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The Business Situation 

Business activity was strong as the first half of 1968 
drew to a close. Production and employment were at rec- 
ord levels, but cost and demand pressures on prices re- 
ained excessive. At the same time, the United States 
,ajance-of -payments deficit continued to be substantial 
and the international financial markets were subject to 
renewed uncertainties. Against this background, the Con- 
gress passed and the President signed the long-awaited 
fiscal restraint package, including a 10 per cent surcharge 
on personal and corporate income taxes and a reduction 
in budgeted Federal spending. These measures should be- 
gin to relieve the demand pressures in the economy quite 
promptly. Bringing existing cost pressures under control 
wili, however, be a slower and more difficult matter. 

Industrial production moved up sharply in May from 
an April level that had been restrained in part by civil 
disorders. Automobile production provided a major stim- 
ulus to May output, and the assembly rate continued to 
run at a high level in June. With output expanding, the 
flow of income to consumers registered a sharp gain, paced 
by wages and salaries in manufacturing. Retail sales also 
advanced in May, as sales of automobiles and other con- 
sumer durables posted good gains. Although the number 
of housing units started fell sharply in May, this series is 
quite erratic and building permits for new housing re- 
maincd at a high levcl. Labor market conditions remained 
extremely tight, with the uncmployment rate holding at its 
fifteen-year low of 3.5 per cent in May. Consumer prices 
advanced again at a rapid 4 per cent annual rate in May, 
While wholesale prices, according to the preliminary report, 
Climbed at a 2 per cent rate in June. 

PRODUCTION. ORDERS. AND CONSTRUCTION 

Industrial output in May reached a new high. The Fed- 
ral Reserve Board's seasonally adjusted production index 
1OSC 1.2 percentage points to a record 163.7 per cent of 
hc 1957-59 base (see Chart 1). Auto assemblies—up 
10 per cent to an annual rate of 9.4 million units—gave 
he manufacturing index a substantial boost, and assem- 
)lies remained at a high 9.3 million unit rate in June. 
Utomobi1c production has been running ahead of sales, 

as auto makers build up inventories in anticipation of a 
steel strike. Output of other consumer goods also ex- 
panded strongly in May. The production of industrial ma- 
terials advanced sharply, since the index of iron and steel 
output climbed 4.2 percentage points. A high level of op- 
erations in the steel industry is expected to continue to 
bolster the industrial production index in June, as pres- 
sure builds to till orders before the August strike deadline. 
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The rate of materials output in May was also strengthened 
by the further recovery of copper production from strike- 
reduced levels. Equipment production edged downward 
because the defense equipment component, which has been 
falling since February, continued to decline. Business 
equipment production, however, remained at its April 
level. 

The pace of inventory accumulation is providing strong 
support for industrial production. In contrast to the first 
quarter of 1968—when a strong rise in consumer demand 
apparently held inventories below intended levels—April 
saw businesses adding substantially to stocks. Total in- 
ventories of manufacturing and trade firms expanded by a 
seasonally adjusted $1.3 billion in April, compared with 
a monthly avcrage of only $370 million in the first quarter. 
Most of the expansion was accounted for by manufactur- 
ers and retailers. At the retail level, the growth in auto 
dealers' stocks was responsible for about two thirds of the 
increase. While data on inventories in trade firms is not 

yet available for May, manufacturers' inventories did ex- 
pand further in May but at a more moderate rate. The 
April step-up in inventory investment was associated with 
a modest rise in the inventory-sales ratios of retailers and 
of durables manufacturers, but the slower May inventory 
expansion, coupled with a sizable gain in sales, brought 
the manufacturers' ratio down to the lowest level since 
1966. 

The volume of new orders received by durables manu- 
facturers rose 1.7 per cent in May to a seasonally ad- 
justed $25.6 billion. Gains in the primary metals, machinery 
and equipment, and auto industries led the advance, while 
the dcfense-oriented industries experienced a decline. 
The so-called "defense" orders series includes all orders 
received by the aircraft industry, and the strong March 
increisc and the subsequent sharp April and May declines 
were mainly due to a heavy concentration of commer- 
cial aircraft bookings in March. Excluding the defense 
products industry, durables orders advanced by 5 per cent 
in May. New orders excluding transportation equipment 
have remained roughly on a plateau this year, somewhat 
below the extraordinary December peak but significantly 
above earlier months of 1967. Since durables manufac- 
turers' shipments in May exceeded the volume of new 

orders, the orders backlog dropped back somewhat from 
its April peak, but remained at a high $80.9 billion. 

The latest Government survey of business capital spend- 
ing plans indicates that 1968 outlays on plant and equip- 
ment will be 6.7 per cent above last year's level, compared 
with an anticipated 5.8 per cent increase reported by the 
preceding survey three months earlier. The new survey, 
taken by the Department of Commerce and the Securities 

and Exchange Commission in late April and early May 
shows 1968 plant and equipment expenditures at a reco 
$65.8 billion. The latest survey findings, as well as the solid 
$2.2 billion gain registered in the first quarter, indict 
that plant and equipment spending has made a substa. 
tial recovery from the pause following the 1964-66 capi(j 
investment boom. The survey indicates outlays dipping 
slightly in the second quarter to an annual rate of $64.6 
billion, and then rising by $1.45 billion in each of the fi. 
two quarters. While the planned expansion of capital out- 

lays in 1968 is widespread, projected gains are largest i 
nonmanufacturing industries. This concentration is un- 
derstandable in view of the relatively moderate rates at 
which manufacturing capacity has been utilized during thel 

past year. 
Indicators of activity in the residential construction sec- 

tor—which had shown considerable strength in the lint 
four months of this year—gave conflicting signals in May. 
Private nonfarm housing starts, an admittedly erratic. 
series, fell sharply from the high April level to a seasonally: 
adjusted annual rate of 1.3 million units. Some decline in 

housing activity might well be expected in view of the 

relatively tight conditions that have been prevailing in 
the mortgage market over past months. Nevertheless, the 
number of building permits issued for new private housing 
declined Only moderately in May, suggesting that a sus: 
tamed sharp fall in housing starts is probably unlikely. 
Moreover, private noaf arm residential construction out- 

lays continued to advance in May. The recently passed tax 

and spending package may relieve some of the pressures 
in the capital markets and make a larger supply of funds 
available to institutions specializing in mortgage lending. 

EMPLOYMENT. UNCOME. AND 
CONSUMER DEMAND 

The number of workers on the payrolls of nonagricul-. 
tural establishments was unchanged from April to May,. 
as strikes in the construction and telephone industries 
offset increases in wholesale and retail trade, services, and. 
state and local government—the three categories of cal- 

ployment that consistently have shown the most growth in. 
the last few years. While manufacturing payroll empIOY 
ment was virtually unchanged from the April level, the 

manufacturing workweek bounced back from a sharp diP. 
in April which had reflected the effccts of civil disturbances 
and religious holidays. The workweek in manufacturing 

averaged a seasonally adjusted 40.6 hours, up from 40 

hours in April; overtime averaged 3.4 hours, up from 2.8 

hours in April. The increases brought the workweek 3ii(1 

overtime back about in line with their March levels. 
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cent a year earlier. Joblessness among nonwhites fell back 
in May to the record low 6.4 per cent registered in Janu- 
ary of this year, down from 6.7 per cent in April and 7.7 
per cent a year ago. The fact remains, however, that the 
nonwhite unemployment rate has persistently been about 
twice as high as that for white workers. 

Rising wage rates helped boost personal income in May 
by $4.2 billion to a seasonally adjusted annual rate of 
$674.0 billion. The largest advance occurred in the cate- 
gory of wages and salaries that rose $2.9 billion, more 
than double the April increase which had been dampened 
by the telephone industry strike and by civil disturbances. 
According to the Commerce Department, about hail of the 
May wage and salary rise was accounted for by manu- 
facturers' pay boosts. A longer workweek also contributed 
to the wage and salary gain in manufacturing. 

Retail sales apparently resumed their upward climb in 
May with a 1.1 per cent advance to a near-record level 
of $27.9 billion, seasonally adjusted, according to the 
preliminary report of the Department of Commerce. The 
April decline, which occurred against a background of 
civil disorders, was the first since last October. The May 
gain was paced by a 2 per cent advance in the automotive 
group. Car sales climbed again in June to 8.8 million units 
at a seasonally adjusted annual rate. Reflecting the risc in 
consumer spending, consumer instalment credit in May 
advanced sharply, largely as a result of a rapid increase in 
automobile and personal loans. 

PRICE AND COST DEVELOPMENTS 

Unemployment in May remained at 3.5 per cent of the 
civilian labor force, the lowest rate since 1953. The un- 
employment rate has fluctuated in the narrow rangc be- 
tween 3.5 and 3.7 per cent for the past six months (see 
Chart II). It has been nearly fifteen years since the rate 
remained for so long a period at such a low level. Tighten- 
ing of the labor market over the past year has been clearly 
reflected in declining unemployment rates for specific 
groups of workers. The rate for adult men, unchanged 
in May from April's 2.1 per cent, was at the lowest level 
Since June 1953; it was 2.4 per cent a year ago. The adult 
Women's rate, also unchanged from April at 3.7 per cent, 
was down from 4.1 per cent a year earlier. The decline 
in unemployment has improved the position of some of 
the groups that had been suffering rather persistent job- 
lessness. The blue-collar unemployment rate of 3.7 per 
Cent was down from 3.9 per cent in April and 4.6 per 

Prices and costs continued their upward spiral in May. 
The consumer price index rose at an annual rate of 4.0 
per cent—bringing the gain since May 1967 to 4.1 per cent, 
the largest annual increase in sixteen years. AU the major 
components of the consumer price index showed large 
increases in May. The nonfood commodities index ad- 
vanced at an annual rate of 3 per cent, while prices of 
services rose at a 4½ per cent annual rate, as health, hous- 
ing, and recreation costs moved higher. The upturn in 
wholesale food prices this year was reflected in a substantial 
rise in retail food prices. 

At the wholesale price level, preliminary data for June 
indicate a further 2.2 per cent annual rate advance to 108.7 
per cent of the 1957-59 base, with industrial wholesale 
prices renewing their upward movement. After nine months 
of large increases, industrial commodities prices eased in 

May, as copper prices fell from strike-inflated levels. In 
June, however, this index turned upward again, rising by 
0.2 percentage point. Agricultural prices show a mixed 

pattern in June. Farm products prices, which had jumped 
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4.7 percentage points from December to May, fell back 1.3 

percentage points in June, but wholesale prices of processed 
foods and feeds continued to climb strongly. 

Labor costs rose again in May. The combination of a 
modest decline in output per man-hour and an increase 
in hourly compensation, in part due to an increase in 
overtime payments, pushed the index of unit labor costs 

in manufacturing up 0.2 percentage point to a record 
109.6 per cent of the 1957-59 average. Unit labor costs 
in manufacturing have advanced at an annual rate of 5½ 
per cent in the first five months of this year, following the 
rapid 4 per cent increase in 1967. Bringing mounting labor 
costs under control is a diflicult but important goal of the 
recently enacted fiscal restraint measures. 

The Money and Bond Markets in June 

Yields on long-term securities declined through most of 
June from the record levels reached in late May. This 
sharp decline largely reflected the credit market's increas- 

ing confidence in the likelihood of favorable Congressional 
action on the proposed fiscal restraint package, which in- 
cluded a 10 per cent income tax surcharge and a cut in 
budgeted Federal spending for fiscal 1969. After the 
House of Representatives voted its approval of the legisla- 
tion on June 20, thereby assuring passage, market yields 
drifted somewhat higher. Investment demand remained 
light, while profit taking by dealers in United States Gov- 
ernment securities was widespread. Despite the weakening 
in the market toward the end of the month, however, yields 
on Treasury coupon securities closed the month substán- 
tially below end-of-May levels— 18 basis points in the inter- 
mediate maturity area and 23 basis points in the long-term 
area. By comparison with their late May peaks, average 
yields on Treasury issucs were about 51 and 39 basis 
points lower, respectively, in the intermediate- and long- 
term maturity range (see right-hand panel of chart). The 
affirmative House vote on the tax legislation helped relieve 
the congestion in both the corporate and tax-exempt mar- 
kets, which had been restrained earlier in June by heavy 
debt offerings. Toward the end of the month, however, a 
degree of pressure returned to these markets, as the vol- 
ume of tax-exempt offerings expanded and substantial ad- 
ditions were made to the July calendar of both corporate 
and tax-exempt financing. 

Treasury bill rates also declined sharply in June, but 
rates on most other short-term money market instruments 
were unchanged to slightly highcr. Bank reserve positions 
were under sustained pressure during the month. The ef- 
fective rate for Federal funds generally remained above the 

discount rate, and this premium rose as high as I per cent 
at times. The large New York City banks generally con- 
tinued to quote Regulation Q ceiling rates on large- 
denomination negotiable certificates of deposit (C/D's). 
However, other issuers of money market instruments did 
not lower rates on balance over the month, so that C/D's 
remained at a yield disadvantage relative to bankers' ac- 
ceptances, commercial paper, and finance company paper. 
At midmonth, the city banks experienced a fairly large 
attrition of C/D's as about half of such instruments matur- 
ing on the quarterly tax date were not renewed. As a result 
of the sharp yield declines in the Government securities 

market, however, C/D's had achieved a yield advantage 
over three-month Treasury bills by the latter part of June. 

THE GOVERNMENT SECURITIES MARKET 

Prices of Treasury coupon securities were marked 

sharply higher on the first trading day of June in a con- 
tinuation of the favorable market reaction to a speech by 
President Johnson on the May 30 Memorial Day holiday. 
The President had indicated that he would reluctantly 
accept the recommendation of a joint Senate-House Corn- 

mittee for a $6 billion reduction in Federal expenditures 
budgeted for fiscal 1969 in combination with a 10 per cent 
tax surcharge. With a major deterrent to the passage of the 

long-awaited income tax legislation thus removed, prices 
rose sharply. The market enthusiasm soon wavered, how- 

ever, when significant investment demand failed to appear, 
and dealers embarked on profit taking. Additional down- 
ward pressure on prices came from the heavy volume of 

new corporate and Federal agency securities scheduled to 

be marketed during the month. 




