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C ha rt 1

Industrial activity began to turn down 
in late summer of 1981.

P ercent

S o u rce s : B oa rd  o f G ove rn ors  o f the F e d e ra l R ese rve  
System  and U nited  S ta te s  D epa rtm en t o f Labor,
Bureau o f L a b o r S ta tis tic s .

In the closing months of 1981, the economy slid 
deeper into recession. Symptomatic of the downturn 
were the drop in industrial production, the sharp rise 
in layoffs, and the surge in unemployment (Chart 1). 
The weakening in economic activity was also reflected 
in the financial markets. Interest rates, particularly the 
short-term rates, receded sharply in November from 
the record high levels attained earlier in the year. 
However, conditions in the financial markets changed 
in early December, and yields backed up briskly in 
the closing weeks of 1981 and the opening weeks of
1982.

Industrial activity has been sliding since midyear. 
Industrial production peaked in July, marking the end 
of a year-long expansion. Thus far, this recession has 
been unfolding at a somewhat rapid pace. Industrial 
output fell 6.9 percent from July to December, whereas 
in the seven previous postwar recessions the decline 
in output averaged almost 5 percent during the first 
five months of the downturn. At the same time, unem
ployment climbed sharply from 7 percent in July to 
8.9 percent in December.

Signs of weakness in the economy first began to 
be noticeable late last spring and have become in
creasingly abundant since then. Net exports have 
gotten progressively weaker over the year, reflecting 
both the slackening in economic conditions abroad 
and the appreciation of the United States dollar in 
relation to other currencies that started late in 1980. 
A surge in mortgage interest rates that began in May 
carried them to a level in October and early November 
in excess of 18 percent. Though mortgage rates have 
declined since then, new housing construction re-

FRBNY Quarterly Review/Winter 1981-82 47Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

Winter 1981



mains in its worst slump since World War II. Spending 
by state and local governments has also slipped in 
real terms over the course of 1981. These govern
mental units are being squeezed by the steep reduc
tions of Federal spending, the austere mood of tax
payers, the recession-induced declines in tax revenues, 
and the extremely high rates prevailing in the municipal 
bond markets.

As the economy was faltering, cutbacks in con
sumer spending made matters worse. New car sales, 
in particular, fell sharply. As soon as United States 
automakers ended their price rebates and other sales- 
promotion schemes in early September, domestic 
car sales plummeted. Over the last three months of 
1981, new domestic car sales averaged 5.1 million 
units at an annual rate, the lowest level in over twenty 
years. Smaller but still substantial declines also oc
curred in real consumer purchases of other kinds of 
goods. In real terms, spending on nondurable con
sumer goods peaked in August and purchases of non
automotive durables fell further in October after hold
ing steady in the previous two months. By the year- 
end, however, the decline in consumption spending 
appeared to have tapered off.

Coming in the last quarter of 1981, the downturn 
in consumer spending seems to have caught most 
businesses off guard. With the 5 percent tax cut 
scheduled to take effect on October 1, many observers 
had foreseen a pickup in consumer spending over the 
fourth quarter. Why the anticipated increase did not 
occur is still not clear. Consumers may have decided 
to cut back or postpone their purchases of goods in 
order to take advantage of the all savers certificates 
and other savings incentives included in the Economic 
Recovery Tax Act of 1981. It is also possible that the 
high interest rates posted earlier in the year exerted a 
cumulatively depressing effect on consumer spending.

Despite the close scrutiny that businesses have 
kept on their inventories, an imbalance has developed 
over recent months. Over the year ended in March 
1981, total business inventories had fallen by slightly 
more than $2 billion in real terms. But from then until 
October (the latest month for which there are data), 
roughly $7 billion worth of inventories were amassed. 
Much of this increase, especially the portion accruing 
in recent months, was unintended, and businesses 
reacted quickly by curtailing production and laying off 
workers. Overall, the total buildup of stocks has not 
been unmanageably large, so that it should not take 
businesses too long to run down their excess inven
tories. Once the inventory correction has been com
pleted, the stage will be set for an economic recovery.

In the wake of the weakening economy, interest 
rates tumbled (Chart 2). After peaking at 15.85 per-

C h a rt 2

After declining sharply in recent months 
interest rates backed up a bit in the 
final weeks of the year.

P e rcen t

S o u rc e s : F e d e ra l R e se rve  B ank o f N ew  Y o rk ,
B oa rd  o f G o v e rn o rs  o f th e  F e d e ra l R e se rve  S ys te m , 
and The Bond  B u y e r .

cent in late August, for example, the three-month 
Treasury bill rate plummeted more than 5 percentage 
points by late-November. Other short-term rates posted 
similarly sharp declines. In response, commercial 
banks lowered their prime rates. The Federal Reserve 
System first lowered the discount rate and reduced 
the surcharge on certain discount window borrowings 
by large banks in early November and then, one month 
later, lowered the discount rate further and eliminated 
the surcharge altogether. The rally petered out in 
early December. At that time, short rates bottomed 
out and then backed up by more than V /2 percentage 
points in the closing weeks of 1981.

The vigorous rally in the money markets extended 
over into the capital markets. There, bond prices rose 
sharply throughout November, climbing to their highest 
levels since last spring. In the process, the rate on 
twenty-year Government securities declined by 2 V2
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percentage points while the Aaa rate on corporate 
securities fell by a bit less than 2 percentage points. 
New bond issues swelled. In November, gross new 
corporate issues amounted to $7.3 billion, almost 
double the monthly volume averaged over the first 
ten months of the year.

In early December, however, conditions changed 
perceptibly in the capital markets. Long-term yields 
bottomed out and then began to rise, though rates 
at the year-end were still well below the peaks at
tained earlier in the year. No doubt the heavy conges
tion of new bond issues contributed to the flattening- 
out of yields. Probably even more important, however, 
were the newly issued estimates of the Federal deficit, 
indicating that the Federal Government would be 
borrowing huge sums over the next several years.

Notwithstanding the contraction in economic activity, 
the growth of the monetary aggregates quickened in 
the last two months of 1981. In November, M-1B grew 
at a rapid 13.6 percent annual rate and M-2 surged 
17.2 percent. In December, both M-1B and M-2 slowed 
down a bit from the previous month but still increased at

a much faster pace than they had earlier in 1981. Over 
the four quarters of 1981, M-1B—adjusted for funds 
shifted into negotiable order of withdrawal (NOW) ac
counts from sources other than demand deposits—  
increased slightly more than 2 percent and ended up 
roughly 11A percentage points below the lower bound 
of its annual range. At the same time, M-2 increased 
about 91/2 percent over the year, winding up slightly 
above the upper limit of its targeted range.

Interpreting the significance of M-1B and M-2 rela
tive to their respective target ranges was complicated 
by the rapid pace of financial innovation during the 
year. Money market funds, for example, more than 
doubled over 1981. Attracted by the high yields offered 
by these mutual funds, investors drew down their 
demand deposits and cashed in some of their money 
market assets, placing the proceeds into money mar
ket funds. Because money market funds are excluded 
from M-1B but included in M-2, these transfers low
ered the growth rate of M-1B while increasing that of 
M-2. (See “Money Market Mutual Funds and Monetary 
Control” in this issue of the Review.)
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Chart 1

In d u s tr ia l P ro d u c t io n

Percent

Sources: Board of Governors of the Federal Reserve 
System and United States Department of Labor, 
Bureau of Labor Statistics.

Business activity declined further in the first quarter, 
and inflationary pressures continued to subside. Inter
est rates, which had backed up near the end of the 
year, continued to rise in January and did not change 
significantly through the balance of the quarter. Look
ing ahead, two main factors are widely cited to support 
a view that a turnaround in economic activity w ill 
begin by the second half of the year. First, inventory 
liquidation appears to be winding down. Also, dis
posable incomes w ill receive a large boost in July 
from a 7.4 percent increase in social security pay
ments and a 10 percent reduction of income taxes. 
Nevertheless, many believe that whether the economy 
can sustain a recovery for an extended period of time 
may depend in large measure on the future course of 
interest rates. Despite the improvement in the inflation 
outlook and the weakness in the economy, concerns 
continued that rates would remain high, in part because 
of the Federal budget outlook.

Inventories and the first-quarter decline in GNP
In each of the recessions in the postwar period, in
ventory liquidation has been the primary factor in the 
decline of gross national product (GNP) in at least one 
of the quarters during the recession. Completion of the 
liquidation has generally occurred near the turning 
point in economic activity. According to prelim inary 
estimates, real GNP declined in the first quarter at 
an annual rate of about 4 percent. Industrial produc
tion plunged in January, as severe weather conditions 
interfered with production schedules, and fell back 
again in March (Chart 1). This decline in production
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facilitated a large runoff of inventories. According to 
prelim inary estimates by the Department of Commerce, 
a drop in business inventories of $17.5 billion, by itself, 
more than accounts for the estimated decline in real 
GNP in the first quarter.

If the inventory adjustment is nearly over, it w ill re
move a large negative factor from the measured change 
in GNP and may set the stage for a recovery in the 
second half of the year. Evidence is mounting that 
the auto inventory adjustment is about over. Stocks 
changed little  in March. However, retail sales (ex
cluding autos) were weak throughout the quarter, 
declining by approximately 4 percent in real terms. 
This casts some doubt on whether the inventory cor
rection in the nonauto sectors has been completed 
as of yet, although the rate of decline should be more 
moderate in any event. In fact, even if the reduction 
of stocks were to continue but at a slower rate, it 
would represent a positive contribution to GNP growth.

The persistence of high interest rates: January 
money growth and budget deficit projections
The prospects for a strong and sustained recovery that 
w ill last more than a few quarters depends on a num
ber of factors, ranging from energy prices to business 
and consumer response to the recent tax cut. One 
of the most important factors is the future course 
of interest rates. Despite weakness in the economy 
and a decline in the inflation rate, nominal interest 
rates increased early in the quarter and remained high 
throughout. An important backdrop to the run-up in 
short-term rates early in the quarter was a surge in 
the growth of the money stock in December and Jan
uary. In these two months, M-1 grew at an annual rate 
of about I 6V2 percent and, by the end of January, 
was well above the upper bound of the target range 
(Chart 2). In February and March, M-1 declined slightly 
on balance. This helped alleviate some of the fears of a 
further rise in rates, although as the quarter ended the 
markets began to focus on the prospects of a surge 
in money growth in April.

Another sustaining factor for high interest rates, es
pecially in the intermediate- and long-term maturity 
areas, has been market concern over the Federal bud
get outlook. The President’s February budget proposal, 
as anticipated, forecast a $100 billion deficit for 1982. 
However, fo r 1983 and 1984, the enactment of deficit- 
reduction measures of $56 billion and $84 billion would, 
according to the budget proposal, reduce the deficits to 
only about $90 billion and $80 billion, respectively. 
Subsequent analysis by the Congressional Budget Of
fice (CBO) and others suggested that, on the basis of 
technical inaccuracies alone, even these deficit figures 
might be understated by $25 billion for 1983 and $35
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Source: Board of Governors of the Federal 
Reserve System.

billion to $45 billion fo r 1984, and less optim istic eco
nomic assumptions would raise the number even fur
ther.1 It has now become clear that, w ithout additional 
spending cuts and tax increases like those contained 
in the President’s budget or those proposed by others, 
the markets could be faced with financing a 1983 defi
cit in excess of $180 billion and a 1984 deficit of at 
least $220 billion.

Assuming an end to the recession by the second 
half of this year, an increase in the deficit in fiscal 
1983 during the first year of recovery would not be 
w ithout precedent. In five of six recessions in the post
war period, the defic it as a percentage of GNP peaked 
after the end of the recession (Chart 3):

•  Some tax payments, such as corporate and 
individual income tax final payments, are 
lagged and, in contrast to withheld taxes, show 
their greatest response to a recession in the 
year follow ing the resumption of economic 
growth.

1 See “ An Analysis of the President’s Budgetary Proposals for Fiscal 
Year 1983” , Congressional Budget Office (February 1982) and state
ment of James R. Capra before the Senate Committee on the Budget 
(March 5, 1982).
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Shaded areas represent periods of recession, as defined by the National Bureau of Economic Research.

Source: Congressional Budget O ffice, An Analysis of the President's Budgetary Proposals for Fiscal Year 1983.

Chart 3
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•  Also fiscal stimulus, in the form of tax cuts 
or discretionary spending increases has usu
ally been put into place just before or slightly 
after the resumption of real growth and con
tinues to affect the budget figures for some 
time afterward. This factor appears to be part 
of the fiscal outlook for 1983. For example, 
the July cut in individual income taxes w ill re
sult in an increase in fiscal stimulus, more 
than offsetting the net spending cuts enacted 
to date.

In the past, the deficit as a percentage of GNP gen
erally continued to rise until real GNP reached its 
pre-recession peak. What is different this time is that 
well into what is supposed to be a recovery period 
(1984 and 1985) the deficit could continue to rise both 
in absolute terms and as a percentage of GNP (as 
shown by the adjusted CBO baseline in Chart 3).2 At 
best, the deficit would rise in absolute terms and de

2 The CBO baseline is a budget projection that shows what the budget 
would look like with no changes in the laws and policies in effect at the 
end of calendar year 1981. For the purposes of analysis, an adjustment 
has been made to the baseline to make it reflect the real growth of 
defense in the Administration’s budget proposal.

cline only slightly as a percentage of GNP (as shown 
by the President’s budget). It is this pattern that has 
been cited by market participants as an important fac
tor sustaining the high level of interest rates. An in
ability of the Congress and the Administration to enact 
changes that would significantly cut the size of the 
1983 deficit is not necessarily viewed as an important 
problem for 1983 per se as it is a signal that the 
figures for 1984 and 1985 in Chart 3 may become a 
reality.

The Government deficit and interest rates
The prospects of large budget deficits in the future 
may be affecting both the real and inflation compo
nents of nominal interest rates. Measured against either 
the current inflation rate or a short-run forecast of the 
inflation rate, real interest rates have been at a postwar 
high— between 6 and 8 percent when measured on a 
basis unadjusted for taxes. High budget deficits, com
bined with a Federal Reserve policy of not accommo
dating such deficits, are generally considered to affect 
not only short-term rates but more importantly also the 
longer maturities. The reason for this is that, despite a 
potential rise in personal and business saving rates as 
a result of the tax cut, the quantum jump in the deficit
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over the next few years would, on balance, result in a 
smaller share of savings being available for private 
borrowers. However, assuming the economy sustains 
some kind of recovery (in part because of stimulative 
fiscal policies), private credit demands are expected to 
increase. A confrontation between rising private credit 
demands and a reduced availability of savings for pri
vate investment would mean continued high real inter
est rates in the future. The credibility of the Federal 
Reserve’s commitment to its money growth targets is 
critical to this line of reasoning. Expectations are said 
to be keeping real rates in the longer maturities high 
right now, precisely because the market believes the 
Federal Reserve will not cushion the effects of the 
future deficits on funds availability by absorbing signif
icant amounts of Government debt. A reinforcing ef
fect is that the expected high real rates also may add 
to risk premiums because of the fear of the financial 
failure of corporations that are forced to borrow at 
high rates both now and in the future.

The deficit also might be affecting that part of cur
rent nominal interest rates related to inflation expecta
tions. Although current inflation rates are low, the 
inflation component of interest rates is actually com
prised of market participants’ expectations about future 
inflation. Some analysts suggest that the market fore
sees higher inflation because large deficits could 
generate irresistable pressure on the Federal Reserve 
to accelerate money growth with an accompanying 
increase in inflation and inflationary expectations. A 
competing explanation is that market participants be
lieve that large deficits during an economic recovery

are inherently inflationary, irrespective of what the 
Federal Reserve is doing.

Although projections of future deficits may be an 
important reason for the current high level of rates, 
there are limits to how fast or by how much interest 
rates would decline if projections of future budget def
icits were reduced. First, the fiscal outlook is not the 
only factor holding up interest rates. For example, 
for long-term rates, it is possible that, even in the 
absence of the deficit problem, there would be consid
erable market skepticism about the likelihood of a 
longer term slowing of inflation, given the record of 
progressively higher upward ratchets of inflation after 
temporary improvements over the past fifteen years 
and the accompanying deterioration of the long-term 
bond market. This may limit somewhat the size of the 
reductions of long- and intermediate-term rates that 
would result from enactment of a deficit-reduction 
program. In addition, Federal outlays have been con
sistently underestimated and Congressional and Ad
ministration budget targets have been far from the 
mark over the past few years.3 Consequently, it may 
take some time and possibly even some actual experi
ence with lower Treasury borrowing to counteract 
market skepticism about the ultimate effects of an 
agreed-upon set of deficit-reduction targets.

3 In testimony before the House Budget Committee on March 16, 1982, 
Henry Kaufman, citing previous overruns of budget resolution targets, 
suggested that it would take more than enactment of Congressional 
budget resolution targets to convince the financial markets that the 
outlook for the deficit had been improved substantially.

James R. Capra
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