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SUMMARY AND OUTLOOK

Outlook for economic activity

The firmer tone reflected in the newly available statistics
on recent developments and the increased buoyancy reported for
prospective plant and equipment expenditures point to more rapid ex-
pansion in GNP in the first quarter--assuming no tax increase effective
in this period. New orders for durable goods were revised up for
October and now show a very small decline from September; the production
index turned up in November and unemployment is likely to show a decline;
and housing starts recently have shown further strength.

In part, the recent quickening in activity reflects recovery
in automobile production following the Ford and Chrysler settlements,
It now seems likely that with more time allowed for bargaining at
General Motors, plant shutdowns in January may be relatively minor,
Business inventory investment is expected to accelerate in the first
quarter, as auto inventories are rebuilt and an increased volume of
steel is set aside in anticipation of a possible strike in the summer,
With plans for business fixed investment now indicated to be substan-
tially higher than reported in earlier private surveys, prospects are
for all major private sectors of the economy to show strength in coming
months,

Government purchases appear to be the only major category
likely to be slowing in early 1968, According to recent Administration
testimony, both Federal defense and nondefense expenditures should rise
more slowly in the first half of mext year than in recent months, and
increases in State and local government outlays also may slow as

grants-in-aid are reduced or deferred,
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Overall, GNP is likely to increase about $20 billion in
the first quarter and possibly an even larger amount in the second
quarter, when higher social security benefits are expected to be
added to the income stream, Prices are expected to remain under

upward pressure.

Outlook for prices and resource use

Persistence of upward momentum in prices of industrial
commodities has been affirmed by the official estimate of a further
increase from mid-October to mid-November, and by resumption in recent
weeks of more numerous announcements of price increases--including
prices of steel sheets, Over the past 4 months, industrial commodities
increased at an annual rate of 2.8 per cent and a continuing rise of
about this order appears likely. At retail, prices of non-food
commodities have been increasing at a considerably faster rate but
some slowing to near a 3 per cent rate appears likely, in part because
of the special nature of some of the recent advances in prices of
apparel and autos, With food prices tending to stabilize, the CPI
may be expected to continue to rise at about the 3 per cent rate of the
early autumn,

Sizable increases in industrial prices in recent months have
occurred in a context of rising costs but moderate consumer and
business demands. In the period ahead, however, demand pull may
become a more important contributor to further advances in prices.
Because of the expected recovery in auto output, prospects for
inventory building by steel consuming industries, and major additions
to consumer income from existing and pending legislation, we appear

to be moving into a period of strongly increased demands.
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Manufacturing capacity is projected to remain relatively
ample, over-all despite the expected spurt in output, Expansion in
the labor force is expected to result in the unemployment rate
remaining close to 4 per cent. Many types of skilled labor, however,
are already in short supply, Mcre rapid increases in output per
manhour and some lengthening of the work week are likely to add to
effective manpower resources as over-all demands increase further,

and to moderate the rise in unit labor costs,

Outlook for Banmking

Given the current level and structure of interest rates, time
and savings deposit inflows will probably decelerate over the winter
months. Longer-term CD's are already non-competitive with other
market instruments, and any further upward pressure on money market
rates will tend to limit the sale of shorter-term CD's., And inflows
of consumer-type time deposits will likely slow further, as consumer
shifts to market instruments increase, particularly around the end-
of-year interest crediting period.

Private demand deposit balances will probably continue to expand
as transactions demands rise, but the pull of high interest rates may
tend to moderate this expansion to a pace below the unusually rapid
growth of 1967. Moreover, the Federal Government's cash and debt
management policies will not be contributing to growth in private
deposits and the money stock, since the Government's cash balance is
not expected to decrease from the relatively low December average, and

may rise,
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With the supply of funds to banks constrained, and with
inventory investment rising and accelerated economic growth contributing
to a loan expansion more rapid than in late summer and early fall, banks
are likely to reduce acquisitions of municipals and real estate loans,
Treasury financings over the first quarter will contribute to some
further expansion in Government security holdings and security loans
of banks as they help in the underwriting of the new issues,

With their fund inflows diminished and loan demands strengthening,
bank portfolio adjustments may exert upward pressure on market interest
rates, particularly municipal yields, While banks have accumulated

considerable portfolio liquidity over the past year, the combination
of increased loan demands and slower deposit growth could result in
reductions in their liquid asset holdings rather quickly. Moreover,
Euro-dollar funds are likely to become less readily available than in
recent months, in view of the rise in interest rates in the United

Kingdom and as confidence in the pound is restored.

Qutlook for capital markets and nonbank intermediaries

In corporate and municipal markets the heavy current yolume of
new offerings will taper off seasonally after mid-December, and thus far
new offerings scheduled for January are quite moderate. However, substan-
tial further additions to the January calendar could develop, since a
number of recent postponements--notably the U,S, Steel offering--have not
yet been rescheduled, and rumors of tentative plans by other sizable

borrowers persist, Moreover, while institutional funds available for
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investment in long-term debt often show some seasonal expansion in
January, a number of such institutions have reportedly already committed
a part of their expected January flows for delayed take-down of bonds
sold earlier in the fall., And, as noted above, banks are not likely
to be a positive factor in capital markets, Thus the odds would seem
to favor some upward drift in bond yields over the next few months. Even
so the chances of a levelling off in interest rates over the weeks
immediately ahead, cannot be ruled out, and a rally could develop parti-
cularly if prospects for tax action should turn more favorable.

Mortgage rates are likely to rise further. Because recent
advances in bond yields have narrowed the spread with mortgage rates
to one of the smallest margins since World War II, diversified institu-
ticnal lenders have greatly reduced their loan commitments for home
financing and are increasing the share of total funds being allocated
to corporate bonds. With the home financing market thus relying for
new money largely on the savings and loan industry and the FNMA, the
likelihood of further shrinkage in S&L growth during January takes on
added significance, Net flows to the savings and loan industry already
showed signs of shrinking in October, Since short-term interest rates
have recently advanced further, another substantial shrinkage in flows
to S&L's can probably be expected during January, when shareholders at
associations with semi-annual as well as quarterly interest accrual
periods will be free to shift to higher yielding investment alternatives

without loss of accrued interest,
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The merchandise trade surplus diminished sharply in October
because of an unexpected drop in exports, partly as a result of strikes
and other special circumstances, For the July-October period, the
trade surplus was at an annual rate of $3.8 billion, down from a $4.3
billion rate in the first half year and about equal to the low 1966
rate, The decline from the first half of 1967 was the result of a
drop in exports while imports held steady, Both agricultural and
nonagricultural exports in July-October were about 3 per cent lower
than in the first half, the latter despite the beginning of renewed

expansion in economic activity in Europe and Canada.
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SELECTED DOMESTIC NONFINANCIAL DATA
(Seasonally adjusted)

Latest Amount Per Cent Change
Period Latest Preced'g Year Year 2 Yrs.
Period Period  Ago Apo* Ago*
Civilian labor force (mil.) Oct'67 78.0 77.8 76.1 2.5 4,4
Unemployment (mil.) " 3.4 3.2 2.9 16.8 5.3
Unemployment (per cent) " 4.3 4.1 3.8 - -
Nonfarm employment, payroll (mil.) " 66.2 66,0 64,7 2.3 7.5
Manufacturing " 19.2 19.2 19.4 - 1.3 4.7
Other industrial " 8.1 8.1 8.1 0.3 2.1
Nonindustrial " 38.9 38.8 37.2 4,6 10.2
Industrial production (57-59=100) " 156.2 156.7 159.4 - 2.0 7.4
Final products " 156.3 156.8 158.7 - 1.5 7.3
Materials " 156.6 157.0 159.7 - 1.9 7.8
Wholesale prices (57-59=100)—1'/ " 106.1 106.2 106.2 - 0.1 2.9
Industrial commodities (FR) " 105.9 105.6 104.6 1.2 3.3
Sensitive materials (FR) " 101.1 101.1 102.6 - 1.5 - 1.8
Farm products, foods & feeds " 104.1 105.3 108.8 - 4.3 0.5
Consumer prices (57-59=100)1/ " 117.5  117.1  114.5 2.6 6.4
Commodities except food " 110.6 110.0 107.6 2.8 5.0
Food " 115.7 115.9 115.6 0.1 5.5
Services " 129.1 128.7 124.1 4,0 8.8
Hourly earnings, mfg. (§) " 2.86 2.85 2.76 3.6 7.9
Weekly earnings, mfg. ($) " 116.40  116.69 113,96 2.1 6.4
Personal income ($ bil.)—z-/ " 636.0 634.4  597.5 6.4 15.5
Corporate profits before tax (§ bil. )2/Q111'67 80.1 78.9 84.0 - 4.6 5.7
Retail sales, total (§ bil.) Oct'67 26.2 26,8 25.6 2.4 7.5
Autos (million units)2/ " 7.0 8.1 8.0 -12.5 -15.8
GAF ($§ bil.) " 6.4 6.5 6.1 4,5 13.7
Selected leading indicators:
Housing starts, pvt, (thous. )2/ " 1,496 1,429 845 77.0 2.0
Factory workweek (hours) " 40.7 40.8 41.3 - 1.5 - 1.2
New orders, dur. goods ($ bil.) " 23.4 23.4 24,2 - 3.7 4.2
New orders, nonel. mach. ($ bil.) " 3.6 3.7 3.6 - 2.1 6.6
Common stock prices (1941-43=10) Nov'67 92.66 95. 66 80,99 14.4 0.6
Manufacturers' Inventories,
book val, ($ bil.) Oct'67 81.5 81,2 75.8 7.6 22. 4
Gross national product ($ bil. )Z/ QII1'67 791.2 775.1 748.8 5.7 14.7
Real GNP ($ bil., 1958 prices)2/ " 672,0 6647  654.8 2.6 8.3

* Based on unrounded data. 1/ Not seasonally adjusted. 2/ Annual rates.
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SELECTED DOMESTIC FINANCIAL DATA

Week ended L eek Last 6 months
Dec. 1, 1967 Average High Low
Money Market 1/ (N.S.A.)
Federal funds rate (per cent) 4,48 4.17 4.70 3.45
1.S. Treas. bills, 3-mo., yield (per cent) 4.92 4.76 4.92 3.41
U S. Treas. bills, l-yr., yield (per cent) 5.57 5.41 5.57 3.84
Net free reserves 2/ ($ millions) 204 215 574 90
Memher bank borrowings 2/ ($ millions) 119 135 353 43
Capital Market (N.S.A.)
Market yields (per cent)
5-year U.S. Treas. bonds 1/ 5.74 5.78 5.84 4.44
20-year U.S. Treas. bonds 1/ 5.63 5.68 5.73 4,57
GCorporate new bond issues, Aaa 1/ 6.51 6.49 6.59 5.72
Corporate seasoned bonds, Aaa 1/ 6.13 6.08 6.13 5.36
Municipal seasoned bonds, Aaa 1/ 4.03 4.00 4.03 3.75
FHA home mortgages, 30-year 3/ -- 6.65 6.65 6.29
Common stocks, S&P composite series 4/
Prices, closing (1941-43=10) 94,50 93.36 97.26 88.43
Dividend yield (per cent) 3.12 3.16 3.25 3.01

Change from

Latest Amount 3-month year earlier
month average Latest 3-month

month average

New Security Issues (N.S.A., $§ millions)

Corporate public offerings 5/ Nov. '67 1 400 1,774 315 1,098
State & local govt. public offerings Nov. '67 1,200 3,400 231 656
Comm. & fin. co, paper (net change in
outstandings) 6/ Oct. '67 +557 -89 =710 -376
Annual rate of
OUt-. —Change change from
Latest standings Latest 3-month 3 == 3 12
month  Latest month  average

ceding months months

month month  ago ago
parking (S.A.) ($ billions) (per cent)
Total reserves 1/ Nov. '67  24.74 0.13 0.21 6.3 10.6 10.3
Credit proxy 1/ Nov. '67 272.9 1.8 2.3 8.4 10.2 11.8
Bank credit, total 6/ Oct. '67 342.6 3.1 3.4 11.0 12.3  10.9
Business loans " 84.3 0.2 0.2 2.9 3.3 7.3
Other loans " 137.5 1.4 1.3 12.3 12.0 7.0
U.S. Govt. sec. " 62.3 0.7 1.2 13.6 23.8 16.7
Other securities " 58.6 0.9 0.7 18.7 14.9 21.1
Total liquid assets 1/ 6/ Oct. '67 643.9 4.9 5.0 9.2 9.6 7.1
Vemand dep. & currency 1/ Nov. '67 181.3 1.1 0.7 7.3 4.9 6.6
Time & sav. dep., comm. banks 1/ Nov. '67 182.5 1,7 1.8 11.2 12.0 15.9
Savings, other thrift instit, 6/ Oct. '67 182.5 1.2 1.4 7.9 9.4 9.4
Other 6/ 7/ " 100. 4 0.8 0.8 9.6 9.8 -5.8
N.S.A. -- not seasonally adjusted. S.A, -- seasonally adjusted.

e FEstimated by F.R.B. 1/ Average of daily figures. 2/ Average for statement week
ending Nov. 29 3/ Latest figure is for Oct. 4/ End of week closing prices; yields are
for Friday. 5/ Corporate security offerings include both public and private bonds and
stocks. 6/ Month-end data. 7/ U.S. savings bonds and U.S. Government securities maturing
within 1 year.
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U.S. BALANCE OF PAYMENTS
(In millions of dollars)

1966 1967
QITI QIV QI QI QITL Sept. Oct.
Seasonally adjusted

Goods and services, net 1/ 1,151 1,084 1,364 1,315 n.a.

Trade balance 2/ 802 722 1,014 1,151 1,126 337 137
Exports 2/ 7,382 7,402 7,676 7,708 7,670  2,545% 2,346
Imports 2/ -6,580 -6,680 -6,662 -6,557 -6,544 -2,208 -2,209

Services balance 349 362 350 164 n.a.

Remittances and pensions -278 =246 -264 -390

Govt. grants & capital 3/ -759 -724 -1,205 -931

U.S. private capital -932 -1,165 -958 -1,130
Direct investments -900 -1,003 -622 - 684
Foreign securities -50 -83 -263 -171 -433
Banking claims 89 44 62 -176 -398
Other -71 -123 ~-135 -99

Foreign capital, nonliquid 376 780 824 1,215
Official foreign accts. 172 425 307 759

Long-term deposits 88 373 309 605 -229
U.S. Govt. liab. 84 52 ] 154

Int'l., institutions 4/ 38 15 64 95

Other é/ 166 340 363 361

Errors and omissions 277 -148 =23 -576

Balances, with and without seasonal adjustment (- deficit)

Liquidity balance, S.A. -165 -419 -530 -550 -670
Seasonal component -530 -47 289 326 -538

Balance, N.S.A. -695 -466 -241 -224 -1,208 -338 -1.021

Official settlements bal. 861 -18 -1,813 -830 462
Seasonal component -456 -180 531 139 -460

Balance, N.S.A. 6/ 405 -198 -1,282 -691 2

Reserve changes, N.S.A. (decrease -)

Total monetary reserves -82 6 -1,027 419 375 44 278
Gold stock -173 -121 -51 -15 -92 2 -38
Convertible currencies 426 173 -1,007 424 462 38 309
IMF gold tranche -335 -46 31 10 5 4 7

Il vl jwlint—
~— N N N

fquals '"'met export:

in the GNP.

Balance of payments basis which differs a little from Census basis.
Net of scheduled and non-scheduled repayments.
Long-term deposits and Agency securities.
Includes some foreign official transactions in securities.
Differs from liquidity balance by counting as receipts (+) increases in liquid
liabilities to commercial banks, private nonbanks, and international institutions
(except IMF) and by not counting as receipts (+) increases in certain nonliquid

liabilities to foreign official institutions.

Data have been adfjusted by $50 million, raising August and lowering September.
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THE ECONOMIC PICTURE IN DETATL

The Nonfinancial Scene

Gross national product. The GNP outlook continues to be

affected to an important extent by questions concerning fiscal
restraint. In addition, there are uncertainties concerning the effec-
tive date of the Federal pay raise, the duration and severity of a
possible strike at GM, and the initial date and amount of increase in
Social Security benefits. We have assumed that the proposed surtax
will not become effective in the first quarter but that restraint on
Federal spending is moderating substantially the rise in Federal
outlays, We have also assumed that the Federal pay raise will be
enacted shortly and be retroactive to October 1. The increase in
Social Security benefits, on the other hand, is assumed not to take
place until April. We have also assumed that there will be no strike
on national issues at GM but that a number of plant stoppages will
occur in January; the loss in the first quarter because of strikes,
however, is likely to be much smaller than in the third and fourth
quarters of this year.

Under these assumptions, economic expansion should continue
to strengthen in the present quarter and be followed by an even
larger increase in the first quarter of next year. GNP in current
dollars is estimated to rise at an annual rate of nearly $20 billion

in the first quarter to a level of close to $828 billion. This compares
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with an anticipated increase of almost $17 billion in the current
quarter. The annual rate of growth in real GNP in the January-March
period would be 6 per cent, up from just under 5 per cent in the fourth
quarter. The rise in the GUP deflator of about 3.7 per cent, annual
rate, in the fourth quarter would be somewhat lower in the first quarter
because the Federal pay raise would not contribute to an increase in the
deflator; but the private GNP deflator is projected to rise somewhat
more rapidly.

Our fourth quarter GNP projection is not substantially dif-
ferent from that included in the last full Greenbook--dated November 8--
but the composition of the rise is different in several respects. It
now seems that there will be more inventory accumulation in the current
quarter than we anticipated earlier, partly because a strike deadline
at GM has been postponed until after the first of the year. 1In addition,
a somewhat larger increase in expenditures on new plant and equipment
now seems likely while consumer expenditures, net exports, and Government
purchases are expected to be lower than estimated earlier.

Projected defense outlays for fiscal 1968 are now being cut
back by substantial amounts. Until very recently it had been assumed
that defense outlays would top the Budget estimated by from $2 to $4
billion, but the expectation now is that NIA expenditures, which reflect
actual deliveries of goods, will be cleose to the January Budget. Thus,
we have reduced our fourth quarter estimate of defense outlays below our
previous projections by almost $1 billion, annual rate, to $75.0 billion,

and the first quarter rise is now estimated at only $500 milliom.
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However, as with many Budget adjustments, the effect on GNP may be
less than indicated since in many instances deliveries of goods may be
merely deferred. Some part of defense expenditure cuts may therefore
be reflected in private inventories in the first half of 1968.

Production of autos is rising following the settlements at
Ford and other producers continue at close to full production. The
possibility of an carly settlement in the steel industry has lessened
and steel inventory building is under way and reflected in higher
orders and output. The upward revision in durable goods orders in
October suggests more strength in business demand than had been evident
earlier. TFurther, the failure to enact the proposed surtax is reinforc-
ing inflationary expectations which may be inducing more widespread
inventory accumulation.

The rise in consumer expenditures at an annual rate of $8
billion in the fourth quarter is commensurate with the projected rise
in spendable income, which was slowed in October and November by strikes.
The Federal workers' pay raise, even if received in December, will be
reflected in December retail sales, but should have a greater impact
in early 1968.

An important development now indicated for the first quarter
is an expected $3 billion (nearly 20 per cent annual rate) increase in
outlays for new plant and equipment, after virtually no increase for
the year 1967. An additional increase of about $1 billion is indicated
for the second quarter, according to the November Commerce~SEC survey

of business plans for new plant and equipment outlays (confidential
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until released) continuation of even moderate gains in the second half
of next year would result in an increase for the full year 1968 well
in excess of indications from recent private surveys.

Residential construction outlays are expected to be somewhat
larger in the first than in the fourth quarter, according to present
indications. Starts rose to an annual rate of 1.5 million in October
and permit applications also increased. Inventories of unsold new
homes are very low and demand for homes is still rising, despite a
higher rate of completions recently and rising costs of financing.
Uncertainties concerning the supply and price of mortgage funds is
expected to limit housing starts to a level of between 1.4 and 1.5
million in the next few months, but given the usual lags between starts
and expenditures--as well as higher costs-~the dollar value of resi-
dential construction is expected to continue to rise in early 1968.

Nonfarm inventory accumulation is projected to rise to a
rate of about $7 billion in the first quarter from an estimated rate
of $3.5 billion in the current quarter. 1In addition to steel and autos,
the anticipated rise in business plant and equipment outlays should
also give rise to some accumulation of materials and work-in-process.
The trend in distributor inventories depends somewhat on the strength
of retail sales, but with capacity utilization rates low in most indus-
tries, inventories and sales could rise simultaneously.

Consumer income in the first quarter will benefit from
several special influences. In February, minimum wage increases of

15 per cent should add at least $2 billion to workers' income, with
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additional increases likely later as other workers endeavor to restore
traditional differentials. In the private economy, pay increases con-
tinue large and employment and hours are expected to rise.

Our projected growth of $10 billion in consumer expenditures
in the first quarter includes domestic sales of new cars at an annual
rate of 8.5 million units--not especially high in view of the probable
deferral of fourth quarter sales.

Growth in consumer outlays is assumed to be in line with the
increased income flow and the savingsrate is projected to remain at
about 7 per cent of disposable income. We know of no satisfactory
explanation of why the savings rate has remained so high throughout
1967, and the large, lumpy additions to income expected in coming
months may not be spent immediately. Therefore, since we are not
postulating an increase in income taxes effective in the first quarter,
there is no basis for assuming any significant shift in the savings
rate in a downward direction.

Corporate profits before taxes, which were at an annual rate
of about $80 billion before taxes in the third quarter, should rise to
about $82.5 billion in the current quarter and approach $85 billion in
the first quarter, if our GNP estimates prove correct. Somewhat higher
rate of capacity utilization and a higher rate of productivity gain are
expected to contribute to the rise, along with growth in aggregate
expenditures and income.

Total Federal expenditures for fiscal 1968, NIA basis, are

assumed to be somewhat below the $170.4 billion projected in the midyear
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Budget review. As indicated above, the rise in defense spending is
expected to slow further in the first quarter and to level off or
possibly decline in the second quarter. Part of the proposed budget
cuts are expected to be in grants to States and localities, so that
the rise in State and local outlays also may be somewhat less than
previously anticipated.

The deficit, NIA basis, reached a peak in the second quarter
of 1967 at an annual rate of $14.7 billion, and fell to $13.1 billion
in the third quarter. A reduction is expected in the current quarter
and a further decline to a rate of about $6.5 billion in the first
quarter of next year is possible, reflecting a further increase in
receipts arising from both the projected increase in incomes and the
rise in payroll taxes incorporated in the legislation increasing social
security benefits. (This will not result in an immediate rise in cash
receipts, since the increase in taxes has been accomplished by raising
the taxable wage base, which would not affect cash flows appreciably
until the final quarter of calendar 1968; in the NIA accounts, however,
the higher taxable base for earnings will be reflected in a higher and

fairly stable level of receipts throughout the calendar year.)
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GROSS NATIONAL PRODUCT AND RELATED ITEMS
(Quarterly figures are seasonally adjusted. Expenditures and income
figures are billions of dollars, with quarterly figures at annual rates)

1967 1968
1966 1967 1966 Proj. Proj.
Proj. IV I II III v I
Gross National Product 743.3 785.2 762.1 766.3 775.1 791,2 808.0 827.5
Final sales 729.9 781.3 743.6 759.2 774.6 787.4 804.0 820.2
Private purchases 575.6 604.6 581.9 588.8 599.6 609.2 620.6 634.2
Personal consumption expenditures 465.9 492.2 473.8 480.2 489.7 495.3 503.5 513.5
Durable goods 70.3 72.0 70.6 69.4 72.5 72.7 73.5 76.3
Nondurable goods 207.5 218.0 210.3 214.,2 217.2 218.5 222.2 225.7
Services 188.1 202.1 192.9 196.6 200.0 204.1 207.8 211.5
Gross private domestic investment 118.0 110.8 122.2 110.4 105.1 112.2 115.6 122.5
Residential construction 24.4 24,5 20,9 21.4  23.1 25.6  27.8 28.4
Business fixed investment 80.2 82.5 82.8 81.9 8l1.5 82.8 83.8 86.8
Change in business inventories 13.4 3.9 18.5 7.1 .5 3.8 4.0 7.3
Nonfarm 13.7 3.7 19.0 7.3 6 3.4 3.5 6.8
Net Exports 5.1 5.4 4.3 5.3 5.3 5.4 5.5 5.5
Gov't purchases of goods & services 154.3 176.8 161.7 170.4 175.0 178.2 183.4 186.0
Federal 77.0 90.4 8l.5 87.1 89.5 90.9 93.9 94.7
Defense 60,5 72.8 65.6 70.2 72,5 73.3  75.0 75.5
Other 16.5 17.6 15.9 16.8 17.0 17.6 18.9 19.2
State and local 77.2  86.4 80.2 83,3 85.4 87.4 89.5 91.3
Gross National Product in constant
(1958) dollars 652.6 669.4 661.1 660.7 664.7 672.0 680.0 690.7
GNP Implicit deflator (1958-100) 113.9 117.3 115.3 116.0 116.6 117.7 118.8 119.8
Personal income 584.0 626.5 60l.6 612.9 619.1 631.0 643.0 656.0
Wage and salaries 394.6 423.7 407.4 414.7 418.3 426.2 435.5 446.2
Disposable income 508.8 544.6 522.0 532.7 540.0 548.2 557.5 568.1
Personal saving 29.8 38.2 34.6 38.8 36.0 38.5 39.5 39.9
Saving rate (per cent) 5.9 7.0 6.6 7.3 6.7 7.0 7.1 7.0
Corporate profits before tax 83.8 80.1 83.9 79.0 78.9 80.1p 82.5 84.5
Federal government receipts and
expenditures (N.I.A. basis)
Receipts 143.2 151.7 148.6 149.1 148.1 152.8p 156.6 162.2
Expenditures 142.9 164.5 151.9 160.9 162.8 165.9 168.3 168.8
Surplus or deficit (-) .3 =-12.9 -3.3 -11.9 -14.7 =-13.1p -11.7 -6.6
Total labor force (millions) 78.9 80.8 79.8 80.3 80.2 8l.1 81.6 82.0
Armed forces " 3.1 3.5 3.3 3.4 3.5 3.5 3.5 3.5
Civilian labor force " 75.8 77.3 76.5 76.9 76.7 77.7 78.1 78.5
Unemployment rate (per cent) 3.8 3.9 3.7 3.7 3.8 3.9 4.0 3.8
Nonfarm payroll employment (millions) 64.0 66.0 65.0 65.7 65.7 66.1 66.5 67.1
Manufacturing 19.2 19.3 19.5 19.5 19.3 19.2 19.3 19.5
Industrial production (1957-59=100) 156.3 156.9 159.3 157.1 155.9 157.2 157.3 160.5
Capacity utilization, manufacturing
(per cent) 90.5 84.7 89.8 87.0 84.8 83.8 83.1 83.7
Housing starts, private (millions A. R.) 1.17 1.30 .92 1.12 1.21 1.40 1.46 1.47

Sales new U.S.-made autos (millions,
A. R.)) 8.38 7.69 8.13 7.33 7.83 8.00 7.6 8.5
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CHANGES IN GROSS NATIONAL PRODUCT
AND RELATED ITEMS

1967 1968
1966 1967 1966 Proj Proj
Proj. IV I IT III v I
------------------- In Billions of Dollars =-w--=------c--ne-o---
Gross National Product 59.4 41.9 13.3 4.2 8.8 16.1 16.8 19.5
Final sales 55.4 51.4 6.2 15.6 15.4 12.8 16.6 16.2
Private purchases 37.5 29.0 2.2 6.9 10.8 9.6 11.4 3.6
GNP in constant (1958) dollars 35.9 16.8 6,3 -4 4.0 7.3 8.1 10.6
Final sales 32.1  26.0  -0.3 10.1  10.3 4.2 8.4 8.3
Private purchases 21.9 11.4 -2.8 3.7 7.1 3.0 5.8 7.9
----- In Per Cent; Quarterly Changes are at Annual Rates ------
Gross National Product 8.7 5.6 7.1 2.2 4.6 8.3 8.5 9.7
Final sales 8.2 7.0 3.4 8.4 8.1 6.6 8.4 8.1
Private purchases 7.0 5.0 L5 4.7 7.3 6.4 7.5 8.8
Personal consumption expenditures 7.6 5.6 3.1 5.4 7.9 4.6 6.6 7.9
Durable goods 6.5 2.4 -1.7 -6.8 17.9 1.1 4.4 15.2
Nondurable goods 8.5 5.1 1.5 7.4 5.6 2.4 6.8 6.3
Services 6.9 7.4 6.5 7.7 6.9 8.2 7.2 7.1
Gross private domestic investment 9.9 -6.1 19.9 -38.6 -19.2 27.0 12.1 22.9
Residential construction -9.6 0.4 -47.3 9.6 31.8 43,3 34.4 8.6
Business fixed investment 12.8 2.9 7.9 -4.3 -2.0 6.4 4.8 14.3
Gov't purchases of goods &
services 13.1 14.6 10.1 21.5 10.8 7.3 11.7 5.7
Federal 15.3 17.4 10.1 27.5 11.0 6.3 13.2 3.4
Defense 20.8 20.3 16.5 28.0 13.1 4.4 9.3 2.7
Other -1.2 6.7 -16.9 22.6 4.8 14.1 29.5 6.3
State & local 10.9 11.9 10.8 15.5 10.1 9.4 9.6 8.0
GNP in constant (1958) dollars 5.8 2.6 3.8 -.2 2.4 4.4 4.8 6.2
Final sales 5.3 4.1 -0.2 6.3 6.3 2.5 5.0 4.9
Private purchases 4.4 2.2 -2.2 2,9 5.5 2.3 4.4 5.9
GNP Implicit deflator 2.7 3.0 3.1 2.4 2.1 3.8 3.7 3.5
Personal income 8.6 7.3 8.3 7.5 4,0 7.7 7.6 8.1
Wage and salaries 9.9 7.4 7.8 7.2 3.5 7.6 8.7 9.8
Disposable income 7.8 7.0 7.5 8.2 5.5 6.1 6.8 7.6
Corporate profits before tax 9.5 4.4 -.5 -23.4 -0.5 6.1p 12.0 9.7
Federal government receipts and
expenditures (N.I.A. basis)
Receipts 14.7 5.9 8.2 1.3 -2.7 12.7p 9.9 14.3
Expenditures 15.8 15.1 15.3 23.7 4.7 7.6 5.8 1.2
Nonfarm payroll employment 5.3 3.1 4.4 4.3 0.0 2.4 2.4 3.6
Manufacturing 6.1 0.5 4.1 0.0 -4,1 -2.1 2.1 4.1
Industrial production 9.0 A 4.1 -5.5 -3.1 3.3 .3 8.1
Housing starts, private -20.4 11.1 -59.3 87.0 32.1 62.8 17.1 2.7
Sales new U.S.-made autos -4.4 -8.2 -15.8 -39.6 27.3 8.7 -20.0 47.4
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Industrial production, Industrial production in November

is estimated to have increased somewhat more than ome full point iron
the preliminary October figure of 156.2 per cent, mainly because of
settlement of the Ford and Caterpillar strikes and an increase in
output of iron and steel, At about the 157,5 per cent level the
November index would be about 2 points below the peak in December 1966,

The partial recovery in production of autos, trucks, and
automotive partsl/amounts to about .6 of one point in the total index,
a recovery of almost one-half the loss due to the Ford strike. If,
with the settlement of the strike at Caterpillar, output of nonelectrical
machinery recovers to the September level, this would add another .3
of one point to the November index, Steel ingot production through the
week ending November 25 had increased 4,5 per cent from the October
level, partly in response to improved auto production, In additionm,
steel mills have been adding to stocks in anticipation that steel
consuming industries, whose stocks of steel mill shapes and forms are
extremely low, will start another round of accumulation in preparation
for a possible strike next summer, Output of crude oil, which had
declined sharply from August to October, increased somewhat in early
November, Paperboard production in November was above year earlier
levels for the first time since last February,

In the first half of 1967, under the impact of cutbacks in
output in most of the cyclical industries which account for about 70

per cent of the total index, industrial production declined 4 points,

1/ In the first eleven days of November, Ford produced only 17,000 cars;
in each of the following two weeks, Ford produced 40,000 as compared
with 50,000 units at its highest weekly rate in 1967.
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Meanwhile, output of noncyclical goods, mainly consumer staples
and defense equipment, continued to expand at about the same rate as
in 1966, Upward production trends in some of the cyclical goods output
since mid-yvear, however, have been obscured because of direct and
indirect effects of strikes and the total index has shown a sawtooth
pattern,

The cyclical industries shown below have experienced varying
degrees of recovery from their 1967 lows; the major exception is business
equipment which continued to declime through October, The following
table indicates, the highs, lows, and most recent levels of selected
cyclical goods,

OUTPUT OF SELECTED CYCLICAL GCODS
1657-59 = 100, Seasonally Adjusted

Latest Data

- ;i *
1966-67 highs 1967 lows Available
Total index 12/66 159.5 6/67 155.6 11/67 el57.5
Autos 10/66 178 3/67 136 11/67 145
Appliances 10/66 172 5/67 147 9/67 153
T.V. 12/66 184 7/67 118 10/67 159
Business equip, 12/66 189 10/67 177 10/67 177
Iron & steel 7/66 143 6/67 121 10/67 127
Textiles 6/66 144 7/67 137 9/67 141
Construction materials 4/66 144 6/67 137 10/67 139

e - estimated

* - excludes strike induced lows,



II - 10

Capacity utilization, Utilization of capacity by manufacturers

is likely to have increased by one-or two tentirs of a point in November
if the manufacturing production index rose by a point or so, as expected,
The operating rate was estimated to be 83,0 per cent in October, down
from 83,6 per cent the previous month, About two-thirds of the decline
was a result of the continuing increase in capacity, The remaining
decrease was a result of lower manufacturing ontput caused in large
part by a strike at Caterpiller. The Ford strike apparently did not
contribute much to the October decline since motor vehicle production
chowed little charge from the already reduced September level,

Unused capacity exists in most industries. Only producers of
aircract and electric power generating equipment are now operating

at higher than usual rates,

UTILIZATION RATES

Industry July August September October
Manufacturing 84,0 84,6 83.6 83,0
Primary processing
Industries 81.7 83.0 82.8 82,5

Advanced processing
Industries 85.7 85,8 84,1 83.3
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Orders. New orders received by manufacturing of durable
goods were down only 0,3 per cent in October according to the latest
Census figures; an earlier Census release had shown a much larger
decline, The latest decline was the third in the past four months
and the series is now about 4 per cent below its recovery high in June.
New orders for durable goods had risen strongly from April through June,

The decreases in the latest two months were much less than the
amounts which could be attributed to the Ford strike, Motor vehicle
orders were down about 15 per cent in October after falling a similar
amount the previous month, However, this must be balanced against the
fact that the highly volatile aircraft orders series was up 25 per cent
in October and an even greater amount the previous month, If autos
are excluded from the total, durable goods orders were uyp 4.0 per
cent between August and October, but if both autos and aircraft are
excluded orders declined 3.5 per cent in that period.

New orders tended slightly lower in October in other industries.
Primary metals, all other durable goods, and the special machinery and
equipment grouping each showed a small decrease, Fabricated metal
products was the only industry other than aircraft to register an
increase,

Unfilled orders moved up 1,3 per cent in October, continuing
the rise which began in May, Most of the increase in the latest
month came in the aircraft industry, Since the low point of last
spring, backlogs have increased about 6 per cent and aircraft backlogs

accounted for over half of this increase.
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NEW ORDERS

(Billions of dollars, seasonally adjusted)

1966 1967 1967
Industry 1119 1Q

Monthly Average June October

Total durable goods 24,39 22,16 24,26 23.36
Primary metals 3,98 3.25 3.59 3,47
Autos 3,51 3.49 3.89 2,74
Aircraft 2,61 2,11 3,07 2,95
Machinery & equip. 4,94 4,37 4,79 4,64

Business_inventories, Business inventories have been behaving

a little more erratically than usual in recent moénths, The large
adjustment during the first half of the year which culminated in sizable
liquidation in June was followed by a shift back to substantial accumu-
lation in July and August (the revised August estimate shows accumulation
of nearly $800 million, double the original estimate), Then,in an
abrupt turnabout, in September there was a small amount of liquidation
again, Despite the September decline, the book value of business
inventories increased at a seasonally adjusted annual rate of $3.9 billion
for the entire third quarter--up considerably from the nominal rise in
the second quarter, Preliminary indications for October are available
only for manufacturers and these show an increase in book value of
factory stocks at a seasonally adjusted annual rate of $4.4 billion,

The recent large fluctuations in the rate of change in total

business inventories have reflected a variety of influences, but the
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auto manufacturing industry and wholesalers as a group have been major
contributors. Thus auto producers shifted from liquidation of $96
million in June to accumulation averaging $240 million a month in July
and August (reflecting partly inadequate seasonal allowance for the
effects of the earlier model changeover) and then, with the Ford strike
underway, back to liquidation of $253 million in September and slight
accumulation in October, At wholesalers, a shift from sizable liquida-
tion in July to large accumulation in August and then back to no change
in September contributed significantly to the total business inventory
change in those months,

MONTHLY CHANGES IN BOOK VALUE OF BUSINESS INVENTORIES

(In millions of dollars, seasonally adjusted)

June July August September October

Manufacturing & trade, total -274 257 794 - 79
Manufacturing -188 507 473 -194 367

Auto industry - 96 266 213 -253 37

Other manufacturing - 92 241 260 59 330
Trade - 86 -250 321 115

Auto dealers ~-161 -188 - 99 174

Other retail stores - 15 98 130 - 59

Wholesalers 90 -160 290 0

Book value of auto dealer stocks, which had declined steadily
during the first 8 months of the year, increased substantially in September
despite little change in unit stocks of new cars., This book value increase
and the large September decline reported by auto manufacturers, apparently
reflected in part a bookkeeping transfer of ownership from manufacturers

to dealers when the new models were introduced,



ITI - 14

The stock~sales ratio for manufacturers in October, at 1,84,
was well above the already high rate at the end of last year, owing in
large part to sharply depressed sales of the auto industry in October
when the book value of stocks was about unchanged from last December,
In addition, stoek-sales ratios for defense industries and also for
all other manufacturing industries combined were moderately higher than
last December, In the trade sector, the stock-sales ratio for auto
dealers was unusually low in September and for all other lines together

was down from late 1966 and close to the more normal end-of-1965 level.

Auto sales and stocks, Dealer deliveries of new domestic

autos in November were 17 per cent below a year ago, The seasenally
adjusted annual rate of sales for November was 7.2 million units, only
3 per cent higher than the reduced October level,

Excluding Ford, sales in November were up slightly from a
year earlier but in the final ten-day period were down 4 per cent from
last year, Ford sales, while still sharply below a year earlier, increased
dramatically in the latest ten-day period. Ford production in November
totaled 140,000 units and for December is expected to reach about 230,000
units which is near capacity and 13 per cent higher than in December
1966, Stocks of all makes of domestic new cars on November 20 remained
about one-fourth below a year earlier,

Sales of used cars in the first twenty days of November were
slightly below a year earlier while stocks were 4 per cent below,
Seasonally adjusted used car prices, as reported in the CPI, eased

slightly in October but remained 4 per cent above a year earlier,



I1I - 15

Consumer instalment credit. The October increase of $311

million in consumer instalment credit was somewhat larger than in the
preceding month but below the 1967 high reached in August, The rate
of growth diminished in both automobile and other durable goods paper,
while in personal loans, where the increase was marked, the spurt

was due to a larger volume of new loans as well as a slower rate of

repayment,
INCREASES IN CONSUMER INSTALMENT CREDIT
(Billions of dollars, seasonally adjusted)
1966 1967
1st Quarter, monthly average 595 253
2nd Quarter, " " 524 233
3rd Quarter, 1 " 547 284
July 564 225
August 602 344
September 475 284
October 380 311

Repayments on most types of instalment debt in October were
lower than in September. This decline may have reflected, in part, the
practice followed by many lenders in strike-affected areas of granting
a moratorium on payments on outstanding loans during a strike period.
Until a strike settlement is announced, the volume of new loans also tends
to be limited both by lenders and by potential borrowers. But in periods
immediately following settlement, there is a tendency toward increased
borrowing--particularly personal cash loans--as well as a greater-than-

usual leniency among lenders in granting new locans.
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Extensions of auto credit in October were little changed from
September despite some improvement in sales and a small rise in the
average amount of the note, The net increase in auto credit--i,e., ex-
tensions minus repayments--amounted to only $20 million, the smallest
rise in the past five months,

Construction and real estate. Total construction expenditure,

which had reached a new peak seasonally adjusted annual rate of $78,9
billion (revised) in September, changed little in October and November,
Residential construction outlays continued upward however, and in
November, were the highest since March 1966, Outlays for private
nonresidential construction, which have fluctuated within a narrow

range since spring, held at the moderately reduced October rate.

Although plans call for some curtailment in Federal construction expendi-
tures over the period ahead, state and local expenditures are continuing
to rise and, in November, total public construction outlays were at

another mnew high,

NEW CONSTRUCTION PUT IN PIACE
(Confidential FRB)

November 1967 Per cent Change

($billions) 1/ from
October 1967 | Novrmber 1966
Total 79.0 - + 10
Private 51.5 -- + 9
Residential 26,2 +1 + 29
Nonresidential 25.4 - - 5
Public 27.5 +1 + 10

1/ Seasonslly adjusted annval rates; prelimivaly, Data for the 1iost
recent month (November) are available under a conficdential arrange-
ment with the Census Bureau, Under no circumstances should public
reference be made to them,
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Because of growing uncertainties about the course of the
economy and, in particular, the course of domestic capital markets,
the pace and duration of recovery in housing activity beyond the inter-
mediate period ahead remains open to question, However, total housing
starts have been running somewhat above earlier projections in recent
months, By October, starts had regained the 1.5 million rate average
of the fourth quarter of 1965, just before the 1966 downturn in housing
starts began, The major impetus to the current recovery has come from
multifamily structures, the most volatile sector of residential
construction activity and the one in which basic demographic and other

demand factors are particularly strong.

PRIVATE HOUSING STARTS AND PERMITS

October 1967

(Thousands Per cent change from

of units) 1/ 4th Q 1965 |4th Q 1966
Starts 1,496 - + 63
1 - family 914 - 7 + 43
2 - or more family 582 + 14 + 109
Northeast 265 - 3 + 77
North Central 399 + 1 + 81
South 552 - 4 + 39
West 280 + 10 + 88
Permits 1,202 - 5 + 64
1 - family 655 - 10 + 46
2 - or more family 547 -1 + 93

1/ Seasonally adjusted annual rates; preliminary,
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The upturn in single family starts from the unusually reduced
rate in the fourth quarter of 1966 has been less pronounced than for
multifamily starts, but since last spring it has persisted in the face
of growing concern about the impact on potential home-owner demands of
the shift toward rising mortgage interest rates and the deepening
d iscounts required for loans on both existing and new properties. At
the same time, speculative builders have continued to show little dis-
position or ability to build ahead of the market, 1In September (the
latest month available) seasonally adjusted sales of new homes by
speculative builders again turned up appreciably after three months
of relatively little change, The number of new homes available for
sale (including those under construction) remained among the lowest in

the history of the series, which began in late 1962,

Defense expenditures, Military contract awards have been

stable since June 1967, Thus, even recognizing the long lags between
such awards and actual spending, expenditures for military goods may
level off shortly, unless a new spurt in military orders occurs.
Personnel compensation will still rise, though, due to the expected

pay increase
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MILITARY PRIME CONTRACT AWARDS

(In millions of dollars, seasonally adjusted)

Monthly
1967 - January 3,338
February 3,849
March 2,984
April 2,920
May 4,121
June 3,626
July 3,610
August 3,686
September 3,665
October 3,665

Other evidence of a leveling off of military expenditures can
be found in the recent relationship between purchases and contracts,
Contract awards are a leading indicator of military outlays, with
purchases tending to lag behind when awards rise rapidly; at such
times, the ratio of purchases to contracts falls, 1In periods of
stability in contract awards, military purchases other than for
personnel compensation tend to be fairly constant at a level about
5-10 per cent above contracts., The following table shows that pur-
chases were lagging behind contract awards during the rapid build-up
of 1965 and 1966, but they have reestablished their typical relationship
during 1967, Thus spending appears to have caught up with the

prevailing level of contract awards,
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NATIONAL DEFENSE

(In billions of dollars, seasonally adjusted annual rates)

Ratio: Other

Purchases Personnel Other Contract Purchases to
of goods and Compensation Purchases Awards
services contract
Awards
1964-Q1 50.5 20,0 30.5 29,2 1,05
2 50.7 20,1 30.6 28,2 1,08
3 49,8 20,6 29,2 26.8 1.09
4 48,9 20,7 28,2 24,2 1,17
1965-Q1 48,4 20,5 27,9 25.6 1.09
2 49,2 20,5 28,7 29,5 .97
3 -50.2 21,3 29.0 30.0 .97
4 52.4 22,5 29.9 35.1 .85
1966-Q1 55.1 23,5 31.6 34,8 .91
2 58,4 24,1 34,3 40,6 .85
3 63.0 25,5 37.5 42,9 .88
4 65,6 26,3 39.3 40,6 .97
1967-Q1 70.2 26,8 43,4 40.7 1.07
2 72.5 27,1 45.4 42,7 1.06
3 73.3 27.5 45,8 43.8 1.05

Plant and equipment expenditures, The November Commerce-SEC

survey of business plans to spend on plant and equipment (confidential
until released) has two major findings. First, spending for this year
has been further written down., Thus, the March survey indicated a

rise of 3.9 per cent for the year 1967; the latest survey, after two
intervening scaling-downs, shows an increase of only 1.4 per cent,
and, after allowance for price and cost increase, suggests a decline
in the physical volume of investment, Anticipated spending for the
fourth quarter is now $500 million (annual rate) smaller than shown

in the August survey,
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The second major finding is the sharp increase now planned
from the current quarter, which shows a moderate advance, to the second
quarter of 1968, as may be seen in the table, The increase over these
2 quarters amounts to 6 per cent or an annual rate of 12 per cent. For
the spring of 1968, anticipated expenditures are 7 per cent above the
further reduced average for the year 1967, suggesting that even moderate
increases in the second half of the year would result in an advance for
the year as a whole significantly above those indicated by recent
private surveys,

An unusual feature of this prospective rise, however--and cue
for which we now have no adequate explanation--is its concentration in
the first quarter, Thus, $3 billion of the total rise of $3.8 billion,
annual rates, is planned for early 1968, Moreover, public utilities
account for $1,5 billion of this first quarter increase and manufacturing
for $1,2 billion, for a combined total of $2,7 billion. In the second
quarter, utilities are unchanged from the preceding quarter and the

rise in manufacturing is much smaller,
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EXPENDITURES FOR NEW PLANT AND EQUIPMENT

1967 1967 1968
1966 November Actual Planned
Actual Plans 1 11 I11 v I I1
{(Billions of dollars; quarterly figures, seasonally
adjusted annual rates)
All industries 60.6 61.5 61.7 61.5 60.9 62.1 65.1 65,9
Manufacturing 27.0 6.8 27,9 27,0 26.2 26,5 27.7 28.4
Durable Goods 14,0 13.8 14,2 13.8 13.5 13,8 14.6 15.0
Nondurable Goods 13.0 13,1 13,7 13,2 12,7 12,8 13,1 13.4
Nonmanufacturing 33.6 34,6 33,8 34,5 34.7 35.5 37.3 37.5
Mining 1.5 1.4 1.4 1,3 1.5 1.5 1.6 1.5
Railroad 2.0 1.6 1.8 1.6 1,4 1.5 1,5 1.5
Non-rail Transpor-
tation 3.4 3.9 3.1 3,9 4.1 4,5 4,8 4.8
Public Utilities 5.4 9.6 9.2 9.7 9.8 9.6 11, 11.1
Communications,
Commercial and
Others 18.4 18.2 18,3 18.1 18,0 18,5 18,3 18.7

Labor market, With settlement of several major strikes,

indications of firmness are again becoming apparent in the labor market.

The end of the Ford, Caterpillar tractor and steel haulers strikes

returned over 200,000 workers to payrolls between October and November

and should result in a rebound of manufacturing employment, High rates

of activity to recover strike-lost auto production and to build inven-

tories ageinst possible industrial strife in the steel industry, are

strong expansionary factors for the next several months, If in addition,
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increases in private demands for plant and equipment, now anticipated,
materialize and there is no extended strike at GM the next several

months should show strong gains in durable goods manufacturing output,
employment and hours. Under these circumstances, a significant

recovery of overall employment growth, and some decline in overall
unemployment seems likely in the next few months, Unemployment insurance
claims already have shown substantial improvement from their late

spring summer highs, and by late November were only slightly above
year-earlier levels--when the total unemployment rate was at its lowest
level of 1966,

The combined impact of a recovery in employment and the work
week--with more hours worked at premium pay--and the direct and indirect
effects of substantial increases in wages and fringes, will undoubtedly
be reflected in sharp gains in wage and salary income during the next
several quarters,

Wages and industrial relations, Although increases in

wage rates and fringes negotiated during 1967 were substantially
larger than during the same period a year earlier, their effect on
average hourly earnings so far in 1967 has been tempered by a decline
in overtime hours of work at premium pay and some reduction of employ-
ment in high wage manufacturing industries., These declines moderated
the rise in earnings in total manufaccuring and offset somewhat the

generally larger increases in earnings in nonmanufacturing sectors,
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As a result, earnings of production workers in all private nonfarm
industries rose little more between the third quarters of 1966 and

1567 (4.7 per cent) than in the preceding year (4.5 per cent),

AVERAGE HOURLY EARNINGS OF PRODUCTION WORKERS
(Per cent increases)

I1IQ 1965 III Q 1966
to to

II1I Q 1966 ITI Q 1967
Private nonfarm 4.5 4,7
Manufacturing 4,2 4,0
Mining 5.5 4,5
Construction 5.6 5.6
Communication 2,9 4.3
Trade 4,8 5.6
Finance, insurance, etc, 3.6 5.8
Laundries, cleaning and dyeing 5.3 9.0
Hotels, motels, and tourist courts 6.4 7.7

In the coming months, however, increased upward pressure on
wage rates may be anticipated in manufacturing industries as the impact
of substantial wage rate increases in recent contract settlements pervade
the economy, The settlements at Ford and Chrysler--an average increase
in wages and fringes of about 6 per cent over the life of the contract
(and 7-1/2 per cent in wages rates alone in the first year)--is expected
to set a pattern for contracts yet to be negotiated in the automobile
and machinery industries, and affect next year's negotiations in can,
steel, aerospace and shipbuilding industries. Recovery of employment
and hours of work should also act to accelerate the growth of average

earnings in manufacturing in the next several months,
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At the same time, continued rapid gains in earnings may be
anticipated in other, lower-wage industries, at least through the first
half of 1968. This will reflect the expected further tightening of the
labor market, as well as the increase in the Federal minimum wage on
February 1, 1968, which is likely as in 1967 to have substantial impact
on wages in retail trade, the service sectors and in lower-wage manu-
facturing industries, Increases in wage rates to maintain traditional
wage differentials may also be anticipated.

Compensation, Productivity and Unit Labor Costs. Rapid rates

of increase in compensation per manhour will undoubtedly be reflected’
in pressure on unit labor costs, Some offset to their impact on labor
costs should come with a further rerovery of productivity, The over-
the-year rate of growth of unit labor costs for the total private economy
had eased somewhat to under 4 per cent in the past two quarters, the
result both of the dampening effect on employee earnings of the dip in
manufacturing, and a modest recovery in productivity from its first
quarter of 1967 low, But the annual rate of productivity growth for
the private economy in the second and third quarters of about 2 per
cent is still well below the postwar average of about 3.2 per cent. A
somewhat higher rate of productivity growth shculd be apparent in the
next few quarters, however, accompanying a pick-up in growth in real

GNP,
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OUTPUT PER MANHOUR AND UNIT LABOR COSTS
FOR THE TOTAL PRIVATE ECONOMY

Per Cent Change From Year Earlier

Output per Unit Labor

manhour Costs

1966 - 1Q 3.9 1.9
2Q 3.8 3.1

3Q 2.5 4,1

4Q 2,0 5.2

1967 - 1Q 0,5 6.5
2Q 1.9 3.9

3Q 2,2 3.6

Wholesale prices, The BLS index of wholesale prices of industrial

commodities increased 0.3 per cent in October, instead of 0.2 per cent as
estimated originally, The preliminary estimate for November shows a further
increase of 0.2 per cent--to 107 per cent of the 1957-59 average--bringing
the rise for the 4 months from mid-July to mid-November to an annual rate
of 2,8 per cent, compared with less than 1 per cent over the preceding
year.

Prices of farm products and processed foods and feeds, which
had declined 1 per cent in October, were down an estimated 0.6 per cent
further in November and the total wholesale price index remained at the
mid-October level of 106,1, This is down moderately from this year's
high (to date) of 106.5 in July and from the August-September 1966
high of 106,8--with sharp decreases for both major farm categories--

livestock and products, and crops and products--accounting for the

decreases.
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The larger-than-estimated increase in the industrial commodity
average from mid-September to mid-October reflected in part higher
prices for motor vehicles than had been anticipated. Manufacturers'
prices for both autos and trucks increased about 2.4 per cent from
September to October as 1967 models, at moderate end-of-year discounts,
were replaced by 1968 models priced about 2 per cent higher than 1967
models in October 1966, For autos, according to the BLS, the actual
increase in manufacturers® prices for 1968 models (relative to intro-
ductory prices for 1967 models) average 3-3/4 per cent, but nearly
half of this increase was credited as quality improvement (primarily
safety improvements and anti-air-pollutant devices). This year's 2
per cent rise in prices of new model autos is the largest since the late
1950's; from 1959 to 1966 new car prices after adjustment by the BLS
for quality improvements tended to drift down, from 102.1 per cent of the
1957-59 average in October 1959 to 98.0 in October 196.6 (part of the
d ecline--in 1965--reflected reductions in Federal excise taxes).

The rise in prices of motor vehicles was the major influence
on the September-to-October change in the industrial commodity average;
with a weight of only 8 percent in this total, motor vehicles accounted
for over two-fifths of the total rise for those commodity sectors showing
increases. However, there were also major increases in October for copper
products and inorganic chemicals, and in addition there were widespread,
though generally small, gains for other producers' equipment and consumer
products. Gasoline, lumber, plywood, and steel scrap chowed rather

pronounced declines,
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CHANGES IN PRICES OF INDUSTRIAL COMMODITIES
MID-SEPTEMBER TO MID-OCTOBER

(BLS, WPI)

Per cent of Per cent

total index Change

All industrial commodities 100.0 0.3
Major decreases, total 5.4 -3.6
Gasoline 2,7 ~5.3
Lumber and plywoced 2.3 -2.0
Steel scrap 0.3 -3.4
Other (mostly increases), total 94.6 0.5
Major increases 13.2 2,1
Motor vehicles 7.7 2.5
Nonferrous metals 4.4 1.1
Inorganic chemicals 1.1 2.7

All other commodities 81.4 0.2

The slackening in public announcements of price increases
in late October and early November apparently did not noticeably affect
the upward movement of industrial prices. The present BLS estimate
suggests some slowing of the rise between mid-October and mid-November,
but this would seem to follow mainly from a leveling off in motor
vehicle prices after the sharp October increase. In view of this
development and reported further declines in prices of gasoline, lumber
and plywood, the estimated 0.2 per cent increase in the industrial
average from mid-October and mid-November is significant. And in
recent weeks, business has resumed its earlier "open-mouth' policy

on price increases.
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According to the BLS price report, 'metals and textiles
led the [November] advance.” Among metals, prices of steel scrap
have risen from the October low and price increases for copper scrap
and various copper products have accelerated further with no end of the
copper strike in sight., Metal price increases have continued apace since
mid-November, with silver up sharply furhter, molybdenum boosted.4 per
cent, and further increases in steel mill products--the most recent
being announcements by several major producers of a 3.4 per cent
increase effective December 15 on cold rolled steel sheets and the
move of a single producer to raise prices on hot-rolled sheets and
galvanized sheet and strip., If these steel increases should become
industry-wide, prices will have been raised this year on roughly 85 per
cent of all steel mill products--with the bulk of the increased since
mid~August.,

Higher metals--as well as labor--costs are prompting further
price increases in producers® equipment, as, for example, the recently
announced 4,7 per cent price increase by G, E, for transit-car equipment
and the 10 per cent increase by Boeing on several major commercial
aircraft models ordered after January 1. (Aircraft is not directly
represented in the BLS wholesale price index,)

Upward price pressures persist for cotton and some cotton
products as freezing weather during November reportedly lowered further
cotton crop prospects, possibly to the lowest level since 18%5, With
prices of manmade textile products also increasing, wholesale prices
of apparel have been rising this fall, although not nearly so rapidly
as at retail., Over the past year, retail prices of apparel have shown

more than twice the increase reported at wholesale,
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Consumer prices. The consumer price index increased 0.3
per cent in Octcber to 117.5 per cent of the 1957-59 average, with
food prices down slightly further and other commodities and services
continuing upward. For the first 10 months of the year the CPI in-
creased at an average annual rate of nearly 3 per cent, with the
rate much lower (1.5 per cent) in the first four months of the year
when food prices were declining, much faster (4.2 per cent) from
April to August when food prices rose sharply, and 3 per cent from
August to October when food prices declined seasonally. 1In the
recent period, lower food prices were accompanied by a step-up in
already rapid price increases for other commodities and some accelera-
tion in the upward trend of service prices.

Average retail prices of nonfood commodities have increased
sharply this year, with gains widespread among durable and nondurable
goods. Through October, the nonfood commodity average had increased
at an annual rate of over 3.5 per cent--double last year's increase;
moreover, a third of this year's rise occurred in September and
October.

Throughout the year, apparel has been a prime mover iun the
over-all increase, and sharp increases in used car prices played a
major role up to midsummer. In September and October, when fall and
winter lines are introduced, retail prices of apparel increased more

than 2 per cent--double the usual seasonal rise--to a level almost
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4.5 per cent above a year earlier. Used car prices--up 11 per cent
(7 per cent, seasonally adjusted) from January to August--showed a
further increase in September but then stabilized in October.

In October, new car prices--which had declined scmewhat
less than seasonally earlier in the year and had contributed rela-
tively little to the over-all change in nonfood commodity prices--
jumped 5.2 per cent. Roughly half of this rise is estimated by the
BLS to have reflected the usual seasonal increase occurring between the
last month of the old models and the first month of sales of (pre-
dominantly) new models. The remainder of the rise represents higher
retail prices for 1968 models relative to introductory prices for
1967 models, after allowance for quality improvements, it should be
noted that 1968 models were first priced and included in the October
index, even though, because of this year's earlier introduction date,
a number of 1968 models were sold in September. Also, 1967 models
accounted for roughly one-fifth of October new car sales, and some
further rise in the CPI average of new car prices is to be expected
in November as the 1968 model component of total new car sales expands.

Altogether, the sharp increases in apparel and new car prices
(without adjustment for seasonal variations) accounted for nearly two-
thirds of the rise in average prices of nonfood commodities in
September and October. As noted above, sizable seasonal price changes

occur in the autumn, particularly for food apparel, and new cars--
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although they tend to be offsetting in the total index with food
prices tending lower and prices of other commodities tending higher.

In coming months, the rise in average retail prices of
nonfood commodities will undoubtedly be slower than in September and
October--and it is likely to be less than the average increase for the
year to date. The earlier sharp run-up in used car prices appears to
have ended. Apparel prices are not likely to continue to increase so
rapidly unless demands pick up very sharply; over the past year, price
increases appear to have absorbed the bulk of the rise in the dollar
value of retail apparel sales. Future changes in new car prices will
depend partly on the strength of consumer demands--which will determine
the timing and extent of dealer discounts--and partly on the effects
of continuing materials cost increases and any price effects of the
new safety equipment required as of January 1. Prices of other goods--
including appliances and furniture--are likely to continue to rise.

Even though food prices may start creeping up again--largely
because of the steady and rapid growth in prices of restaurant meals,
with their very large labor component--the rise in the CPI in coming
months seems likely to hold nearer to the recent 3 per cent rate than

to the 4.2 per cent annual rate of late spring and summer.

Current situation and outlook for agriculture. After a

brief respite in 1966, farm operators are again caught in a cost-price
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squeeze in 1967. This squeeze is essentially a reflection of in-
creasing supplies and not one of weakening domestic demands as
foreign takings, although exports are running 8 per cent below the
abnormally large volume of 1966. Farm prices generally have followed
a downward course this year under the impact of record production
while prices paid by farmers for the inputs of production have moved
upward, but at a slower pace than in 1966. As a result, net realized
farm income this year is expected to decline to $14.8 billion, 1¢
per cent below the near-record of 1966. Gross incomes have lagged
behind year-earlier levels by a relatively narrow margin. Cash
receipts from the 4 per cent larger marketings and the 5 per cent
lower prices of both livestock and crops are only slightly under last
year, but Government payments are substantially less.

Domestic consumers have benefitted from the record farm
output of livestock and crops this year because of its moderating
effect on retail food prices, especially meats. The estimated rise
in food expenditures of between 3 and 4 per cent is less than the
rise in consumer incomes. Consequently, the percentage of income
spent on food has declined to 17.7 per cent from 18.3 in 1966. Most
of the rise in food expenditures has been due to increased consumption:
consumption is up 2.6 per cent, and retail prices of food are averaging

1 per cent above last year because of rising prices of food eaten
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away from home. Through October prices of food eaten at home have
averaged about the same as in the first 10 months of 1966.

Prospects for 1978 were characterized as "more of the same'
by Department of Agriculture analysts at the mid-November Outlook
Conference. A rec-rd gross farm income just above $50 billion and
about $1 billion higher than in 1967 is foreseen, but the gain will
probably again be offset by rising production expenses, leaving
realized net income at about the same level as in 1967--about $14.75
billion. Supplies of farm products are expected to continue large in
1968, but prices received are likely to strengthen from the reduced
levels of late 1967. With consumer incomes continuing to expand,
prices of meat animals may be stronger than the relatively low levels
of the first half of 1967. Large supplies of feed, lower prices of
feed, and prospects for improved prices may stimulate production of
livestock products after mid-1968. Although no big gains are likely,
output of livestock products for 1968 as a whole may at least match
the 1967 record.

In order to adjust output more closely to prospective demand,
program changes for 1968 have been announced to encourage cuts in
wheat, corn, and sorghum grain production and to encourage an in-
crease in cotton. However, the USDA suggests that there is little
basis for expecting overall crop output to change very much in 1968

from the 1967 performance, assuming average growing weather.
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Farm debt rose faster than the value of 'farm assets during
1967 according to preliminary Balance Sheet of Agriculture data pre-
sented at the Outlook Conference. Debts rose 9 per cent, approaching
the rapid rate of the year before. Farm real estate debts increased
at a slower pace than non-real-estate debts, partly because of restraints
on new wortgages made particularly during the second half of 1966. Ex-
pansion of farm real estate debt continued to lag in 1967, apparently
reflecting weakened demand for farm mortgage loans in part and competi-
tion of nonfarm borrowers for funds. Dollar volume of farm mortgages
recorded in the first half of 1967 was 2( per cent below a year earlier.
Farm finance analysts of the USDA suggest that a greater part than
usual of operating and short and intermediate term investment expendi-
tures may have been financed with nonreal~estate credit instead of
farm real estate credit. Apparently borrowers did not refinance their
old mortgage loans or make advance payments on thew as frequently as
they do in a period when interest rates are not rising and credit is
more readily available.

Value of farm assets advanced about 4 per cent in 1967
compared with a gain of 5 per cent in 1966. DMost of the rise was in
farm real estate values which were estiwmated at $191.5 billion, 5
per cent above a year earlier. 1In the four previous years, values

had advanced about 6 per cent annually, Other physical assets--
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inventories of livestock, crops, and machinery--increased 2 per cent
compared with an increase of 5 per cent last year.

Real estate dealers, farmers, and lenders polled by the
Department of Agriculture in preparation for the outlook conference
reported that although national credit needs have been strong much
of the year, farmers' access to credit has been fairly well maintained.
On interest rates, reporters indicated that rates on new mortgage
loans have been higher by one-half to one percentage point than in
early 1966 and rates on nonreal-estate loans are probably up by one-
fourth percentage point. Although farmers were reported as becoming
accustomed to the higher rates, they were reported to be appraising
their investment needs more carefully and some of them are postponing

longer-term investments in expectations of lower rates later.
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DOIESTIC FINANCIAL SITUATION

Bank credit. Based on incomplete information, estimated
total outstanding loans and investments at all commercial banks (last
Wednesday of the month series) increased at a 7.0 per cent annual rate
in November, the third consecutive month of relatively moderate credit
growth, following the rapid July-August pace associated with large
Treasury cash financings. Bank acquisitions of municipal and agency
securities accounted for a large portion of the November increase, as
total bank loans expanded at a reduced rate and holdings of Governments
declined. On a daily average basis, the bank credit proxy, adjusted to
include Euro-dollar borrowing, is expected to increase at about a 9.0
per cent annual rate (excluding Euro-dollar borrowing, the credit proxy
is expected to increase at about a 8.5 per cent annual rate). The
larger growth in bank credit indicated by this series reflects, in part,
the reduction in Government security holdings of banks as November
progressed, which affected the daily average bank credit series less
than the end-of-month series.

CHANGES IN BANK CREDIT IN 1967

ALL COMMERCIAL BANKS
(Seasonally adjusted annual rate, per cent)

lst July- September- rl/ 1st 111/

Joye
Half August October Novembe months~—
Total loans & investments 9.9 21.6 9.4 7.0 12.1
U.S. Gov't. securities 6.3 69.3 4.9 -9.6 16.5
Other securities 31.2 10.7 13.6 26.6 25.1
Loans 5.9 12.1 9.9 6.5 8.0

1/ All November rates are preliminary estimates based on incomplete
data and are subject to revision.
NOTE: Data are on a last-Wednesday-of-the-month basis.
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Although the 6.5 per cent November expansion rate in total
loans was less than the average for the preceding four months, business
loans grew at an 8.5 per cent seasonally adjusted annual rate--their
highest rate since July. At weekly reporting banks, most of the
November expansion in business loans occurred at banks outside New York
City.

The increased pace of business loan expansion may reflect in
part the indicated more rapid inventory accumulation this fall, but it
also is associated with some special factors. Loans to food processors,
commodity dealer and retail trade all showed more than seasonal expan-
sion, apparently reflecting some shifting of October demands into
November. And, the fact that November was a five-week month imparted
some upward bias to the monthly estimate. On the other hand, net
acquisitions of bankers' acceptances, which had been important to the
increase in business loans in September and October, contributed a
relatively small proportion to the November expansion.

COMPOSITION OF LOAN GROWTH IN 1967

ALL COMMERCIAL BANKS
(Seasonally adjusted annual rate, per cent)

1st July- September- Novemberl/ 1st /

Half August October 11 months™
Total loans 5.9 12.1 2.9 6.5 8.0
Business 10.9 6.5 3.6 8.5 8.7
Real Estate 5.6 7.6 7.5 10.6 6.9
Consumer 4,1 6.1 9.0 8.9 5.9
Security ~17.7 158.3 39.6 -37.1 20.7
Nonbank Financial ~11.6 -5.3 37.2 20.0 0.9

1/ All November rates are preliminary estimates based on incomplete
data and are subject to revision.
NOTE: Data are on a last-Wednesday-of-the-month basis,



IIT - 3

Among other loan components, consumer loans continued to
expand at the higher rate which began about midyear. The acceleration
in these loans has occurred mainly in the nonautomobile consume durables
area and in personal loans--~perhaps associated with expanded use of
bank credit cards. Loans to nonbank financial institutions also con-
tinued to rise, although apparently not as rapidly as in other recent
months, and security loans declined for the first time since midyear.
The indicated acceleration in growth of real estate loans is probably
largely statistical, resulting from the five statement weeks in November.

With total loan demand moderate, bank holdings of other
securities expanded sharply-~at an annual rate of more than 26 per cent,
or almost twice the September-October pace. These purchases reflected
acquisitions of attractively priced municipals and also, as in October,
participation certificates. 1In both October and November, an increasing
proportion of the municipals acquired by banks have had maturities
greater than one year.

During November, banks reduced somewhat their holdings of
Government securities. Although, on balance, banks acquired a portion
of the new note in November, the financing this month was of less than
seasonal size. In addition, there were large bank liquidations of
Treasury bills over the month, probably reflecting in part sales of tax

anticipation bills underuritten in October.

Bank deposits. The pace of total time and savings deposit

inflows in November, on a daily average basis, fell slightly further
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to about an 11.0 per cent annual rate, down from the 12 per cent rate
of September-October and the 17 per cent rate of the first half. Nego-
tiable CD's sales accounted for a substantial part of the November
growth, increasing an estimated $1 billion, on an end-of-month basis.
The unusually large increase in outstanding CD's probably reflects an
effort to prepare for large December maturities as well as the higher
cost of Euro~dollars following the devaluation of the British pound.
Euro-dollar borrowings increased approximately $450 million through the
week ending November 22, when they reached a new high of $4.8 billion.
However, preliminary data indicate a more than seasonal decline in such
borrowing the last week in November, reflecting in part at least the
increase in Euro-dollar rates associated with the devaluation and the
rise in the British Bank rate.

Probably most of the domestic CD sales by banks were in the
shorter maturity ranges, as the 5.50 per cent ceiling made longer
maturities noncompetitive. Some indication of this noncompetitiveness
can be read from the fact that CD's were available in the secondary
market, at the end of November, at a 6 per cent yield for 6-month
maturities. To attract CD funds, banks raised rates on shorter-term
CD's along with the general upward adjustment in short-term rates,
including the discount rate and the prime lending rate at the time of
the devaluation. By month-end, offering rates of 5.50 per cent were
available on 60- to 90~day maturities. Early in December, it was
reported that two large New York City banks were offering 5.00 per cent

on 30-day maturities.
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Inflows of time and savings deposits other than CD's
moderated further in November, after rough seasona] adjustments. It
is quite likely that the recent Treasury note offering at 5-3/4 per
cent diverted some individual savings to this issue that otherwise
would have gone to banks.

The money stock is estimated to have increased at about a
7.0 per cent annual rate in November, roughly the same as in October
and the first half of the year. A large part of the recent expansion
reflects runoffs in Treasury balances over the last three weeks of
November, despite the midmonth cash refunding.

Thus, as yet, thcre has been little evidence that high
interest rates on available money substitutes have begup *- produce
significant efforts to economize on money holdings, as has occurred in
earlier postwar periods of rising interest rates. Reports continue to
circulate in financial markets that corporations are adding large
amounts to their demand balances in an effort to cement bank relation-
ships in order to assure continued access to bank credit. At some
point, the desire to obtain higher yields may tend to offset this
building of compensatory balances and at that point expansion in the

money stock would tend to recede.

Corporate and municipal bond markets. Yields on corporate

and municipal bonds showed signs of stabilizing in the immediate post-
devaluation period when prospects for a quick tax increase seemed to

have improved. Thereafter, as hopes for a tax increase faded again,
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yields in both markets edged upvard to new highs. At these highs,
investor demands have improved and new issues most recently have moved
out .quite well, particularly in the corporate bond market.

BOND YIELDS
(Weekly averages, per cent per annum)

Corporate Aaa State and local Government

New Seasoned
With call Moody's Bond Buyer's
protection Aaa (mixed qualities)
1965 1/
End of July— 2/ 4.58 4.48 3.16 3.25
Early December= 4.79 4.60 3.37 3.50
1966
Late summer high 5.98%* 5.44 4.04 4.24
1967
Weeks ending:
February 3 3/ -- 5.02 3.25 3.50
September 22 5.82 5.64 3.82 4.14
November 3 6.12% 5.93 3.92 4.27
November 17 6.53 6.10 3.98 4.33
December 14/ 6.49 6.13 4,03 4.42
December 8- 6.55%

1/ Week prior to President's announcement of increased U.S. involve-
ment in Vietnam.

2/ Veek preceding Federal Reserve discount rate increase.

3/ 1967 lous.

/ Preliminary estimate based on the terms of three of the four
relevant issues that will ultimately be included in the weekly
average.

*  Some issues included carry 10-year call protection.

An unmanageably large volume of offerings scheduled for
mid-November, in conjunction with unsettled market conditions following

the devaluation, forced substantial adjustments in the corporate and
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municipal bond calendars. In the corporate market, a total of more
than $550 million of scheduled bond offerings were postponed or cut
back in size. Included in this total was the indefinite postponement
of U.S. Steel's $225 million debenture issue. Some scheduled municipal
offerings were also postponed during the post~devaluation week and
several issuers rejected the bids they received.

Flotations of publicly-offered corporate bonds in November
aggregated an estimated $750 million--little more than half the volume
expected earlier. Total bond and stock offerings estimated at $1.7
billion, remained relatively high, however, as increases in stock
offerings and in the projected volume of private placement partially
offset the decline in public offerings.

Public bond offerings already scheduled for December aggre-
gate over $900 million, and further additions to the calendar may raise
the ultimate volume to $1.0 billion. Fragmentary evidence also sug-
gests that private placement takedowns in December are likely to show
the usual seasonal bulge. Thus, the total volume of bond offerings is
expected to exceed the reduced November total by omne fourth or more.
With one large exception, amounting to $150 million; nearly all of the
December calendar of public offerings is concentrated in the first half

of the month.
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CORPORATE SECURITY OFFERINGSl/

(Millions of dollars)

Bonds
Public Private :Z;a; tzzzgs
Offerings= Placements
1966 1967 1966 1967 1966 1967
1st Quarter 1,774 3,263 2,586 1,811 5,094 5,464
2nd Quarter 1,941 4.017 2,083 1,465 5,115 6.208
3rd Quarter 2,256 4,604 1,627 1,552 4,197 6,834
4th Quarter 2,047 3,100e 1,247 2,200e 3,669 6,100e
October 499 1,350e 256 550e 892 2,250e
November 569 750e 435 650e 1,115 1,700e
December 980 1,000e 555 1,000e 1,661 2,150e
Year 8,018 14,984e 7,543 7,028e 18,075 24,606e

1/ Data are gross proceeds.
2/ Includes refundings.

State and local government bond offerings in November totaled
$1.2 billion, and December flotations are expected to be about $1.3
billion. As noted in earlier Greenbooks, this large continuing flow of
offerings reflects an unprecedently large supply of industrial revenue
issues. In November such issues totaled almost $300 million and some
analysts predict more than $500 million will enter the market in

December.
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STATE AND LOCAL GOVERNMENT BOND OFFERINGS
(Miillions of dollars) 1/

1966 1967

1st Quarter 2,964 4,171
2nd Quarter 3,256 3,872
3rd Quarter 2,510 3,050e
4th Quarter 2,674 3,450e
October ——-;;; 950e
November 976 1,200e
December 940 1,300e
Year IZ:ZEZ 14,543e

1/ Data are for principal amounts of new issues.

Mortgage markets. As bond yields have edged higher in recent

weeks, upward pressures on home mortgage rates have continued. During
October and November, these pressures vere reflected in a sharply
increased volume of offerings of Government underwritten mortgages to
FNMA. In consequence, FIMA cut its secondary market purchase prices by
one per cent effective November 25, increasing the yield to FNMA on such
loans by about 12 basis points. This was the second price reduction
made by FNMA since spring in an effort to bring its prices into closer
alignment with the general advance of home mortgage yields. According
to FNMA field reports made at the end of last month, the combination of
the FNMA price cut and the increase in the Federal Reserve discount

rate produced fairly widespread price reductions on FHA and VA mortgages
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by institutional investors still active in the secondary market. The
field reports also indicate somewhat less willingness on the part of
investors to commit ahead on these loans, particularly in view of
uncertainties about prospective savings behavior after the end-of-year
dividend crediting period.

Reflecting the considerably improved availability of mortgage
funds which developed earlier this year, total mortgage debt outstanding
rose more than seasonally during the third quarter to reach a level
exceeding $362 billion. The quarterly increase was again sparked by
the dominant savings and loan associations. Net acquisitions of S&L's
along with expanded support from FNI/A considerably more than offset a
leveling-of{ or decline by more diversified lender groups. Altogether,
the S&L share of aggregate expansion in residential mortgages--the
major component of total outstanding debt--was the largest for any
third quarter since 1963, the record year for association net lending.
Data available for October suggest that these trends were continuing
into the current quarter.

PERCENTAGE DISTRIBUTION OF INCREASES IN
OUTSTAND ING RESIDENTIAL MORTGAGE DEBT

1965 1966 p. 1967 p.
I II IIT Iv_ I Ir IIT IV I I1 111
Total 100 100 100 100 100 100 100 100 100 100 100
S & L Assns. 45 49 44 38 39 35 2 1 16 53 53
All others 55 51 56 62 61 65 91 99 84 47 47

MEMO:
Total increase
in debt, W.S.A.
($ billions) 3.9 5.3 5.4 5.2 3.7 4.1 2.7 2.1 2.2 3.7 4.5
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The additional upsurge during the third quarter in the rate
of net lending on home mortgages, which still remained considerably
below its late 1965 peak, more than offset some indicated decline in
growth of mortgage debt secured by multifamily as well as by commercial
properties. The reduced growth rate in mortgage debt on income-
producing properties reflected the exceptionally rapid spurt in the
second quarter and the sharply reduced takedowns by life insurance
companies during the third quarter that seem likely to be reversed in
the current quarter. Farm mortgage debt again picked up its rate of
growth.

INCREASES IN MORTGAGE DEBT OUTSTANDING
(Seasonally adjusted annual rates in billions of dollars)

Residential Commer- 1/
Total Total 1-4 Multi~- cial 1/ Farm—
family  familyl/ =
1965 111 26.8 20.3 16.4 3.9 4.2 2.2
v 26.5 20.6 16.9 3.7 3.8 2.6
1966 I p. 27.3 17.7 14.1 3.7 7.4 2.3
II p. 23.4 14.9 12.0 2.9 6.6 2.1
III p. 18.1 10.0 7.9 2.1 5.8 2.2
IV p. 14.9 8.5 6.9 1.6 4.5 1.9
1967 I p. 17.0 10.7 7.6 3.0 5.0 1.4
II p. 19.9 13.4 10.1 3.3 5.2 1.6
III p. 23.6 16.8 13.7 3.1 4.9 1.9

1/ 1Includes estimates for holdings of individual and others which are
excluded in the flow of funds series.
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The quality of outstanding mortgage debt improved further
during the third quarter, judging from such after-the-fact measures as
long-term delinquency rates and foreclosure rates relating chiefly to
loans closed in earlier periods. Although the composite delinquency
rate on home mortgages (MBA series) rose more than seasonally, the
increase reflected a rise in short-term delinquencies, partly triggered
by strikes and related layoffs. The 60-day-or-more delinquency rate,
on the other hand, showed further year-over-year improvement. The
over-all foreclosure rate on nonfarm mortgages (FHLBB series) again
dipped further, registering the lowest level for the period in four

years.

Stock market. Since November 8--when they reached their
recent low--stock prices have advanced nearly 5 per cent. As a result,
the broad stock price averages on both the New York and American
exchanges have recovered nearly two-thirds of the preceding decline
from their 1967 highs. Trading activity since November 8 has been
heavy, averaging about 11 million shares per day on the New York
exchange.

RECENT CHANGES IN STOCK PRICE INDEXES

S&P Dow-Jones
500 Industrial AMEX
Per cent decline from highl/
to November 8 -6.6 -9.9 ~7.0
Per cent increase from
November 8 to present +4.5 +4.5 +4.8
Per cent of decline presently
erased 63.4 41.2 63.6

1/ October 8 for AMEX index, September 25 for others.
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The November increase in stock prices began as only a
technical rally of the sort which had occurred several times during
the preceding decline. And it was broken temporarily by sharp one-day
declines after the British devaluation and again after the recent
indication that no tax increase is likely in 1967. Despite these
temporary setbacks, however, the rising price tendency has persisted.

In October, despite the drop in stock prices then, margin
debt increased by $180 million to $6,090 million, and bank loans to
other than brokers and dealers rose by $86 million. Total customer
credit, including both margin debt and bank loans, rose to $8,513
million at the end of October, up $1,608 million since the low in
January. Customers net free credit balances also rose in October-~by

$112 million~-~ to $2,513 million.

U. S. Government securities market.
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MARKET YIELDS ON U. S. GOVERNMENT SECURITIES
(Per cent)

1966 1967

High Low High Nov. 17 Dec. 5
Bills
3-months  5.59 (9/21) 3.33 (6/23) 5.01 (12/1) 4.67 4.96
6-months 5.98 (9/19) 3.71 (5/22) 5.60 (12/1) 5.13 5.55
l1-year 5.94 (9/21) 3.80 (4/24) 5.67 (12/1) 5.27 5.66
COUEODS
3-years 6.22 (8/29) 4.27 (4/10) 5.87 (11/13) 5.66 5.69
5-years 5.89 (8/29) 4.38 (4/10) 5.91 (11/13) 5.72 5.77
10-years 5.51 (8/29) 4.45 (3/20) 5.87 (11/13) 5.75 5.73
20-years 5.12 (8/29) &4.44 (1/16) 5.81 (11/20) 5.70 5.64

Market reaction to news of devaluation and advances in U.K.
and U.S. discount rates was softened by sizable Desk purchases of
Treasury bills and coupon issues. In the two weeks following the
devaluation, the Desk was a net buyer of over $800 million of bills
from dealers, with purchases about evenly divided between those for
System account and for official foreign accounts. Immediately after
the devaluation, the Desk also bbought $186 million of coupon issues,
thereby relieving dealers of the bulk of their inventories in over l-year
Treasury obligations. Since then, dealers have further reduced their
holdings of notes and bonds and as of December 4 they had small net
short positions in securities due after l-year.

Following their initial adjustments in the wake of the

sterling devaluation, yields in both the bill and bond markets remained
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highly volatile, as market participants were swayed Py apparently
changing prospects for some restrictive fiscal measures. Developments
in the gold market also affected market psychology. Most recently,
fading market hopes for enactment this year of the Administration's tax
surcharge proposals have given rise to speculation about a further move
in the near future to a less easy monetary policy, including a possible
further increase in the discount rate, and a generally weak atmosphere
has prevailed in all maturity sectors of the market.

Yields on key short-term market instruments other than bills
generally have adjusted up from 1/8 to 1/2 of a percentage point since

mid-November as the table shows.

SELECTED SHORT-TERM INTEREST RATES

1966 1967
High Low Nov. 17 Dec. 5
3-months
Bankers' acceptances 5.75 (10/25) 4.25 (6/6) 4,88 5.38
Federal agencies 5.76 (9/21) 3.82 (5/26) 5.05 5.20%
Finance paper 5.88 (12/31) 4.25 (5/24) 5.13 5.38
CD's (prime NYC)
Highest quoted new issue 5.50 (12/31) 4.25 (4/21) 5.25 5.50
Secondary market 5.90 (9/21) 4.35 (4/28) 5.30 5.55
6-months
Bankers' acceptances 6.00 (9/23) 4.38 (6/16) 5.13 5.63
Commercial paper 6.00 (12/31) 4.63 (6/26) 5.13 5.50
Federal agencies 6.04 (9/21) 4.11 (5/19) 5.40 5.45%

CD's (Prime NYC)
Highest quoted new issue 5.50 (12/31) 4.25 (4/21) 5.38 5.50

Secondary market 6.30 (9/28) 4.35 (4/14) 5.60 6.00
l-vear

Raderal agenciea- 5.13 (a/22) 4.18 (4/7) 5.75 5.95%

Prime municipals 4.25 (8/21)  2.40 (4/14) 3.40 3.75%

N.B. Latest dates on which high or low rates occurred are indicated
in parentheses.
* Yields on December 1.
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Federal Agencv offering. An excellent reception was accorded

the $1.0 billion sale of new FNMA participation certificates which came
to market on November 28. Of the $1.0 billion total, $650 million were
sold to private investors, including $450 million due in 26 months at

a 6.35 per cent yield and $200 million maturing in 20-years at a 6.40
per cent yield. These yields were about one percentage point higher

than those set on the previous PC issues marketed in mid~June 1967.

Federal Budget. Budgetary prospects, as projected by the
staff, assuming the passage of a higher wage base for social security
contributors, are shown in the table with data through the first
quarter of 1968. The seasonally adjusted Federal deficit, in the
national income accounts, is projected to decline from its third
quarter level of $13 billion to about $6~1/2 billion in the first
quarter of next year. If the Administration's surtax proposals were
to be enacted early next year, the seasonally adjusted national income
budget would be in balance toward the end of fiscal year 1968.

The corresponding cash deficit in the first quarter in 1968
is projected in the amount of $5 billion, giving rise to an equal
amount of net cash borrowing through direct Treasury debt. 1In addition,
$2 billion of P.C. sales are assumed for the first quarter. The
Treasury may begin cash financing in January, possibly by selling

additional June tax bills.



VARIOUS FEDERAL BUDGETS
(In billions of dollars)

Fiscal Year 1968
1111966 v 1 II 1967111 Tve ligs thlz? January = Summer
ctu Budget3/ Reviewt/
Quarterly data, unadjusted
Cash surplus/deficit (-) - 6.7 =-17.17 1.4 11.3 - 9.2 -11.1 - 5.0 - 1.8 - 4.3 -11.5
Cash receipts 34.6 31.1 38.0 49.8 35.9 32.0 37.6 153.5 168.1 164.0
Cash payments 41.3 38.8 36.7 38.6 45.1 43,1 42.6 155.3 172.4 175.5
Change in total cash balance - 4.1 - 2.5 .7 1.2 .3 - 2.5 1.2 - 4.7 -~ -
Net Cash borrowing (+) 2.4 5.1 - .9 =10.3 9.3 8.4 5.0 - 3.8 3.8 11.0
(Pool sales to public) 1/ - .5 -- 1.1 1.8 - .7 2.0 2.9 5.0 5.0
Seasconally adjusted annual rate
Federal surplus/deficit ()
in national income accounts - .7 =~ 3.3 ~11.9 -14.7 ~-13.1 -11.6 =~ 6.6 - 7.7 - 2.1 - 6.4
Receipts 145.6 148.6 149.1 148.1 152.8 156.6 162.2 147.9 167.1 164.0
Expenditures 146.3 151.9 160.9 162.8 165.9 168.3 168.8 155.5 169.2 170.4
High employment surplus/
deficit (-) 2/ - .4 -3.3 -10.5 =-13.0 =-12.2 -11.0 =~ 5.9{ - 6.8

e - Staff projections. Based on existing tax rates.

1/ Not included in net cash borrowing.

2/ Uses 1966 IVQ as a high employment base.

3/ 1Includes tax legislation proposed in January 1967 estimated to raise $5.8 billion in fiscal 1968.

/ The President's tax increase proposals were projected to produce $7.4 billion of additional revenues in
fiscal 1968, assuming a 10 per cent surcharge effective July 1, 1967, for corporations, and October 1,
1967, for individuals. Figures also assume lowest expenditure totals considered possible by the
Administration.

LT = III
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U.S. balaace of payments. Since September the balance of

payments has registered further large deficits and a major attrition
of gold reserves has occurred. While heavy gold losses and some of

the overall deterioration that has taken place can be traced to the

sterling crisis and its aftermath, there was also some weakening of

the trade account in October.

The October liquidity deficit (not seasonally adjusted) was
near $1.0 billion; excluding 'special" transactions, primarily the
negative effect of conversions of about $300 million of long-term
U.K. Government assets and an offsetting investment of $125 million
by Germany in 2 non-liquid U.S. Treasury issue, the deficit amounted
to about $850 million. This would be about $1/4 billion above the
average of October deficits for the past several years. Several
possible explanations for the larger than usual deficit were offered

in the last Green Book, but it now appears that lower exports
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(discussed below) may have been an important factor, while bank
lending was quite small according to early reports.

In November, using weekly data through the 29th, the
unad justed liquidity deficit was on the order of $700 million.

About $240 million of the increase in liquid liabilities represented
the conversion of the remainder of the U.K. Government investments,
but no other large negative factors are known at this time. However,
there were probably speculative capital outflows from the United
States that will not be recorded in the statistics and, if not
reversed in December, may have a sizable impact for the fourth
quarter as a whole. In the eleven months through November the
liquidity deficit (not seasonally adjusted) amounted to an estimated
$3.4 billion, and to about $4.4 billion before reduction by "special"
transactions.

Measured on the official reserve transactions basis the
deficit in October (NSA) is estimated at about $300 million, and the
amount would have been negligible if it had not been for the con-
version of the U.K. official portfolio. The contrast with the large
liquidity deficit reflected in part increases of about $150 million
in liabilities to foreign branches of U.S. banks and about $100 mil-
lion in U.S. assets of Canadian banks. During November the official
reserve transactions balance has gyrated widely, and will probably
show a sizable deficit for the month. Liabilities to foreign branches
built up considerably in the early part of November, but then fell off

again as deposits shifted into sterling, gold and continental currencies.
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In the week ending December 6, the Treasury gold stock showed a loss
of $475 million, reflecting a transfer to the Stabilization Fund in
anticipation of settlement for the U.S. share of the November losses
of the gold pool.

Reserve gains by the Common Market countries, including net
foreign assets of the commercial banks of these countries, were about
$2 billion for the year through October, and a very large further gain
accrued to them in November.

In Appendix A some comments are provided about the U.S.
balance of payments outlook for 1968, as modified by the possible
effects of the U.K. devaluation.

U.S. foreign trade:; The U.S. merchandise trade surplus

fell sharply in October from the September rate, as exports declined
by about 8 per cent while imports held firm. This was a surprising
drop, since foreign demand was not expected to weaken. About three-
quarters of the total drop of $200 million (seasonally adjusted) in
exports from September to October appears to be related to the following
special events.

1. Emergency crude oil shipments, particularly to the
United Kingdom, necessitated by the Arab-Israeli war, came to an end.

2. Exports of aircraft, which fluctuate greatly from month
to month, fell sharply in October following a steep rise in September.

3. Automobile exports, which ordinarily increase seasonally
from September to October, failed to rise this October because of the
Ford strike. It is likely that some shipments were only temporarily
postponed and that exports of automobiles around the end of the year

may be greater than usual.
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4. Shipments of tobacco to the United Kingdom and wheat to
Pakistan fell substantially in October because of delays in shipments
under government programs. Deliveries of these products are expected
to return to a more normal rate sometime later in the marketing year.
The decline in exports to the U.K. in October was particularly
pronounced. In addition to the reductions in tobacco and crude oil
shipments mentioned above, there were reduced exports of chemicals and

machinery which may stem, in part, from dock strikes in London and

Liverpool.
U.S. FOREIGN TRADE
(billions of dollars; balance of payments basis)
Seasonally adjusted annual rates
1966 1967

1st 2nd lst July-

half half half Oct.
Exports 28.8 29.6 30.8 30.0
Imports 24.5 26.5 26.4 26.3

Trade balance 4.3 3.0 4.3 3.8

Note: Figures may not add due to rounding.

For the four months of July-October combined, the U.S. trade
surplus on the balance of payments basis was at an annual rate of $3.8
billion, compared with $4.3 billion in the first half of the year. The
entire drop can be attributed to exports (mainly because of the low
October figure) as imports in the July-October period were close to
those in the first half. Both agricultural and nonagricultural exports
in July-October were about 3 per cent lower than in the first half of

the year.



v -5

By area, shipments to Japan and Western Europe in July-
October were running at a higher rate than in the first half of
the year. Excluding emergency oil shipments, however, exports to
Western Europe would have been about the same in both periods.
Deliveries of goods to Canada, Latin America and other Asia and
Africa countries in July-October were below the average rate of

the first six months, seasonally adjusted.
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Sterling devaluation aftermath. The financial repercussions

of the British devaluation and accompanying measures of domestic re-
straint have thus far been fairly limited -- at least apart from the rush
to buy gold in the London market in the first week after the devaluation.

No important devaluations subsequent to those mentionedl/ in the Interim

Short-term capital flows.

Disappointingly, there has been no further massive reflow into
sterling since the first few days after the devaluation. For the month
of November Britain's published reserves showed a $127 million gain in-

cluding $490 million of proceeds of liquidation of the dollar securities

1/ On page 15 of the November 25 Interim Report the footnote to the
table should have included Ceylon and Iceland. Various small British
dependencies and former dependencies also devalued; Nepal did not.
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Continental European interest rates have in general risen

comparatively little since November 17. The Canadian Treasury bill rate,
abnormally high in mid-November in relation to the Bank of Canada's dis-
count rate, rose further by 1/2 per cent in the two weeks after sterling
devaluation, following the 1 per cent rise in the Canadian discount rate.
In all major industrial countries, long-term rates have changed little
since mid-November.

Forward exchange rates and covered interest rate differentials.

The discount on forward sterling, which had widened in the first half of
November to 1.6 per cent per annum on the three-month contract, settled

down during the second week after the devaluation at around 1-1/4 per cent,
with the spot rate at the $2.42 ceiling and the forward rate about $2.413.
(This week both spot and forward rates have weakened, and the forward dis-
count has widened.) With a 1-1/4 per cent discount, the covered rate differ-
ential favoring Euro-dollars over local authority deposits at the end of
last week was about 1/4 per cent. Since October 20, just after the

October 19 advance in the U.K. Bank Rate, the local authority rate has

risen a little more than the Euro-dollar rate, but the forward discount

is larger now than at that time.

For the German mark, the market rate of forward premium against
dollars widened to 3 per cent or more on November 24, However, since
Monday, November 27, following the Sunday decision of the Bundesbank to

offer the German commercial banks swaps at an attractive rate, the market
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(ch veuL pei auuum)

Nov. Nov. Nov. Nov. Dec.
10 17 24 28 1
Fri. Fri. Fri. Tues Fri.
Short-term:
Euro-dollar:
Call 4,56 4.56 5.12 5.856 5.38
l-month 5.06 4.94 5.75 6.50 6.63
3-month 5.75 5.75 6.75 6.88 6.63
6-month 5.88 5.94 6.81 6.88 6.63
United Kingdom (£):
90-day Treasury bills 6.20 6.26 7.40 n.a 7.33
90-day local authorities dep. 6.75 6.81 7.69 n.a 7.69
Germany:
Call interbank 2/ 2.0 1.38  3.00 n.a. L.75
90-day interbank 2 4,0 3.88 3.88 3.88 3.88
France:
Call 4,62 4.38 4,58 4.75 4.69
1-month B/ 4.58  4.75  5.00 n.a 5.00
3-month b 5.12  5.12 5.3l  n.a 5.38
Canada:
91-day Treasury bills 2/ 4.96  4.97  5.39  n.a 5.46
Long-term:
U.K. 3-1/2% War Loan 2/ 7.06 7.07 7.12 n.a. 7.12
Germany 6% public authorities 2/ 6. 64 6. 64 6.64 6.62 6.64 &/
Canada 5-3/4% Govt. 1992 B 6.27 6.47 6.47 n.a. 6.38
a/ Thursday rates in the Friday columns.
b/ Wednesday rates in the Friday columns.
¢/ Wednesday, Nov. 29.
premium has remained at or a little below 2 per cent per annum. With three-

month German interbank loans stable at 3-7/8 per cent and with three-month
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reserves declined during the first half of November, when transfers of
the Swiss banks' loan to the U.K. occurred; changed little in the state-
ment period straddling the devaluation weekend; and rose by $64 million
in the period November 24-30 inclusive.

The U.K. devaluation had no major effects on financial conditions
in Italy. Bank of Italy reserve gains in the first half of November re-
flected primarily the favorable underlying balance of payments, which
this autumn has been benefiting from German supplies of commercial credit.

Repercussions in Japan. On November 25, Japanese banks in-

creased by l/4 per cent the interest rate on dollar import acceptance
credits. (The rate for 90-day bills with letter of credit, for example,
was increased from 7-1/2 to 7-3/4 per cent.) This followed the increase
in American bankers' acceptance rates after the U.S. discount rate in-
crease. The usual seasonal outflow of short-term capital has been inten-
sified.

The Japanese stock market in the week of November 20-25 had
one of its worst drops in years, as investors considered the possible
effects of sterling devaluation on Japanese trade. On November 20 the
stock average fell even more than the historic decline on July 19, 1963,
when President Kennedy proposed the Interest Equalization Tax.

Call loan money rates are expected to rise in December by about
one-third of a percentage point as a result of a tightening of Bank of
Japan credit to commercial banks. This would increase the over-month-end
call loan rate to 8.03 per cent, the highest level in two and a half years.

On the fiscal side, the Government reportedly plans to make

the budget for the fiscal year beginning next April more restrictive,
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particularly by restraining the growth of public works expenditures.
This move, prompted by the British devaluation and subsequent actions,
is designed mainly as a defensive measure to reduce adverse pressures
on the balance of payments.

Stand-by credits for U.K. The British Government announced

on November 23 that new credit arrangements totalling $1.5 billion had
been worked out with foreign governments and central banks. Also, the
$1.4 billion IMF stand-by arrangement was formally approved on November 29,
after participants in the Fund's General Arrangements to Borrow (GAB)
accepted the proposed financing arrangements.

The British Government's letter of intent to the IMF stated
as one of its goals a balance of payments surplus on current and long-
term capital account at an annual rate of $480 million in the second
half of 1968, and "a further substantial rise" beyond that. (In 1967
there will have been a deficit on this basis. Swollen by extra imports
after the late-1966 removal of the surcharge, by effects of the Suez
Canal closing, and by dock strike repercussions, this deficit may exceed
$800 million.) 1In outlining the measures taken and to be taken to back
up the devaluation, the letter referred to the measures to restrain
domestic public and private demand and to hold back wage and price in-
creases that were announced on November 18 (see Interim Green Book,
November 25). In addition, a tentative judgment was expressed that it
would be desirable to hold the Exchequer's borrowing requirement in the
fiscal year beginning next April to not more than £1 billion. This goal,

and the measures necessary to reach it, will be reviewed with the Fund
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staff next February, and again in July and November 1968. Finally, the
Government stated that the course of bank credit expansion "will be

taken into account in determining appropriate policy actions"; its expec-
tation at present, taking account of past and future measures, is that
the expansion 'will be sufficiently limited to ensure that the growth of
money supply will be less in 1968 than the present estimate for 1967 ...
despite the expected substantial recovery of reserves."

Domestic economic conditions in Britain. The pace of economic

activity did not accelerate significantly in the months preceding devalu-
ation, so far as the available data go. Industrial production, which had
risen markedly in June and July, fell off again in August and September.
Output for the third quarter as a whole was a scant 1/4 of ome per cent
higher than in the second quarter.

Unemployment fell slightly in October and November -- the first
declines in 1967 -- suggesting a resumption of last spring's recovery in
activity. However, at 2.3 per cent, the unemployment rate is omly a little
below the 2.4 per cent peak reached during July and August, and is far
above the rate of 1.8 per cent in November 1966 and the rate of 1.2 per
cent which prevailed in the first half of 1966.

Price rises have been moderate since the period of severe re-
straint ended at midyear. Retail prices fell from June through September
and then rose sharply in October, but not quite up to June's level. The
index was only 2 per cent higher than in October 1966. Wholesale prices
of manufactured goods (home market sales) rose slightly less than one per

cent in the June-October period.



v - 15

Wages shot up in July by 1.6 per cent in a single month, but
advanced less than 1l per cent over the next three months.

Concern over the depressing effect on business of the government's
already announced restrictive measures, coupled with fears that the govern-
ment will impose further restraints in the months ahead, has produced a
slide in stock prices. The Financial Times index of 30 industrials was
over 6 per cent lower yesterday (Tuesday, December 5) than it had been
the day before devaluation.

Current conditions in Germany. The beginning of recovery in

industrial orders and production which became apparent with the July data
has continued. Though the production index in August and September was
below its sharply raised July level, a new advance in October brought the
average for the third quarter to 2 per cent above that of the preceding
quarter.

German business opinion looks for a strong first quarter of
1968 -- with inventory investment stronger after the shift to the value
added tax system is made, and with construction activity picking up after
the winter season. For the final months of this year there is little
bullishness. Part of the strength in orders and output in October was
related to end-of-month deadlines for orders under the special investment
budget and also under the special depreciation allowance plan. However,
a considerable advance in nondurable goods output also occurred in October.

The Canadian economy: fiscal policy. Canada this year has been

faced with the unpleasant combination of slow industrial demand and

accelerating inflation. Pressures on prices have grown out of a combination
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of rapid increases in wages and heavy federal budget deficits. Manu-
facturing hourly earnings rose by 8 per cent in the twelve months to

July of this year, while most studies suggest that productivity is ris-
ing less rapidly in Canada than in the United States. The current federal
budget requires financing of $1.5 billion, approximately double the
requirements of last year.

The Canadian Government has now responded to these difficulties
with a restrictive fiscal policy. On November 30 Finance Minister Sharp
announced a tax program which, in combination with restraints on expendi-
tures, will reduce next year's federal borrowing requirements to $750
million. A 10 per cent increase in liquor and tobacco taxes takes effect
immediately, and a 5 per cent surtax on personal income taxes is scheduled
for January 1. Corporate profits tax payments are to be speeded up, but
the effect of this will be offset by the beginning of refunds of the
special refundable tax on corporate profits. The repayments begin in
June 1968.

In addition to providing a restraint on aggregate demand and
an easing of pressures on financial markets, the tax program seems to be
aimed particularly at consumers; the absence of any increase in the tax
burden on corporations suggests that the government may be trying to shift

resources out of consumption and into investment.
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APPENDIX A: TMPACT OF U.K. DEVALUATION ON THE U.S. BALANCE OF PAYMENTS

The most recent inter-agency projections of the U.S. balance
of payments for 1968 were made in early November, before the devaluation
of sterling and before data for U.S. merchandise trade in October were
available. That projection was based on a number of assumptions that
might now be modified, including those made for GNP here and industrial
production abroad, both of which may be too high, but for present
purposes the reassessment in this note is confined mainly to the effects
of the U.K. devaluation.

On the liquidity basis, the projected deficit for next year
was estimated to be well over $3 billion; no allowance was made (except
for the German agreement) for possible reductions in the published
result through special financing operations by foreign governmments,
partly because of their unpredictability, but also because it was
anticipated they might not be forthcoming. It now appears that this
year's liquidity deficit, as published, will also be well over $3
billion, even after deducting very large amounts of "special" receipts.

The main elements of the 1968 projection were: (1) a
merchandise trade surplus of about $4-1/2 billion, about the same
as was then projected for 1967; (2) an improvement in other current
account items and private remittances of $1/2 million, stemming
largely from gains in investment income receipts and from elimination
of the extraordinary remittances to Israel and travel payments to
Canada of 1967, partly offset by an increase in military expenditures,
(3) reduced outflows of U.S, private capital of most types, though an
allowance was made for larger direct investments in less-developed
countries, and (4) some increase in the rate of U.S. Government net
credits to foreigners.

In these projections no specific assumptions were made about
the situation of the U.K. other than to include an estimate of the rate
of growth of industrial production in the U.K. Implicitly some share
of the overall increase in exports would be expected to go to the U.K.,
and some share for the U.K. of the rise in U.S. imports would be
similarly implied. A summary of U.S. current transactions with the
U.X. is given in Table 1. The U.K. accounts for 5.77 of U.S. exports
and 7% of U.S. iImports. Assuming roughly pro rata shares of 1967-68
projected changes in merchandise trade, U.S. exports to the U.K.
would have risen about $125 million, and imports from the U.K. would
have risen by about $150 million. Receipts of income and fees would
also have been expected to rise about $50 million. On balance,
therefore, these earlier estimates did not imply any significant
change in the U.S.-U.K. bilateral current balance between 1967 and
1968. On the other hand, the projections did not allow for a major
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change in the U.K. balance of current and long-term capital transactionms,
which showed only a minor deficit in the first half of 1967 and could
have shifted into a modest surplus in 1968 without a major modification
of world trade patterns. As it turned out, the basic deficit of the

U.K. worsened sharply in the second half of 1967, and a substantial

shift will now be necessary to meet U.K. goals as communicated to the
International Monetary Fund.

Effects of Devaluation on U.K. Trade Balance

Although it is not the purpose of this note to evaluate the
chances of the U.K. achieving a large surplus, or to enumerate the
obstacles to be overccme, some rough judgments have to be made of the
extent of the change in the U.K. current account that might occur
because of devaluation and associated measures, in order to come to
some conclusions about the consequences for the United States.

It now appears that the deficit in the U.K. current account
in the second half of 1967 may be on the order of £200 million, and for
the full year about £300 million. 1In terms of the old exchange rate,
this is a deficit for the year of about $850 million. On merchandise
trade alone (balance of payments basis) this would represent a deficit
of about $1.1 billion, including exports of about $14.5 billion and
imports of $15.6 billion. Before devaluation, the OECD had projected
some improvement in the U.K. trade balance for 1968. The OECD assumed
a 5.5% increase in exports (though from a 1967 export estimate that
was probably too large) and a 37 increase in imports. 1In this note
(see following table) the export increase to be expected is raised
slightly to 6%, but a larger increase of 5% is used for imports on
the grounds that the OECD projection assumed a slower growth rate for
the U.K. economy than was assumed in the inter-agency projection.

This results in only a minor gain in the trade balance in 1968 over
1967.

There is considerable debate about whether, with devaluation,
domestic demand in the U.K. can be damped down enough to make room for
greatly enlarged exports, and whether U.K. exporters will aggressively
seek larger foreign sales through price cuts and more energetic pro-
motion. It seems to be the judgment of the IMF, and also of the OECD
staff, that the U.K. is likely to achieve a modest current account
surplus for 1968, which might be taken to mean on the order of £1i50
million, or $360 million. The full potential of the devaluation would
be delayed into 1969, vhen a current account surplus at a rate of
£400-500 million is suggested, on the assumption of adequate domestic
policy measures, However, the gain from a large deficit in 1967 to
even a modest surplus in 1968 amounts to a net shift of over $1
billion (it would be even larger from the rate of the last half of
1967). A further large gain for 1969 over 1968, as noted above,
would therefore be a considerable achievement.
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These target levels of current account surplus for the U.K.
could be reached through various combinations of export and import
changes. The choice made here is to assume that about one third of
the gain will come from increases in exports above the levels they
might have attained without devaluation, and two thirds from reduced
imports. In the following table, the U.K. export gain from year to
year in dollar terms is put at 9%, which amounts to an incremental
increase resulting from devaluation of about 3%, added to the 6%
increase that might otherwise have occurred. The total export gain
for the year would then amount to $1.3 billion, of which about $450
million represents the added effect of devaluation. These rates of
exports are up sharply over the last half of 1967, when dock strikes
held down exports. Of course, the 1968 estimates make no allowance
for similar work stoppages. On the import side, it is assumed that
higher sterling prices, and measures taken to dampen internal demand,
will hold the dollar cost of imports down to the 1967 amount, rather
than the 5% gain that might have occurred. As a rough approximation,
the U.K. trade balance overall in 1968 might improve by $1.3 billion
compared to the 1967 balance, and by $1.2 billion over the balance
that might have resulted without devaluation. The following section
attempts to evaluate the direct and indirect trade effects for the
U.S. of such an improvement in the U.K. trade balance.

ESTIMATE OF U.K. CURRENT AGCOUNT, 1967 AND 1968
(in billions of dollars)

1967 1968
I I1 Without With
1966 half half Year devalu- devalu-
(est.) ation — ation £
Merchandise trade 3/
Exports 14.3 7.5 7.0 14.5 15.4 15.8
Imports (f.o.b.) 14.6 8.0 7.6 15.6 16.4 15.6
Net -3 -.5 -.6  -1.1 -1.0 +.2
Other current account,
net +.2 +.2 -- +.2 +.2 +.2
Total current account,
balance -.2 -.3 -.6 -.9 -.8 +.4

1/ Assumes exports +67 and imports +5%, 1968 over 1967. An earlier
OECD projection assumed exports +5.5% and imports +3%, 1958 over
1967, but using a different 1967 estimate.

2/ Assumes exports +9% over 1967; imports are held at the 1967
estimated dollar amount.

3/ A4s included in the balance of payments accounts.



Effect on Trade Balance

In 1966, U.S. exports to, and imports frdm, the United
Kingdom were roughly in balance, at about $1.7 billion each. About
17 per cent of total exports to the U.K. were foodstuffs, 38 per cent
were industrial materials (including tobacco) and 32 per cent were
capital goods, principally machinery. Automobiles and other consumer
goods were 7 per cent of the total. In contrast about one third of
our imports from the U.K. in 1966 were automobiles and other consumer
goods., Imports of industrial supplies and equipment together were
50 per cent of the total and another 15 per cent were foodstuffs,
mainly alcoholic beverages (see Table 2).

Most of our exports to the U.K. are not generally sensitive
to price changes since they are essential and demand for them would
be relatively inelastic. Food shipments are primarily determined by
supplies both in the U.K. and in other exporting countries, such as
Argentina and Canada, rather tham by U.K. price movements. Sales to
the U.K. of industrial supplies and equipment are primarily affected
by the rates of economic activity there, and on the capacity-
utilization ratio. It can be presumed that the U.K. needs these
materials to support industrial expansion. Alternative foreign
suppliers would offer no price advantage, unless there were widespread
price cutting because of continued economic slack in Europe, and only
a small portion of these goods is likely to be produced domestically
by utilizing unused capacity.

Qur exports to the U.K. (excluding emergency shipments of
crude oil resulting from the Arab-Israeli war) in 1967 increased by
about 8 per cent from 1966, despite the sluggishness of the British
economy. With an economic upturn there anticipated in 1968 even
before the devaluation, further increases in exports to that country
of about $125 million in the coming year were expected. With
devaluation, this increase is less likely to occur, although it
seems unlikely that shipments would fall below the 1967 rate.

Exports of consumer goods (about $100 million in 1966 and
holding at that rate in 1967), which are more responsive to price
changes, can be expected to drop somewhat. Shipments of industrial
materials (including tobacco) and equipment might also be held down
temporarily if the U.K. were to reduce inventories. (There is some
indication that there was some increase in stocks of manufactures,
particularly machinery, by the U.K. in the first half of 1967,
possibly reflecting the abolition of U.K. import surcharges at the
beginning of the year.) Machinery and aircraft, however, are long-
lead items and no immediate change in deliveries of such equipment
is to be expected. Imn summary, a rough guess would suggest a decline
of about $100 million below previously projected exports to the U.K.
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in 1968 as the initial effect of the devaluation. If the U.K. succeeds
in increasing output and export sales there is a strong possibility that
the U.K.'s requirements for imported industrial materials and equipment
may increase, and the U.S., which accounts for about 12 per cent of the
U.K.'s total imports, can be expected to provide part of these ad-
ditional imports beginning in the later part of 1968. To the extent

the anticipated increase in U.K. exports is at the expense of internal
demand, with only a very small change in total output, such a "feedback"
effect would be negligible.

Imports from the United Kingdom, with about one third con-
sisting of consumer goods, may be effected to a greater degree than
exports by the devaluation. Demand for consumer goods is highly
elastic and imports of such items may rise appreciably above the
$600 million total purchased from the U.K. in 1966. A major question,
however, is the extent to which the potential lowering of dollar prices
made possible by the devaluation will be passed on to the U.S. importers
or retained by British exporters to increase their profit margin. 1In
the latter case, the dollar value of U.K. exports might be unaffected
in the short run, but promotional efforts and investment aimed at
future export business might yield longer-run gains. First reports
indicate that the dollar price for scotch whiskey has held, with the
sterling price being increased by the full 14.3 per cent of the
devaluation. This may be equally true for other commodities such as
gem diamonds, where the supply is limited and demand relatively
inelastic. For still other commodities, such as metals, current
delivery contracts are in terms of U.S. dollars. Dollar prices of
such commodities would not quickly be changed by the devaluation.

A basic difficulty limiting possible reductions in U.K.
prices is the high dependence of the U.K. on imported raw materials.
For example, in the case of woolens, the sterling price of raw wool
from Australia, which has not devalued, can be expected to increase,
and this increase, compounded by markups through the channel of
production, is likely to be carried through to the finished woolen
product. The import content of total consumption in the U.K. is
about 20 per cent, and it may be higher for exports. 1In any case,
wvith more aggressive marketing by the British there are likely to
be shifts among suppliers, e.g., British woolens may now compete
more effectively against Italian woolens, British cars with German
cars, etc. Such substitution would not add to total imports but
would replace one foreign source by another.

Under the recent inter-agency projection, imports from the
U.K. could have been expected to increase by about $150 million in
1968, assuming the U.K. holds its 7 per cent share of total U.S.
imports. After devaluation, a further increase of $100 million
might be reasonable, largely in consumer goods. About $50 million
of this additional rise in imports from the U.K. might represent a
shift from other foreign suppliers.
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On balance the direct effects of the devaluation may result
in a reduction of about $200 million in our trade balance with the U.K.
in 1968, but this includes about $50 million of imports diverted from
other countries, so the net direct trade effect might be adverse by
$150 million.

The effect of the U.K. devaluation on U.S. exports to other
countries might be of the same order of magnitude. As noted above,
some gain in U.K. exports in 1968 was anticipated before devaluation,
and the incremental export gain from devaluation (including not only
price effects but also increased sales effort) might be on the order
of $450 million.

The U.S. share of world exports of manufactured products
(excluding those to the U.S. and the U.K.) was about 21 per cent in
1966, On a pro rata basis, an incremental British gain of $450 mil-
lion in exports of manufactured products (of which $100 million might
be to the U.S.) could mean a loss of about $100 million in U.S.
shipments to these markets., The amount of this loss could vary,
depending on a number of factors. 1In terms of the area distribution
of trade, a strong gain in U.K. export sales to Canada and Latin
America, where the U.S. predominates as a supplier, would have greater
adverse effects on our exports than an expansion by the U.K. in
European and Asian countries where the U.S. is a less significant
supplier (see Table 5).

The reduction in income from reduced exports to the U.K. by
those countries which are traditionally large suppliers to the U.K.
may also affect our trade balance. Sterling area countries, such as
Australia, India, and Pakistan, which have not devalued, may be par-
ticularly hard hit. TU.S. exports to those countries may drop while
those countries try to adjust to their loss of sales in the U.K.
market.

Perhaps the greatest uncertainty is the reaction of
exporters and governments in countries that compete in world markets
with U.K. manufactured goods. There is already some evidence of
concern that local firms will be at a competitive disadvantage, and
governments may well try to effect an offset to devaluation by ad-
justing border taxes or through other means. Manufacturing firms
in some of the countries where domestic demand has not been strong
and where there is unused capacity would certainly try to match any
British price reductions. As 2 consequence, U.S. exports could be
faced not merely with a U.K. export drive, but also with a tendency
for prices of competitive manufactured goods to fall relative to
U.S. prices on a broad front.

It does not seem possible to quantify the effects of such
a competitive development (which would affect U.S. imports as well
as exports) but this potentiality needs to be considered in relationm
to cost and price developments here.
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Summing up the net effects of the sterling devaluation on
the U.S. trade balance in 1968, it is suggested hete that these might
be a $250 million incremental reduction.

Income and Fees from Investments

In recent years the U.S. has received about $400 million
per year as remittance of income, fees and royalties from direct
investment in the U.K, (Table 1). 1In the first half of 1967 income
receipts were reduced, perhaps because of lover earnings, but re-
mittances may have accelerated after mid-year as a hedge against
devaluation. As shown in Table 4, there was a sharp drop in earnings
of the manufacturing affiliates in 1966, but this was reflected
primarily in lower reinvested earnings.

The effect of devaluation, and associated U.K. measures,
at least at the outset, may be to hold down sterling profits to their
recent levels, though more may be earned on exports. Manufacturing
sales of U.S. subsidiaries are primarily (2/3) within the U.K., but
the proportion exported may rise. Nevertheless, devaluation will
probably have an effect in 1968 primarily by lowering the dollar
equivalent of sterling earnings and remittances. It has been assumed
that there would be a rise of some 10 per cent in U.S. direct-investment
income and royalty receipts in 1968, which would imply a rise of about
$40 million from the U.K. With the lower exchange rate, it now appears
that these receipts might be some $50 million under expectations.

Other private income from investments in the U.K. is not
very large and is partly on dollar obligations. Income from equity
securities, or other sterling assets, might be reduced by $5 million
or so. However, this might be more than offset by higher yields on
short-term capital. Similarly, income payments from the U.S. might
be reduced because of scme U.K. liquidations, but any rise in yields
over the 1967 average would tend to offset such reductions.

Other Current Account

Receipts from U.K. tourists are quite small ($50-75 million)
and presumably would now be somewhat smaller. U.S. tourists' ex-
penditures in the U.K. are larger ($150-175 million) and probably will
rise somewhat, on the theory that, while each visitor might be expected
to spend a certain amount of dollars in any case, a larger number might
be attracted. However, if it can be assumed that most of any increase
would be at the expense of other countries (London as a substitute for
Paris), the net negative effect on tourism might be on the order of
$20 million. Savings on military expenditures, which are over $150 mil-
lion annually in the U.K., are expected to be only minimal because no
reduction is likely in the large proportion of the total that represents
troop pay.
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The remaining current account items are relatively minor,
but on balance devaluation might reduce the dollar equivalent of
receipts from such things as film rentals and other royalties and
fees by $10 million. The foregoing estimates are summarized in
Table 4,

Effect on Capital Account

The only major long-term capital flow from the United
States to the U.K. in recent years has been for direct investments.
That flow averaged about $2C0 million annually in 1963-65, these
rose to $384 million in 1966, though part of the latter amount was
probably financed by the issuance of Euro-bonds by U.S. financing
affiliates of the companies. 1In the first half of 1967 the rate of
outflow was comparable to the 1966 rate, and the latest survey of
investment plans for the U.K. by U.S. companies indicated a sus-
tained rate of plant and equipment expenditures in 1967 and only a
small decline in 1968. Of course, the survey was conducted much
before devaluation.

How this flow will go in 1968 and thereafter depends very
largely on whether U.S. managements become convinced that their U.K.
plant capacity can now be advantageously built up to compete
effectively in world trade. If the outcome for the U.K. current
account is at least as good as that assumed above, there may not
be any decline from the relatively high recent level of outflow.
In fact, if the U.K., affiliates have been reducing their working
capital in the U.K. to a bare minimum, as seems likely, there might
be a temporary increase in the rate of outflow. Of course, if
prospects for the viability of the U.K. economy were to weaken
further, the capital flow would be expected to decline considerably.

In a larger context, however, it may be that U.S. companies
will not alter their overall foreign investment plans as a conse-
quence of events in the U.K., but will instead vary the location of
their investments. For instance, any doubts about the future of
U.K. industry, taken together with some advantages that may be
offered by tax changes in Germany, might leave total capital flows
unchanged but with a shift toward Germany. Another consideration
is in the operation of the Commerce voluntary program, which also
would tend to set upper limits on the aggregate capital outflow.

Other private capital flows between the U.S. and the U.K.
have not been important recently, apart from the use of U.K. branches
of U.S. banks as intermediaries in the Euro-dollar market.

On balance, it does not seem possible at this time to
quantify the direct effect of devaluation on U.S. capital flows,
except to suggest that the overall total is less likely to be
affected than the flow to the U.K. alone.



TABLE 1. U.S. CURRENT ACCOUNT TRANSACTIONS WITH THE U.K.
(millions of dollars

1966 1967
1965 I 11 1
Total Total half half half
Exports of goods and services 2,650 2,907 1,425 1,482 1,601
Merchandise 1,628 1,754 885 869 920
Military sales 56 78 20 58 193
Transportation 245 258 124 134 134
Travel 71 68 32 36 21
Royalties from direct
investments 139 151 69 82 73
Income from direct
investments 270 250 168 82 110
Other private income 63 92 44 48 52
U.S. Govt. income 32 105 8 97 21
Other 146 151 74 77 77
Imports of goods and services 2,508 3,020 1,378 1,642 1,489
Merchandise 1,410 1,776 800 976 843
Military expenditures 154 145 78 67 86
Transportation 39 441 219 222 226
Travel 142 167 67 100 72
Income on private
investments 241 364 116 188 155
Other 167 187 98 89 107

Balance on goods and services 142 -113 46  -159 112
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TABLE 2.

U.S. TRADE WITH THE UNITED KINGDOM,

BY PRINCIPAL COMMODITY GROUPS
(millions of dollars)

U. S. Exports

1566 Per cent Jan.-Sept.
Year distribution 1966 1967
Total 1,737 100.0 1,287 1,457
Foods, feeds, beverages 304 17.5 225 192
Industrial supplies 664 38.2 486 540
Capital goods 548 31.5 406 497
Machinery 504 29.0 375 447
Aircraft 44 2.5 31 50
Automotive vehicles 25 1.4 19 16
Consumer goods 97 5.6 75 76
Other 45 2.6 35 35
Special category 54 3.1 40 100

U.S. Imports

1966 Per cent Jan. - Sept.
Year distribution 1966 1967
Total 1,786 100.0 1,267 1,244
Foods, feeds, beverages 268 15.0 182 183
Industrial supplies 421 23.6 29 297
Capital goods 450 25.2 327 293
Machinery 311 17.4 222 258
Aircraft 139 7.8 105 35
Automotive vehicles 133 7.4 102 97
Consumer goods 447 25.0 316 316
Other 66 3.7 46 57

Special category
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TABLE 3, RECEIPTS FROM U.S. DIRECT INVESTMENTS IN THE U.K.
(millions of dollars)

1965 1966
Total Mfg. Other Total Mfg. Other

U.S. share in earnings

of U.K. affiliates 498 419 79 427 359 68
Reinvested earnings 242 220 22 190 160 30
U.S. receipts of dividends,

interest and profits 263 204 59 251 208 43
U.S. receipts of fees and

royalties 139  n.a. n.a. 151 n.a. n. a.
Note: The sum of reinvested earnings and U.S. receipts of dividends,

interest and profits does not equal the U.S. share in earnings
because of (1) effects of tax payments, (2) the exclusion of
interest from earnings, and (3) differing country allocations
of earnings and remittances. These data differ slightly from
more recent balance of payments data.

TABLE 4. SUMMARY OF ESTIMATED EFFECTS OF U.K. DEVALUATION
ON THE U.S. BALANCE OF PAYMENTS CURRENT ACCOUNT
(in millions of dollars)

Change from earlier
projected 1968

U.S. exports to U.K. -100
U.S. exports to other countries -100
U.S. imports (U.K. and other countries) - 50
U.S. receipts of income and fees - 50
U.S. military expenditures + 10
Tourism and other current account - 30

Total -320




A -12

TABLE 5. UNITED STATES AND UNITED KINGDOM SHARES OF TOTAL
IMPORTS OF MAJOR WORLD AREAS, 1965 AND 1966

(per cent)
1965 1966
U.S U.K. U.S U.K.
Canada 70.0 7.2 72.4 6.5
Western Europe 11.0 7.8 10.7 7.8

Common Market 11.6 5.3 11.2 5.2
Australia, New Zealand,

South Africa 20.1 28.5 20.5 27.6
Latin America 43.0 4,8 43,7 4.4
Middle East 17.5 12.5 18.0 12.8
Other Africa 9.7 14.8 10.3 13.4
Other Asia 23.8 10.3 24.8 8.6

Japan 28.9 2.0 27.9 2.3

Note: Other Africa excludes U.A.R.
Other Asia excludes Middle East countries.








