a row as employment—notably in manu-
facturing—recordcd a large rise. Along with the quick-
ening pacc of business activity, price increases on both
the wholcsale and retail levels are accelerating and again
pose a threat to the orderly growth of thc cconomy. Al-
though it is difficult 10 assess at this time the impact on
the economy of the automobilc strike, which began as this
Review went to press, it seems likely that the strike will
only temporarily moderatc the business expansion.

PRODUCTION, INVENTORIES, AND ORDERS

Industrial activity increascd in July, following six months
of virtually uninterrupted declines. The Federal Reserve
Board's seasonally adjusted production index rose by a
full percentage point—to 156.3 pcr cent of the 1957-59
average—recouping one fourth of the overall decline in
the index from its December peak of 159.0 per cent.
While the July upturn reflected improvement in the gen-
eral pace of industrial activity, a good part of the in-
crease was due to the settlement of strikes in the rubber
and electrical machinery industries and the surge in domes-
tic crude oil output following the curtailment of supplies
from the Middle East. In terms of broad market groupings,
production of matcrials, equipment, and consumer goods
all rosc from the June levels.

In the consumcr sector, output of automotive products
increased oncc again in July, continuing the advance from
the low mark reached in February. On a seasonally ad-
justed basis, the production of new cars rose by about 12
per cent to an annual rate of just over 8 million units.
While output slipped a bit in August, preliminary sched-

ules for September had indicated an unusually large rise
in automobilc asscmblics. However, the strike against the
Ford Motor Company—which manufactures about 25 per
cent of the nation’s cars—will hold production below
scheduled levels.

Output of consumer goods othcr than automobiles was
about unchanged in July from the May-June pace. De-
clines in the apparel and furniture indexes were offsct by
gains stemming from the settlement of a strike against a
major television sct producer, as well as by increases in
output of other appliances. As a rcsult of the January-
May sluggishness in retail demand and of the sizable
inventories that cxisted earlier in the year, production of
nonautomotive consumer goods has shown littlc buoyancy
in the past few months. However, the recent pickup in
retail sales, coupled with an improved inventory situation,
points to a likely strengthening of activity in industries
producing for the consumer markcet.

In the equipment category, dcfense-rclated production
increased once again in a continuation of the rapid growth
that began two years ago. The rise in thc output of
defense equipment over the first seven months of 1967
was at an annual rate of 18 per cent, only moderately
below the 22%: per cent increase registered over the full
course of last year. At the same time, July saw this ycar’s
first increase in the production of business equipment. The
slowdown in capital spending in the first half of 1967 had
been reflected in a steady decline, dating from last Decem-
ber, in the pace of activity in thc business equipment
industries. The July rise in output of business equipment
was not unexpected. Surveys of capital spending plans
taken throughout this year, including the most recent one
taken in August, have all pointed to incrcased outlays for
plant and equipment in the second half.

The July ris¢ in industrial production, whilc due in part
to spccial factors, also provided some evidence that the
inventory adjustment is ncaring an end (see Chart 1).
This adjustment has, of course, been the major factor
dampening industrial activity this year. Following the
fourth quarter of 1966, when inventory additions averaged
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about $1%2 billion a month, the ratc of business inventory
accumulation declined sharply.! In June, manufacturers
actually rcduced their inventories, the first decumulation
in three yeurs. In the following month, however, such
stocks rosc once again. The July accumulation was cen-
tered in inventorics of work in process, and finished goods.
Inventorics of raw materials and supplies were cut back
further.

Although the overhang of excessive inventories at
the beginning of the year was most noticeable in the manu-
facturing sector, trade inventories early in 1967 were also

1 Revised figures for second-quarter gross national product
(GNP) show a cutback in inventory accumulation larger than that
previously estimated, However, upward revisions in other com-
ponents—notably consumer spending—offsct the reduced figure
for inventory accumulation, and total GNP was thercfore virtually
unchanged from the preliminary estimale discussed in this Review,
August 1967, pages 139-41.

high relative to sales. As a result of rising sales and of in-
ventory reductions during the first half, however, inventory-
sales ratios in the trade sector by midyear had moved back
down to levels prevailing before the inventory surge in the
latecr months of 1966. Indeed, thc trade sector accounted
for almost half the December-June cutback in total inven-
tory accumulation. The June inventory-sales ratio for re-
tail trade was the lowest in many years.

The continucd rise in the backlog of orders on the
books of durables manufacturcrs is another clement of
strength in the outlook for production and employment.
Though new orders for durables declined in July from
the high Junc level, largely as a result of a sharp drop
in the volatile defense component, the backlog of unfilled
orders expanded once again. The July increase put the
backlog at a new rccord, surpassing the previous high set
last Deccmber. At the same time, shipments by durables
manufacturers rose for the third month in a row.

Residential construction activity is apparently continu-
ing its vigorous recovery from the depressed 1966 pace.
In July, housing starts rose strongly to an annual rate of
1.35 million units, closely approaching the average lcvel
that prevailed before last year's slump. Although the num-
ber of units authorized by building permits eased off
slightly in July, prospects for further improvement in
residential construction continue to be favorable. Statistics
on vacancy rates and sales of new homes indicate strong
demand. At the same time, mortgage credit availability
currently appcars adequate for additional expansion in
new home and apartment construction.

EMPLOYMENT, INCOME, AND
CONSUMER DEMAND

Payroll employment rosc sharply further in August.
Most significant among the widespread gains was the
upturn in manufacturing employment which resulted pri-
marily from a large risc in the number of production
workers employed. At the same time, the average week
worked by manufacturing production workers increased
again.

The civilian labor forcc cxpanded further in August for
the third consecutive risc. In most of the earlicr months
of this year the labor force had declined on a seasonally
adjusted basis, and the recent turnaround suggests that
the quickening pacc of economic activity has encouraged
more individuals to enter the labor force, Reflecting the
strength of demand in the labor markets, the growth of
employment in both July and August excceded the rise
in the labor force, with the result that uncmployment
edged off to 3.9 per cent in July and 3.8 per cent in August.
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Incrcases in personal income through most of the first
half of 1967, though quite sizable, were nevertheless damp-
ened by the sluggish behavior of employment during the
period, and particularly by the reduction in thec number
of workers and the length of the workweek in manufac-
turing. In June and July, however, the expansion of per-
sonal income showed renewed strength as employment
gains gave rise to rapid growth in wage and salary pay-
ments.

The stepped-up rate of income growth has undoubtedly
becn a factor in thc recent strengthening of consumer
demand. But, at the same time, consumers also seem to be
showing a willingness to spend a larger share of their
incomes. Indeed, recent revisions in the GNP accounts
for the second quartcr indicate that the advance in con-
sumer spending was stronger than had been shown in the
preliminary estimates. The revised figures put the second-
quarter savings ratio at an estimated 6.7 per ccnt, down
appreciably from the unusually high rate of 7.3 per cent
in the first quartcr. The second-quarter savings figure was
nevertheless relatively high by historical standards, and
it is altogether possible that future consumer spending may
benefit from still further decreases in the savings ratio as
well as from income gains.

In any case, the available data do indicate rising con-
sumer demand. According to preliminary estimates, rctail
sales volume recorded a sizable increase in July, follow-
ing a strong risc in the preceding month, During the first
five months of the year, sales at retail stores had followed
a generally upward course but at a very modest pace. Thus,
in the five-month period cnded with May, retail sales rose
only 2 per cent; the June-July expansion, in contrast,
amounted to fully 3 per cent. In July, the increasc was
centered entirely at durables outlets, where gains werc
reported both for the automotive group and for other hard
goods lincs. Sales of new automobiles in July were at a
scasonally adjusted annual rate of almost 812 million units,
well above the low point of 7 million reached last Fcbru-
ary. In August, howcver, automobile sales dropped off,
reportedly because of a short supply of cars in the popular
lines. At the month end, the inventory of 1967 models was
more than 25 per cent below carry-over in 1966 of prior-
year modcls (thc timing of the changeover to the new
models was the same in both years).

WAGES, PRODUCTIVITY, AND PRICES

Wage costs continuc to mount and the rate of incrcase
has accelerated. According to the Bureau of Labor Statis-
tics, collective bargaining settlements concluded in the first
half of 1967 involved wage and fringe benefit increases

totaling 4.6 per cent a year, compared with increases of 4.1
per cent for all of 1966 and 3.3 per cent for 1965. The
rapid advance in labor compensation this year has been ac-
companied by a leveling off in productivity growth. The
combination of rising labor costs and virtual stability in
output per man-hour resulted in a sharp increase in labor
costs per unit of output. To be sure, the index of unit labor
costs in manufacturing fell a bit in July, as the result of a
jump in productivity associated with the upturn in output.
Nevertheless, the July level of the index represented an ad-
vance over the first seven months of this year at a scasonally
adjusted annual ratc of about 52 per cent, compared with
a rate of 3% per cent for all of 1966. While productivity
can rcasonably be expected to move upward once again as
the cconomy cxpands morce vigorously, it is unlikely that
the growth in output per man-hour will be adcquate to
offset mounting labor costs.

In conjunction with the strengthening of demand,
the rising trend in unit labor costs has been a major
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source of upward pressure on prices. The midsummer was
marked by a rash of announced price increases for a broad
range of commoditics, including trucks, rubber goods,
houschold appliances, textiles, construction materials,
aluminum and stcel for can-making, a varicty of other
steels, and goods containing silver. Morcover, railroad
freight ratcs—which affect costs throughout the economy
—were also raised.

Some of these increases have already had an effect on
the broad index of industrial wholcsale prices. Preliminary
figurcs indicate that this index rosc sharply in August after
five months of stability (see Chart II). Wholcsale prices of

agricultural commodities, however, dropped in August
after a steep threc-month run-up, and this decline more
than outweighed the increase in industrial commodities.
As a rcsult, the total wholesale index moved lowcer. In the
consumer area, prices rose by a sharp 0.4 per cent in July
as costs of food and scrvices increased again. Prices of
nonfood commodities also rose substantially. The overall
advance was the largest in nine months and followed four
months of sizable gains. From February to July, the total
consumer price index advanced at an annual rate of 3.6
per cent, compared with 1.5 per cent in the preceding
five-month period.





