
CHAPTER 1

Growth and Adjustment
in the United States Economy

THE UNITED STATES ECONOMY is in the fifth year of the cur-
rent expansion, and an acceleration of real growth with continued
moderate inflation is projected for 1987 and beyond. While the pace
of economic growth remained moderate in 1986, expansion proceed-
ed on a broad front. Real gross national product (GNP) rose by 2.2
percent during the year, with output expanding in most sectors. Due
in large part to a sharp decline in energy prices, inflation fell to the
lowest rate in more than two decades. Rising real personal income
and significantly lower interest rates contributed to strong growth of
consumption and of residential investment. Despite a decline in busi-
ness fixed investment and further deterioration of the trade balance,
the unemployment rate fell to 6.6 percent and total employment
grew by more than 2Va million persons. In each year of this expan-
sion, more jobs were created in the United States than in the combined
economies of the next six largest industrial democracies.

More than 4 years of economic expansion, with the inflation rate
remaining near or below 4 percent and interest rates declining to
their lowest levels in 9 years, have laid the foundation for sustainable
real growth with moderate inflation. The problems that remain in the
U.S. economy are primarily sectoral and structural: the Federal Gov-
ernment controls too much of the Nation's resources; a large trade
deficit adversely affects many trade-sensitive industries and encour-
ages protectionist sentiment; the domestic oil and gas industry and
local areas heavily dependent on it are suffering the consequences of
the decline in world oil prices; conditions remain depressed in much
of American agriculture; and excessive and inappropriate regulation
continues to burden business and consumers.

OVERVIEW OF THE REPORT

This Report analyzes the structural and sectoral problems that
remain in the U.S. economy. It assesses policies to deal with these
problems, while maintaining a sustainable rate of overall growth and
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making continued progress in moderating inflation. This chapter
begins with a summary of the Report.

THE MACROECONOMIC SETTING

The broad economic forces that shape the overall performance of
the U.S. economy and of its major sectors are the focus of Chapter 1.
This chapter first reviews the main economic developments of 1986
in the context of the current expansion and in comparison with past
expansions and with economic performance in other countries. This
leads to an examination of the main forces that have influenced the
performance and current problems of important sectors of the U.S.
economy.

Wide swings in relative product prices are among these forces. The
oil and gas industry and agriculture benefited from increases in the
relative prices of their products in the 1970s, and have suffered as
these relative prices declined in the 1980s. The problems of many
trade-sensitive industries are directly related to the 28 percent de-
cline in the relative price of imports between 1980 and 1986 and to
the downward pressure of a strong dollar on the relative price of
U.S. exports. On the positive side, lower relative prices of oil, agri-
cultural products, and imports have benefited consumers. Also, a de-
clining relative price of capital goods during this expansion has per-
mitted strong growth of real investment without a corresponding
drain on national saving.

Another critical factor influencing sectoral problems and structural
change is the wide swing in real interest rates and real asset values
that occurred in the 1970s and 1980s. During the period of rising in-
flation in the 1970s, real interest rates—the difference between nomi-
nal interest rates and anticipated inflation rates—were low and some-
times even negative. Borrowers benefited from low real borrowing
costs and real values of tangible assets rose, while holders of fixed-
interest rate instruments and equities experienced real capital losses.
As often happens during periods of disinflation, during the 1980s real
interest rates have been high by postwar standards. Borrowers have
often suffered, while holders of financial assets including equities have
enjoyed large gains that have contributed to substantial increases in
real household net worth.

Differential productivity growth also drives important structural
changes. Since 1981, productivity growth in manufacturing has accel-
erated above the postwar trend, while productivity growth in the
service sector has remained sluggish. These differential rates of pro-
ductivity growth, together with the relative constancy of the share of
manufacturing output in real GNP, have induced a decline in the
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share of manufacturing in total employment—a development that
might be less decried if its underlying causes were better understood.

Advancing technology and wide swings in interest rates and infla-
tion rates, together with financial deregulation, have contributed to
structural change in the banking and financial services industry and
to instability in the relationship between money growth and nominal
income growth. This instability has complicated the conduct of mon-
etary policy in its dual tasks of restraining inflation and avoiding dis-
ruption of real economic growth.

The prospect of gradual resolution of the economy's structural and
sectoral problems contributes to the forecast of stronger economic
growth discussed at the end of this chapter. The growth rate of real
GNP is projected to increase to 3.2 percent in 1987 and somewhat
higher in 1988-89. Because of the wearing off of the temporary, in-
flation-reducing effects of the decline in oil prices and the delayed
effects of dollar depreciation on import prices, the inflation rate is
projected to rise moderately in 1987. Subsequently, the inflation rate
should resume its decline, provided that the Federal Reserve contin-
ues to manage monetary policy in a manner consistent with sustain-
able real economic growth and with gradual reduction of the infla-
tion rate toward the long-run goal of price stability.

FISCAL POLICY

Chapter 2 examines two elements of fiscal policy, budget control
and tax reform, that influence both the sectoral and overall perform-
ance of the U.S. economy. Better control of the Federal budget is re-
quired to reduce the Federal deficit, primarily by reducing the share
of Federal spending in GNP. Realization of the long-run benefits of
the Tax Reform Act of 1986 is one of the many important reasons
for pursuing this approach to deficit reduction. This Act improves
overall incentives for economic activity and reduces disparities in
rates of taxation on different forms of economic activity. In the long
run, after the transition problems of some sectors are resolved, this
Act is estimated to increase net national product by approximately 2
percent. Evaluated at current levels of national income and product,
this implies approximately a $600 gain in the annual income of the
average American family, without any loss of Federal revenue.

INTERNATIONAL IMBALANCES

Chapter 3 demonstrates that the large U.S. trade deficit is primarily a
macroeconomic phenomenon. This phenomenon is fundamentally
related to the rapid growth of domestic demand in the United States
relative to the growth of U.S. output and relative to demand and
output growth in the rest of the world. It is also related to the
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appreciation of the U.S. dollar between 1980 and 1985, which re-
duced the international competitiveness of U.S.-produced goods and
services. And it is related to the deterioration of the U.S. national
saving-investment balance, which reflects not abnormal behavior of
the private saving-investment balance, but rather the persistence of a
large Federal deficit late into the current expansion.

Stronger internally generated growth in other industrial countries,
reduction of the Federal deficit through spending restraint, and
policy reforms that encourage growth and restore credit worthiness
in developing countries are critical elements in the global strategy to
reduce international trade imbalances. Stronger internally generated
growth in foreign countries is essential to maintain satisfactory rates
of real growth in the world economy. This is especially important
during a period when the growth of domestic demand is slowing in
the United States and when improvements in the relative competitive
position of U.S. tradable goods industries are shifting world demand
toward U.S. products. International coordination of economic poli-
cies, especially among the leading industrial countries, can help to
ensure that payments imbalances decline in an environment of great-
er exchange-rate stability and sustainable, noninflationary growth in
the world economy.

FREE AND FAIR TRADE

Protectionism is a false solution to the U.S. trade imbalance. How-
ever justified are the claims of unfair trade practices by other coun-
tries, the massive deterioration of the U.S. trade balance clearly has
not occurred primarily because foreign trade practices have become
vastly more unfair. Moreover, starting a world trade war by resorting
to protectionism would be especially imprudent at a time when the
improving competitiveness of U.S. industries appears likely to bring
significant expansion of U.S. exports.

As is discussed in Chapter 4, the Administration's policy of free
and fair trade is to avoid protectionism at home while opening mar-
kets to U.S. products abroad. This policy fits well with the broader
strategy of reversing the tide of macroeconomic forces principally re-
sponsible for the deterioration of the U.S. trade balance. Administra-
tion efforts to improve market access have brought significant results
in bilateral negotiations with Japan on sector-specific trade problems
and in cases initiated by the Administration against unfair foreign
trade practices under Section 301 of the Trade Act of 1974.

Major initiatives to extend the Administration's trade policy in-
clude bilateral discussions with Canada to move toward a free-trade
area and the new round of multilateral trade negotiations under the
General Agreement on Tariffs and Trade (GATT). The agreed pur-
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pose of the new GATT round is to secure a standstill or rollback of
existing protectionist policies, to improve GATT procedures for en-
forcing fair rules of international trade, and, most importantly, to en-
hance or extend GATT rules in areas of critical interest to the
United States: trade in services, protection of intellectual property
rights, rules governing international investment, and trade in agricul-
tural products.

REFORM OF AGRICULTURAL POLICIES

The problems of U.S. agriculture are the focus of Chapter 5. Gov-
ernment policies have directly or indirectly subsidized agricultural
production in the United States and in many other industrial coun-
tries. These policies have stimulated excess production that has de-
pressed agricultural product prices in world markets. Government
intervention has wasted resources by encouraging farmers to incur
costs in order to produce commodities for which only the govern-
ment provides a market. Much of the money spent on agricultural
support programs has been dissipated in outright waste or delivered
to owners of large farms that invariably receive the largest subsidy
payments.

The solution is to reform agricultural programs by gradually de-
coupling farm income support from farm production and linking it to
financial need. Simultaneous reform of agricultural policies in the
United States, the European Community, and Japan would reduce
the economic waste and budgetary cost of agricultural support pro-
grams for all countries.

RISK, REGULATION, AND SAFETY

Regulation is another mechanism through which the government
influences the performance of different sectors of the economy and
broader aspects of individual behavior. Chapter 6 discusses examples
of excessive and inappropriate regulations that unduly limit individ-
ual choice, raise costs, and discourage economic activity. In some
cases, regulations even work against their intended purposes. Rigid
rules, such as some designed to reduce workplace hazards, can
reduce production and employment opportunities without a corre-
sponding gain in occupational safety. In this and other areas where
government intervention may be indicated, the costs of regulations
should be weighed against their likely benefits. Reliance on personal
responsibility and market incentives often provides the best methods
for reducing risk.

WOMEN IN THE LABOR FORCE

The final chapter of this Report examines one of the most impor-
tant structural changes in the U.S. economy—increasing participation
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of women in the labor force. Over the past decade, women have ac-
counted for 62 percent of total labor force growth. Increasing labor
force participation of women has not led to large increases in unem-
ployment rates for either men or women, and has made an important
contribution to growth of real per capita income. Because many
women now plan longer careers and acquire the requisite education,
experience and skills, wages of women relative to those of men have
been rising in the 1980s. These developments testify to the flexibility
of U.S. labor markets and to the capacity of the market-oriented U.S.
economy to generate productive and rewarding jobs for an expand-
ing labor force.

THE U.S. ECONOMY IN 1986

Economic growth proceeded at a moderate pace in 1986, while sig-
nificant declines were recorded in both the inflation rate and interest
rates. Between the fourth quarter of 1985 and the fourth quarter of
1986 (preliminary estimate), real GNP rose by 2.2 percent. While the
unemployment rate declined by only 0.3 of a percentage point
during the year and remained relatively high by postwar standards,
the employment-population ratio for persons over 16 years of age
reached a new postwar peak of 61.3 percent at the end of 1986.
Given the impact of declining oil prices, the inflation rate, measured
by the consumer price index (CPI), turned negative in the first quar-
ter. Over the entire year, the CPI rose by only 1.1 percent, the lowest
inflation rate in more than 20 years. Nominal interest rates fell sharp-
ly early in the year and by yearend were near their lowest levels for
the year and since 1977.

COMPONENTS OF DEMAND

On the demand side, real GNP may be decomposed into real con-
sumption spending, real investment spending, real government
spending, and real net exports. Strong growth of real consumption
spending was the driving force behind demand growth for most of
1986. Real consumption spending rose at a 4.0 percent annual rate
in 1986, fourth quarter to fourth quarter.

After rising nearly $14 billion in the fourth quarter of 1985, real
nonresidential fixed investment declined by $19 billion in the first
quarter of 1986 and then fell an additional $6.8 billion in the next
three quarters. Real residential investment grew strongly, recording a
9.8 percent increase during the year. The continuing congressional
debate over tax reform and final passage of the Tax Reform Act of
1986, together with the effect of lower oil prices on the domestic
energy industry, apparently affected the pace and pattern of invest-
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ment spending in 1986. Anticipated repeal of the investment tax
credit, with an effective date of January 1, 1986, may have contribut-
ed to the sharp rise in real nonresidential fixed investment in the
fourth quarter of 1985 and to its decline in the first quarter of 1986.
The likelihood of an increase in business taxes and uncertainty about
the final shape of tax reform may have helped to depress this catego-
ry of real investment spending for the remainder of 1986. Lower
mortgage interest rates contributed to strong growth of residential
investment during 1986.

Real purchases by State and local governments grew 4.6 percent
during 1986. Real Federal purchases followed a somewhat erratic
path primarily because of fluctuations in defense purchases and pur-
chases by the Commodity Credit Corporation, and ended the year
1.8 percent above their level in the fourth quarter of 1985. Overall,
growth of real government purchases contributed 0.7 percent to real
GNP growth in 1986.

Real net exports of goods and services improved by $6.1 billion in
the first quarter of 1986, and then declined by $28 billion in the
second quarter and by a further $9.4 billion in the third quarter,
before recovering by $7.7 billion in the fourth quarter. Net exports
in nominal terms showed much less deterioration during 1986 than
real net exports. Specifically, between the fourth quarter of 1985 and
the third quarter of 1986, real net exports declined by $31.3 billion
of 1982 dollars, while nominal net exports declined by only $3.6 bil-
lion of current dollars. The reason for this difference is the low rela-
tive price of imports and the further decline in this relative price
during 1986, attributable primarily to the decline in the price of im-
ported oil.

THE OIL PRICE DECLINE

Probably the most important special factor affecting the U.S. econ-
omy in 1986 was the sharp drop in world oil prices, which was
promptly reflected in domestic oil prices. Between November 1985
and April 1986, the spot price of West Texas Crude fell from $30.90
to $13.75 per barrel. A further $2.45 per barrel decline in domestic
oil prices occurred between April and July, before prices recovered
to $17.60 per barrel in December. The sharp decline in oil prices
had pronounced adverse effects on the domestic oil and gas industry.
Real investment in this industry declined by more than $10 billion in
the first half of 1986, accounting for more than half of the decline in
real business fixed investment. Employment in the domestic oil and
gas industry fell by nearly 150,000, mainly in the first half. Further
employment losses occurred in regions heavily dependent on the oil
and gas industry.
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For the rest of the economy, the decline in oil and gas prices had
important beneficial effects. The CPI fell at an annual rate of 4.3 per-
cent between January and April, the first significant decline in this
index since 1954. The decline in consumer prices was clearly attrib-
utable to lower oil and gas prices, because the CPI excluding energy
rose at an annual rate of 2.9 percent between January and April. The
decline in consumer prices contributed to strong gains in real dispos-
able personal income that, in turn, fueled the strong growth of con-
sumer spending, which was the mainstay of overall economic growth.

The fall in oil prices, inflation, and inflationary expectations also
played a critical role in the sharp decline in nominal interest rates.
Interest rates on 10-year Treasury securities fell from 9.26 percent in
December 1985 to 7.30 percent in April 1986, and declined a further
19 basis points by yearend. Interest rates on 91-day Treasury bills
fell somewhat less, moving down from 7.10 percent in December
1985 to 6.06 percent by April 1986 and to 5.53 percent by yearend.
The sharp decline of interest rates spread rapidly to mortgage inter-
est rates.

Assuming no further substantial change in domestic oil prices,
most of the negative effects of lower oil prices have probably been
absorbed, while the beneficial effects are yet to be fully realized.
Lower energy costs will contribute to lower production costs in many
important domestic industries. Productivity growth may be enhanced
in the long run as firms adopt more efficient energy-using technol-
ogies, partially reversing the adverse productivity effects of higher
energy prices in the 1970s.

SECTORAL PERFORMANCE

The effects of economic advance were widespread across industries
and regions. Output expanded at about the same rate in goods-pro-
ducing and service-producing industries. Industrial production data
show increases in output in 18 of the 28 major industries for which
results are reported. Because of strong productivity gains in manu-
facturing industries, however, employment increases were concentrat-
ed primarily in service-producing industries.

The relative constancy of the share of manufacturing in total
output, combined with a declining share of manufacturing in total
employment, is a longstanding phenomenon. It does not reflect a
long-term weakness in the growth of output of manufacturing indus-
tries relative to the total economy. Rather, it reflects the general
tendency (discussed later in this chapter) for labor productivity
growth in manufacturing to exceed labor productivity growth for the
rest of nonfarm business.
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For analytical purposes, this phenomenon is most appropriately as-
sessed by comparing the behavior of the ratio of value added in man-
ufacturing to real nonagricultural gross domestic product (GDP) with
the ratio of manufacturing employment to nonfarm employment, as
illustrated in Chart 1-1. Data for value added by industry, which are
available annually through 1985, were used to construct the chart.
Data on final expenditure by sector, which are available quarterly
through 1986, confirm the general relationship illustrated in Chart 1-
1. Specifically, in 1986, when labor productivity growth in manufac-
turing remained substantially above that in total nonfarm business,
the share of final expenditures on goods output (which are dominat-
ed by manufacturing) remained essentially constant, while the share
of manufacturing in nonfarm employment continued to decline.

Chart 1-1
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REGIONAL DEVELOPMENTS

While GNP data are not available on a regional basis, data on em-
ployment by State provide a reasonably good impression of the re-
gional economic performance of nonagricultural business. The re-
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gional pattern of employment gains for 1986 is illustrated in Chart
1-2. The chart is constructed using data from the establishment
survey on employment in nonfarm business by State. The change in
employment from the same month a year ago is used to control for
seasonal factors, and the results for the 3 most recent months for
which data are available (September, October, and November) are
averaged in order to limit the effects of sampling error.

Chart 1-2

Nonfarm Payroll Employment by State
Percent Change September-November 1985 to September-November 1986
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Source: Department of Labor.

In 39 States and the District of Columbia, increases in employment
were recorded for the period covered by Chart 1-2. In 36 States, em-
ployment increased by at least 1 percent, and in 24 States, employ-
ment increased by at least 2 percent. In 11 States, employment fell
and in 6 States the decline in employment exceeded 1 percent. Not
surprisingly, States where the oil and gas industry is important,
Alaska, Louisiana, Oklahoma, Texas, and Wyoming, are among those
that recorded significant employment losses. If Chart 1-2 were ex-
tended to cover the period since the last cyclical peak (July 1981 to
November 1986), employment gains would be shown in all but 5
States. Employment gains of 10 percent or more would be shown in
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24 States and gains exceeding 5 percent would be shown in 40
States.

Widespread employment gains across most of the country do not
imply an absence of economic problems in some industries and re-
gions. Agriculture, mining, the oil and gas industry, and other trade-
sensitive industries have experienced problems for some time, and
particularly for the oil and gas industry, these problems have recently
deepened. In areas heavily dependent on declining firms and indus-
tries, economic problems have spread to the support and service in-
dustries. However, assertions that the United States is becoming a
"bicoastal economy" with broad areas of economic depression across
the Nation's midsection, are greatly exaggerated. Economic progress
has been widespread. Remaining economic problems tend to be con-
centrated in particular industries and in specific areas of the country.

THIS EXPANSION IN THE POSTWAR CONTEXT

The performance of the U.S. economy in 1986 should be assessed
in the broader context of the current expansion, in comparison with
economic performance in other industrial countries, and with earlier
postwar expansions in the United States. Viewed in this context, it is
important to note that despite a moderate pace of overall growth
since mid-1984 and continuing problems in some sectors, steady
progress has been made in reducing inflation and interest rates. The
foundation for sustainable real economic growth, with continued
moderate inflation, has been strengthened.

In other leading industrial countries, substantial progress has also
been made in reducing the rate of inflation during the 1980s. As is
discussed in Chapter 3, however, other industrial countries have gen-
erally recovered less strongly from the worldwide recession of the
early 1980s than has the United States. This is especially the case
when recovery is calibrated in terms of growth of real domestic
demand, which measures total real spending by the residents and
government of a country. Moreover, the deterioration of U.S. real
net exports during the current expansion contributed significantly to
economic growth in other countries, while limiting real GNP growth
in the United States. In contrast, during earlier postwar expansions,
growth rates of real GNP in most other industrial and in many devel-
oping countries typically exceeded the U.S. growth rate.

Comparison of unemployment rates in the United States and West-
ern Europe dramatically illustrates the relative strength of U.S. eco-
nomic performance during the current expansion. At 6.6 percent, the
total U.S. unemployment rate remains relatively high by postwar
standards, but is well down from its cyclical peak of 10.7 percent in
December 1982. In Western Europe, unemployment rates typically
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ran well below U.S. rates during the 1960s and 1970s. During the
1980s, despite recovery from the recession of 1980-82, the average
unemployment rate in the major countries of the European Commu-
nity has risen persistently, reaching 12 percent in early 1986.

The situation in the U.S. economy today should also be compared
with that prevailing at similar stages of earlier postwar expansions. In
the later stages of the long expansion of the 1960s, real growth re-
mained strong. However, after the slowdown in 1967, the inflation
rate and interest rates (although still low by recent standards) re-
sumed their upward movement. Tightening of monetary and fiscal
policy undertaken to curb rising inflation at the end of the expansion
of the 1960s probably contributed to the recession of 1969-70. The
expansion that began in 1970 was barely a year old when rising infla-
tion and a deteriorating balance of payments led to the imposition of
price and wage controls and to devaluation of the dollar. With the
removal of controls, the inflation rate and interest rates rose in 1973,
exacerbated at the end by the surge in world oil prices. Shortly there-
after, the economy collapsed into one of the deepest recessions of
the postwar period.

In the recovery from the 1974-75 recession, the inflation rate and
interest rates continued on a downward path for the first six quarters
of the expansion, and short-term interest rates kept falling for an ad-
ditional two quarters. However, by the fourth year of the expansion
(comparable to 1986 during the current expansion), the inflation rate
and short-term interest rates were more than 3 percentage points
above their minimum levels for the expansion, and this was before
the second oil price shock (in early 1979) contributed to a further
upsurge of inflation and interest rates.

This expansion ended in a double crescendo of rising inflation and
interest rates and falling economic activity. The tightening of mone-
tary policy in late 1979 and early 1980 and the brief recession in
1980 brought only temporary respite from high inflation and interest
rates at the cost of a sharp rise in unemployment. Following the re-
acceleration of monetary growth in mid-1980, the inflation rate and
interest rates rose to new peaks in 1981, while economic activity col-
lapsed into a deep recession.

Fortunately, the cure applied in 1981 proved more enduring, even
if more painful, than that attempted and aborted in 1980. Average
annual real GNP growth during the first 4 years of the current ex-
pansion has been 0.7 of a percentage point below that for the 4 years
from 1975 to 1979 (4.0 versus 4.7 percent). However, the inflation rate
and interest rates have continued to decline during the current expan-
sion, in contrast with behavior in the late 1970s. Currently, there are
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no signs of the developments associated with the unfortunate conclu-
sions of earlier expansions. The destructive sequence of business
cycles with progressively rising inflation rates and interest rates,
punctuated by severe recessions, has been broken. With appropriate
macroeconomic policies, the U.S. economy need not suffer, once
again, the painful process of wringing entrenched inflation out of the
economic system.

RELATIVE PRICES AND STRUCTURAL CHANGE

The 1970s and 1980s saw not only wide swings in the overall rate
of price inflation, but also dramatic movements in relative prices
among important sectors of the economy. Such relative price move-
ments are generally associated with important structural changes and
with adjustment problems for particular sectors of the economy. Sec-
tors experiencing relative price increases usually enjoy rapidly grow-
ing output and employment with rising incomes and asset values,
while sectors facing relative price declines often suffer stagnating
output and employment with falling incomes and asset values.

Movements in relative prices for several important sectors of the
U.S. economy over the past 30 years are illustrated in Chart 1-3. For
each sector, the relative price is the ratio of that sector's implicit
price deflator to the implicit price deflator for total GNP. The impor-
tant message conveyed by Chart 1-3 is that relative price movements
have been much larger in the 1970s and 1980s than they typically
were between 1955 and 1970.

RELATIVE FARM PRODUCT PRICES

After 15 years of modest fluctuations, the relative price of farm
products rose sharply in the early 1970s, declined substantially in the
mid-1970s, and then rose again until 1979, as shown in Chart 1-3
(top panel). Since 1979, the relative price of farm products has been
on a declining path, and in 1986 was below the 1955-70 average.
These movements in the relative price of farm products in the United
States were correlated with similar relative price movements in world
markets.

The rise in the relative price of farm products in the 1970s was
associated with substantial gains in real farm incomes and large in-
creases in the real value of farmland. This development encouraged
large-scale and sometimes excessive borrowing to finance purchases
of farm equipment and farmland. With the decline of the relative
price of farm products in the 1980s, however, farm incomes and land
values fell. Many farmers who borrowed heavily in the late 1970s
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Chart 1-3
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with the expectation of rising farm incomes and land values have ex-
perienced severe economic difficulties. The role of government
policy in creating these problems, and in correcting them, is dis-
cussed in Chapter 5.

RELATIVE IMPORT AND EXPORT PRICES

Movements in the relative price of products imported into and ex-
ported from the United States followed a pattern broadly similar to
that of farm products. The relative prices of imports and exports
were quite stable during the late 1950s and the 1960s, before rising
sharply in the early 1970s. After declining moderately between 1974
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and 1976, the relative prices of imports and exports rose again in the
late 1970s. Since 1980, the relative prices of imports and exports
have been declining and relative export prices are now near levels
typical of the period around 1960.

Increases in the relative price of imported oil contributed signifi-
cantly to the sharp rise in the relative price of all imports in 1973^-74
and again in 1979-80. However, movements in the relative price of
imported oil do not account for all of the movement in relative
import prices; the same general pattern is observed in the relative
price of non-oil imports (also shown in the top panel of Chart 1-3).
An important exception is that the relative price of non-oil imports
started to rise modestly in 1986, but the sharp decline in the price of
imported oil caused the relative price of total imports to continue to
decline.

As is discussed further in Chapter 3, movements in the relative
prices of both imports and exports have tended to mirror movements
in the real foreign exchange value of the U.S. dollar. The deprecia-
tion of the dollar in 1971 and especially in 1973 contributed to in-
creases in the relative price of imports and eased the competitive sit-
uation of U.S. exporters relative to their foreign rivals. The very
weak dollar in the late 1970s and 1980 had similar effects. In con-
trast, the strong real appreciation of the dollar between 1980 and
early 1985 was associated with a sharp decline in relative import
prices and placed U.S. exporters under severe pressure vis-a-vis for-
eign competitors. The substantial decline in the real foreign ex-
change value of the dollar that started in early 1985 began to be re-
flected in a higher relative price of non-oil imports only in 1986, and
is not yet clearly apparent in relative export prices. This may be
partly because relative import and export prices never fully reflected
the very high dollar, as well as because of longer than normal delays
in the adjustment of relative goods prices to a lower dollar.

RELATIVE CAPITAL GOODS PRICES

After 25 years of only very modest movements (Chart 1-3, bottom
panel), the relative price of capital goods (nonresidential fixed invest-
ment) fell by 12 percent between 1982 and 1986. This decline is
probably related to the same forces that depressed the relative prices
of many manufactured goods, especially those linked strongly to
international trade. The decline in the relative price of capital goods
made possible very strong growth of real business fixed investment
during the current expansion without correspondingly strong growth
of demand for investment financing. Specifically, between the fourth
quarter of 1982 and the fourth quarter of 1985, the ratio of real busi-
ness fixed investment to real GNP rose from 11.2 percent to a post-
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war peak of 13.2 percent. Over this period, the share of nominal
spending on business fixed investment rose from 11.0 to only 11.6
percent. Thus, the decline in the relative price of capital goods al-
lowed the share of real business fixed investment spending in real
GNP to rise by 2 percentage points, while the share of such spending
in nominal GNP rose by only 0.6 of a percentage point.

The lower relative prices of capital goods presumably made invest-
ment spending more attractive by reducing the cost of acquiring pro-
ductive assets. This contributed to the strong growth of real invest-
ment during the current expansion. As is discussed in Chapter 3, the
decline in the cost of capital goods allowed a given increase in real
investment to be financed with a smaller drain on national saving and
hence a smaller demand for foreign borrowing than would otherwise
have been the case.

EFFECTS OF RELATIVE PRICE CHANGES

In assessing the effects of relative price changes, it is important to
remember that the weighted average of the relative prices of all
the components of GNP or of total domestic spending is always con-
stant. If the relative prices of some components increase, this must
be offset by declines in the relative prices of other components. In
particular, as is shown in Chart 1-3, the relative price of services
(which constitute about one-third of GNP and of total domestic
spending) generally moves in the opposite direction from the other
relative prices (which refer to components of smaller magnitude).
This relationship is especially apparent in the 1980s, when all of the
other relative prices in this chart are declining.

The economic fortunes of particular industries have been strongly
influenced by movements in their own relative prices. Agriculture did
very well when the relative price of farm products and farm exports
rose in the 1970s, and has suffered with their decline in the 1980s.
The domestic oil and gas industry boomed during the period of high
relative oil prices, and has experienced severe difficulties since the
recent sharp decline in oil prices. Consumers of food and energy
have been on the other side, losing during the period of rising rela-
tive prices of these products in the 1970s, and gaining during the
period of falling relative prices in the 1980s.

A similar story applies generally for many U.S. manufacturing in-
dustries that must compete with imports of foreign products at home
or that seek to export their products to foreign markets. Under the
shelter of the weak dollar and high relative import prices in the
1970s, many of these industries prospered. Despite sluggish produc-
tivity growth in many manufacturing industries, output, employment,
and exports of many manufacturing industries expanded substantially
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in the 1970s. This situation reversed during the period of the strong
dollar and declining relative import and export prices in the 1980s.
Many U.S. manufacturing industries came under heavy pressure from
foreign competitors in both domestic and foreign markets, despite an
acceleration of productivity growth. Consumers of manufactured
products, of course, suffered from higher prices of these products
than probably would have prevailed if the dollar had remained
stronger in the 1970s. Consumers have recently benefited from sig-
nificantly lower relative prices of these products supplied by both
foreign and domestic producers.

Although movements of relative prices are often associated with prob-
lems of particular industries, they play an essential role in the effec-
tive and efficient functioning of the economic system. When real eco-
nomic conditions change because of changes in taste or technology
or the availability of productive resources, relative price changes
signal the need to alter patterns of consumption and production.
However, wide swings in relative prices that are associated with the
process of inflation and disinflation generate significant problems not
only for individual industries, but also for the economy as a whole.
To attempt to restrain relative price movements by any direct means
is no solution. Such attempts often generate surpluses or shortages
of products whose relative prices are controlled. They injure the
economy by limiting its flexibility to respond to economic and tech-
nological change. In the end, they create worse problems than they
resolve. The solution to the excessive and unnecessary volatility of
relative prices generally associated with inflation and disinflation is to
avoid the macroeconomic policies that contribute to inflation and to
the subsequent need to disinflate.

REAL INTEREST RATES, NET WORTH, AND SAVING

In addition to wide swings in relative goods prices, the past 15
years have witnessed substantial movements in real asset values and
rates of return. Anticipated real rates of return are important factors
in decisions about borrowing and lending and about saving and in-
vesting. Wide swings in the real values of assets strongly influence
real household net worth and therefore consumption and saving as
well. The causes and effects of these movements in real interest rates
and real asset values need to be understood within the context of the
process of inflation and disinflation that has dominated economic
events since the late 1960s.
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THE BEHAVIOR OF REAL INTEREST RATES

The real rate of interest on a loan or security is the nominal inter-
est rate less the inflation rate realized over the life of the loan or se-
curity. Thus the real rate of interest is the return paid by borrowers
to lenders, measured in real goods and services. The ex ante real in-
terest rate is the nominal rate of interest on the loan or security
minus the rate of inflation that is anticipated when the loan is made
or the security is purchased. Ex ante real interest rates, however, are
often difficult to measure because of the lack of reliable and consist-
ent information about expected inflation. A useful proxy measure of
ex ante real interest rates can be constructed by assuming that the
anticipated rate of future inflation corresponds reasonably closely to
recent past rates of inflation. This proxy measure of ex ante real in-
terest rates is probably most reliable during periods when the actual
inflation rate is stable, and anticipated rates of future inflation are
likely to correspond reasonably closely to recent past inflation rates.

The long-run behavior of this proxy measure of ex ante real inter-
est rates is illustrated in Chart 1-4. The yield on railroad bonds is
used to measure nominal interest rates from 1857 to 1936, augment-
ed by a composite of long-term government bond yields since 1919.
The annualized rate of increase in the CPI over the preceding 2 years
is subtracted from these nominal interest rates to construct the proxy
measure of the real interest rate. The CPI for early years is not com-
pletely comparable with the index used today, but this is not likely to
affect seriously the main results discussed below. For the past two
decades, the behavior of the proxy measure of real interest rates de-
picted in Chart 1-4 is broadly consistent with that shown by other
measures of real interest rates.

The real interest rate on long-term government bonds shown in
Chart 1-4 was in the range of 2 percent during the 1960s before de-
clining, sometimes to negative levels, in the middle and late 1970s.
Starting in 1981, real interest rates rose substantially above the levels
of the 1960s; the proxy measure shown in Chart 1-4 reached a peak
of 8.25 percent in 1984. Although high by postwar standards, the
level of real interest rates in the 1980s is not unprecedented over a
longer historical period. Over the period since 1857, the proxy real
long-term rate shown in Chart 1-4 averaged 3.11 percent; in the
1982-86 period, it averaged 6.13 percent. However, during a pro-
longed period in the late 1800s, real long-term rates were higher
than in the 1980s; during the 15-year period ending in 1880, the
real rate on railroad bonds shown in the chart averaged 10.44 per-
cent. Since 1900, there have been two periods (in the early 1920s
and again in the early 1930s) when real rates rose to levels as high as
in the early 1980s. There have also been several periods when the
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Chart 1-4

Proxy Measure of Real Long-Term Interest Rates

Percent per annum

2-Year Change in CPI

Real U.S. Government
Composite Bond Rate J/Real Railroad Bond Rate-!/
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^ Nominal yield minus the average annual percent change in the consumer price index over the
preceding 2 years.

Sources: Department of Commerce, Department of Labor, and Department of the Treasury.

proxy measure of real interest rates was significantly negative, as oc-
curred in the 1970s.

High real interest rates in the second half of the 19th century are
sometimes attributed to the rapid growth in the U.S. economy and
high prospective rates of return on investment that attracted capital
from overseas to finance the industrial boom. Similarly, the rise in
real interest rates in the early 1980s has been attributed to an im-
proved climate for capital investment in the United States, resulting
from the business tax cuts enacted in 1981, the decline in the infla-
tion rate, and strong real economic growth early in the expansion.

Other explanations relate high real rates in the early 1980s to the
emergence of large actual and prospective budget deficits and to a
shift to disinflationary monetary policy. Although most analysts agree
on the direction of the influence of budget deficits on interest rates,
the evidence of the strength of that influence is by no means unam-
biguous. The budget deficit increased in 1980 and 1981, but very
large budget deficits did not emerge until 1982, after much of the
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apparent rise in real interest rates had taken place. The increase in
real interest rates before 1982, therefore, would need to be related
to expectations of large future budget deficits.

It is plausible that restrictive monetary policy contributed to higher
real interest rates in 1980-82 and perhaps again in the second half of
1984. However, given rapid monetary growth over most of the expan-
sion, it is difficult to see restrictive monetary policy as the persistent
and predominant cause of high real interest rates (except insofar as
monetary policy has continued to contribute to the moderation of in-
flation). Moreover, the rising stock market and the boom in invest-
ment spending since 1982 are somewhat difficult to reconcile with
large budget deficits or disinflationary monetary policy as the exclu-
sive explanations of high real interest rates.

One apparent regularity in the behavior of the proxy measure of
real interest rates illustrated in Chart 1-4 is the strong inverse rela-
tionship between movements in the real interest rate and movements
in the inflation rate. During periods of rapidly changing inflation
rates, expectations of future inflation may differ substantially from
recent past inflation. Hence, caution is called for in interpreting
measures of the ex ante real rate such as those shown in Chart 1-4.
Recognizing this limitation, it is nevertheless the case that since
1857, all periods of high or rising inflation, including the middle and
late 1970s, were associated with sharp declines in the proxy measure
of the real interest rate. During all periods of sharply declining infla-
tion or deflation, including the early 1920s, the early 1930s, and the
early 1980s, the real interest rate turns strongly positive. When
placed in a longer historical context, neither the negative real inter-
est rates in the 1970s nor the rise of real interest rates in the 1980s
is particularly unusual, given the sharp movements in the inflation
rate that were also occurring. Although many factors have probably
contributed to movements of real interest rates in the past decade,
the evidence suggests that these movements are consistent with past
experience and should be viewed as normal concomitants of the
process of inflation and disinflation.

Adjustment of Inflation Expectations

The relationship between changes in the inflation rate and the
proxy measure of the real interest rate is consistent with a lag in the
adjustment of inflation expectations behind the actual inflation rate.
The potential effect of this adjustment lag is illustrated in Chart 1-5,
which compares two measures of the ex ante real long-term interest
rate during the past 8 years. The "proxy measure" is constructed by
subtracting the annual rate of change in the CPI over the preceding
2 years from the nominal yield on 10-year Treasury securities. The
"expectations measure" is calculated by subtracting from the same
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nominal yield a measure of 10-year inflationary expectations taken
from a survey of financial experts. Both measures of the ex ante real
interest rate in Chart 1-5 indicate that long-term real interest rates
rose sharply in the early 1980s and that real long-term interest rates
have been declining since 1984.

Chart 1-5

Percent per annum
10

Ex Ante Real Long-Term Interest Rates

10-Year Treasury Securities

Expectations Measure J/

-2
I i i I I I I i i I i i 1 I I I I I I i I I i i

19781V 19801V 19821V 19841V 19861V

-l/ The expectations measure is the yield on 10-year Treasury securities (constant maturity) minus 10-year
inflation expectations from the Decision-Makers Poll by Richard B. Hoey, Drexel Burnham Lambertjnc.

-2/The proxy measure is the yield on 10-year Treasury securities (constant maturity) minus the
average annual percent change in the consumer price index over the preceding 8 quarters.

Sources: Department of the Treasury and Department of Labor, except as noted.

The relative movement in the two measures of the ex ante interest
rate indicates a lag in the adjustment of long-term inflation expecta-
tions to actual inflation rates. During the period of high inflation, and
even 2 years after the inflation rate began to fall, the long-term ex-
pected inflation rate remained below the 2-year moving average of
the CPI. Accordingly, through 1982 the expectations measure of the
real interest rate remained above the measure based on actual infla-
tion. Long-term inflationary expectations began declining in 1981;
but because of the lag in the adjustment of such expectations, they fell
less rapidly than the 2-year moving average of the CPI. Since 1982, the
expected inflation rate has been consistently above the 2-year average
actual inflation rate. Accordingly, after 1982, the proxy measure
of the real interest rate is above the expectations measure.
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Thus, the divergence of the two measures of ex ante real interest
rates depicted in Chart 1-5 reflects the failure of inflation expecta-
tions to adjust quickly both to the rise in actual inflation in the 1970s
and to its subsequent decline in the 1980s.

The lag in the adjustment of inflationary expectations helps to ex-
plain why nominal interest rates remain relatively high in comparison
with actual inflation rates during periods of disinflation, and why
nominal interest rates tend to decline only gradually with the persist-
ence of lower actual inflation rates. Borrowers and lenders who con-
tinue to anticipate relatively high future inflation rates agree to loans
with nominal interest rates that reflect these expectations, rather than
lower actual rates of current inflation. As evidence of lower inflation
accumulates, inflation expectations are revised downward, and this
translates into lower nominal interest rates.

The steady and substantial decline since mid-1984 in the real inter-
est rates shown in Chart 1-5 reflects this process of the decline in
nominal interest rates in the context of a gradual, albeit uneven,
downward adjustment of inflation expectations. The expectations
rate in Chart 1-5 remains considerably below the real interest rate
measured with current inflation, reflecting the persistence of inflation
expectations that exceed recent actual inflation. To a large extent,
the difference between current and anticipated inflation in 1986 can
be attributed to the effects of the oil price declines on current infla-
tion, which are largely temporary. During the last 6 months of 1986,
10-year inflation expectations of 5 to 5Vi percent are apparently in-
corporated into nominal rates, which implies a 10-year anticipated
real interest rate of just over 2 percent. This is generally consistent
with the level of the proxy measure of the real long-term interest rate
recorded in the 1960s.

Consequences of Real Interest Rate Changes

The wide swings in real interest rates associated with the inflation
and disinflation of the past 15 years have had important, often ad-
verse, effects on the economy and on the financial system. In the
1970s, when actual inflation accelerated ahead of what had been an-
ticipated, lenders earned lower real rates of return than they had ex-
pected and suffered large capital losses as increases in nominal inter-
est rates depressed the market value of existing fixed-rate securities.
Borrowers generally benefited from paying lower (even negative) real
interest rates than they had anticipated, and enjoyed capital gains
from the reduced real value of their debts.

These wealth transfers between borrowers and lenders did not di-
rectly affect total wealth, but such arbitrary and unexpected redistri-
butions may have interfered significantly with the efficient function-
ing of national and international credit markets. Lenders, having ex-
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perienced losses, likely became less willing to extend credit unless
compensated for the uncertainty about future inflation. The borrow-
ers most willing to continue to borrow at higher nominal rates im-
plicitly assumed continued high future inflation.

With disinflation in the 1980s, the situation of the 1970s was re-
versed. Borrowers experienced capital losses and lenders realized
gains as the real cost of credit rose above what had been anticipated.
When borrowers could not fulfill their obligations, lenders also faced
losses. In many cases (including loans to energy producers, agricul-
ture, and developing countries) debt problems were exacerbated by
declining relative commodity prices associated with disinflation.

The general association of wide swings in real interest rates with
the process of inflation and disinflation suggests that the high real
interest rates and associated difficulties of the 1980s are intimately
related to the inflation of the 1970s. In an environment of variable
inflation, it is more difficult for the public to foresee accurately
changes in the inflation rate. Hence, the public is likely to base lend-
ing, borrowing, saving, and investment decisions on information
about future real rates of interest that turns out to be incorrect. The
result is unanticipated capital gains and losses that can distort incen-
tives to borrow and lend or save and invest. The prescription to di-
minish the likelihood of a recurrence of these problems is to avoid
policies that contribute to a return of high inflation and therefore to
the painful consequences of subsequent disinflation.

REAL ASSET VALUES AND NET WORTH

Wide swings in real asset values have been another important
counterpart of the process of inflation and disinflation. Generally,
tangible assets such as farmland and owner-occupied housing that
provide reasonably good hedges against inflation rose substantially in
real value during the 1970s. During the 1980s, real farmland values
have declined, and the real value of owner-occupied housing has lev-
eled off. In contrast, the real value of financial claims against the pro-
ductive assets used by nonfarm businesses (the real value of bonds
and equities) declined during the period of rising inflation, and re-
covered strongly during the period of disinflation.

These swings in real asset values are reflected in the composition
of household net worth, as reported in Table 1-1. Between the third
quarter of 1965 (when the inflation rate was still under 2 percent)
and the third quarter of 1978 (just before the second oil price shock
and second surge of double-digit inflation), the ratio of household
net worth to GNP declined from 321 percent to 290 percent. Among
the components of net worth, the value of owner-occupied housing
grew more rapidly than GNP, while the values of consumer durables,
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noncorporate businesses (farm and nonfarm), pension fund and life
insurance reserves, other financial assets, and total household liabil-
ities maintained essentially constant ratios to GNP. Thus, the decline
in the ratio of the value of household holdings of corporate equities
to GNP more than accounted for the decline in the ratio of house-
hold net worth to GNP. Indeed, the real value of such holdings fell
absolutely by $755 billion of 1982 dollars between the third quarters
of 1965 and 1978.

TABLE \-\.—Real household assets and liabilities, 1965-86

[Outstanding, end of period]

Item

Total assets

Owner-occupied housing
Consumer durables
Other tangible assets

Total financial assets

Equity in noncorporate businesses:
Farm
Nonfarm

Corporate equities
Pensions and life insurance
Other financial assets

Total liabilities

Home mortgages
Installment and other consumer credit
Other liabilities

Household net worth

ADDENDUM:

Net Federal Government debt2

Level1

(billions of 1982 dollars)

1965 III

7,763

1,102
685
436

5,540

527
805

1,809
753

1,647

1,028

618
294
116

6,735

627

1978 III

10,675

2,017
1,091

955

6,611

838
1,169
1,054
1,122
2,428

1,577

954
432
191

9,098

670

1986 II

14,273

2,175
1,261
1,197

9,640

491
1,625
2,074
1,901
3,550

2,253

1,335
608
310

12,021

1,317

Percent of real GNP

1965 III

370

53
33
21

264

25
38
86
36
79

49

29
14
6

321

30

1978 III

340

64
35
30

211

27
37
34
36
77

50

30
14
6

290

21

1986 II

390

59
34
33

263

13
44
57
52
97

62

36
17
8

328

36

1 Deflated by GNP implicit price deflator.
2 Debt of Federal Government held by the public less Federal debt held by the Federal Reserve System.
Note.—Data include households, personal trusts, and nonprofit institutions.
Sources.- Department of Commerce (Bureau of Economic Analysis) and Board of Governors of the Federal Reserve System.

Next, consider the changes in net worth and its components be-
tween the third quarter of 1978 and the second quarter of 1986
(each the 14th quarter of its respective expansion). Real household
net worth rose by $2.9 trillion of 1982 dollars in just under 8 years,
exceeding its real gain during the 13 years between 1965 and 1978.
The ratio of household net worth to GNP rose to 328 percent, more
than recovering the ground lost between 1965 and 1978. Among the
components, consumer durables maintained a constant ratio to GNP.
The ratio of owner-occupied housing to GNP declined modestly, but
remained above that recorded in 1965. The real value of equity in
noncorporate farm business fell absolutely and as a share of GNP. Li-
abilities grew more rapidly than GNP, but so did total assets. The
value of financial assets primarily representing claims on nonfarm
business (equity in nonfarm noncorporate business, corporate equi-
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ties, pension and life insurance reserves, and other financial assets)
all grew significantly more rapidly than GNP. The combined increase
in the real value of these financial assets exceeded the gain in real
household net worth.

To some extent, gains in the real value of holdings of these finan-
cial assets reflected household saving and business retained earnings.
However, a substantial part of these gains was due to increases in the
real market value of existing financial claims against nonfarm busi-
ness. These capital gains reflect substantial increases in the real value
of the existing stock of productive capital employed by nonfarm busi-
ness. Thus, the reversal of the earlier downward movement in the
real value of claims on business enterprises played the key role in the
recent growth of real household net worth and in the recovery of the
ratio of net worth to GNP. As will be discussed below, this gain in
real household net worth has implications for the recent behavior of
household consumption and saving.

The nature and source of this gain also has potentially important
implications for business investment. One prominent theory of busi-
ness investment holds that when the market value of claims against
existing businesses is high relative to the cost of new investment,
there is a strong incentive for further business investment. According
to this theory, therefore, the combination of strong gains in the real
value of financial claims against nonfarm businesses with the recent
low relative price of capital goods (discussed earlier in this chapter)
implies the likelihood of renewed strength of business investment.

DEBT AND SAVING

In the second quarter of 1986, the ratio of household debt to dis-
posable personal income was at a postwar high of 86.2 percent. The
ratio of total consumer debt to disposable personal income was also
at a postwar high. Over the 4 years of the current expansion, the per-
sonal saving rate (the ratio of personal saving to disposable personal
income) has averaged only 5.2 percent, versus a postwar average of
6.8 percent. In 1986, the personal saving rate was only 3.9 percent—
the lowest personal saving rate since 1949. The concern is often ex-
pressed that with high levels of debt and low saving rates, house-
holds may not be able to sustain the growth of consumption spend-
ing that has been the mainstay of the current expansion. Even more
worrisome, in the event of an economic downturn, households might
be forced to cut back sharply on consumption, and difficulties might
arise for the financial system if debtors could not meet their financial
obligations in a timely manner.

Although these concerns have merit, especially for some heavily in-
debted households, their importance for the general economy should
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not be exaggerated. Real household net worth—the excess of the real
value of household assets over the real value of household liabil-
ities—has been growing strongly. The current ratio of household net
worth to GNP or to disposable personal income is high by the
standards of the 1970s. For the aggregate of all U.S. households,
increased borrowing over the past 8 years has, in effect, financed
increased gross asset holdings, rather than increased consumption. For
the reverse to be true, real household net worth would need to have
fallen, rather than risen both absolutely and relative to GNP and
disposable personal income. The fact that some of the growth of real
household net worth has been accounted for by nonprofit institutions
somewhat diminishes, but does not overturn, the force of this point.

In assessing saving behavior, it is important to take account of
business saving from retained earnings and depreciation that is not
counted as part of personal saving, but is part of private saving and
of national saving. During this expansion, gross business saving has
averaged 13.5 percent of GNP, exceeding the postwar average of
12.0 percent. The ratio of gross private saving (personal saving plus
gross business saving) to GNP in this expansion, has averaged 17.3
percent, versus a postwar average of 16.7 percent.

Further, in assessing private saving behavior, it is important to take
account of significant changes in real household net worth. Studies
have shown that at a given level of disposable personal income,
higher household net worth induces higher consumption spending.
Alternatively, it might be that when households enjoy gains in net
worth due to increases in the value of assets they already own, they
decide to save less of their income. Either story fits reasonably well
with the recent experience of large gains in real household net
worth, strong growth of real consumption expenditures, and a low
personal saving rate.

Some potential remains for further capital gains on existing pro-
ductive assets. For example, the ratio of the New York Stock Ex-
change Common Stock Price Index to the GNP implicit price deflator
increased 77 percent between 1982 and 1986, but is still below the
peaks recorded in the 1960s. However, much of the recovery of real
asset values, due to the decline in inflationary expectations and re-
newed optimism in future U.S. economic performance, may already
have been realized. Moreover, in the 1950s and 1960s, when house-
holds enjoyed significant capital gains on equity holdings and the ratio
of net worth to disposable personal income was as high as it is now, the
personal saving rate was above levels recorded recently.

At some point, therefore, the measured rate of personal saving will
probably need to rise above its 1986 level to maintain strong gains in
real household net worth. This suggests that while growth of con-
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sumer spending can continue to make significant contributions to
total demand growth, at some point real consumer spending will
need to grow less rapidly than real disposable personal income and
real GNP. The economic projections discussed at the end of this
chapter take account of these likely developments.

PRODUCTIVITY GROWTH AND REAL PER CAPITA GNP

Productivity growth is the main determinant of the economy's
long-run capacity to generate increases in real living standards, as
measured by the growth of real per capita GNP. When labor produc-
tivity (output per hour) was growing at a relatively strong 2.8 percent
annual rate between the cyclical peak in 1948 and the cyclical peak in
1973, real per capita GNP grew at a relatively strong 2.2 percent
annual rate. However, as reported in Table 1-2, when the growth
rate of labor productivity fell after 1973, so did the growth rate of
real per capita GNP.

TABLE 1-2.—GNP, productivity, and employment measures, 1948-86

[Average annual percent change]

Period

1948 IV to 1973 IV

1973 IV to 1981 III

1981 III to 1986 III

Real
GNP

37

22

2.5

Real
per capita

GNP

22

1.1

1.5

Labor
productivity1

28

.7

1.2

Employment-
total population

ratio2

03

.9

.8

1 Output per hour of all persons engaged in the business sector.
2 Ratio of business sector employment to population including Armed Forces overseas.
Sources: Department of Commerce (Bureau of Economic Analysis), Department of Labor (Bureau of Labor Statistics), and

Council of Economic Advisers.

Factors other than labor productivity growth also influence growth
of real per capita GNP and hence growth of real living standards.
The broadest aggregate for which labor productivity is measured is
the business sector of the economy, which currently accounts for
about 80 percent of real GNP. Changes in the relative size of the
business sector affect the relationship between growth of measured
labor productivity and growth of real per capita GNP. This relation-
ship is also affected by changes in average hours worked and in the
ratio of people employed to the total population. In particular, since
1973, the growth rate of the ratio of employment to total population
has exceeded the rate of decline of average hours worked. This has
contributed to stronger growth of real per capita GNP than of labor
productivity. Demographic developments suggest, however, that this
source of growth of real per capita GNP will not be much stronger
over the next decade than it has been over the past decade. Hence,
prospects for maintaining the growth rate of real per capita GNP,
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and for securing increases in this measure of the growth of real living
standards, depend critically on maintaining and strengthening growth
of labor productivity.

LABOR PRODUCTIVITY GROWTH

Labor productivity is influenced by several important factors: the
human capital of the labor force (education, training, experience, and
skill); the amount of physical capital, land, and other resources avail-
able to cooperate with labor in the production of goods and services;
and the technical efficiency of production processes. In the short run,
labor productivity is also affected by cyclical fluctuations because
businesses typically cut output more than employment during reces-
sions and achieve large increases in output without comparable in-
creases in employment during strong expansions. To assess underly-
ing trends in labor productivity, it is useful to abstract from these cy-
clical influences. This calculation is provided in Table 1-3 by com-
paring periods whose endpoints correspond to business cycle peaks
(treating the third quarter of 1986 as an end point).

TABLE 1-3.—Labor productivity growth rates by sector, 1948-86

[Average annual percent change]

Period

1948 IV to 1973 IV

1973 IV to 1981 III

1981 III to 1986 III

Postwar trend:

1948 IV to 1986 III . .

Total

2.8

.7

12

2.2

Farm

5.1

4.3

13

45

Business sector

Total

2.3

.6

1 1

18

Nonfarm

Manu-
facturing

2.7

1.5

38

26

Nonmanu-
facturing

2.1

.1

1

1.5

Note.—Data are for output per hour of all persons.

Sources: Department of Labor (Bureau of Labor Statistics) and Council of Economic Advisers.

Several factors contributed to the slowdown in labor productivity
growth that began in the early 1970s. Entry into the labor force of
large numbers of new workers who, on average, were less skilled and
less experienced than existing workers, tended to depress labor pro-
ductivity. Growth of capital-labor ratios in the private business sector
slowed somewhat during the 1970s. Large increases in the price of
energy in the middle and late 1970s diminished the economic effi-
ciency of much existing capital, and required that new investment
and research and development be directed toward improving energy
efficiency.

The general rate of technological advance also appears to have
slowed since the early 1970s. Although difficult to measure, this
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slowdown in technological progress seems to have affected most in-
dustrial countries. Other factors, such as slower growth of real out-
lays for research and development, and the rising costs of regulatory
compliance, have also been linked to the decline in productivity
growth during the 1970s. Most economists conclude, however, that a
large portion of the decline in productivity growth remains unex-
plained, except by a decline in technological progress that is difficult
to attribute to any identifiable source.

SECTORAL PRODUCTIVITY PERFORMANCE

In the current business cycle, the labor productivity growth in both
total business and in nonfarm business has picked up from the pre-
ceding two cycles, but remains well below the postwar average. In
manufacturing, the increase in labor productivity growth has been
much more dramatic. Over the past 5 years, the annual rate of labor
productivity growth in manufacturing has been 46 percent above the
postwar average and is more than double the rate of increase record-
ed in the previous two cycles.

Labor productivity growth in manufacturing is critical for the inter-
national competitiveness of the U.S. economy because exports and
imports of manufactures dominate U.S. trade. As is discussed in
Chapter 3, weak productivity growth is not the cause of the deterio-
ration of the international competitive position of U.S. manufactur-
ing, although stronger productivity growth could always help im-
prove this position. In fact, the combination of strong labor produc-
tivity growth and restrained wage growth (in comparison with pro-
ductivity and wage developments in other leading industrial coun-
tries) has reduced the relative unit labor costs of U.S. manufacturers—
a fact that has been concealed until recently by the strong appreciation
of the U.S. dollar between 1980 and early 1985.

During the current cycle, productivity growth remained near zero
in nonfarm business outside manufacturing. Although no official esti-
mates are published, very sluggish productivity growth in service-pro-
ducing industries (which produce nearly 90 percent of real GDP
of nonfarm nonmanufacturing industries) must primarily account for
this poor performance. The addition of large numbers of younger,
less-experienced, less-skilled workers to service sector employment
probably contributed to sluggish productivity growth in this sector.
Although many employees in service sector industries (such as health
care, and banking and finance) are high-skill, high-wage workers,
wage rates in service sector industries are generally below average
wage rates in manufacturing, indicating that skill levels are also
lower. Specifically, wage rates are relatively low in the two service
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sector industries (retail trade and personal and business services) that
have recorded the strongest employment gains since 1981.

Problems in measuring productivity in service-producing industries
may be partly responsible for low measured productivity growth in
this sector. To measure productivity growth, it is necessary to divide
increases in the nominal value of an industry's product into increases
in price and quantity. It is difficult to make this distinction when the
composition and quality of an industry's output is changing, particu-
larly for service-producing industries where no easy way exists to
define and measure a unit of output of constant quality. Indeed, for
some service industries, such as certain types of medical care and pri-
vate education and research, it is assumed that labor productivity
growth is zero. There is little evidence, however, that the slowdown
in measured service-sector productivity growth since the early 1970s
is attributable to more severe measurement problems. Nevertheless,
it should be recognized that a shift of output toward lower productiv-
ity service industries would reduce measured productivity growth for
all business.

PROSPECTS AND POLICIES FOR PRODUCTIVITY GROWTH

Slower measured labor productivity growth since mid-1984, rela-
tive to that recorded earlier in this expansion, probably partly reflects
the usual cyclical effect of slower output growth on productivity
growth. If real output growth accelerates in accord with Administration
projections (discussed in the next section), then productivity growth
should increase. Thus, the macroeconomic developments and policies
that underlie the Administration's forecast of moderately stronger real
GNP growth are critical for near-term prospects for stronger produc-
tivity growth.

Four important developments also seem likely to contribute to
stronger long-term productivity growth. First, as the labor force on
average grows older and more experienced over the next 15 years,
labor productivity is likely to advance more rapidly. Second, the
recent decline in energy prices should allow for some labor produc-
tivity improvement, especially in energy-intensive industries. Third,
expenditures on research and development, which declined as a
share of GNP in the 1970s, have been increasing since 1978 and
should contribute to a higher rate of technological progress. Fourth,
as is discussed in Chapter 2, tax reform may have a small negative
effect on the long-run capital stock, which would tend to depress
labor productivity. However, tax reform will also reduce distortions
affecting the distribution of capital among productive activities. A
more efficient distribution of capital should contribute to higher pro-
ductivity.
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Productivity can be promoted by avoiding policies that inhibit the
efficient functioning of private businesses and competitive markets.
For example, productivity is impeded by subsidies that keep unprofit-
able and inefficient firms in business, at the expense of more profita-
ble and efficient firms that must ultimately finance such subsidies.
This applies not only to direct subsidies, but also to tax subsidies and
to protectionist measures that provide subsidies by forcing consum-
ers to pay higher prices. Particularly troublesome are protectionist
measures applied to intermediate products. They increase production
costs and diminish economic efficiency for industries that use these
products, injuring their ability to compete with foreign firms, as is
discussed further in Chapter 4. Government can also contribute to
stronger productivity growth by eliminating or reducing burdensome
and inappropriate regulation. A number of initiatives in this area are
discussed in Chapter 6.

Government has a critical role to play in education, which equips
individuals with the basic knowledge and skills to be productive
workers and lays the basis for much scientific and technical advance.
The key governmental responsibility in education is that of State and
local governments that fund and operate most of the Nation's pri-
mary and secondary schools, as well as its public colleges and univer-
sities. In this regard, it is noteworthy that standardized measures of
educational performance in the Nation's primary and secondary
schools have been improving for about the past 10 years, following a
long period of decline during the 1960s and 1970s. Improved incen-
tives for educational performance through enhanced merit pay for
teachers might contribute to these developments. Increased parental
influence over school performance through tuition voucher systems
also might contribute to this end.

The Federal Government has an important role in funding basic
scientific research. Such research can contribute to technological ad-
vance in the longer term. However, its benefits are often too diffuse
and difficult to profit from for it to be undertaken by private business.
Included in this category are basic and some applied research in
biomedicine that not only contribute directly to human welfare, but
also help to improve the health component of human capital.

The ultimate objective of policies to improve productivity is to
enhance human welfare and increase real living standards. Govern-
ment policies serve these objectives by encouraging investment in
human and physical capital, improvement of productive technology,
and allocation of resources to their highest valued uses. The President
will soon present initiatives to enhance the Federal Government's
contribution in these areas. This will aid in the reversal that is already
under way of the forces that previously limited productivity growth.
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There is good reason to believe that rising labor productivity and a
falling unemployment rate will further raise real per capita GNP and
the real living standards of Americans in 1987 and beyond.

ECONOMIC POLICIES AND OUTLOOK

The future performance of the U.S. economy depends primarily on
the productive activities of individuals and businesses. Government
policies enhance economic performance by allowing the private en-
terprise system to function as freely as possible, by maintaining a
stable macroeconomic environment, by providing essential public
goods and services and support for the needy, and by correcting ex-
ternalities, distortions, and deficiencies in the operation of the eco-
nomic system. Policies that serve these vital purposes are examined
throughout this Report. Two broad areas of macroeconomic policy—
monetary policy and fiscal policy—require specific discussion before
presenting the Administration's economic projections.

FINANCIAL DEREGULATION, VELOCITY, AND MONETARY POLICY

The movements in real interest rates, inflation, and asset prices, as
well as structural and regulatory changes in the financial services in-
dustry, have altered the institutional environment in which monetary
policy is conducted. Apparently as a result of both deregulation and
disinflation in the 1980s, the velocity of money has behaved unusual-
ly, and measures of the monetary aggregates that historically have
been most reliable have become less dependable guides to monetary
policy. The velocity of money is the ratio of nominal GNP to the
money supply. If velocity behavior is reasonably predictable, then
control of monetary aggregates is a useful approach to the conduct
of monetary policy, and measures of the monetary aggregates can
provide important information about the likely economic impact of
monetary policy. The unusual behavior of velocity and the monetary
aggregates in recent years implies increased uncertainty about the
meaning and appropriateness of a given rate of money growth.

With higher inflation and nominal interest rates in the 1970s, the
effectiveness of interest rate ceilings and other restrictions on depos-
its was gradually eroded. In many cases, competitive market forces
found ways to circumvent these regulations, and the effects of exist-
ing regulations were widely perceived as inequitable or destabilizing.
In response, the Depository Institutions Deregulation and Monetary
Control Act of 1980 and the Garn-St Germain Depository Institu-
tions Act of 1982 mandated elimination of most of the regulations on
deposit interest rates that had been in place since the 1930s. The de-
regulation of deposit interest rates was largely completed in 1986
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when the remaining regulations on consumer-owned transactions ac-
counts were removed in January and the interest rate ceiling on pass-
book savings accounts was removed in March. Depository institutions
are now free to pay market-determined rates on all consumer-owned
deposits, and no legal restrictions remain on the maturity or mini-
mum size of such deposits.

These and previous regulatory changes, as well as shifts in con-
sumer preferences in response to changes in inflation and interest
rates, have altered the composition of the monetary aggregates. For
example, interest-bearing transactions deposits accounted for less
than 10 percent of Ml (currency plus transactions deposits) before
1981; since then, interest-bearing transactions deposits have grown
to nearly one-third of M1, while non-interest-bearing demand depos-
its have declined from their historical share of 75 to 80 percent of
Ml to approximately 40 percent at the end of 1986. Similarly, the
composition of the broader monetary aggregate, M2, has been affect-
ed by the availability of interest-bearing transactions deposits and the
relaxation of interest rate ceilings on time deposits. Passbook savings
deposits, for example, accounted for more than one-half of M2 in the
mid-1960s, but for only about 13 percent of M2 by the end of 1986.

The Behavior of Velocity

As illustrated in Chart 1-6, for most of the postwar period until
recently, the growth of Ml velocity has been reasonably stable. On a
quarter-to-quarter basis, of course, Ml velocity has always experi-
enced sizable fluctuations, and Ml velocity historically has shown a
cyclical component. Nevertheless, over longer periods, Ml velocity
has not deviated very far from its long-term trend. However, in the
1980s and particularly since the cyclical trough of 1982, Ml velocity
has fallen markedly below its postwar growth path. For the broader
monetary aggregates, velocity was typically less stable than Ml veloci-
ty earlier in the postwar period, and a sharp downturn in velocity for
these broader aggregates has also occurred in the 1980s.

The recent aberrant behavior of velocity raises important questions
for the conduct of monetary policy. Is the behavior of velocity in the
1980s evidence of a permanent breakdown of any reliable relation-
ship between money and income growth? Or, is that basic relation-
ship intact, with its characteristics altered (temporarily or permanent-
ly) by deregulation of bank deposits, declining inflation and interest
rates, or some combination of the two? If so, can a measure of the
money supply be devised that preserves a reliable relationship be-
tween it and GNP growth? Although considerable empirical research
has investigated these and related questions, it offers no completely
satisfactory explanation of recent velocity behavior. However, some
inferences can be drawn from the evidence currently available.
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Chart 1-6

Ratio
9

Velocity of M1
Ratio of Nominal GNP to M1

imiiiimiiiimiiiimiii^

Trend Fit 1948 IV Peak to 1981 III Peak
_ (3.4 Percent at Annual Rate)

1947 1953 1959 1965 1971 1977 1983 1986

Sources: Department of Commerce and Board of Governors of the Federal Reserve System.

The available evidence does not justify the conclusion that the
basic money-income relationship has become permanently unreliable.
To the contrary, some researchers have specified stable demand for
money functions or expressions for velocity that are robust to
changes in income variables, interest rate variables, and sample peri-
ods. For example, recent empirical research identifies a break in the
trend growth of velocity in the third quarter of 1981, and once that
change is accounted for statistically, the relationship is stable.

It is much less clear, however, what caused the shift in the trend of
velocity. The change in the trend of velocity apparently occurred too
late to be attributable to the 1979 change in Federal Reserve operat-
ing procedures. Similarly, the shift is not closely associated in time
with increased volatility of interest rates. Also, the evidence suggests
that the record trade deficits of the 1980s have contributed little to
the observed decline in velocity.

A number of empirical studies indicate that the decline in Ml ve-
locity in the 1980s is not primarily a reflection of shifts of funds into
Ml induced by the introduction of new types of deposit accounts.
This view is supported by the fact that a similar shift in the trend
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growth of velocity is observed if velocity is calculated using either
currency held by the public or the monetary base. In addition, if ve-
locity is measured using a monetary aggregate that excludes the in-
terest-bearing accounts now included in Ml, some evidence remains
of a decline in velocity, albeit a less steep decline. Moreover, even
though M2 would be expected to be less distorted by financial de-
regulation, M2 velocity has also behaved atypically during the 1980s,
although its aberration has been less pronounced than that for Ml.

It appears that inclusion of interest-bearing deposits in Ml has in-
creased the interest-elasticity of the demand for money. With an in-
creased interest-elasticity, declining interest rates of the past 4 years
would explain more of the decline in velocity than can be explained
with lower interest-elasticities. It is also possible that the decline in
expected inflation in recent years has exerted additional downward
pressure on velocity growth, beyond the effect of expected inflation
on interest rates. Much of the empirical evidence available at this
time suggests that an increased interest-elasticity of the demand for
money in combination with the fall in interest and inflation rates may
well in time provide the best explanation of the unusual velocity be-
havior of the 1980s.

Finally, the demand for money balances is presumably affected by
the spread between market interest rates and those paid on deposits.
After a long history of legal restrictions on deposit interest rates,
these rates have been relatively slow to adjust to changing market
conditions since the restrictions were removed. It is therefore plausi-
ble that part of the Ml growth that occurred in 1985 and 1986 is
related to declines in market interest rates that reduced the opportu-
nity cost of holding Ml balances. Over time, additional changes in
market rates relative to deposit rates would be expected to affect the
demand for Ml. But with only limited experience in a deregulated
environment, it is difficult to predict how deposit rates will be adjust-
ed to changes in market interest rates and how the public will re-
spond to changes in relative interest rates.

Federal Reserve Policy

Two opposing types of risk are inherent in the conduct of mone-
tary policy. One risk is that monetary policy might be too expansion-
ary and that excess monetary growth will ultimately generate higher
inflation and the subsequent need to disinflate. The second risk is
that inadequate monetary growth might constrain the growth of real
economic activity. While the balancing of these two types of risk is
never easy, the task has been made more difficult in recent years by
the unusual pattern of velocity behavior, which reflects a less reliable
relation between money and nominal GNP growth.
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In 1986, monetary policy was influenced by a wide range of eco-
nomic and financial market developments. In the first 4 months of
1986, market interest rates declined substantially as the oil price de-
clines and other price developments had favorable effects on the
near-term outlook for inflation. In this period, the Federal Reserve
Board reduced the discount rate twice in order to realign it with
lower market rates. Money growth was relatively modest early in the
year as M1 expanded along the upper bound of its target range and
the broader aggregates were within or below their prescribed ranges.
As evidence of economic weakness emerged in the second quarter
and inflation remained subdued, the Federal Open Market Commit-
tee (FOMC) voted in July to ease reserve conditions and the Federal
Reserve Board approved another cut in the discount rate, again
largely in response to additional downward movements in market in-
terest rates that had occurred in June. Even though Ml growth accel-
erated rapidly beginning in the spring, these accommodative policy
actions were judged appropriate in light of the fact that the broader
monetary aggregates remained within their target ranges, and uncer-
tainty continued about the reliability of the linkage between Ml and
nominal income growth.

Similar policy actions were adopted again in August as economic
activity continued to appear sluggish and the broader aggregates still
grew at moderate rates, despite very rapid Ml growth. Because each
of the discount rate cuts in 1986 occurred after general declines in
market interest rates, the discount rate followed, rather than led, in-
terest rate movements. However, following the April and August dis-
count rate cuts, market interest rates generally increased. In addition,
in the 2 months immediately following the August discount rate cut,
long-term interest rates rose both absolutely and relative to short-
term rates, resulting in a steepening of the yield curve. This illus-
trates the limitations on the capacity of discount rate cuts to secure
lasting reductions in market interest rates.

By the summer of 1986, the broader monetary aggregates were
also growing more rapidly and M2 reached the upper bound of its
target range in August. The FOMC appeared to become more con-
cerned about the inflationary potential of money growth, a concern
that had been apparently discounted earlier in the year when Ml
alone was growing rapidly. Implicit in these decisions was the judg-
ment that with the uncertainty about Ml velocity, the broader mone-
tary aggregates were more reliable guides to monetary policy than
Ml. From the fourth quarter of 1985 to the fourth quarter of 1986,
Ml growth averaged more than 15 percent, well above the Federal
Reserve's target range of 3 to 8 percent. M2 growth from the fourth
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quarter of 1985 to the fourth quarter of 1986 was just at the upper
bound of its 6 to 9 percent target range.

Although the full consequences of monetary policy actions are
often not felt for more than a year afterwards, the record in 1986
suggests that the Federal Reserve did a reasonably good job in bal-
ancing the risk of inadequate money growth against the long-term in-
flationary risk of too much money creation. As the economy expand-
ed more slowly than expected during the year and inflation contin-
ued to be moderate, the Federal Reserve allowed Ml growth to
exceed its predefined target range and relied more heavily on a
broader range of economic data. Further depreciation of the dollar in
1986 was apparently not interpreted as a signal of the need for
slower money growth, probably because real dollar depreciation was
widely regarded as desirable to improve U.S. international competi-
tiveness, and because the lower dollar had little visible effect on the
inflation rate. In the context of moderate real growth, very low
inflation, and falling inflation expectations and given the uncertainty
about the behavior of velocity, the de-emphasis of Ml in favor of other
variables to gauge the conduct of monetary policy appears to have
been an appropriate judgment.

Despite weaker-than-expected economic growth in 1986, no evi-
dence suggests that the Federal Reserve has erred on the side of
monetary restriction. Based on money growth, interest rates, or ex-
change rates, it is not reasonable to conclude that monetary policy
was "too tight" in 1986. The failure of the real economy to perform
as well as most forecasters had predicted is clearly related to sectoral
problems, and is not the result of inadequate monetary expansion. In
particular, the adverse effects on the energy sector of the oil price
declines, the further deterioration of the trade balance, and the con-
tinued stress in the agricultural sector together appear to have limit-
ed economic growth in 1986.

One cannot dismiss the fact, however, that by historical standards,
Ml growth in 1986 was high. It substantially exceeded the Federal
Reserve's own target range, as well as most analysts' a priori views of
appropriate money growth. Until a more reliable relationship be-
tween Ml and nominal income growth is reestablished, however, the
implications of this rapid Ml growth remain uncertain. Given the var-
ious factors discussed above that appear to be working to alter—at
least temporarily—the relationship between money and GNP growth,
rates of monetary expansion that would have previously implied a re-
surgence of inflation appear to have been necessary in recent years
to satisfy an increase in the demand for real money balances relative
to income. Although the nature of the change in velocity behavior is
not fully understood at this time, no plausible assessment of the
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change in velocity growth would imply a permanent need for such
rapid money growth. Analysts agree that at some point the rate of
monetary growth must be reduced if the ultimate goal of price stabil-
ity is to be achieved. The difficult policy issue is one of timing—to
assess when sufficient money growth has been provided to satisfy in-
creased demand for money balances and to determine the extent to
which money growth should be decelerated.

From the outset, the Administration has emphasized the impor-
tance of promoting sustainable real economic growth within an envi-
ronment of long-run price stability. With a continuation of slower
than expected economic growth, moderate inflation, and serious
stress in some sectors of the economy, the dangers of a monetary re-
striction of economic activity are real and important. Given the eco-
nomic dislocation associated with the rise of inflation in the 1970s
and its reduction in 1981-82, the Nation also cannot afford to ignore
the dangers of allowing a reacceleration of inflation and the inevitable
economic cost of disinflation.

THE MACROECONOMIC EFFECTS OF DEFICIT REDUCTION

In fiscal 1986, the Federal deficit amounted to 5.3 percent of GNP.
Under the provisions of the Balanced Budget and Emergency Deficit
Control Act of 1985, commonly referred to as Gramm-Rudman-Hol-
lings (GRH), the deficit is scheduled to decline gradually to zero by
fiscal 1991. As outlined in the President's 1988 budget, it is assumed
that deficit reduction will be achieved primarily through restraining
Federal spending, not by raising taxes. In the long run, this approach
to deficit reduction should contribute to economic growth by freeing
resources that would have been used by the Federal Government for
more efficient use by the private sector. Also, by avoiding tax in-
creases, this approach protects private incentives to work, save, and
invest.

The analysis of the prospects for reducing the Federal deficit, pre-
sented in Chapter 2 of this Report, provides several facts relevant for
assessing the probable short-term macroeconomic effects of deficit
reduction. First, net interest expense of the Federal Government as a
share of GNP will decline by 1 percentage point, implying an equal
reduction in the Federal deficit as a share of GNP. This decline in
net interest expense will occur provided that the economy grows and
interest rates decline in accord with the Administration's projections,
and provided that growth of the stock of Federal debt is slowed by
reducing the Federal deficit in accord with the GRH targets. Second,
Federal receipts as a share of GNP are projected to rise by 0.9 of a
percentage point between fiscal years 1986 and 1991. A small part of
this rise is due to already scheduled increases in social security pay-
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roll taxes, but most is due to the expected revenue benefits of con-
tinued economic growth. Third, excluding net interest expense and
social security benefits (which are projected to maintain approximate-
ly a constant share of GNP), the composite of all other Federal
spending amounted to $655 billion in fiscal 1986, or 15.7 percent of
GNP. If real spending on this composite stayed constant at fiscal
1986 levels, projected real economic growth between fiscal years
1986 and 1991 would reduce the share of such spending in GNP by
2.4 percentage points.

It is plausible to suppose that these three sources of deficit reduc-
tion, which jointly account for 81 percent of the required reduction
in the Federal deficit as a share of GNP, will not generate any signifi-
cant, short-run, negative macroeconomic effects. Reaching the GRH
target of a balanced budget by fiscal 1991, however, will require
more than holding constant real government spending on the com-
posite that excludes net interest and social security benefits. It will
also require a cut of about $39 billion in real spending from this
composite. As is discussed in Chapter 2, achieving such real expendi-
ture reductions while providing for increased real Federal spending
in critical areas of national need will require hard political choices.
However, this magnitude of real Federal spending cuts, spread over
several years, should not have serious adverse consequences for over-
all economic activity.

Further, it should be recognized that at some time, the Federal
deficit must be reduced as a share of GNP. The potential negative
macroeconomic consequences of deficit reduction are minimized by
achieving deficit reduction gradually, when other economic forces
appear likely to sustain economic expansion. As improved U.S. inter-
national competitiveness contributes to a smaller trade deficit, the
likelihood increases that resources that might otherwise be used to
satisfy rising Federal expenditures will find other uses. A noninfla-
tionary monetary policy that fosters permanent reduction in interest
rates also eases the task of deficit reduction by contributing to lower
net interest expense for the Federal Government.

ECONOMIC FORECAST FOR 1987

The Administration forecasts a strengthening of economic growth
with continued moderate inflation in 1987. The impediments to eco-
nomic growth that brought past expansions to a halt are not evident:
inflation and interest rates remain low, inventory stocks are relatively
lean, and resource constraints and production capacity pressures are
absent. Table 1-4 summarizes key aspects of the Administration's
forecast for 1987. The Administration's estimate of real GNP growth
this year is 3.2 percent, measured fourth quarter to fourth quarter,
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compared with a growth rate of 2.2 percent in 1986. For 1987,
strong growth in employment is forecast to continue and the total
unemployment rate is predicted to be 6.5 percent in the fourth quar-
ter. An improved balance of trade, an increase in inventory invest-
ment, and cessation of the economic deterioration caused by the
drop in oil prices should contribute to stronger growth in 1987.

The inflation rate in 1987 is forecast to return to the 3.5 to 4 per-
cent range of recent years, before the decline in oil prices temporari-
ly depressed the inflation rate in 1986. Specifically, the GNP deflator
is forecast to rise at a 3.6 percent annual rate during 1987, after a
2.2 percent rate of increase during 1986. During 1987, the CPI is ex-
pected to increase at a slightly faster rate than the GNP implicit price
deflator, reversing the pattern in 1986. This is because the CPI em-
bodies import prices more directly than does the GNP implicit price
deflator, and import prices are expected to rise more rapidly than
domestic prices because of the continuing effects of depreciation of
the dollar.

TABLE 1-4.—Economic outlook for 1987

Item

Real gross national product.. .

Personal consumption expenditures
Nonresidential fixed investment
Residential investment
Federal purchases of goods and services
State and local purchases of goods and services

GNP implicit price deflator

Compensation per hour2

Output per hour2

Unemployment rate (percent)3.

Housing starts (millions of units, annual rate)

19861 1987
forecast

Percent change, fourth quarter to fourth quarter

2.2

4.0
54
9.8
1.8
4.6

2.2

2.6

1.1

3.2

2.3
2.5
1.5
25
2.7

3.6

4.8

1.9

Fourth quarter level

6.8

1.7

6.5

1.8

1 Preliminary.
2 Nonfarm business, all persons; fourth quarter 1986 estimated.
3 Unemployed as percent of labor force including resident Armed Forces.

Sources: Department of Commerce (Bureau of the Census and Bureau of Economic Analysis), Department of Labor (Bureau of
Labor Statistics), and Council of Economic Advisers.

The Administration's forecast embodies the following assessments
for the four main components of GNP: consumption, investment,
government spending, and net exports. First, growth of real con-
sumption spending is forecast to slow from the 4.0 percent annual
growth rate in 1986, but is still expected to make a substantial contri-
bution to real GNP growth in 1987. As discussed earlier, a rapid in-
crease and high level of real household net worth tend to raise con-
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sumption spending. However, the relatively low personal saving rate
in 1986 suggests that households may wish to hold growth of con-
sumption spending below that of disposable personal income in
order to restore personal saving rates to more normal levels. More-
over, the boost to real disposable personal income, and hence to real
consumption spending, from the sharp decline in oil prices in 1986, is
unlikely to be repeated in 1987.

Second, real investment is expected to strengthen because of gains
in nonresidential fixed investment and inventory investment, despite a
substantial slowdown in residential investment growth. Real nonresi-
dential fixed investment fell in 1986, partly because of the problems
of the oil and gas industry and perhaps also because of some short-
run adverse effects of the tax reform process. Lower interest rates,
rising corporate profits, stronger economic growth, and (as previous-
ly explained) a high ratio of the market value of financial claims for
ownership of business enterprises to the price of capital goods
should contribute to some strengthening of real nonresidential fixed
investment in 1987. Real residential investment, however, seems un-
likely to repeat the strong growth performance of 1986. In particular,
high vacancy rates and the effects of tax reform may inhibit growth
of multifamily housing construction. Concerning inventory invest-
ment, it is noteworthy that manufacturing inventories have generally
been falling for more than a year and a half and the inventory-sales
ratio is currently low for other sectors as well. With continued
growth of domestic sales and improvement in net exports, producers
should begin accumulating inventories at a faster pace.

Third, given their relatively strong budget positions, continued
modest growth of real spending by State and local governments
seems probable. In contrast, the program to reduce the Federal fiscal
deficit should lead to a modest reduction in real Federal purchases of
goods and services in 1987.

Fourth, after deducting 0.7 percent from economic growth in 1986,
real net exports are expected to contribute a similar amount to
growth in 1987. The falling dollar appears finally to be influencing
the prices of non-oil imports. The fixed-weighted price index for
non-oil imports rose 9.4 percent during 1986 and further increases
are expected in 1987. Higher relative prices for goods imported into
the United States and lower relative prices of U.S. exports in foreign
markets should improve U.S. net exports.

A special factor that should aid real GNP growth in 1987 is the end
of the decline of production and investment in the domestic oil and
gas industry. Following the oil price drop in early 1986, drilling op-
erations for gas and oil plummeted, pulling down nonresidential
fixed investment for most of the year. If oil prices remain near year-
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end levels, declining activity in the domestic oil and gas industry
should not continue to detract from real GNP growth in 1987. While
the direct effects of lower oil prices were largely completely absorbed
by the economy in 1986, secondary benefits may still be forthcoming.

ECONOMIC PROJECTIONS FOR 1988-92

The Administration's longer term economic projections represent
expected trends and should not be interpreted as year-to-year fore-
casts. They reflect the long-run economic policy goals of the Admin-
istration and long-run trends in the economy. Specifically, it is as-
sumed that the incentives for economic activity embodied in the re-
duced marginal tax rates contained in the Tax Reform Act of 1986
are preserved and that further gains are made in reducing govern-
ment spending and the burden of government regulation. Also, the
Federal Reserve is assumed to continue a policy that is both consist-
ent with gradual achievement of the long-term goal of price stability
and not so restrictive as to impair economic growth.

The Full Employment and Balanced Growth Act of 1978 requires
the Economic Report of The President, together with the Annual Report of
the Council of Economic Advisers, to include an Investment Policy Report
and review progress in achieving goals specified in the Act. The pro-
jections for 1987 through 1992 summarized in Table 1-5 constitute
the "...annual numerical goals for employment and unemployment,
production, real income, productivity and prices...", prescribed by
this Act. The projections go far in achieving the goals specified in the
Act for unemployment and inflation, while achieving many other aims
of the legislation such as balanced growth, reduced Federal spending,
adequate productivity growth, an improved trade balance, and in-
creased competitiveness of agriculture, business, and industry. Al-
though the goal of 4 percent unemployment, specified in the legisla-
tion, is not attained by 1992, this does not indicate a lack of commit-
ment to achieving full employment. On the contrary, the Administra-
tion is dedicated to bringing about full employment and stable prices
by creating an environment conducive to healthy and sustained eco-
nomic growth. There are no quick fixes to reach the legislation's
stated goals; government best serves these goals by allowing private
enterprise to flourish, thereby generating long-term growth and full
utilization of resources in a noninflationary environment.

Specifically, the Administration's economic projections detailed in
Table 1-5 show real GNP growth rising to 3.6 percent in 1989 and
declining slowly to 3.4 percent in 1992. Stronger real growth reflects
the long-term benefits of tax reform, as well as factors that will im-
prove growth in the current year and carry forward in later years.
Further improvements in real net exports are expected, especially in
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TABLE 1-5.—Administration economic assumptions, 1987-92

[Calendar years]

item

Real GNP

Real compensation per hour1

Output per hour1

Consumer price index2

Employment (millions)8

Unemployment rate (percent)4

1987 1988 1989 1990 1991 1992

Percent change, year to year

2.7

.8

.9

3.0

3.5

2.0

2.2

3.6

3.6

1.8

2.0

3.6

3.6

1.7

1.9

3.2

3.5

1.8

1.9

2.8

3.4

1.9

1.9

2.2

Annual level

113.5

6.7

115.8

6.3

118.0

6.0

120.2

5.8

122.0

5.6

123.9

5.5

1 Nonfarm business, all persons.
2 For urban wage earners and clerical workers.
3 Includes resident Armed Forces.
4 Unemployed as percent of labor force including Armed Forces.

Source: Council of Economic Advisers.

1988. Higher production will lift incomes and consumption, and
business investment should strengthen further in 1988 and beyond.
Production is projected to grow sufficiently rapidly to lower the un-
employment rate to 5.5 percent by 1992. Consistent with gradual
achievement of the long-term goal of price stability, the inflation rate
is projected to decline to 2.2 percent by 1991. Productivity growth is
projected to improve from recent levels because of the normal cycli-
cal effect of stronger output growth and because of expected im-
provements (discussed earlier) in the trend rate of growth of labor
productivity. Coincident with this improvement in productivity
growth, increases are expected in real compensation per hour.

These projections reflect the Administration's policies to promote
long-term, noninflationary growth by encouraging investment in
physical and human capital and improvements in productive technol-
ogy. The Administration believes that creating an economic environ-
ment that provides strong incentives for work and production is the
best policy for promoting investment and productivity growth. Re-
ducing disparities in the rate of taxation on different economic activi-
ties contributes to this result by encouraging resources to be allocat-
ed to activities where they can be used most productively. Chapter 2
describes how the Tax Reform Act of 1986 promotes these goals.
Also, as is discussed in Chapter 2, Federal spending restraint will free
resources to be invested more productively to support growing do-
mestic and foreign demands for U.S. products. Chapters 3 and 4 de-
scribe policies to improve the U.S. trade balance.
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UNDERLYING TRENDS IN ECONOMIC GROWTH

Long-run growth in the economy is governed by expansion in the
economy's capacity to produce. Growth in the working-age popula-
tion, in labor force participation rates, and in output per person all
play a role in this expansion. Table 1-6 outlines the contributions to
growth of these factors for historical periods beginning and ending at
cyclical peaks, for the current cycle so far, and for the projection
period. The table presents a simple progression of steps from popula-
tion growth to GNP growth.

TABLE 1-6.—Accounting for growth in real GNP, 1948-92

[Average annual percent change]

Item

GROWTH IN:

1) Civilian noninstitutional population aged 16 and over
2) PLUS- Civilian labor force participation rate

3) EQUALS- Civilian labor force . .
4) PLUS: Civilian employment rate

5) EQUALS: Civilian employment
6) PLUS: Nonfarm business employment as share of civilian employment

7) EQUALS- Nonfarm business employment
8) PLUS* Average weekly hours (nonfarm business)

9) EQUALS: Hours of all persons (nonfarm business)
10) PLUS- Output per hour (productivity, nonfarm business)

11) EQUALS: Nonfarm business output
12) LESS- Nonfarm business output as share of real GNP

13) EQUALS- Real GNP

1948 IV
to

1981 III

15
2

18

1.7
.1

1.7
-4

1.4
1.9

3.3
0

33

1973 IV
to

1981 III

18
.5

24
-.4

2.0
.1

2.1
6

1.5
.6

2.0
1

22

1981 III
to

1986 IV •»

12

1.7

1.8
.2

2.0
_ 1

1.9
1.1

3.0
5

24

1986 IV i
to

1992 IV

9
6

1.5

1.8
.2

2.0
1

1.9
1.9

3.8
3

35

1 Data for 1986 IV are preliminary.
Note.—Based on seasonally adjusted data. Detail may not add to totals due to rounding.
Sources: Department of Commerce (Bureau of the Census and Bureau of Economic Analysis), Department of Labor (Bureau of

Labor Statistics), and Council of Economic Advisers.

First, the sum of population growth and growth in the labor force
participation rate determines growth in the labor force. While
growth of the adult population has been slowing for some time as
the last of the baby-boom generation passes into working age, the
participation rate continues to climb. Continued growth in the partici-
pation rate of women and the incentives for increased work effort
provided by tax reform imply growth of the labor force well into the
1990s. A growing labor force coupled with further reductions in the
unemployment rate (represented by increases in the employment rate
in the table) determine employment growth for 1987-92 that is ex-
pected to match the 1981-86 experience.

In order to use published productivity figures, employment is ad-
justed to cover nonfarm business only, and then translated into
growth in total hours worked. The addition of growth in total hours
and output per hour (labor productivity) determines growth in non-
farm business output. Recently, productivity gains in sectors other
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than manufacturing have been disappointing. Expectations of future
gains, although above recent productivity growth, have been scaled
back somewhat from previous projections. Productivity is projected
to increase at approximately 1.9 percent, on average, over the 1987-
92 period, up 0.8 of a percentage point from rates experienced in the
current cycle to date. After adjustment for the stronger relative rate of
growth of the nonfarm business sector, the growth rate of real GNP is
given in the last line of Table 1-6. The calculations in the table indicate
that the projected improvement in productivity growth (output per
hour) from 1.1 to 1.9 percent per year is the key to stronger real GNP
growth and to the gains in real living standards that this growth will
generate.

CONCLUSION

Although 1986 was not an outstanding year in terms of real GNP
growth, the economic expansion proceeded on a broad front through
its fourth year, and important progress was made in expanding em-
ployment and reducing inflation and interest rates. The problems
that kept overall growth below expectations were largely sectoral: a
decline in world oil prices that depressed employment and invest-
ment in the domestic oil and gas industry; continued difficulties in
U.S. agriculture; and a further deterioration of the U.S. trade bal-
ance. Nowhere evident were the problems that usually portend the
end of expansions. Rather, the economic developments of 1986
affirm that the destructive sequence of progressively rising inflation
rates and interest rates, interrupted by severe recessions, has been
broken. The foundation for sustainable growth of production and
employment, accompanied by gradually declining inflation and un-
employment, has been strengthened.

For the future, real economic growth is projected to accelerate. In-
flation is projected to resume its gradual decline, after a modest
upturn because of erosion of the temporary effects of the recent oil
price decline. Continuation of stable macroeconomic policies is es-
sential to realizing these projections and to avoiding cycles of infla-
tion and disinflation that are associated with unnecessary swings in
relative prices, real interest rates, and real asset values, and ultimately
with many of the structural and sectoral problems that still beset the
U.S. economy. In particular, monetary policy faces a difficult task in a
period when the traditional guideposts for its conduct have become
less reliable. It must continue to tread cautiously between the risk of
inadequate money and credit creation that would jeopardize econom-
ic expansion in the short run, and the risk of excessive monetary
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growth that would reignite inflation and seriously damage economic
performance in the long run.

Ultimately, the long-run growth rate of the economy and the
growth of real living standards depend primarily on the produc-
tivity of individuals and businesses operating in the private sector. As
discussed here and in later chapters of this Report, government has an
important role to play in enhancing the efficiency and productivity of
the economic system. Its principal contribution is to maintain a stable
macroeconomic environment and to allow the natural incentives of
the flexible, private enterprise system to stimulate individuals and
businesses to increase the quantity and enhance the quality of pro-
ductive resources, to improve the efficiency of production processes,
and to deploy the Nation's resources to their highest valued uses.
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