
CHAPTER 2

The Economic Outlook
ECONOMIC FORECASTS LAST YEAR tended to underestimate

the strength of private spending and, consequently, the economy's
ability to withstand the effects of energy price shocks, fiscal restraint,
and rising interest rates.

As indicated in Chapter 1, the resilience of the economy last year
reflected forces that may continue to sustain economic activity in
1980. Nevertheless there are a number of reasons for expecting a
mild recession in the first half of this year. Rising oil prices, coupled
with increases in effective tax rates caused by inflation, will continue
to dampen consumers' purchasing power in 1980, and the personal
saving rate is likely to rise from its exceptionally low level at the end
of last year. Consequently the growth in consumer spending will
slow. Businesses are likely to react to the slowdown in consumer
buying by trimming their capital investment plans. Housing starts
turned down sharply late last year and may decline further in re-
sponse to reduced availability of mortgage credit and extraordinarily
high mortgage interest rates. And inventory accumulation is also like-
ly to decline further as final sales weaken.

In most past periods of economic recession both fiscal and mone-
tary policy have been eased significantly. At the present time, howev-
er, recession is still only a forecast; it has not yet appeared in overall
measures of economic performance. Moreover the economy has re-
cently withstood recessionary pressures far better than most analysts
expected. These facts, together with the seriousness of our inflation
problem, argue against an easing of policy at this time. Such a move
would heighten expectations of inflation and reduce our prospects of
making progress toward price stability. An easing of monetary and
fiscal policy, in advance of any actual economic deterioration, would
also put strong downward pressures on the dollar in foreign ex-
change markets. Creating an environment conducive to reduced pres-
sures on prices and costs requires restraint in fiscal and monetary
policies and great caution in making changes.

Fiscal policies cannot, of course, be set to run an unswerving
course regardless of how actual economic events unfold. The Admin-
istration will monitor economic developments closely in 1980 and is
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prepared to recommend additional policy measures if worsening eco-
nomic conditions warrant such action.

THE ECONOMY IN 1980 AND 1981

The expected recession is likely to be mild and brief. Declines in
real gross national product (GNP) should not extend much past mid-
year, and economic growth will resume later this year, albeit slowly at
first. Over the 4 quarters of 1980 real GNP is forecast to decline by 1
percent.

Employment should remain almost unchanged despite the fall in
real GNP, as productivity declines and the average length of the
workweek is reduced. However, because job opportunities will not
grow as fast as the labor force, the unemployment rate is likely to
rise from 5.9 percent in the fourth quarter of 1979 to 7% percent in
the fourth quarter of this year.

In 1980 a major task of economic policy is to prevent the large en-
ergy shocks of 1979 from spilling over into wages and industrial
prices. Greater slack in the economy will help to hold down inflation
by discouraging large wage increases and creating resistance to price
increases. The rate of increase in home financing costs should slow
this year. Energy prices will continue to rise substantially, although
most probably at a slower pace than in 1979. Over the 12 months of
this year consumer prices are forecast to increase 10.4 percent, com-
pared with 13.3 percent in the year just ended. Late in 1980 the an-
nual rate of inflation should be between 9 and 9V2 percent.

While several factors will be working to reduce inflation, dramatic
progress cannot be expected because the momentum of past inflation
is substantial and expectations of inflation are deeply entrenched.
The pay and price standards will continue to help restrain the growth
of wages and nonenergy prices, but they cannot be expected to yield
a large reduction in inflation. Indeed, to the extent that workers seek
and achieve larger nominal wage gains, some increase in the underly-
ing rate of inflation—that is, the rate determined by the long-term
trend in industrial costs—could occur this year. The degree of spill-
over of last year's price increases into this year's wages will be limit-
ed, however, not only by greater economic slack, but also by continu-
ation of the voluntary pay and price standards.

Real growth is forecast to increase to a rate of 2% percent over the
4 quarters of 1981. Employment growth is also expected to strength-
en, and consequently the unemployment rate is forecast to be slightly
lower by year's end. Inflation should decline somewhat further, to
about 8V2 percent over the 12 months of 1981, as a result of some
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improvement in productivity growth and continued slack in labor and
product markets.

FISCAL POLICY

Fiscal policy must continue to follow a course consistent with re-
ducing inflation. This principle is particularly important in light of
the large rise in oil prices in 1979 and the possibility of spillover
from higher oil prices into wages and nonenergy costs.

In fiscal 1980 Federal outlays are projected to be $563.6 billion, an
increase of about 14 percent from the previous year. In fiscal 1981
the budget projects outlays of $615.8 billion, a rise of 9 percent.
Most of the increase in Federal outlays over the 2 years arises from
the effects of inflation on the Federal budget. Adjusted for inflation,
Federal spending will increase only about 2V2 percent over the 2
years. Outlays for defense, in real terms, will rise somewhat more
than 5 percent between fiscal 1979 and fiscal 1981. Inflation-adjusted
outlays for all other Federal programs will be less in fiscal 1981 than
they were in fiscal 1980.

Fighting inflation continues to be the top priority of economic pol-
icy, and hence the President has not recommended any legislated
changes in tax rates in the 1981 budget. Since individuals will be
moving into higher tax brackets as their incomes increase, the share
of personal income taken by Federal income taxes will rise. Social se-
curity tax liabilities are scheduled to increase in January 1981 by $18
billion. The resulting rise in effective tax rates, combined with limit-
ed growth of Federal outlays, will cause the Federal budget to move
significantly toward restraint in the next fiscal year.

MONETARY POLICY

The actions taken by the Federal Reserve on October 6 to restrain
the growth of money and credit were followed by a sharp rise in in-
terest rates to record postwar levels in the last quarter of 1979.
Short-term market interest rates reached a peak in the third week of
October but eased somewhat thereafter.

The changed approach to monetary control, with more emphasis
on controlling the growth of bank reserves and greater willingness to
permit fluctuations in interest rates, will help the Federal Reserve to
hit its target ranges for the growth of the monetary aggregates.
Short-term shifts in the demand for money and credit now show up
in movements of short-term interest rates more than in the growth of
the monetary aggregates.

While the new strategy will lead to more variation in the course of
interest rates over the short run, it need not alter their central tend-
ency. This will continue to be determined by longer-term trends in
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inflation and the demands for credit and money relative to the availa-
ble supplies, which are influenced by the objectives of the Federal
Reserve. As the year progresses, slowing economic activity and de-
clining inflation should make the Federal Reserve's objectives for
monetary restraint consistent with lower interest rates. The decline in
interest rates that develops, however, is likely to be moderate com-
pared to past periods of recession because of the persistence of a
high rate of inflation.

WORLD OIL MARKETS

World oil markets are expected to be in a delicate balance in 1980.
Although consumer demand for petroleum products has fallen and
can be expected to decline further, continued high levels of stock-
building, combined with supply cutbacks by some foreign producers,
may offset whatever tendency might exist for the creation of slack in
the international oil market.

The outlook presented here takes into account the most recent
price increases announced by the Organization of Petroleum Export-
ing Countries (OPEC). In Caracas, the OPEC members did not agree
on an integrated cartel pricing structure, though some member coun-
tries made an effort to narrow existing price differentials within the
cartel. Since then some of the countries with the highest prices have
posted additional increases. In early January the world price of oil
was near $28 per barrel, more than twice its level a year earlier. The
forecast makes allowance for the possibility that further increases in
world oil prices may somewhat exceed the inflation rate during 1981.

THE ECONOMIC FORECAST

At this time the economy appears likely to head into a mild reces-
sion. Housing starts began to turn down in the fourth quarter of last
year. New car sales also fell, and auto companies have curtailed their
production schedules for the first quarter of this year to reduce ab-
normally large inventories, especially of large models.

The downward pressure on consumers' real incomes, resulting
from rising oil prices and increasing fiscal restraint, is continuing. In
the 2 years beginning with the final quarter of 1978, the high-em-
ployment budget will swing to surplus by $34 billion. Increases in
crude oil prices, and in domestic oil refiners' and distributors' gross
margins, in excess of the general rate of inflation will increase the
revenues of domestic and foreign producers by $100 billion during
these years. Some of these receipts will be respent within this time,
but a large part will be retained. Allowing for such respending, and
adjusting for double-counting, the combination of oil and fiscal re-
straint is estimated to rise by almost $80 billion over the 2 years end-
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ing in the fourth quarter of 1980, about 3 percent of GNP (see Table
12).

TABLE 12.—Fiscal and oil price restraint on the economy, fourth quarter 1978 to fourth quarter

1980

[Billions of dollars, annual rate]

Item

Fiscal restraintx

Oil price restraint2 less adjustment for double-counting 3

Total

1978 IV
to

1979 IV

20
42

62

1979 IV
to

1980 IV

14
3

17

1978 IV
to

1980 IV

34
45

79

1 Change in the high-employment budget.
2 Increase in foreign and domestic producer revenues due to real increases in crude oil prices and refiners' and distributors'

gross margins, less the estimated respending by oil sellers of their additional revenues. The 1980 estimates assume no further
rise in real imported oil prices from levels prevailing early in 1980.

3 Higher windfall profits taxes and corporate profits taxes due to real increases in crude oil prices and refiners' and
distributors' gross margins, which are included in both the measure of fiscal restraint and the measure of oil price restraint,
have been deleted from the latter.

Source: Council of Economic Advisers.

Around the middle of 1980, forces of recovery from recession are
expected to be evident. Reduced restraint in financial markets will
permit housing starts to turn up in response to strong underlying de-
mand. As inflation abates, some of the drain on consumer purchasing
power will be relieved. Continuation of fiscal restraint, together with
maintenance of cautious inventory policies by businesses, will result
in a slower pace of recovery than has been typical after earlier
postwar recessions. The rate of economic growth is expected to
strengthen during 1981, however, as businesses step up their capital
spending plans. Table 13 reports the forecast for this year.

Consumer Expenditures

Consumer spending in 1980 will be restrained by the drain on con-
sumers' purchasing power imposed by rising energy prices and the
increases in effective tax rates caused by inflation. The rise in energy
prices is expected to be smaller than in 1979, and there is likely to be
some step-up in the rise of wage rates during 1980. But since em-
ployment is projected to change little this year, after-tax income in
real terms will show only a small gain. An increase in tax refunds be-
cause of overwithholding of individual income taxes in 1979 will help
to sustain the rise of after-tax incomes.

Last year the personal saving rate declined considerably and ended
the year below 3 Ms percent. Some increase from this exceptionally
low level seems very likely this year, but it should be small as people
try to maintain their living standards in the face of slow growth of
income. The expected rise in the saving rate, together with sluggish
income growth, is expected to result in a decline in real consumer
purchases of goods and services of between one-half and 1 percent
over the 4 quarters of 1980. This would be the first reduction since
1974.
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TABLE 13.—Economic outlook for 1980

Item

Growth, fourth quarter to fourth quarter (percent):

Real gross national product...

Personal consumption expenditures
Nonresidential fixed investment
Residential investment...

Federal purchases
State and local purchases

GNP implicit price deflator

Compensation per hour2

Output per hour2

Level, fourth quarter:3

Unemployment rate (percent)
Housing starts (millions of units)4

1979 *

0.8

1.6
1.7

- 8 . 3

1.1
- . 4

9.0

8.9
- 2 . 0

5.9
1.6

Forecast range
1980

- % to -1V*

- V 2 t o - 1
OtO - V 2

- 1 1 to - 1 2

3 to 3V2
- P A t o - P A

8% to 9y4

9y2 to 10
- y 4 t o - %

7y4 to 7%
i y 2 t o i %

1 Preliminary.
2 Private business sector, all employees.
3 Seasonally adjusted.
4 Annual rate.
Sources: Department of Commerce (Bureau of Economic Analysis), Department of Labor (Bureau of Labor Statistics), and

Council of Economic Advisers.

Expenditures for consumer durable goods will be most affected.
Automobile sales for the year will be below 1979 average levels but
should improve in the second half. Purchases of other household
durables may also decline, given the downturn forecast for housing
starts.

Expenditures by consumers on nondurable goods are also expect-
ed to decline in real terms in 1980; purchases of energy-related items
are likely to be cut considerably. Consumption of services will prob-
ably continue to rise but at a slower pace than in 1979.

Growth in real consumer spending should resume late this year
and strengthen in 1981, when employment is expected to rise more
strongly while inflation moderates. The increase in social security
taxes scheduled for January 1, 1981, however, will limit the rise in
real disposable income. In part for this reason, real consumption ex-
penditures are likely to grow less rapidly than real GNP next year.

Business Fixed Investment

Current indicators suggest that business fixed capital spending in
real terms should turn down moderately in 1980. New orders for
nondefense capital goods, adjusted for inflation, have fallen from
their peaks of last spring. Capital appropriations of manufacturing
firms, adjusted for inflation, have also declined since the first quarter
of last year. The most recent Department of Commerce survey of
capital spending plans by business suggests that companies are plan-
ning to increase their real outlays by only about 1 to 2 percent on a
year-over-year basis in 1980.

Business spending plans tend to be revised down when the econo-
my weakens. With a mild recession early this year, capacity utilization
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will be falling, profits will be squeezed, corporate cash flow will di-
minish, and business spending will slow further. Recovery from the
recession will lead to a strengthening of business investment plans
early in 1981, and increased activity in this key sector will provide
increasing support to economic growth next year.

Housing

The outlook for housing is more uncertain in 1980 than in the past
several years. Late in the fourth quarter the severe strains evident in
the mortgage market soon after the October 6 tightening of mone-
tary policy were eased somewhat. Mortgage lenders appeared to be
relaxing their lending terms a little; in some sections of the country
mortgage loan rates were lowered from the extreme highs of a few
weeks earlier. Interest rates on short-term market securities were
down from their October peaks, and depository institutions gained
additional power to attract funds for lending when the regulatory au-
thorities, effective January 1, instituted a floating interest rate ceiling
on deposits with a maturity of 2Vfe years or more.

These developments should help to improve the flow of mortgage
credit early next year. Moreover the preemption of State usury ceil-
ings by Federal law through March 31, which applies to new residen-
tial mortgage commitments made during the period as well as to resi-
dential loans closed, could lead to a substantial increase in credit
available to potential home buyers in almost 20 States.

Very high mortgage interest rates will continue to discourage some
individuals, however, and make it difficult for others to qualify for
loans. It may also take time for builders to reassess the prospects for
housing sales. A sample survey in mid-November conducted by the
Bureau of the Census indicated sharp cutbacks in builders' construc-
tion plans for early this year.

Housing starts may therefore fall somewhat further to a trough be-
fore midyear. Single-family housing starts will bear the brunt of the
decline. Unlike the 1974-75 experience, starts of multiple-family
dwellings are expected to decline relatively little; vacancy rates are
low, and demand is strong in this segment of the housing market.

Later this year housing construction should recover as demand re-
sponds to lower mortgage interest rates and continuing strong demo-
graphic factors. The favorable after-tax rate of return on housing
compared with other physical and financial assets will also reinforce
housing demand.

Some slowing in the rise of housing prices may occur in 1980, par-
ticularly in the first half, when sales will be depressed by the high
cost of mortgage credit. This slowdown of inflation in the housing
sector may be temporary, however, since the forces underlying the
demand for housing are strong.
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In 1981 housing starts should continue to increase toward levels
consistent with their long-term determinants. By the end of next year
housing starts may be close to a 2-million annual rate.

Inventories

As final demand weakens in the first half of this year, the rate of
inventory accumulation is expected to fall. Since the cautious inven-
tory policies followed by businesses during the recovery have pre-
vented a large buildup of undesired stocks, no significant decumula-
tion is expected. By around midyear, adjustments of stocks to lower
levels of demand should be largely complete. Resumption of growth
of final demand, together with lower rates of interest, will encourage
an upturn in the rate of inventory accumulation in 1981.

Government Purchases

Real Federal purchases are projected to increase by about 3 per-
cent over the 4 quarters of 1980, led by growth in defense outlays,
and will continue to rise moderately during calendar 1981.

State and local government purchases in real terms are expected to
continue falling in 1980. Concern over the impact of the recession on
tax revenues, combined with taxpayers' resistance to expenditures for
new programs, will operate to hold down spending. In 1981, as eco-
nomic growth resumes and tax revenues increase, State and local
purchases should increase in real terms, though much more slowly
than real GNP.

Employment and Unemployment

Employment is likely to be almost unchanged in 1980 despite the
weakness of overall economic activity. Declining real GNP during the
first half is expected to lead to a further reduction in output per hour
worked and to a somewhat more rapid reduction in the average
workweek than occurred in 1979. In 1981 employment growth
should be stronger as growth in real output increases.

Growth in the labor force is expected to average about 13A percent
a year over the next 2 years. Weak growth of job opportunities will
keep the labor force from growing at the rates of recent years. Never-
theless the increase in the number of job seekers will be larger than
the rise in employment during 1980, and the unemployment rate is
forecast to rise to 7% percent by the fourth quarter of 1980. A small
decline in the unemployment rate, to about 7Vi percent, is expected
by the end of 1981.

Foreign Sector

Economic growth abroad is likely to slow from 4 percent in 1979
to an average annual rate of about 2 percent in 1980 and 1981. For
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the 2 years taken together, growth abroad is expected to be stronger
than in the United States. These developments will add moderately
to real net exports of goods and services.

The contribution of net exports to real GNP growth this year and
next, however, will be significantly less than during the previous 2
years. Imports are projected to decline in volume during the course
of 1980 and to recover only moderately in 1981—reflecting the pat-
tern of mild recession and recovery foreseen for the U.S. economy.
But the growth of exports is not expected to continue at the strong
pace that marked the last 2 years, not only because growth abroad is
likely to slow but also because the boost to exports from the past de-
preciation of the dollar will largely have run its course.

The deficit on merchandise trade, which was about $28 billion in
1979, is expected to increase somewhat over the coming 2 years be-
cause the generally favorable developments in non-oil trade will not
fully offset the large increase in the oil import bill from 1979 to
1981. Agricultural exports, which reached record levels in the second
half of 1979, should remain on a high plateau in 1980. This estimate
makes allowance for the recent decision to limit grain sales to the So-
viet Union. A small decline in the volume of agricultural exports over
the 4 quarters of 1980 will be nearly offset by a slight increase in
export prices of farm commodities.

The widening deficit on merchandise trade should result in a small
current account deficit in 1980 and again in 1981, even though mod-
erate increases in net receipts on invisibles transactions are likely.
These developments are not expected to affect the value of the dollar
adversely in foreign exchange markets, since the U.S. current account
position should be stronger than that of other major industrial
countries.

UNCERTAINTIES IN THE OUTLOOK

As in 1979, a major threat to the outlook is that OPEC decisions
about prices and production may lead to increases in world oil prices
that go well beyond those announced recently. Such a development
would, in the short run, add to the restraint on the economy exerted
by oil prices, exacerbate inflation, and lead to lower economic
growth and higher unemployment. As Chapter 4 indicates, the prob-
ability of large price increases for oil will be diminished if the major
consuming countries join to reduce demand in world oil markets.
Discussions toward this end are now proceeding in the International
Energy Agency.

The new orientation of monetary policy poses additional uncertain-
ties. If inflation does not decelerate as expected, interest rates may
be under more upward pressure than is now foreseen. On the other
hand, if the Federal Reserve's monetary targets are attained easily be-
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cause money demand weakens more than expected, the Federal Re-
serve's strategy will permit market forces to lower interest rates con-
siderably. The central bank's scope for maneuver will be determined
in part by developments in monetary policy abroad and by a variety
of forces influencing the value of the dollar in exchange markets.

The potential behavior of the personal saving rate further compli-
cates the assessment of the course of the economy. The saving rate is
forecast to rise moderately from its exceptionally low level at the end
of 1979. Should it increase further, economic growth would be
weaker than expected. As Chapter 1 indicates, past experience pro-
vides only limited guidance on how individuals may choose to allo-
cate their disposable income between current consumption and sav-
ing under present circumstances.

Perhaps the most serious risk for the longer-term performance of
the economy is the possibility of a large spillover of energy price in-
creases into wages and then into industrial goods prices generally. If
temporary bursts in energy prices became a relatively permanent fea-
ture of the underlying cost structure, the outlook for inflation during
the years immediately ahead would worsen; and, as Chapter 3 points
out, the costs of bringing inflation back down again would be in-
creased. Maintenance of effective pay and price standards is essential
to minimize this spillover.

CONTROLLING INFLATION

Even during the very sharp 1975 recession the underlying rate of
inflation never fell below the neighborhood of 6 percent. In 1976
and 1977 inflation remained at about this level. But early in 1978 in-
flation began to accelerate, initially on account of a dramatic increase
in food prices that resulted from limited supplies of meat and the ef-
fects of cold weather on fruit and vegetable production. In 1978 and
1979 adverse productivity developments acted to push up unit labor
costs. And around the close of 1978, as the economy was operating
near the limit of its capacity, excess demand added briefly to upward
pressure on prices. But a dominant factor in the most recent worsen-
ing of inflation was the explosion of energy prices in 1979. In the
consumer price index (CPI) energy prices in 1978 had risen by 8 per-
cent, somewhat less than the overall rise for other consumer goods
and services. During the 12 months of 1979, however, energy prices
to consumers increased by 37.4 percent, directly adding about 2XA
percentage points to overall inflation.

Temporary excess demand or sharply rising food and energy prices
would not affect inflation for more than a limited period if they did
not become built into longer-term trend rates of increase in wages
and other costs. However, as outside shocks drive up materials
prices, businesses may seek to maintain profit margins by raising
prices. The higher prices of finished goods may induce workers to try
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to protect their real incomes by demanding larger nominal wages.
Moreover businesses are less resistant to increases in the cost of ma-
terials and labor when demand is relatively strong and these in-
creases can be readily passed through to prices of finished products.
Temporary shocks that aggravate inflation can thus become embed-
ded in underlying inflation.

To the extent that a rise in prices relative to wages reflected a
surge of business profits to abnormal levels, wages could rise to re-
cover the lost ground. The increase in costs could then be absorbed
by businesses without further price rises, and any longer-term in-
crease in inflation could be avoided. However, as Table 6 in Chapter
1 indicates, in 1979 the rise in prices relative to wages did not stem
from a general increase in the profit share of national income. In-
stead it was the result mainly of rising oil prices. Attempts to recap-
ture the lost ground are not likely to lead to a readjustment of in-
come shares; the danger is that they may trigger another round of
price increases.

Trends in the broad range of prices for final industrial goods and
services in the U.S. economy are fairly evident in the fixed-weight
price index for personal consumption expenditures, excluding food
and energy, in the national income and product accounts. Chart 4 in-

Chart4

Fixed-Weight Price Index
for Personal Consumption Expenditures

PERCENT CHANGE*

14

12

10

8

6

4

2

1960 62 64 66 68 70 72 74 76 78
•CHANGE FROM FOURTH QUARTER TO FOURTH QUARTER.
SOURCE: DEPARTMENT OF COMMERCE.
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dicates a rise in that index from a 1 percent rate of increase in 1964
to near 8 percent in 1979.

There have been few years in which this measure of price rise has
shown any significant moderation over the past two decades. In 1971
and 1972, when mandatory price controls were in effect, inflation
shown by this measure declined by more than IV2 percentage points,
from 4V2 percent in 1970 to just under 3 percent in 1972. By the end
of 1973, however, when a less stringent set of mandatory controls
was in place, inflation in the industrial and service sectors was up
again to 4% percent. Removal of the controls in early 1974 was fol-
lowed by an explosion of wages and prices. By the fourth quarter of
1974, prices paid by consumers for goods and services, excluding
food and energy, had risen lOVi percent above the level a year earli-
er. Once this temporary burst of prices following controls ended, un-
derlying inflation settled back to around 6 percent—higher than the
level before the controls were instituted.

Periods of economic recession over these two decades produced
little permanent progress in unwinding inflation. In the very mild re-
cession of 1970, prices of goods and services other than food and en-
ergy rose nearly as fast as they had in 1969 when the economy was
overheated. Moreover in 1970, when the unemployment rate aver-
aged almost 5 percent, the rise of hourly wages and fringe benefits
was almost as large as the rise in 1969, when the unemployment rate
was 3V2 percent. In 1975 the rate of increase of prices (excluding
food and energy) declined significantly, as did the rise of compensa-
tion per hour worked. That moderation of inflation, however, came
about largely because of the termination of the special factors push-
ing up prices and wages in 1974. During the latter half of 1975 the
rates of increase in compensation per hour and in prices, excluding
food and energy, were still higher than they had been in 1973.

The trend of inflation created by these developments is disturbing.
Shocks from excess demand and from higher prices of food and en-
ergy have at least partly fed back into wages, costs, and prices for
goods other than food and energy. Since the early 1960s the start of
each period of economic expansion has been marked by higher infla-
tion than the start of the previous upswing, and inflation has been
higher at the end of each expansion than at the beginning.

Developments in productivity have been another important source
of the upward trend of cost and price increases. In the early 1960s
increments to productivity averaged about 3 percent per year, as
Table 14 shows. Rates of advance have dwindled, however, since the
middle years of the 1960s. Adjusted for cyclical developments, pro-
ductivity growth in the 2 years ending with the fourth quarter of
1978 was only one-half of 1 percent. During 1979 cyclically adjusted
productivity declined sharply. The longer-term reduction in produc-
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tivity growth would not have influenced the trend of inflation if wage
increases had been correspondingly scaled down.

Table 14.—Changes in compensation per hour, productivity, unit labor costs, and prices, 1959-79

[Percent change per year x ]

Period

1959 to 1964
1964 to 1969
1969 to 1972
1972 to 1974
1974 to 1977
1977 to 1979 2

Private nonfarm business sector, all
employees

Compensa-
tion per

hour

4.0
5.9
6.5
9.5
8.2
8.9

Output per
hour

2.9
1.3
2.8

- 2 . 0
2.7

- . 5

Unit labor
costs

1.0
4.5
3.6

11.8
5.3
9.5

Fixed-weight
deflator for

personal
consumption
expenditures

excluding
food and

energy

1.1
3.2
3.8
7.5
6.0
7.3

1 Changes are measured from fourth quarter to fourth quarter.
2 Preliminary.

Sources: Department of Commerce (Bureau of Economic Analysis) and Department of Labor (Bureau of Labor Statistics).

As noted earlier, rising inflation over a long period has influenced
the way prices and wages are set, and these and other structural
changes may have reduced the response of wages and prices to a
moderate degree of slack in the economy. Formal escalator clauses in
labor contracts have become more common. In 1970 only one-fourth
of the workers covered by major collective bargaining contracts had
such clauses; in 1979 the contracts of nearly 60 percent of such work-
ers had these clauses. Nonunion wages have also become more sensi-
tive to price increases, perhaps because informal agreements to pro-
vide cost-of-living protection for workers have become more com-
mon. Econometric studies of the determinants of wage changes indi-
cate a larger response to price inflation in more recent periods, and
some studies suggest a smaller response to labor market slack. The
incomes of other groups have been adjusted for inflation as well.
Since 1975 social security benefits have been indexed to increases in
the consumer price index.

Widespread belief that inflation will continue, if not worsen, leads
businesses to accede to cost increases in the expectation of being
able to pass the added costs forward into higher prices. These higher
prices then become the basis for additional rounds of wage increases.
Expectations of inflation can also lead individuals and businesses to
accelerate their spending and thus add to the pressure of aggregate
demand on available supplies of goods and services.

Repeated shocks to prices from the energy and food sectors aggra-
vate the problem. As shocks become more frequent, the probability
grows that a given shock will have a greater effect on expectations of
inflation.

In the present environment we cannot realistically expect that price
and wage increases will respond quickly and strongly to a moderate
increase in the degree of slack in the economy. Nor can it be expect-
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ed that a sharp but relatively short recession would have a lasting ef-
fect on inflation. Expectations of inflation have become much too
deeply entrenched for that to happen.

Aggregate demand restraint is nonetheless critical to the creation
of an environment that helps to prevent an acceleration of under-
lying inflation in 1980 and to lower it in the years beyond. Fiscal and
monetary policies must be conducted in ways that convince the pub-
lic—workers, businesses, consumers, and investors—that our govern-
ment will not permit inflation to proceed unchecked. It is particularly
critical at this time to avoid circumstances in which the energy-led
price increases of 1979 could easily carry over into a general wage-
price spiral at double-digit rates of increase. Maintenance of restric-
tive fiscal and monetary policies in the face of the forces now weak-
ening the economy will unfortunately mean less output and employ-
ment in the immediate future than anyone would like. But persis-
tence in restraint now is the only way to produce the conditions for
sustainable expansion later.

The Administration's fiscal policy exhibits the restraint needed at
this time. As Table 11 in Chapter 1 indicates, the high-employment
Federal budget began to move from stimulus toward restraint early
in 1978. At that time the high-employment deficit amounted to about
1 Vi percent of actual GNP. The budget moved into surplus in early
1979 and will move further into surplus throughout 1980 and 1981.
By late 1981 the surplus in the high-employment budget will amount
to 2V4 percent of GNP; the swing from deficit to surplus over the 4
years ending in the fourth quarter of 1981 will be about 4 percent of
GNP. This fiscal policy, and the impact on the economy of higher oil
prices, imply a strong degree of restraint on aggregate demand.

The monetary policy being pursued by the Federal Reserve is con-
sistent with an overall aggregate demand policy aimed at slowing in-
flation and breaking the grip that expectations of inflation have on
decisions affecting wages, prices, and spending. Because the new
methods of implementing monetary policy should make the monetary
authority better able to achieve its target ranges for growth of the
monetary aggregates, they provide greater assurance that monetary
policy will not inadvertently add to pressures on costs and prices by
permitting excessive increases in supplies of money and credit. At the
same time the new approach will tend to lead fairly promptly to
lower interest rates as inflation comes down and economic activity
weakens.

THE PRICK AND PAY STANDARDS

The price and pay standards announced in October 1978 recog-
nized that our current inflation problem cannot be solved through
aggregate demand policy alone. The costs in forgone output and em-
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ployment would be unacceptably high. Used in conjunction with pru-
dent monetary and fiscal policies, voluntary standards for prices and
wages can help limit increases in prices that widen profit margins,
lessen the need for catchup wage increases, and minimize the trans-
mission of temporary price pressures into wages and other costs.

During their first 15 months the pay and price standards did help
hold down inflation, as indicated in Chapter 1. The first year's expe-
rience revealed two major problems, both caused in large measure by
sharp price increases in sectors where standards cannot effectively
limit price increases: energy, other raw materials, and food.

Many firms faced with uncontrollable cost increases applied to
switch from the price-deceleration standard to the profit-margin limi-
tation. While this limitation restricted both the profit margin and the
rise in dollar profits that could be secured through higher prices,
firms that qualified for the exception were still able to pass through
large uncontrollable cost increases to prices of final products. More-
over the constraint on the growth of dollar profits had an upward
bias. Firms with low base-year profits were able to increase prices
and raise their profit margins to the average of the best 2 out of 3
prior fiscal years, while those with high base-period profits were not
compelled to make a comparable downward adjustment.

On the pay side, a problem of equity was created by the way cost-
of-living adjustment (COLA) clauses were treated. Calculations of
whether a wage contract adhered to the standard assumed a 6 per-
cent inflation rate in assessing the cost of a COLA clause. This ap-
peared to be a reasonable assumption at the time that the standard
was designed, especially for multiyear contracts. Because of the large
price increases in the several sectors noted above, however, inflation
during the first program year was far in excess of 6 percent. As a re-
sult, many workers with COLAs were in compliance with the pay
standard while receiving greater wage increases than the complying
workers without such clauses—and greater increases than were con-
sistent with the desired degree of wage restraint.
THE SECOND PROGRAM YEAR

Sharply higher prices led to a substantial reduction in real wages in
the first program year. Because many workers have attributed the
loss of real income to the pay standard rather than to its fundamental
causes, there have been pressures to relax the pay standard in ways
that would aggravate inflation. The American people cannot be whol-
ly recompensed for losses of real income due to higher world oil
prices. Efforts by workers or other groups to restore real income
through larger increases in wages, salaries, or other forms of nominal
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income will only increase business costs and thus ultimately intensify
inflation. This fact makes the pay and price standards all the more
important in the year ahead.

On November 1, 1979, the Council on Wage and Price Stability
announced the second-year price standard. Companies are expected
to limit their price increases for the 2 years ending September 30,
1980, to the price change for the 2 years from 1976 to 1977. A 2-
year standard was chosen to avoid penalizing companies that raised
prices less than the standard allowed during the first year. Any com-
pany, regardless of its base-period performance, will be in compli-
ance if its prices go up less than 5 percent in the 2 years; any compa-
ny whose prices rise by more than 19 percent will be out of compli-
ance. Under the profit limitation exception, price increases are per-
missible if the growth of dollar profits over the 2 years does not ex-
ceed 13.5 percent and the profit margin is no higher than the aver-
age in the best 2 out of 3 fiscal years preceding the program. The
special adjustment for firms whose base-year profit margin is below
the profit margin in the best 2 of the last 3 years has been cut in half.

To elicit greater public participation in the standards program, a
Price Advisory Committee has been created. This Committee, which
consists of six public members appointed by the President, will from
time to time recommend to the Council on Wage and Price Stability
modifications of the price standards and new or revised interpreta-
tions of them.

The problem of catchup for workers without COLA clauses who
complied with the pay standard in 1979 is difficult. Just before the
end of the first program year the Council on Wage and Price Stabil-
ity allowed a self-administered 1 percent pay increase for complying
workers not covered by COLA clauses; on a case-by-case basis the in-
creases may be more than 1 percent where disparities between wage
increases of workers with COLAs and other workers in similar situa-
tions demonstrably require correction.

On September 28, 1979, the Carter Administration and the leader-
ship of the American labor movement reached a National Accord.
This agreement provides for the cooperation and participation of or-
ganized labor in formulating and implementing policies aimed at re-
ducing inflation effectively and equitably while furthering our
national goals of full employment and balanced growth.

One immediate result of this accord was the creation of a tripartite
Pay Advisory Committee with 18 members: six from labor, six from
management, and six from the public. Its central task is to recom-
mend modifications to the first-year pay standard. The Committee
has been asked to look at the basic standard, the accompanying infla-
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tion assumption for those workers who have COLA clauses, the ex-
emption for low-wage workers, equitable catchup adjustments for
workers not covered by COLA clauses, and the treatment of incre-
mental or merit increases.

The Committee has already made a number of recommendations
that the Council on Wage and Price Stability subsequently adopted.
The Committee recommended loosening the exception for tandem
pay relationships allowed in the first year. Pay increases in "follower"
units will be in compliance if they are substantially equal to increases
in "leader" units that are exempt from or in compliance with the pay
standard; employee groups whose pay increases follow formal market
surveys of pay rates will also be in compliance. The Committee fur-
ther proposed that the tandem exception be self-administered, with
notification to the Council on Wage and Price Stability after the fact.

The Pay Committee recommended a change as well in the low-
wage exemption. The exemption will continue to apply to individual
workers making under $4.00 per hour on October 1, 1978. Employee
groups with an average straight-time hourly wage rate of $5.35 or
less during the third quarter of 1979 are exempt from the pay stand-
ard in the second program year.

Finally, a recommendation by the Committee clarifies the status of
so-called incremental pay increases. Any promotion or pay raise in
established pay plans that results from completing a qualification re-
quirement or from movement within a preexisting pay structure is
exempt from the pay standard.

As this Report went to press, the Committee had just recommended
a basic pay standard that would establish a range of allowable pay in-
creases, together with a statement of principles for labor and man-
agement to use in determining the appropriateness of particular
wage increases.
THE OUTLOOK FOR INFLATION

Restraint on aggregate demand in combination with the pay and
price standards can make an important contribution to the control of
inflation in 1980 and help lay the foundation for later reductions in
inflation. Price developments in specific sectors such as food, energy,
and housing will continue to have a significant impact on inflation.

Over the 4 quarters of 1980 food prices should rise approximately
in line with general inflation. Prices are expected to climb most rap-
idly during the fall. Both the farm value of food prices and mar-
keters' margins are expected to move up at about the same rate.

Inflation will continue to raise food marketing costs, which account
for about two-thirds of consumer food costs. Price increases in food
marketing operations, including labor, packaging materials, fuels, and
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transport supplies, are quickly translated into higher retail food
prices.

The pattern of price increases for food during the year will also
depend on the general level of economic activity and the relative
availability of food products, primarily meats. Beef supplies for the
year will be about the same as in 1979, making 1980 the first year
since 1976 that supplies have not declined substantially. However,
seasonally lower cattle marketings could put upward pressure on beef
prices during the spring, and a reduction in the supplies of other
meats is likely to boost meat prices in the fall. While pork and poul-
try production will continue to increase through the first half of the
year, it might slow later because farm prices for these commodities
may not cover production costs during the first half of 1980. Pork
and poultry prices are consequently expected to remain fairly stable
through midyear but then to increase, particularly in the fourth quar-
ter.

A major uncertainty in the outlook for food prices is consumer de-
mand. While food prices tend to be most heavily influenced by the
availability of food products and marketing costs, the slower growth
of consumer incomes expected in the first half of this year will help
to moderate food price increases. Prices for highly perishable prod-
ucts like meat, fruit, and vegetables are likely to be most affected.

Energy prices to consumers are likely to increase less in 1980 than
in 1979, when they rose 37.4 percent. The outlook for prices of
petroleum products is very uncertain, however, since it is not clear
how much further world oil prices will rise this year. The forecast as-
sumes no further increase in real world oil prices in 1980, after the
most recent round of OPEC price increases. As decontrol of domes-
tic oil prices proceeds, the ratio of domestic to world oil prices will
rise from about two-thirds at the beginning of 1980 to slightly over
four-fifths at year's end. Domestic oil prices will rise substantially over
the 4 quarters of 1980.

The extent to which crude oil price increases are passed on to con-
sumers depends heavily upon the balance of supply and demand in
the oil market. In 1979 the market was tight enough not only to
allow full pass-through of higher crude oil prices, but also to permit
a widening of refiners' and distributors' gross margins. Barring an-
other severe disruption in world oil supplies, the outlook for the bal-
ance of supply and demand in the world oil market, at least in the
first half of 1980, is not likely to permit a further widening of infla-
tion-adjusted margins.

The rate of increase in prices of houses may moderate somewhat
early in 1980 as a consequence of reduced demand attributable to
developments in mortgage credit markets late in 1979. The rise in
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home financing costs should also be moderated later in 1980 by de-
clining mortgage interest rates.

Available evidence noted in Chapter 1 suggests that the pay stand-
ard reduced wage inflation by about 1 percentage point in 1979.
The voluntary pay standard will continue this year, although its im-
pact on increases in wage costs during 1980 may be somewhat less
than in 1979, both because the standard has had to be made more
liberal and because of pressures to restore real wage losses suffered
in 1979. Increased slack in the labor market, however, will also help
to hold down the rise of wage rates this year. The increase in average
hourly earnings is expected to range between 8V2 and 9 percent in
1980.

Because of the projected cyclical decline in real GNP, the output
per hour of all employees in the private business sector will probably
decline in 1980, but by less than in 1979. As a consequence the in-
crease in unit labor costs will be above 10 percent for the second
year in a row. Not all of these cost increases will be passed through
to consumers, however, because weak aggregate demand will limit
price increases and cut into profit margins in 1980.

Taking all these factors into account, consumer prices are expected
to rise about 10.4 percent over the 12 months of this year, consider-
ably less than in 1979. Smaller increases in energy prices and in the
costs of purchasing and financing homes are principally responsible
for the moderation. Most of the expected slowing of inflation this
year will occur during the second half, when the direct effects that
OPEC's recent price increases exert on the prices of petroleum prod-
ucts will be largely exhausted. Some further winding down of infla-
tion is expected in 1981, when the increase in the consumer price
index is expected to be about 8 V2 percent.
THE PRODUCTIVITY PROBLEM

The trend rate of productivity growth in the United States, as in
other major industrial countries, has been declining in recent years.
In the United States, however, this decline started earlier and has
lasted longer than in other industrial economies. Table 15, which
compares growth in output per worker for the major OECD countries,
makes it evident that declines have occurred in all countries.

Table 16 shows growth in output per hour in the United States since
the end of World War II. During the first 20 years after the war, output
per hour for all employees in the private nonfarm business sector rose at
an average annual rate of just under 2V2 percent. From 1965 to 1973
the increase was 1V2 percent. Since 1973 the annual growth of pro-
ductivity has been less than 1 percent. In the most recent period,
years of sharply declining productivity, such as 1974 and 1979, have
been interspersed with years of fairly good gains, such as 1976.
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TABLE 15.—Annual growth in GNPper employed worker in major industrial countries, 1963-79

[Percent change per year]

United States
Japan
Germany
France
United Kingdom
Italy
Canada

Country
1963

to
1973

1.9
8.7
4.6
4.6
3.0
5.4
2.4

1973
to

1979 l

0.1
3.4
3.2
2.7

.3
1.6

.4

1 Estimate.

Source: Organization for Economic Cooperation and Development.

Last year's productivity performance was particularly disappoint-
ing. While productivity increased at a rate of 1.1 percent during
1978, in line with the recent trend, it declined over the 4 quarters of
1979 by about 2 percent. Productivity growth is cyclically sensitive
because businesses are generally slow to adjust their work force to
changes in production. This tendency causes sharp increases in pro-
ductivity when output increases vigorously in the early stages of re-
covery; later, near cyclical peaks, very weak growth in productivity or
even declines may occur as growth in real output slows. Still, cyclical
considerations cannot account for all of the decline in productivity
last year.

TABLE 16.—Labor productivity growth, 1948-79

[Percent change per year]

Sector

Private business sector

Nonfarm

Manufacturing
Nonmanufacturing

1948
to

1955

2.5

2.4

3.2
2.1

1955
to

1965

2.4

2.5

2.8
2.2

1965
to

1973

1.6

1.6

2.4
1.2

1973
to

1978

0.8

.9

1.5

1978 IV
to

1979 IV 1

- 2 . 0

- 2 . 2

1 Preliminary.
2 Not available.

Note—Data relate to output per hour for all employees.

Source: Department of Labor, Bureau of Labor Statistics.

Chart 5 shows 4-quarter changes in productivity since 1965, ad-
justed for cyclical fluctuations. The productivity pattern of the last
decade has not been marked by consistently lower growth, but by pe-
riods of relatively satisfactory productivity gains interrupted by sever-
al intervals of very poor performance. One of the disturbing factors
about the productivity decline of 1979 was that it did not interrupt a
period of high growth but followed 2 years in which productivity
gains had already been quite low.

Last year's Report evaluated the various explanations for the slower
growth of productivity in recent years. The Council has continued to
examine the productivity problem and to monitor closely other analy-
ses of this topic.
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Chart 5

Productivity Adjusted for Cyclical Variation

PERCENT CHANGE FROM FOUR QUARTERS EARLIER

4

3 -

2 -

-2 -

1965 66 67 68 69 70 71 72 73 74 75 76
NOTE: DATA ARE FOR PRIVATE NONFARM BUSINESS SECTOR. ALL PERSONS.
SOURCE: COUNCIL OF ECONOMIC ADVISERS.

77 78 79

The magnitude of the slowdown and numerical estimates of the
various forces behind it differ according to the period and measure
of productivity examined. Most analysts have, however, identified
breaks in productivity growth in the mid-1960s and again in 1973,
though other sharp reductions in cyclically adjusted productivity ap-
pear to have occurred as well. A comparison of estimated productiv-
ity growth in the nonfarm economy from 1973 to 1978 with the esti-
mated growth from 1948 to 1973 indicates a slowdown of about 1%
percentage points. Statistical analyses have been able to identify fac-
tors responsible for some of the decline, but a significant part re-
mains unexplained.

The slowdown in the growth of the capital-labor ratio may have
contributed about one-fourth of a percentage point to the decline, al-
though some estimates put the figure higher. In earlier years the
entry into the labor force of many young workers had a measurable
impact on the decline, but this factor has not been so important since
1973. Offsetting some of the loss, however, have been the improved
training and health of the labor force.
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The diversion of resources to comply with government regulation
may have accounted for as much as three-tenths of a percentage
point of the decline, although the impact has not been so large in
recent years. Many of these regulations have of course improved the
quality of our environment and the health and safety of workers and
consumers, benefits that are not measured in business output and
productivity statistics. But regulation has not always proceeded in the
most effective and efficient manner, and there is ample room for im-
provement. Administration initiatives to modernize the regulatory
structure in some industries have improved productivity. (The case of
the airline industry is discussed in Chapter 3.)

The relevance of research and development spending in explaining
the decline of productivity is controversial. The real volume of re-
sources devoted to research and development fell by 7 percent be-
tween 1968 and 1975, but since the latter date it has increased stead-
ily. However, as a percentage of GNP, total research and develop-
ment spending has declined since the mid-1960s, from 3.0 percent in
1964 to 2.2 percent in 1979. In private industry, where the links be-
tween productivity and research and development are more firmly es-
tablished, real expenditures have increased steadily over the last two
decades and have remained relatively stable as a share of GNP. More
industrial research and development, however, has been aimed at
compliance with regulatory requirements, and this may affect its con-
tribution to measured output, especially in the short term. Moreover,
with the recent slowing of growth of the private capital stock, fewer
technological advances may have been embodied in equipment used
in production. Federal support for research and development rose
steadily during the early and middle years of the 1960s, but in real
terms declined by about one-fourth from fiscal 1967 to fiscal 1975.
Government research and development support is concentrated in
basic research and in military research, however, which affect busi-
ness output and productivity only after very long lags. Thus this
slowdown in Federal funding may have had little effect on measured
productivity so far. And Federal obligations for research and devel-
opment have increased by over 14 percent in real terms since 1975.

Finally, some events, such as sudden changes in energy prices or
the impact of inflation on decisions by business and individuals, may
affect productivity in ways not yet understood. For example, rapid in-
creases in energy prices, if sustained, would make the operation of
older energy-intensive equipment less profitable and may make some
of our present knowledge less relevant. To the extent that energy
and capital are complements in production, rising energy prices may
slow the rate of growth of the capital-labor ratio, and labor produc-
tivity may fall. While this phenomenon probably played a role, the
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available evidence does not suggest that it represents a major source
of the decline in productivity since 1973.

Since it is difficult to identify a single cause for a slowdown in pro-
ductivity growth, the immediate prospects for a dramatic improve-
ment in productivity are not good. Most recommendations for poli-
cies to improve productivity have been directed at incentives to in-
crease investment in human and physical capital as well as in re-
search and development. Since the slower growth of physical capital
is responsible for only a part of the decline in productivity growth,
efforts to stimulate business fixed investment will not solve all our
productivity problem. Still, improved investment performance is al-
most surely a necessary condition for higher productivity growth.

In last year's Report the Council estimated the current trend rate of
advance in productivity at 1 V2 percent. Since the average rate of in-
crease during the past 6 years has been below that figure, the trend
rate of increase may very well be still lower, perhaps 1 percent. Such
a judgment, however, would give very heavy weight to last year's
sharp decline in productivity, whose causes are not clearly under-
stood. The Council has therefore decided to leave its estimate of the
trend unchanged at 1V2 percent. It is recognized, however, that cycli-
cally adjusted productivity growth in the immediate future may fall
short of that figure.

POTENTIAL GNP

The uncertainties surrounding the causes and extent of the decline
in trend productivity make the assessment of the rate of growth of
the economy's productive potential most difficult. In last year's Re-
port, the Council of Economic Advisers noted that the trend rate of
growth of productivity since 1973 was extremely uncertain, but ap-
parently it was below the 2 percent figure consistent with the 3 V2
percent growth rate of potential GNP previously estimated.

Corollary evidence for this conclusion came from inaccurate pre-
dictions of the unemployment rate based on Okun's law, which de-
scribes the relation between the unemployment rate and the gap be-
tween actual and potential real GNP. If potential GNP growth had
been at 3V2 percent from 1968 onward, the unemployment rate in
1977 and 1978 would have been substantially higher than its actual
level.

As a result of these considerations the Council concluded in the
1979 Report that potential GNP had grown at only a 3 percent aver-
age rate in the 5 years since 1973. With this downward revision, the
overpredictions of the unemployment rate by Okun's law were
brought within historical margins of error. Underlying this estimate
of potential GNP growth was an assessment that productivity had
grown on average at about 1 percent per year, perhaps one-half of 1

88

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



percentage point below its long-term average. The shortfall of actual
productivity growth from its trend was offset by average annual
growth in the labor force about one-half of 1 percent above its long-
term average.

The projection made in the 1979 Report of potential GNP growth
over the 1978-83 period was 3 percent, the same as the revised esti-
mate for 1973-78. The estimated trend productivity growth underly-
ing this projection was 1V2 percent, implying that some part, but less
than half, of the 1973-74 drop in productivity represented nonrecur-
ring events and that the remainder derived from a lower trend rate
of increase.

Developments during 1979 raised further questions about the
long-term trend rate of increase in productivity, as noted earlier.
Once again the unemployment rate was substantially less than would
have been indicated by a projection based on a comparison between
the rate of growth of actual GNP and the assumed growth rate of po-
tential GNP. If potential GNP had been rising at 3 percent, actual
economic growth of 0.8 percent in the 4 quarters of 1979 should
have caused the unemployment rate to rise from 5.8 in the fourth
quarter of 1978 to about 6V2 percent in last year's final quarter; in
fact the unemployment rate was unchanged over the period.

One year's experience does not provide sufficient evidence to
change the 1V2 percent estimate of long-term productivity advance
that underlies the Council's projection of a 3 percent annual trend
rate of growth in potential GNP. The 1979 drop in productivity,
however, in the wake of a similar one in 1974, does reduce the confi-
dence with which that estimate can be held. In any event the Council
believes that cyclically adjusted productivity growth in the next 2
years will not recover fully from its 1979 low and reach the 1 V2 per-
cent trend. For this reason the estimate of the rate of growth of po-
tential GNP has been reduced from 3 to 2 V2 percent during the 3
years beginning with the first quarter of 1979. This temporarily lower
growth of potential can be divided into the following components: an
annual growth in potential employment of near 2 percent, an in-
crease in productivity of about 1 percent per year, and a one-half of
1 percent per year decline in hours per worker.

This estimate puts potential real GNP at $1,461 billion in 1972
dollars in 1979, $30 billion above the actual real GNP of $1,431 bil-
lion, as shown in Table 17. By the fourth quarter of 1979 the gap
between actual and potential GNP was $36.3 billion in 1972 dollars.

During the 1982-85 period productivity growth should increase.
Improved growth in investment and a more experienced labor force
should boost cyclically adjusted productivity growth during this peri-
od to a range of 1V2 to 2 percent. A projected average annual in-
crease of 1% percent in potential employment, combined with an ex-
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TABLE 17,—Potential gross national product and benchmark unemployment rate, 1973-79

[Billions of 1972 dollars, except as noted]

Year

[97AZZZZZZZIZZZZZZZZZZZZI1ZZZ

1975
1976
1977
1978
1979

Potential
GNP

1,227.0
1,264.4

1,302.3
1,341.4
1,381.6
1,422.9
1,461.1

Actual GNP

1,235.0
1,217.8

1,202.3
1,273.0
1,340.5
1,399.2

1 1,431.1

GNP gap
(potential

less actual)

- 8 . 0
46.6

100.0
68.4
41.1
23.7
30.0

Benchmark
unemploy-
ment rate
(percent)

4.9
5.0

5.1
5.1
5.1
5.1
5.1

1 Preliminary.

Sources: Department of Commerce (Bureau of Economic Analysis) and Council of Economic Advisers.

pected yearly fall in hours of one-half of 1 percent, yields a growth in
potential output over the 1982-85 period that is near 3 percent.

Projections of potential GNP, and in particular of cyclically adjust-
ed productivity, are always subject to wide margins of error. This is
especially true now, when the economy is adjusting to higher energy
prices, changes in comparative advantage in international trade, and
new trends in regulation.

GOALS OF ECONOMIC POLICY

In 1978 the Humphrey-Hawkins Full Employment and Balanced
Growth Act, enacted with the support of this Administration, speci-
fied procedures for developing and reviewing economic policies with-
in the government and required the President to set 5-year goals for
the U.S. economy. Last year the Economic Report of the President and the
accompanying "Annual Report of the Council of Economic Advisers"
discussed the act at length. In September 1979 the use of the princi-
ples in the act as a framework for making economic policy was reaf-
firmed in the National Accord reached by the Administration and
American labor leaders.

The Humphrey-Hawkins Act incorporates both general and highly
specific objectives for two of the most important indicators of the
country's economic health: the unemployment rate and the rate of in-
flation. The general objectives of the act—and those of the Adminis-
tration—are to achieve full employment and reasonable price stabil-
ity. The act is quite clear that reasonable price stability means ulti-
mately achieving a zero rate of inflation. Full employment is not de-
fined as any specific unemployment rate. The preamble to the act,
however, indicates that the purpose of the legislation is "to translate
into practical reality the right of all Americans who are able, willing,
and seeking to work to full opportunity for useful paid employment
at fair rates of compensation." The act also establishes a balanced
Federal budget as a high-priority goal of economic policy.
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The act sets up specific milestones for the reduction of unemploy-
ment and inflation as the Nation proceeds toward the ultimate objec-
tives. Interim goals of 4 percent for the overall unemployment rate
(3 percent for adults) and 3 percent for inflation are set for 1983.
The act requires that this year's Economic Report include, along with a
review of the numerical goals and timetables for reducing unemploy-
ment and inflation, and the goal of a balanced budget, a report to
the Congress on the degree of progress being made in these areas,
and a discussion of the policies being used to achieve these goals.

In this and subsequent Economic Reports the President may, if he
finds it necessary, recommend modification of the existing timetable
or timetables for achieving the interim goals of 4 percent for the un-
employment rate and 3 percent for inflation.

Progress Toward Meeting the Humphrey-Haw kins Goals

At the end of 1976 the overall unemployment rate was still close to
8 percent. For blacks and other minorities the rate was over 13 per-
cent. The average duration of unemployment exceeded 15 weeks,
and 1 million discouraged workers stayed out of the labor force be-
cause they believed no jobs were available. A large part of the labor
resources idled by the severe recession of 1974-75, the deepest of
the postwar period, still remained unemployed.

Since the fourth quarter of 1976, increases in employment have
been extraordinarily large, averaging nearly 3V2 percent per year.
Gains in employment have occurred for all major demographic
groups (Table 18).

TABLE 18.—Changes in employment and unemployment by demographic group, fourth quarter 1976

to fourth quarter 1979

[Seasonally adjusted, except as noted]

Group

Unemployment rate
(percent)

1976 IV 1979 IV

Employment

Thousands of persons

1976 IV 1979 IV
Percent
change 1

Total....

By sex:
Male
Female

By race and origin:
White
Black and other
Hispanic origin 2....

By age:
Adults (20 years and over)
Teenagers (16-19 years)

Black and other

7.7

7.0
13.2
11.1

6.6
19.0
36.6

5.9

5.1
11.2
8.6

4.8
16.1
34.1

88,242

52,732
35,509

78,689
9,577
3,841

80,987
7,255

588

97,665

56,648
41,017

86,640
11,048
4,626

89,686
7,979

671

10.4

7.3
14.9

9.8
15.2
20.4

10.5
9.4

15.7

1 Adjusted for the increase of about 250,000 in employment and labor force in January 1978 resulting from changes in the
sample and estimation procedures introduced into the household survey.

2 Data on persons of Hispanic origin are tabulated separately without regard to race, which means that such persons are also
included in the data for white and black and other workers; at the time of the 1970 Census, approximately 96 percent of their
population was white. Data are not seasonally adjusted.

Source: Department of Labor, Bureau of Labor Statistics.
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For blacks and other minority groups the percentage rise in em-
ployment was half again as large as for whites. Gains in employment
among persons of Hispanic origin, in percentage terms, were about
twice as large as for all workers. Aided by strongly expanded Federal
jobs programs for youth, employment among black teenagers grew
by nearly 16 percent. Since the number of black teenagers seeking
work also climbed very sharply, however, their unemployment rate
fell less rapidly, and in December 1979 it was still an exceedingly
high 34.3 percent.

While unemployment rates declined for all major demographic
groups, disparities among the rates for different groups did not
change appreciably. The unemployment rate late last year for blacks
and other minorities was still about twice as high as that for whites;
the teenage unemployment rate was more than three times that for
adults.

The most distressing feature of the unemployment record is the
fact that the unemployment rates of black teenagers failed to decline
significantly. To address this very serious problem the Administration
has substantially increased the funds available during the past 3 years
to support employment and training programs for youth. Indeed de-
spite a tight budget it has gone further. An important new initiative
to improve the basic skills and the ability of disadvantaged youth to
find and keep jobs is proposed in this year's budget.

As discussed earlier in this chapter, inflation has not declined dur-
ing the past 3 years; in fact, it has increased appreciably since 1976.
A large part of the increase was due to developments in the food and
energy sectors, where aggregate demand policies and the voluntary
pay and price standards have little influence. The underlying, or
longer-term, rate of inflation, however, has also moved up consider-
ably.

Progress in reducing the Federal budget deficit has been signifi-
cant. The budget deficit has declined from $66 billion (4.1 percent of
GNP) in fiscal 1976 to a projected level of about $40 billion in the
1980 fiscal year (1.6 percent of GNP). The budget for 1981 just sub-
mitted to the Congress moves the deficit substantially lower, to $16
billion. Sharp increases in oil prices have worsened the outlook for
economic growth in 1980. If economic growth in 1980 and 1981
were strong enough to keep the unemployment rate from rising, the
expenditure programs and tax rates in the 1981 budget would yield a
surplus.

Achieving the Goals of the Humphrey-Hawkins Act

The next 2 years will be difficult for the U.S. economy. As indi-
cated earlier a mild recession is expected in the first half of this year,
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and some increase in unemployment is likely. Economic growth is ex-
pected to resume later in 1980 and to continue through 1981; and
the unemployment rate should begin to decline, though it is not ex-
pected to fall below 7XA percent by the fourth quarter of 1981. Some
progress in slowing inflation from the very high rate that occurred
last year is foreseen; but, given the energy price increases now in
train, the rate of consumer price increases in 1981 is still likely to be
close to 8V2 percent.

After 4 years of relatively rapid growth during the recovery from
the 1974-75 recession, some slowdown in the rate of economic ex-
pansion in 1979 and 1980 would have occurred even under the best
of circumstances. But we have not had the best of circumstances.
Huge OPEC oil price increases since the end of 1978 have made the
outlook for economic growth much worse and have at the same time
sharply increased inflation. Attempting to offset the deleterious ef-
fects on output and employment from the rise in the cost of oil by
applying a very strong economic stimulus would make inflation worse
and risk pushing it permanently into the double-digit range. The ef-
fect that a further worsening of inflation would have on long-term in-
terest rates, the exchange value of the dollar, and investment plans
would in turn frustrate the effort to keep output and employment on
a rising course. Conversely, applying draconian monetary and fiscal
policies in an effort to suppress completely the inflationary results of
the oil price increase and keep the economy on a path toward the
Humphrey-Hawkins goal of 3 percent inflation would produce a deep
and extended recession without reducing inflation to the desired de-
gree. During the next 2 years, appropriate economic policies can
help the economy adjust to the impact of the OPEC price increases.
But no policies can change the realities which those increases im-
pose. The world oil situation has caused a tremendous setback in the
economic progress of all oil-importing nations.

Given this obstacle to economic progress, the goals of a 4 percent
unemployment rate and 3 percent inflation by 1983 are no longer
practicable. Reduction of the unemployment rate to 4 percent by
1983, starting from the level now expected in 1981, would require a
growth of real GNP averaging about 7 percent per year during 1982
and 1983. That would be a rate of growth higher than that in the
first 2 years following the recession of 1974-75, the deepest of the
postwar period. Indeed no 2 consecutive calendar years since the Ko-
rean war have produced a real GNP growth averaging over 7 percent
a year. Moreover, efforts to achieve so high a growth rate through
aggregate demand policies would be counterproductive. Their imme-
diate result would be extremely strong upward pressure on wage
rates, costs, and prices. As already noted, this would undercut the
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basis for sustained economic expansion and postpone still further the
date at which we could reasonably expect a return to a 4 percent un-
employment rate.

Reducing inflation from 8M2 percent in 1981 to 3 percent by 1983
is an equally unrealistic expectation. Recent experience indicates that
the momentum of inflation built up over the past 15 years is ex-
tremely strong. A practical goal for reducing inflation must take this
fact into account.

Because of these economic realities, the President has used the au-
thority provided to him in the Humphrey-Hawkins Act to extend the
timetable for achieving a 4 percent unemployment rate and 3 percent
inflation. The target year for achieving 4 percent unemployment is
now 1985, a 2-year deferment. The target year for achieving 3 per-
cent inflation has been postponed until 3 years beyond that. Eco-
nomic goals through 1985 consistent with this timetable are shown in
Table 19.

TABLE 19.—Economic goals, 1980-85

Item

Employment (millions)

Unemployment rate (percent)

Consumer prices

Real GNP

Real disposable income

Productivity2

1980 1981 1982 1983 1984 1985

Level, fourth quarter l

97.8

7.5

99.7

7.3

102.5

6.5

105.3

5.6

108.0

4.8

110.7

4.0

Percent change, fourth quarter to fourth quarter

10.7

- 1 0

.5

- . 3

8.7

28

1.1

1.3

7.9

5 0

4.7

2.3

7.2

50

4.7

2.5

6.5

48

4.6

2.5

5.8

4 6

4.4

2.5

1 Seasonally adjusted.
2 Based on real GNP per hour worked.
Source.- Council of Economic Advisers.

The short-term goals represent a forecast for 1980 and 1981. The
medium-term goals for 1982 through 1985 are not forecasts but pro-
jections of the economic performance needed to achieve the unem-
ployment rate and inflation goals within the Administration's timeta-
ble. Long-term policies that will improve the prospects of meeting
these targets are discussed in Chapter 3.

These projections through 1985 assume that growth of real poten-
tial GNP is 2V2 percent during this year and next and 3 percent
thereafter. Accordingly, given the growth rates forecast for 1980 and
1981, real GNP growth from 1982 through 1985 would need to be
quite rapid to achieve 4 percent unemployment by 1985. The projec-
tion shows growth at a 5 percent rate in 1982 and 1983 followed by a
deceleration as the economy approaches 4 percent unemployment.
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The rate of inflation is projected to slow steadily to just under 6
percent by 1985. Faster deceleration would be desirable but difficult
to attain, particularly in light of the prospect, discussed in Chapter 3,
that energy prices will probably continue to rise faster than other
prices. Progress against inflation along the lines projected would
have an important salutary effect on inflationary expectations, howev-
er, and would greatly add to the chances of reducing inflation still
further in subsequent years.

As last year's Economic Report pointed out, reducing unemployment
to 4 percent and at the same time achieving steady progress in curb-
ing inflation constitutes an enormous challenge. The rate of unem-
ployment has continuously exceeded 4 percent since early 1970.
Over the past decade, however, inflation has increased substantially,
stimulated by large increases in oil prices and the slowdown in pro-
ductivity growth.

The Administration believes that simultaneous progress toward the
unemployment rate and inflation goals cannot be made by relying
solely on aggregate demand policies. The Humphrey-Hawkins Act
also recognizes this fact. To be sure, a reduction of inflation over the
long term will require continued application of restraint in monetary
and fiscal policies. Braking the momentum of inflation will also re-
quire the widespread and sustained compliance of business and labor
with the voluntary pay and price standards. If output and employ-
ment are to be kept growing satisfactorily while growth of aggregate
demand is restrained, specific policies are needed to improve produc-
tivity and reduce the impact from outside inflationary shocks. Chap-
ters 3 and 4 in this Report discuss a number of such measures. First
among these is the Administration's long-term energy program, de-
signed to promote conservation and to help in the development of
alternative energy sources that will make us gradually less vulnerable
to OPEC price increases that add to unemployment and inflation.

Also included among these longer-term measures and discussed in
Chapters 3 and 4 are grain reserve policies designed to prevent
worldwide crop shortages from leading to sharp increases in food
prices; regulatory reform policies to foster competition in currently
regulated industries and ensure cost-effective social regulations; co-
operative efforts with other oil-consuming countries to match oil im-
ports with available production and thus avoid a costly scramble for
petroleum supplies; and trade policies designed to secure the advan-
tages of a free flow of imports for American consumers, to give
American businesses access to expanding world markets, and to im-
prove procedures for the protection of American workers and busi-
nesses from unfair trade practices.
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Progress toward the goals of the Humphrey-Hawkins Act will also
require policies that reduce structural unemployment through care-
fully targeted jobs programs, especially for minorities and youth. The
Administration has launched a number of such programs since 1976.
In 1978 a new structural employment component was added to title
II of the Comprehensive Employment and Training Act (CETA) es-
tablishing a category of public service jobs especially for the disad-
vantaged and the long-term unemployed. The 1978 legislation also
provided new resources for employment and training opportunities
in private industry, and private industry councils have been estab-
lished in nearly all local CETA jurisdictions. In addition, under
CETA, particularly in the Youth Employment and Demonstration
Projects Act, special employment and training programs have been
established for the young, giving particular attention to the disadvan-
taged. Outlays for the Department of Labor's youth employment and
training programs have tripled since 1976.

The Revenue Act of 1978 contained a targeted income tax credit
to encourage the employment of disadvantaged persons, particularly
those between the ages of 18 and 24. The Administration has also
worked vigorously for its proposed welfare reform, which would
make benefit levels uniform and expand work and training opportu-
nities for the poor, thus moving the country closer to the President's
goal of providing job opportunities for all Americans. A major dem-
onstration project has been initiated to help in the design of the pro-
gram.

Further, as mentioned previously, a significant new initiative is in-
cluded in the budget this year to improve basic educational and job
skills among the Nation's disadvantaged young people. This program
is described further in Chapter 3.
CONCLUSION

Progress toward our goal of a high-employment economy with rea-
sonably stable prices was interrupted last year by the effects of sharp-
ly rising oil prices on economic growth and inflation. Achieving both
a 4 percent unemployment rate and 3 percent inflation by 1983 was
an ambitious goal a year ago; developments of this past year indicate
now that it is impossible. A reasonable degree of success in attaining
our objectives will take somewhat longer.

As last year's Economic Report pointed out, the most difficult obsta-
cle to achieving our national economic goals is the tendency of infla-
tionary forces to intensify as the economy approaches full utilization
of its human and capital resources. This obstacle still exists; in fact
increased real prices of energy make it even greater. The challenge
for economic policy in the near term is to prevent last year's higher
energy prices from becoming embedded in the structure of costs and
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industrial prices, thereby worsening inflation for years to come and
delaying even longer the achievement of our economic goals. The
challenge over the longer run is to strengthen our defenses against
the effects of OPEC price and supply decisions and reduce the infla-
tionary forces that accompany high employment through measures to
increase productivity and to lower structural unemployment. Long-
term policies to meet these needs are the subject of Chapter 3.
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