
The Economy in 1983

Output and employment registered
sharp gains in 1983, lifting the econ-
omy out of the most severe recession
since World War II. These gains
brought a considerable reduction in
the unemployment rate, which fell to
8.2 percent by year-end. The first year
of recovery was marked by broadly
based increases in spending by con-
sumers and businesses; these advances
were stronger than generally antici-
pated, considering the low confidence
and historically high credit costs that
prevailed as the year began.

The impressive progress in reducing
inflation in 1982 extended into 1983.
In the smallest increase in more than
a decade, the consumer price index
rose 3VA percent. Continued reduction
in inflation was aided by favorable
price developments in energy markets,
by the damping effect of abundant
supplies of livestock products on food
prices, and by further appreciation of
the dollar. Moreover, the broader
forces affecting prices and wages also
improved in 1983. Business and labor
involved in key contract settlements
seemed to be adapting constructively
to the less inflationary environment.
Overall, wage and compensation in-
creases were considerably smaller
than during the previous year; never-
theless, because inflation declined
even more sharply, real incomes rose.
At the same time, the underlying trend
in productivity growth appeared to be
tilting up, thereby helping to limit
increases in labor costs.

Better productivity performance,
more realistic wage bargaining, and a
more competitive environment for
price decisions have improved the
prospects for sustained progress

against inflation. The relation be-
tween supply and demand in the oil
market suggests that another infla-
tionary shock from that source is un-
likely, and indicators of inflation ex-
pectations have remained at reduced
levels thus far in the recovery. These
factors all provide favorable portents
for the future, but they will be tested
as economic expansion continues. The
firmer labor and product markets that
normally appear in the second year of
an economic recovery could cause
some cyclically sensitive prices to rise;
an increase in social security taxes for
employers will boost labor costs; and
food prices will probably be higher
than they otherwise might have been
because of the effects of last
summer's drought on meat prices.

If associated with other factors,
these latter forces could tend to in-
crease inflation expectations and gen-
erate broader pressures on prices and
wages. One of the possibilities is that
the competitive forces associated with
the appreciation of the dollar and
the ample availability of goods from
abroad, which have been exerting
downward pressures on the rate of in-
flation, could recede. More fundament
tally, as margins of excess capacity
diminish—to the vanishing point in a
few industries—and as experienced
labor is reabsorbed, there is a risk of
a return to the patterns of pricing and
wage bargaining characteristic of
earlier years of rapid inflation.

Household Sector

Most households experienced finan-
cial and economic gains in 1983. WithDigitized for FRASER 
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unemployment down and gains in em-
ployment sizable, growth in personal
income rebounded. Further easing of
inflation, lower interest rates, and the
cumulative 25 percent reduction in
federal tax rates on personal income
during the past three years all helped
raise the purchasing power of house-
hold income. In addition, household
net worth rose substantially in 1983,
reflecting primarily the surge in stock
market prices that began in 1982 and
extended into 1983.

These gains no doubt helped boost
consumer confidence, which surveys
indicated rose sharply last year to its
highest level in a decade. In this im-
proved mood, households felt freer to
finance major purchases by borrow-
ing and to devote a larger proportion
of current income to consumption
rather than saving. As a result, the
personal saving rate fell from 5.8 per-
cent of disposable income in 1982 to
4.9 percent in 1983.

The improved economic and finan-
cial status of households fostered a
substantial upswing in consumer
spending. Much of the strength came
in the automobile sector, as sales
recovered from several years of slug-
gish performance. Sales of domestic
models quickened in the first half of
the year, spurred by financing incen-
tives from dealers and reduced rates
on bank loans. Lower gasoline prices
and the introduction of new and bet-
ter American products apparently
also helped. Despite the withdrawal
of financing incentives, the recovery
in domestic automobile sales contin-
ued through the second half of the
year. Sales of imported models, still
constrained by export restrictions on
Japanese models, edged up in 1983,
regaining the level they enjoyed in
1980 before the imposition of quotas.
Consumer spending for other goods

and services also strengthened, paced
by large gains in housing-related items
such as furniture and appliances as
well as by brisk advances in general
merchandise and apparel sales.

Demand for housing surged in 1983,
as early in the year long-term mort-
gage interest rates fell below 13 per-
cent for the first time since the sum-
mer of 1980. The sharpness of the up-
turn reflected the considerable vol-
ume of demand postponed from the
preceding few years of high credit
costs and uncertain economic condi-
tions. New housing construction rose
considerably in response to rising
sales during the first three quarters of
the year. The rate of housing starts
remained at a relatively high level in
the final quarter, despite the renewed
rise in mortgage interest rates during
the second half of the year, as the
lower initial cost of adjustable-rate
mortgage financing became increas-
ingly attractive to homebuyers. For
the year as a whole, total private
housing starts rose 60 percent, the
sharpest annual increase in almost 40
years. The construction activity gen-
erated by the increase in starts was an
important factor in GNP growth, a
pattern typical of the first year of an
economic recovery.

Business Sector

Economic activity in the business sec-
tor also rebounded in 1983. Sales and
production rose sharply, bringing
greater capacity utilization and pro-
ductivity in their wake. These gains
helped spur before-tax profits, which
had been depressed in the early 1980s,
to an increase unusually rapid for the
first year of an economic expansion.
Because effective tax rates were lower,
businesses were able to retain a larger
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proportion of their profits than in
previous recoveries.

A marked shift in inventory invest-
ment from liquidation to accumula-
tion took place in 1983, further boost-
ing GNP. Firms had undertaken mas-
sive reductions in stocks during 1982
and early 1983. With final demands
strengthening, inventory reduction
slowed markedly in the second quar-
ter of the year; and, after midyear,
firms began to rebuild their invento-
ries. But sales and shipments were
strong enough during the second half
of the year that the actual stocks of
inventories remained quite lean, and
inventory-sales ratios fell to histori-
cally low levels.

Business spending on plant and
equipment did not reach its cyclical
trough until the first quarter of 1983,
but such expenditures grew rapidly
throughout the rest of the year. Over-
all, business fixed investment in-
creased 13 percent in real terms be-
tween the fourth quarter of 1982 and
the fourth quarter of 1983. At year-
end, a rising volume of new orders,
and surveys showing that businesses
planned higher investment spending,
suggested that the recovery in invest-
ment had developed momentum that
would extend into 1984.

Early in 1983, the strength in invest-
ment spending was concentrated in
the equipment sector, especially in
motor vehicles, high-technology of-
fice equipment, and computing ma-
chinery. The recovery in equipment
spending became more broadly based
as the year progressed, spreading to
traditional heavy equipment. Expend-
itures for new structures also turned
up in the second half of the year, led
by investment in stores and ware-
houses. In contrast, construction of
new office buildings declined sharply
during the first half of 1983 and main-

tained that reduced pace during the
second half of the year, in response to
continuing high vacancy rates.

Foreign Sector
The U.S. trade deficit worsened sig-
nificantly in 1983. The deterioration
reflected both a pace of recovery that
was much more vigorous for the
United States than for most of its ma-
jor trading partners and the impact of
the further appreciation of the dollar
from a level at the end of 1982 that
was already high. Thus developments
in the foreign sector damped the rate
of growth of domestic output in 1983.
Real exports of goods and services
rose 5 percent during the year, but the
increase in foreign demand for U.S.
goods and services was outweighed by
a strong rise in U.S. expenditures for
foreign goods and services. As a re-
sult, net exports of goods and services
(in volume terms) declined $17 billion
between the fourth quarter of 1982
and the fourth quarter of 1983, as part
of the strong advance in U.S. spend-
ing was satisfied by foreign output.

Government Sector
Government purchases of goods and
services were lower in real terms over
1983. However, this decline stemmed
largely from a reduction in crop in-
ventories held by the Commodity
Credit Corporation (CCC), associ-
ated in part with the payment-in-kind
(PIK) program. Excluding CCC, real
federal purchases in 1983 were up 4Vi
percent, led by a 5 VA percent increase
in defense spending. Purchases by
state and local governments picked
up slightly after two years of weak-
ness induced by the recession and cut-
backs in federal support.

An especially important develop-
ment in the government sector in 1983
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Government Surpluses and Deficits
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The data on tne tederal government deficit are for
fiscal years and are on a unified budget basis; they are
from the U.S . Department of the Treasury.

The data on state and local governments are for
operating budgets. They are on a national income ac-
counts basis, and they come from the U.S. Depart-
ment of Commerce.

was the shifting fiscal positions of
governments. In the fiscal year end-
ing in September 1983, the federal
deficit (not including off-budget pro-
grams) ballooned to $195 billion,
nearly twice as large as the previous
year's record deficit and about 6 per-
cent of gross national product; in the
previous three decades, the highest
ratio of the deficit to GNP had been 4
percent in 1976. In part, the increase
in the deficit in fiscal year 1983 re-
flected the lagged effects of the reces-
sion on receipts and transfer pay-
ments, but other factors were impor-
tant also. Revenue growth was limit-
ed by the cumulative effects of three
years of sizable tax reductions, while
spending was buoyed by increases in
outlays for defense, social insurance
expenditures, and interest payments
on the national debt.

At the state and local level, by con-
trast, operating budgets (excluding
social insurance funds) moved dra-
matically from deficit into surplus.
This shift resulted largely from the
combination of tax increases and cost-
cutting efforts adopted during the
recession as well as from an unantici-
pated increase in the tax base associ-
ated with the surprisingly rapid ex-
pansion in the economy.

Labor Markets
The recovery of production in 1983
was translated into an impressive im-
provement in labor markets. Three
million workers were added to non-
agricultural payrolls in 1983. The
most rapid gains were registered in
durable goods manufacturing and in
construction, the sectors hardest hit
during the recession; service jobs also
contributed importantly to overall
employment growth during the year.
Nevertheless, at year-end several key
manufacturing industries were oper-
ating well below peak capacity, and
jobs at contract construction sites
were still 400,000 below their 1979
peak.

Despite the rapid expansion in job
opportunities, the rise in the labor
force was relatively moderate, damped
by the long-term slowing in the growth
of the young adult population and by
stability in labor force participation
rates. As a result, the first year of the
recovery was marked by an unusual
concentration of hiring from the pool
of experienced workers, many of
whom had been out of work for ex-
tended periods.

Nominal wages continued to decel-
erate in 1983. Hourly compensation
in the nonfarm business sector rose at
a rate of less than 5 percent over the
four quarters of 1983, the slowest
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Employment, Compensation,
and Productivity
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pace since 1965. The easing of wage
increases reflected slack in labor mar-
kets in general as well as adjustments
in several major collective bargaining
agreements. Nearly 40 percent of
workers who negotiated major union
settlements during 1983 accepted
wage freezes or outright pay cuts for
the first year of their new contracts.
As a result, the "new settlements"
component of union wage increases
was cut to less than 1 percent. At the
same time, cost-of-living adjustments
were smaller because of continued
moderation in consumer prices.

Nonetheless, wage gains in 1983 ex-
ceeded price increases on average, so
that workers as a group experienced
improved purchasing power. Rising
real wages mirrored underlying im-
provements in labor productivity.
Although a good deal of the gain in
output per hour worked was attrib-
utable to the pickup that is normal
during the early stages of an econom-
ic recovery, qualitative reports sug-
gest that longer-run improvements
also were in train. Revisions in work
rules at many establishments during
the recession likely contributed to ef-
ficiency, and in 1983 business and
labor appeared to be cooperating in
efforts to trim costs and improve
quality. Reflecting wage and produc-
tivity developments, unit labor costs
rose only 1 VA percent in 1983, the best
performance since the mid-1960s.

Prices

Despite the strong recovery in eco-
nomic activity, the wage-price spiral
in evidence throughout the 1970s con-
tinued to unwind in 1983. Household
surveys revealed that, even though ex-
pectations about inflation increased
somewhat in the second half of the
year, throughout 1983 they remained
lower than they had been in some
time. Ample productive capacity and
a strong dollar also contributed to
further progress in reducing the rate
of inflation.

That progress was apparent in most
key price measures. Increases in the
consumer price index remained in a
much lower range in 1983. In part,
the brighter inflation picture reflected
developments in the energy and food
markets. Slack demand and large
worldwide inventories caused a sharp
decline in petroleum prices early in
1983, and prices of food at the con-
sumer level rose only moderately.
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However, the outlook for agricultural
prices turned less favorable in the
wake of the summer drought. The re-
sulting depletion of grain stocks,
along with the federal government's
PIK program to reduce agricultural
production, put upward pressures on
the prices of many agricultural com-
modities in the latter part of the year
that will probably affect consumer
food prices in 1984. In addition,
severe December weather is likely to
curtail the supply of fresh fruits and
vegetables in early 1984.

But the easing of price increases in
1983 was not limited to food and en-

ergy. The consumer price index ex-
cluding those sectors rose less than 5
percent, about half the pace of just
two years earlier. Moreover, pro-
ducer prices in general were little
changed in 1983. For finished goods,
price increases of capital equipment
as well as of consumer goods slowed
markedly. And, despite the cyclical
rebound in prices of sensitive indus-
trial materials, the producer price in-
dex for intermediate materials (ex-
cluding food and energy), which com-
prises a broad range of inputs into
production, rose less than 3 percent
in 1983.
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