
CHAPTER 6

Review and Outlook
IN 1983 THE U.S. ECONOMY experienced a year of vigorous cy-

clical recovery. As the economy snapped back from recession, em-
ployment increased by 4.0 million persons and the unemployment
rate fell by 2.5 percentage points. Real gross national product (GNP),
the broadest measure of output, rose by 6.1 percent, while industrial
production rose by 16.1 percent. These gains in employment and
output were achieved in an environment in which the rate of inflation
continued to decline—the increase in the consumer price index of
3.8 percent was the lowest in 11 years. Both productivity and real
wages rose, continuing an advance that began in 1982. For both
series the 2-year increase was the largest in 6 years. Major stock price
indexes rose significantly through the first half of the year and then
leveled off, while interest rates increased somewhat starting in the
spring. The U.S. dollar appreciated in the foreign exchange market,
continuing a trend that began in late 1980.

The performance of the economy involved much more than a
simple reversal of the output declines experienced during the reces-
sion. The decline in inflation and resumption of productivity growth
are expected to provide the base for a long continuing expansion in
coming years. The Administration's outlook for 1984 and economic
assumptions through 1989 are described in the final section of this
chapter, following the review of the economy's performance in 1983.

REVIEW OF THE 1983 ECONOMY

Gains in output were widespread across most sectors of the econo-
my. By the end of 1983 the expansion was 1 year old—the quarterly
dating of the business cycle trough is the fourth quarter of 1982,
while the monthly dating is November 1982. In discussing the 1983
recovery a comparison with other recoveries is useful. Table 6-1 pro-
vides summary information on the other recoveries since 1949. From
Table 6-1 it can be seen that in 1983 real GNP grew slightly less and
employment considerably more than over the comparable period of a
typical recovery. Indeed, the employment gain was larger than expe-
rienced in any of the seven recoveries reported in Table 6-1 with the
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exception of the recovery following the 1949 trough. Industrial pro-
duction in 1983 rose somewhat more rapidly than over the first year
of a typical recovery.

TABLE 6-1.—Growth in output and employment over first year of business cycle recoveries

[Percent change, except as noted}

Quarter and month of business cycle trough

First 4
quarters

after trough

Real GNP

First 12 months after trough

Industrial
production

Civilian
employment

Civilian
unemploy-
ment rate

(percentage
point

change)

1982 IV (November)..

1949 IV (October)
1954 II (May)
1958 II (April)
1961 I (February)
1970 1V (November)....
1975 1 (March)
1980 III (July)

Average of seven recoveries'
Average of five recoveries2..

6.1

13.3
7.4
8.4
7.0
4.7
6.7
4.2

7.4
6.8

15.7

27.7
14.0
20.9
13.4
6.2

15.2
9.7

15.3
13.9

3.6

4.4
2.9
3.4
1.4
2.1
3.3
1.9

2.8
2.6

- 2 . 3

- 3 . 7
-1 .6
-2 .2
= 1.4

.1
-1 .0
= .5

= 1.5
-1 .2

1 Excludes 1982.
2 Excludes 1949, 1980, and 1982.
Note.—Business cycle troughs are as determined by the National Bureau of Economic Research.
Sources: Department of Commerce (Bureau of Economic Analysis), Department of Labor (Bureau of Labor Statistics), and

Board of Governors of the Federal Reserve System.

In order to provide a reference standard for interpreting the
growth of GNP and its components in 1983, a "typical** recovery may
be defined by averaging the first year of business expansion follow-
ing the earlier cyclical troughs listed in Table 6-1 excluding those in
1949 and 1980. The strength of the recovery from the 1949 trough
was greatly distorted by the outbreak of the Korean war in mid-1950
and the accompanying expectation of a renewal of wartime produc-
tion and price controls. The expansion from the 1980 trough lasted
only 12 months—a recovery only half the length of any recovery in
the last 50 years.

A perspective on the composition of the expansion in real GNP is
provided in Table 6-2. The major categories of real GNP are report-
ed in terms of percentage point contributions to the total change in
GNP over the four quarters of 1983. For example, real personal con-
sumption expenditures accounted for 3.6 percentage points of the
total 6.1 percent growth in real GNP; by comparison, during the first
four quarters of the typical postwar recovery, personal consumption
accounted for 3.6 percentage points out of the total 6.8 percent in-
crease in real GNP. The major conclusion to be drawn from
Table 6-2 is that the magnitude and composition of the 1983 expan-
sion was similar in most respects to the typical first four quarters of
business expansion following a cyclical trough.
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TABLE 6-2.—Contribution ofGNP components to total GNP growth over first year of business cycle
recoveries

[Percentage point change]

Item
Typical
postwar

recovery2

6.8

3.6
1.3

.5

.0

1.0

1.8

- . 4
.0

- . 4

.3

-.3

5.0

Real GNP ...

Personal consumption expenditures
Durable goods

Nonresidential fixed investment
Producers' durable equipment .
Structures

Residential investment

Change in business inventories

Net exports of goods and services
Exports
Imports (minus denotes increase)

Government purchases of goods and services
Federal

Federal excluding CCC3

State and local

Final sales4

1 Preliminary.
2 Recoveries following business cycle troughs in 1954 II, 1958 II, 1961 I, 1970 IV, and 1975 I.
3 Memo item not usually reported in national income and product account tables.
4 Real GNP less change in business inventories.
Note.—Business cycle troughs are as determined by the National Bureau of Economic Research.
Source: Department of Commerce (Bureau of Economic Analysis).

Fluctuations in output over the business cycle are ordinarily larger
for durable consumption and investment goods than for other sec-
tors. In 1983 despite apparently high real (inflation adjusted) interest
rates, durable consumption, business fixed investment, residential in-
vestment, and inventories all experienced growth matching or ex-
ceeding that of the typical postwar recovery, based on the accounting
in Table 6-2. Business investment in equipment was especially
strong.

This strong performance can be attributed to several factors. Both
disposable personal income and after-tax business profits recovered
significantly from their 1982 levels. Relative prices for consumer du-
rable goods and fixed investment goods fell. Tax policies, especially
accelerated depreciation allowances, increased the after-tax return on
business investment. The rising stock market probably also contribut-
ed both to the demand for durable goods and business fixed invest-
ment. The decline in mortgage rates that began in mid-1982 was im-
portant for the housing recovery.

Rising profits and incomes are likely to have a large effect on in-
vestment expenditures in the early stages of the recovery when the
swing in output from contraction to expansion is relatively large and
disposable personal income and business cash flow increase signifi-
cantly. Later in the expansion, output and income growth tend to
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slow relative to business investment as firms approach high utiliza-
tion rates. At this stage, interest rates become more important in de-
termining the level of investment and subsequent growth in total
output.

In addition, business fixed investment may have been subject to
"accelerator" effects. As final demand rises, so too does the capital
stock needed to produce the higher volume of goods and services ef-
ficiently. With a resumption of economic expansion, even a relatively
small increase in the desired capital stock may result in a substantial
increase in the rate of investment spending. Inventory investment
also tends to increase with rising final sales in order to keep the ratio
of inventories to sales within the desired range. An expansion of in-
ventories requires additional production, further increasing the use
of existing capacity. These types of effects are likely to play a signifi-
cant role through 1984.

Expenditures on consumer durables and housing may have been
affected by a similar phenomenon. During recessions, with real
income growing slowly or falling, desired stocks of housing and con-
sumer durables rise slowly if at all. Most purchases reflect replace-
ment demand. In the early recovery phase, with rising employment
and income, purchases of consumer durables may expand rapidly as
efforts to increase stocks of durables and housing create additional
demand above normal replacement demand.

In 1983 total real domestic demand rose by 7.4 percent, and
export demand added another 0.3 percent. However, of this 7.8 per-
cent increase of aggregate demand, 1.7 percentage points were satis-
fied by imports of goods and services. Thus, U.S. real output and
income rose by 6.1 percent; in an accounting sense, net exports re-
duced real GNP growth by 1.4 percentage points in 1983 compared
to a reduction of 0.4 percentage point for a typical recovery. As can
be seen from Table 6-2, the decline in net exports in 1983 was more
a reflection of growing imports than of declining exports. However,
exports had declined significantly in 1982; thus, the small growth in
exports in 1983 was from a depressed base.

Government purchases of goods and services declined over the
four quarters of 1983 by an amount sufficient to lower GNP by 0.4
percentage point in the accounting reported in Table 6-2. State and
local government purchases grew more slowly than is typical of the
first four quarters of recovery. Total real Federal purchases actually
declined somewhat as a rise in Federal defense purchases was more
than offset by a fall in nondefense purchases. It is important to note,
however, that a comparison of real Federal purchases in the fourth
quarter of 1983 with those in the fourth quarter of 1982 is distorted
by a large shift from net purchases to net sales (which include pay-
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ment-in-kind) of agricultural commodities by the Commodity Credit
Corporation (CCC). As shown in Table 6-2, Federal expenditures ex-
cluding CCC contributed 0.3 percentage point of GNP growth com-
pared to a negative contribution of 0.3 percentage point for the typi-
cal recovery.

In summary, the major differences in the composition of GNP
growth between the 1983 and the typical recovery are these: a) non-
residential fixed investment rose more than usual in the 1983 recov-
ery; b) net exports, which fall somewhat in the typical recovery, fell
substantially in 1983; and c) Federal purchases, which are usually
about unchanged, fell in 1983 due to an atypical swing in CCC pur-
chases.

PERSONAL INCOME AND CONSUMPTION

Over the course of the year real personal income rose by 4.0 per-
cent, while real disposable income grew somewhat more rapidly, by
5.1 percent, reflecting the third stage of the Administration's tax re-
duction program. These increases in both personal and disposable
income continued advances that started in 1982.

As shown in Table 6-3, the 4.0 percent rise in real personal
income reflected a 5.1 percent rise in real payroll disbursements and
related fringe income. Higher employment and hours worked and an
increase in real hourly earnings all contributed to this increase.
Other sources of income including interest and dividend income,
rental income, and proprietors' income recorded a 4.7 percent in-
crease. Real net transfer payments declined 3.7 percent as unemploy-
ment payments dropped, and as the surge in employment produced a
large increase in contributions to social insurance. Federal personal
income tax liabilities fell by 6.2 percent while other taxes—largely
State and local—rose by 11.1 percent.

Increases in consumption expenditures were widespread across
various product categories. As is typical of periods of cyclical recov-
ery, the expansion of real consumption expenditures was led by ex-
penditures on durable goods. Real consumer durables expenditures,
which in 1982 were below their 1978 level, rose substantially in 1983.
Expenditures on automobiles, representing about 43 percent of total
consumer durables expenditures, rose by 19.3 percent. Furniture and
household equipment, linked to the housing recovery, grew by 11.5
percent and other durables by 8.4 percent.

In real terms, the services component of personal consumption ex-
penditures has grown every quarter since the first quarter of 1954,
reflecting stable growth of services generally, and especially of imputed
services of owner-occupied dwellings which represent one-quarter
of total services outlays. The nondurable goods sector—of which
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TABLE 6-3.—Real household income, consumption, saving, and residential investment, 1979-83

[Percent change, fourth quarter to fourth quarter and 5-year average]

Item 1979 1980 1981 1982 1983 *
5-year
aver-

Income by type-.

Labor income3

Other income4

Net transfer payments5..

Personal income

Less: Federal tax payments
Other tax and nontax payments6

Disposable personal income

-0 .2

115

1.0

1.6

1.1
11.9
- . 1

3.4

3.0
3.8

3.4

- 0 . 9
- 3 . 6
11.8

- . 3

- 4 . 9
4.5

.1

5.1
4.7

-3 .7

4.0

- 6 . 2
11.1

5.1

1.2
3.2
5.2

2.0

1.2
3.9

2.1

Personal consumption expenditures...

Personal saving

Personal saving rate (percent)7

2.1

11.4

5.9

.1

19.1

6.0

1.7

29.1

6.6

2.5

- 2 7 . 6

5.8

5.4

- 1 . 2

4.8

2.3

- 2 . 4

5.8

Housing starts9

Single family

Multifamily

Mobile (manufactured) home shipments8

Residential investment

-23.1

-29.2
-7 .9

- 9 . 9

- 8 . 3

- 4 . 0

- 5 . 0
- 2 . 0

- 4 . 3

-13.6

- 4 2 . 2

^44.9
37.1

12.3

-19.6

44.9

50.1
36.6

11.7

3.0

34.2

26.6
47.8

9 25.5

38.2

- 3 . 4

-5 .7
1.6

- 3 . 3

1 Preliminary.
2 Based on annual data.
3 Wage and salary disbursements and other labor income.
4 Proprietors' income, rental income, personal dividend income, and personal interest income.
r>Transfer payments less personal contributions for social insurance.
6 State and local tax and nontax payments plus Federal nontax payments.
7 Annual average.
8 Units.
9 Based on data through November 1983.
Note, jncome items, consumption, and saving deflated by the personal consumption deflator; residential investment deflated

by the residential deflator.
Sources: Department of Commerce (Bureau of Economic Analysis and Bureau of the Census) and Council of Economic Advisers.

food represents about one-half and clothing about one-quarter—fluc-
tuates over the cycle but is dominated by trend. Real nondurable
consumption rose 4.7 percent over the year.

By the second quarter of 1983, the vigorous recovery had already
lifted durable consumption expenditures above the prior peak quar-
ter in 1978. The increase began in the fourth quarter of 1982 when
special promotional efforts by the automobile industry and declining
fuel prices increased auto sales and substantially reduced inventories.

The growth of consumer spending in 1983 exceeded that of dis-
posable income. Hence, the personal saving rate fell over the course
of the year. The average rate for the year, 4.8 percent, was below the
5.8 percent rate in 1982 and substantially below the 6.9 percent aver-
age for the 1950-80 period. In comparing 1983 to prior recoveries, it
is better to examine the average saving rate for the year because the
personal saving rate can be rather volatile from quarter to quarter.
There has been no consistent pattern for the saving rate over the
first year of business cycle recoveries. In this stage of the cycle, sub-
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stantial declines on the order of the 1983 decline are certainly not
unknown; for example, in the first year of recovery following the
1954 trough the saving rate averaged 6.0 percent, down from an
average of 7.2 percent over the preceding four quarters. The main
issue concerning the 1983 personal saving rate is that it declined
from a 1982 level that was already considerably below the average
for the last three decades.

The decline in the saving rate in 1983 may reflect in part the ef-
fects of a vigorous stock market advance in encouraging rising con-
sumer spending. After rising 27 percent from its July low to Decem-
ber 1982, the Standard & Poor's composite index rose by another 19
percent over the 6 months ending June 1983. The index ended the
year at about its June level, having increased the value of outstanding
stock held by households by about $500 billion from July 1982. This
stock market advance was somewhat larger than the average over
comparable phases of previous business cycles.

RESIDENTIAL INVESTMENT

In 1983 monthly housing starts fluctuated between an annual rate
of 1.5 million and 1.9 million units, averaging 1.7 million units, the
highest level since the 1.75 million units reached in 1979. The in-
crease in starts from 1982 was the largest year-to-year advance in
over 35 years. In addition, mobile homes—not included in the starts
figure—averaged about 300,000 units, bringing total new dwelling
units to about 2 million. About two-thirds of the starts were single-
family units and one-third were in structures with two units or more,
a split that was about typical of the average in the 1970s. Expendi-
tures on residential housing construction increased 38.2 percent in
real terms from the fourth quarter of 1982.

The recovery in new housing construction was accompanied by a
rise in sales of existing homes, which rose 16.4 percent in the first 11
months of 1983. Total gross mortgage originations for one- to four-
family nonfarm housing in the first 9 months of 1983 was over $148
billion compared to $65 billion in 1982. The proportion of mortgage
loans devoted to refinancing was the highest ever recorded, with a
major portion devoted to refunding short-term financing, which was
widely used in 1981-82 when long-term mortgage money was scarce
and rates high.

Over the first three quarters of 1983, thrift institutions provided
about one-half of the net increase in mortgage borrowings, including
mortgages and mortgage-backed pool and agency securities. This
marked a return to the market share that prevailed in the 1970s. In
1982 thrift institutions contributed less than 10 percent of the in-
crease in net mortgage borrowings, as mortgages were swapped for
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agency securities in an attempt to increase liquidity. The rising share
for the thrifts reflects a variety of factors including a lower average
level of mortgage rates and the introduction of new, more competi-
tive savings instruments. There was a large flow of savings into the
thrifts; their total deposits were at a rate of $143 billion over the first
three quarters of 1983 compared to $55 billion for the same period
in 1982.

Of even more significance, perhaps, has been the growth of mort-
gage-backed certificates. Unfortunately much of this growth reflects
governmental activity that has probably stunted the growth of pri-
vately issued certificates. Federally sponsored mortgage-backed pool
purchases of home mortgages that are used to back pass-through cer-
tificates exceeded $67 billion at an annual rate over the first 9
months of 1983. Combined with a total of $12 billion of home mort-
gages acquired by Federal, State, and local government credit agen-
cies, government participation—chiefly as a mortgage market inter-
mediary—exceeded two-thirds of the $116 billion net dollar volume
in the home mortgage market.

The increase in housing construction and mortgage lending was
spurred by increases in disposable income and employment and by
the decline in mortgage interest rates that occurred over the second
half of 1982. Compared to mortgage rates in the middle of 1982 the
average rate in 1983 reduced the monthly payment on a 20-year term
$60,000 mortgage by about $120.

BUSINESS FIXED INVESTMENT

Real nonresidential fixed investment grew by 11.5 percent over the
four quarters of 1983. Strength was concentrated in business equip-
ment while nonresidential structures investment declined 2.7 percent.

Real expenditures on producers5 durable equipment rose 18.3 per-
cent from the fourth quarter of 1982 to the fourth quarter of 1983.
This rapid growth reflected the relatively short lead times on many
equipment purchases, a rising capital utilization rate as the recovery
proceeded, and the investment incentives in the 1981 and 1982 tax
legislation. The growth was particularly strong in the office, comput-
ing, and accounting machinery category, and in cars and trucks. Real
outlays for office equipment have almost doubled since 1979, reflect-
ing the high productivity of computers in many lines of activity.
Growth in business purchases of motor vehicles accounted for 29
percent of the total rise in equipment expenditures.

The decline in real expenditures on structures reflects the depress-
ing effects of high interest rates, long lead times in large construction
projects, and excess capacity existing at the beginning of 1983. Office
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building had been especially strong before 1983; office construction
peaked in late 1982 at a level three times greater than in 1977.

A sharp drop in the relative price of business fixed investment was
an important element in the rise in investment. The fixed-weight
price index for nonresidential fixed investment rose by 1.3 percent in
1983. By comparison, the fixed-weight index for final sales rose by
4.2 percent in 1983.

INVENTORY INVESTMENT

Inventory fluctuations are important in the business cycle process.
Inventories have a buffer stock role, permitting a more constant rate
of production in the face of transitory demand fluctuations. Under
normal circumstances demand fluctuations for individual firms* prod-
ucts largely offset one another; growth in aggregate demand and in
aggregate inventories is relatively smooth. Over a business cycle,
however, demand fluctuations are larger and more pervasive. Then,
inventories tend to be destabilizing as aggregate inventory adjust-
ments move in the same direction as final demand. The impact on
total output of a change in aggregate demand is then amplified by an
inventory cycle. In 1983 inventory accumulation did not begin until
the third quarter, in contrast to the usual recovery pattern in which
accumulation begins somewhat sooner. In each of the first two quar-
ters of 1983 the decline in inventories was smaller than in the prior
quarter. Consequently, the swing in inventory investment from an
unusually large liquidation of $22.7 billion (1972 dollars) in the last
quarter of 1982 to an accumulation of $7.5 billion in the last quarter
of 1983 added significantly to the growth in production over the
year.

With final sales rising and inventories declining in the first half of
the year and rising only modestly in the second half, the real busi-
ness inventories/final sales ratio, shown in Chart 6-1, fell substantially
over the course of 1983. By the fourth quarter of the year that ratio,
at 3.02, was below the average of 3.33 in the fourth quarter of previ-
ous recoveries. The lean inventory situation at the close of the year
reflects the effects of high interest rates and conservative inventory
management policies. It could also be a consequence of underesti-
mating the growth of final demand. With inventories lean at the end
of 1983, predicted future gains in final demand will likely be met by
increases in production and employment rather than by reductions in
inventories.
THE FARM ECONOMY

Reflecting the combined effects of a severe drought and the pay-
ment-in-kind (PIK) program, agricultural output fell in 1983. From
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Chart 6-1

Real Business Inventories/Final Sales Ratio

Ratio
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Source: Department of Commerce.

the fourth quarter of 1982 to the fourth quarter of 1983 real farm
output fell 16.5 percent to $33.9 billion. Reflecting the decline in
output, real farm inventories, excluding those under government
loans, fell $2.9 billion. Real exports of agricultural products were
roughly unchanged, falling only $0.4 billion. Nominal exports, how-
ever, rose 13.6 percent, to $37.6 billion, in the fourth quarter of
1983 as agricultural export prices rose 16.3 percent over the year.

The cost of Federal programs to support farm incomes probably
exceeded total net farm income in 1983. Farm production expenses
fell in 1983, for only the third time since 1940. This was primarily
due to the reductions in acreage under cultivation that farmers made
in reponse to the PIK program. The decline had significant adverse
effects on producers of farm inputs including fertilizers, other chemi-
cals, and seeds. The farm situation is discussed in detail in Chapter 4
of this Report.
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THE INTERNATIONAL SECTOR

Exports of goods and services in constant (1972) dollars rose
slowly in 1983, but imports of goods and services grew at a much
faster rate (Table 6-2). The result was a decline of net exports in
constant dollars, from a surplus of $23.0 billion in the fourth quarter
of 1982 to a surplus of only $2.5 billion in the fourth quarter of
1983.

In the national income and product accounts net exports measured
in constant (1972) dollars registered a surplus while net exports in
current dollars registered a deficit. The difference is due to a higher
price deflator for imports than for exports. Further, the current
account deficit in the balance of payments accounts, which is widely
discussed, is considerably larger than the net exports deficit in the
national income accounts. Most of that difference is accounted for
by the fact that the balance of payments accounts include, and the
national income accounts exclude, transfer payments and government
interest payments to foreigners. However, the interpretation of major
trends in the foreign sector is little affected by alternative accounting
systems. By either measure, the deficit has been rising in current dol-
lars, and the surplus has been declining in constant dollars.

The merchandise trade balance, which has been in deficit since
1976, further deteriorated in 1983. However, the United States has a
substantial surplus from investment income and a smaller surplus in
the "other services" component of net exports.

One cause of the decline in net exports in 1983 was the strong
dollar, which made imported goods and services relatively less
expensive to American buyers and exported goods and services rela-
tively more expensive to foreign buyers. U.S. exports also were limit-
ed by the problems of financially troubled debtor nations, particular-
ly those in Latin America. Another cause was the earlier recovery in
the United States relative to that abroad. In 1983 the rate of increase
of real GNP in the United States was three times that expected for
the other 23 industrialized countries that are members of the Organi-
zation for Economic Cooperation and Development (OECD). As
output and income in the United States grew rapidly over the course
of the year, imports of goods and services also grew. However, with
the expansions in the economies of major trading partners lagging
behind that in the United States, growth in demand for U.S. exports
of goods and services was restrained.

These events demonstrated an important result of the growing in-
tegration of the world economy. In 1983 countries outside the
United States had a substantial influence on U.S. output, and the vig-
orous recovery in the United States was a source of stimulus to the
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world economy. These matters are discussed in more detail in Chap-
ter 2 of this Report

GOVERNMENT PURCHASES OF GOODS AND SERVICES

Growth in government purchases of goods and services was not a
major element propelling the expansion of output in the economy in
1983.

Over the year, Federal purchases of goods and services in 1972
dollars fell by $7.5 billion. The decline was a consequence of a spe-
cial factor not likely to recur in 1984, namely a swing in CCC pur-
chases of $12.6 billion. CCC purchases in the fourth quarter of 1982
were unusually large, while the PIK program and the drought led to
net sales of commodities in the fourth quarter of 1983. Excluding the
CCC component, real Federal purchases rose by 4.4 percent over the
four quarters of the year. In 1972 dollars national defense purchases
rose from $81.4 to $85.6 billion, while the nondefense purchases
other than CCC rose from $33.3 to $34.1 billion.

The growth in State and local government purchases of goods and
services was small in real terms. Over the four quarters of the year
expenditures rose by only 0.6 percent. The small growth in pur-
chases continues a pattern that has been apparent for several years.
Indeed, in real terms, purchases for the entire year of 1983 are
slightly below their level in 1979.

The fixed-weight price index for Federal purchases increased 2
percent over 1983, while the State and local price index rose 5.4
percent.

EMPLOYMENT, UNEMPLOYMENT, AND PRODUCTIVITY

Employment, as measured by the household survey, rose by 4.0
million persons over the 12 months of 1983. As shown in Chart 6-2,
the civilian unemployment rate, after reaching a peak in November
and December of 1982, dropped by 2.5 percentage points over the
next 12 months, the largest 12-month decline in 32 years.

Changes in the unemployment rate are the result of conditions de-
termining labor force growth—growth in the working-age population,
and changes in the fraction of that population participating in the
labor force—and changes in employment. Labor force participation
rates and employment details are reported in Table 6-4. The in-
crease in employment was by far the largest determinant of the de-
cline in the unemployment rate. Civilian employment, as measured
by the household survey, grew by 3.6 percent over the 12 months
following the cycle trough in November 1982, an above-average in-
crease compared to previous postwar recoveries.
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Chart 6-2
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Lower growth in working-age population, taken alone, reduced the
unemployment rate by 0.4 percentage point compared to what it
would have been with average population growth. The number of 16
to 19 year olds, the population group that provides many of the new
additions to the labor force, actually declined over the year. The
labor force participation rate was essentially unchanged over the
year. Thus the slower-than-average labor force growth in this recov-
ery is a demographic phenomenon; it is not an unusual economic re-
sponse of participation rates to labor market conditions.

Above-average growth in employment raised the employment to
population ratio—the ratio of civilian employment to working-age
population—by 1.7 percentage points. At the end of 1983, 58.8 per-
cent of the population was employed, compared to postwar peaks of
60.1 percent in February and December 1979.

All demographic groups have shared in the recovery. Employment
gains were strong among blacks, particularly among black men over
20 years of age, who experienced an 8.5 percent employment gain
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TABLE 6-4.—Labor market developments, 1979-83

[Fourth quarter of indicated year]

Component

Change in civilian employment

Mates 20 years and over
Females 20 years and over
Both sexes 16-19 years

White
Black and other

Civilian unemployment rate2

Males 20 years and over
Females 20 years and over
Both sexes 16-19 years

White
Black and other . . .

Participation rate3

Males 20 years and over ..
Females 20 years and over
Both sexes 16-19 years

White
Black and other . ........

1979 1980 1981 1982 1983

Percent change from year earlier >

2.3

15
4.1

= .8

2.2
3.3

- 0 . 2

- 5
1.6

- 6 . 2

- . 1
-.6

0.6

2
2.8

- 8 . 6

' .7
- .1

1.0

14
.8

- 7 . 3

1.2
.4

3.5

3 6
40

- . 6

34
4.2

Percent l

5.9

44
5.7

16.2

5.2
11.2

63.8

79.6
510
57.8

64.0
62.3

7.4

6 2
6.7

18.2

6.5
13.8

63.7

79.1
515
56.2

64.0
61.8

8.2

7 1
7.2

21.0

7.2
15.4

63.8

78.7
52.3
54.6

64.1
61.5

10.6

9 9
9.0

24.1

9.5
18.7

64.0

78.7
52 9
54.1

64.4
62.1-

8.5

7 8
7.2

20.6

74
16.4

64.0

7R4
53 2
53.2

64 S
61.5

1 Seasonally adjusted.
2 Unemployed as percent of civilian labor force.
3 Civilian labor force as percent of civilian noninstitutional population.
Note.—Data relate to persons 16 years and over.
Source: Department of Labor, Bureau of Labor Statistics.

over the year. However, the employment picture for black teenagers
(aged 16 to 19) remains bleak. Compared to white teenagers, black
teenagers have lower participation rates. In addition, the unemploy-
ment rate for black teenagers was twice as high as that for white
teenagers. Consequently, fewer than 20 percent of black teenagers
are employed, compared with almost 50 percent of white teenagers.

Job opportunities for Hispanics improved markedly during 1983.
Employment among Hispanics grew by 10.4 percent, more than twice
the increase in the working-age Hispanic population. The Hispanic
unemployment rate fell from 15.5 percent in December 1982 to 11.6
percent in December 1983.

Following a period of little growth from 1977 to early 1982, labor
productivity began to rise in the third quarter of 1982. Productivity
trends in the economy are most reliably measured for the nonfarm
business sector, which accounts for about 83 percent of total GNP.
Nonfarm business output and related measures are shown on Table
6-5.

Productivity began to rise before the end of the last recession as
employment continued to drop after output leveled off. Productivity
in the nonfarm business sector rose at a 1.8 percent annual rate in
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TABLE 6-5.—Output, productivity, costs, and prices in the nonfarm business sector, 1979-83

[Percent change, fourth quarter to fourth quarter and 5-year average]

Item 1979

0.2

- 2 . 1

9.2

11.6

8.5

1980

- 0 . 8

2

10.8

10.5

10.6

1981

1.0

1.2

9.0

7.7

9.4

1982

- 2 . 6

.8

7.2

6.3

3.7

1983 *

8.3

3.5

4.9

1.3

3.6

5-year
aver-

Output

Output per hour

Compensation per hour..

Unit labor cost

Implicit price deflator....

1.0

.6

8.5

7.9

7.5

1 Preliminary.
2 Based on annual data.
Note.—Data relate to all persons.
Source: Department of Labor, Bureau of Labor Statistics.

the last two quarters of 1982 and at a 3.5 percent rate over 1983. In
the recovery unemployment fell without a lag. Consequently, the un-
employment rate fell more rapidly than usual for the increase in
output.

PRICES, WAGES, COMPENSATION, AND PROFITS

Over the 12 months from December 1982 to December 1983 con-
sumer prices rose by 3.8 percent and producer prices by 0.6 percent.
For consumer prices the increase was the smallest since 1972; for
producer prices the 12-month increase was the lowest for any calen-
dar year since 1964. Table 6-6 provides detail for major components
of the price indexes, and also a comparison of the past year's infla-
tion with the average rate over the last 5 years.

T A B L E 6-6.—Price changes, 1979-83

[Percent change, fourth quarter to fourth quarter and 5-year average]

Item 79

9.3
8.2

12.8
10.7

12.8
14.0
8.9

1980

10.1
10.2

12.5
12.2

12.4
12.6
11.7

1981

8.8
8.7

9.5
10.2

7.3
6.8
9.1

1982

5.1
4.4

4.5
5.2

3.6
3.5
4.1

1983 i

4.3
4.0

3.3
4.3

.9

.4
2.3

5-year
aver-

a g e 1 2

7.9
7.5

8.8
8.7

7.8
7.9
7.6

GNP price measures:

Fixed-weighted index..
Implicit deflator

Consumer prices:s

All items
All items less food and energy..

Producer prices—finished goods:

Total..
Consumer goods
Capital equipment..

1 Preliminary.
2 Based on annual data.
3 All urban consumers.
Source: Department of Commerce (Bureau of Economic Analysis) and Department of Labor {Bureau of Labor Statistics).
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Inflation as measured by the consumer price index for all urban
consumers (CPI-U) was somewhat higher over the second half than
over the first half of 1983 (Chart 6-3). Over the 6 months ending
June the CPI-U rose at a 2.9 percent annual rate; over the 6 months
ending December, the annual rate was 4.7 percent. To some extent
the slight increase in inflation over the course of the year reflected
the timing of changes in energy prices which fell in the first quarter
due to reductions in crude petroleum prices.

Chart 6-3

Percent change

Change in the Consumer Price Index
12-Month Change in the CPI-U
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Source: Department of Labor.

Reflecting the drought and unexpectedly large acreage reductions
for the PIK program, food prices rose more rapidly in the second
half of the year than they had in the first. The tendency toward
slightly higher inflation as the year progressed is indicated by the fact
that the CPI-U, excluding food, energy, and shelter, rose at a 4.1
percent rate over the first 6 months and at a 5.8 percent rate over
the 6 months ending in December.
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The tendency toward a slight increase in inflation over the year
was also registered by the producer price index. Over the 6 months
ending June, the index for total finished goods fell at an annual rate
of 0.9 percent, but over the second half of the year this index rose at
a 2.0 percent annual rate. Even so, inflation by this measure was
lower than that in the recession phase of the cycle. The GNP implicit
price deflator, the broadest measure of inflation, rose by 4.0 percent
over the four quarters of the year.

The rate of increase of money wages declined in 1983. An impor-
tant contributor to this decline was the slack in labor markets. How-
ever, the reduction in the rate of inflation was also important as
many wage increases are tied, formally or informally, to the rate of
price inflation. Collective bargaining agreements with escalator
clauses ordinarily tie wages to the consumer price index for urban
wage earners and clerical workers (CPI-W), which differs from the
CPI-U primarily with respect to the method used to measure housing
costs. Over the 12 months ending December, the CPI-W rose 3.2
percent, slightly less than the CPI-U increase of 3.8 percent.

Based on the first three quarters of 1983, it appears that for the
second consecutive year both union and nonunion wage increases
were less than the previous year, as contracts and wage patterns es-
tablished in the highly inflationary 1980-81 environment represented
a diminishing portion of wage agreements. Major collective bargain-
ing agreements negotiated in the first three quarters of 1983 have re-
sulted in wage adjustments that are the lowest for the entire 15-year
period over which these data have been collected, and less than half
the rate of increase when the parties last negotiated.

Because price increases in 1983 were lower than wage increases,
real hourly wages rose, as they had in 1982. As shown in Table 6-7,
the adjusted hourly earnings index for the private nonagricultural
sector (production or nonsupervisory workers) rose by 3.9 percent
over the four quarters of 1983, compared to 6.0 percent for the pre-
vious four quarters. In constant (1977) dollars the increase in the
hourly earnings index was 0.9 percent in 1983 compared to 1.5 per-
cent in 1982. These gains in real hourly earnings may be compared
to declines averaging 2.7 percent per year from 1978 to 1981.

In addition to the higher real hourly earnings, an increase in aver-
age weekly hours worked raised average weekly earnings. Average
weekly hours in the nonagricultural sector rose from 34.8 in Decem-
ber 1982 to 35.2 in December 1983. The net result of higher hours
and higher real hourly earnings was an increase of 2.4 percent in
average real weekly earnings over the 12 months ending in
December.
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TABLE 6-7.—Changes in wages and compensation, 1979-83

[Percent change, fourth quarter to fourth quarter and 5-year average]

Measure 1979 1980 1981 1982 19831
5-year
aver-

age I*

Adjusted hourly earnings index3

Real adjusted hourly earnings index...

Employment cost index4

Union workers
Nonunion workers..

Nonfarm business sector:6

Compensation per hour
Real compensation per hour..

8.0

- 4 . 3

8.7

9.0
8.5

9.2
-3.2

9.6

-2 .7

9.0

10.9
8.1

10.8
-1 .6

8.3

- . 9

8.8

9.6
8.5

9.0
- . 5

6.0

1.5

6.3

6.5
6.1

7.2
2.6

3.9

,9

"5.0

«5.2
*5.0

7.5

- 1 . 2

7.6

8.3
7.2

8.5
- . 3

1 Preliminary.
2 Based on annual data.
3 Private nonfarm employees.
4 Wages and salaries, private nonfarm industry workers.
6 Third quarter 1982 to third quarter 1983.
6 All persons.
Sources: Department of Commerce (Bureau of Economic Analysis), Department of Labor (Bureau of Labor Statistics), and

Council of Economic Advisers.

Overall, 1983 was an excellent year for real incomes. With a higher
real hourly wage, higher average hours worked by those employed,
rising employment, and the third stage of the Administration's tax re-
duction program, real per capita disposable personal income rose 4.1
percent over the year. This increase was the highest since 1977.

The combination of restrained increases in money wages and con-
tinued productivity growth served to hold the increase in unit labor
costs to only 1.3 percent. This increase was the lowest since 1965.

Corporate profits before tax totaled about $205 billion in 1983.
Corporate profits after tax were about $130 billion, a level well
above 1982 but still below 1981.

FINANCIAL MARKETS

Most market interest rates rose somewhat over the 12 months of
1983. In December 1982 the 3-month Treasury bill rate averaged 7.9
percent; in December 1983 it averaged 9.0 percent. Over this same
period 30-year Treasury bonds rose from 10.5 percent to 11.9 per-
cent, and Aaa corporate bonds rose from 11.8 percent to 12.6 per-
cent. The effective new home mortgage closing rate fell over the
course of the year, from 13.7 percent in December 1982 to 12.5 per-
cent in December 1983.

The Standard 8c Poor's composite stock price index rose sharply
over the year, with all of the gains coming in the first half. In Decem-
ber 1983 the average was 17.9 percent above its level 12 months ear-
lier. This rise was on top of the 27 percent increase in the second
half of 1982.
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As shown in Table 6-8, the credit markets absorbed a very large
flow of financing in 1983. Reflecting record U.S. Government defi-
cits, Treasury debt in the hands of the public rose by $187 billion
over the year. As noted above, the markets also financed a very large
flow of mortgages.

TABLE 6-8.—Funds raised in credit markets by the nonfinancial sector of the economy, 1979-83

[Billions of dollars, except as noted]

Sector 1979 1980 1981 1982 19831

Total funds raised ,

Households

Business

Federal Government

State and local government...

Foreign

Funds raised as percent of GNP...

406.2

176.4

151.7

37.4

20.5

20.2

16.8

370.4

117.5

126.1

79.2

20.3

27.2

14.1

404.4

120.6

159.6

87.4

9.7

27.2

13.7

411.0

86.3

111.5

161.3

36.3

15.7

13.4

509.1

149.4

95.9

205.9

42.7

15.0

15.6

1 Average of first three quarters at seasonally adjusted annual rate.
Note.—Detail may not add to total due to rounding.
Sources: Department of Commerce (Bureau of Economic Analysis) and Board of Governors of the Federal Reserve System.

The nonfinancial corporate sector did not place significant de-
mands on the credit markets in 1983. As cash flow rose markedly due
to the strength of the recovery, corporations obtained most of their
funds from internal sources. Despite increases in business fixed in-
vestment outlays and a move from inventory liquidation to accumula-
tion within the year, the nonfinancial corporate sector is estimated to
have borrowed about $33 billion in the first three quarters of 1983,
well below the amount borrowed over the same period in 1982. The
1983 borrowing was also considerably less than the amount bor-
rowed in the second half of 1981. The strong stock market led to a
significant increase in common stock offerings. Over the first three
quarters of the year, gross proceeds from primary public offerings of
common stock totaled $33.8 billion, compared to $25.4 billion over
the entire year of 1982. As reported in Table 6-8, funds raised by
nonfinancial business through debt and equity issues together have
been falling since 1981.

Growth in the monetary aggregates in the first half of 1983 was
high. Ml grew at a 14.5 percent annual rate, up somewhat from the
11.2 percent annual rate over the last 6 months of 1982. The two
other monetary aggregates reported by the Federal Reserve, M2 and
M3, grew at rates of 16.4 percent and 10.5 percent, respectively, over
the same period. These two aggregates had grown at rates of 10.5
percent and 10.7 percent, respectively, over the last 6 months of
1982. The high rates of money growth in the first half of the year
were the result of an accommodative monetary policy stance that had
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the effect of avoiding sizable changes in interest rates during a
period in which the Federal Reserve was uncertain about the signifi-
cance of the large deposit flows associated with new deposit instru-
ments.

The new money market deposit accounts (MMDAs), first offered by
depository institutions in mid-December 1982, attracted $320 billion
by March 1983. Funds in MMDAs, which are included in M2 and M3
but not in Ml, grew to about $370 billion at the end of the year.
Another significant innovation was the introduction in early January
of Super-NOW Accounts which have unlimited checkwriting privi-
leges and are not subject to interest rate ceilings. Funds in these ac-
counts, which are included in Ml, grew to about $27 billion by the
end of March, and to $37 billion by the end of the year.

Most of the adjustment to the new accounts appears to have taken
place early in the year. In addition, most of the funds flowing into
MMDAs seem to have come from other components of M2. Between
December 1982 and March 1983, while MMDAs were attracting $320
billion, general purpose and broker/dealer money market mutual
funds lost $28 billion and conventional time and savings accounts
lost $162 billion. The components of Ml and M2 are shown in Table
6-9.

TABLE 6-9.—Components of Ml and M2t 1979-83

[Averages of daily figures; billions of dollars; seasonally adjusted, except as noted]

Item

Currency

Plus: Demand deposits2

Other checkable deposits

Equals: M l

Plus* Savings deposits

Money market deposit accounts (MMDAs)3 4

Small time deposits

Overnight repurchase agreements (RPs) and overnight Eurodollars4

Money market mutual fund balances (excluding institution ac-
counts) 4.

Equals: M2 «

December

1979

106.3

2657

17 0

389 0

423 1

o
635 9

21.2

33 4

1,497.5

1980

116 2

2709

269

4141

400 7

o
7317

28.4

614

1,630.3

1981

123.2

2409

76 6

440 6

344 4

o
828 6

36.1

150 9

1,794.9

1982

132.8

244 0

1013

478 2

3593

43 2

8591

44.3

182 2

1,959.5

1983 J

146.0

247.9

1271

5211

312 3

372 4

792.1

56.1

1380

2,184.6

1 Preliminary.
2 Includes travelers checks.
3 Introduced December 14, 1982.
4 Not seasonally adjusted.
6 M2 will differ from the sum of components by a consolidation adjustment that represents the estimated amount of demand

deposits and vault cash held by thrift institutions to service time and savings deposits.
Source: Board of Governors of the Federal Reserve System.
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In the middle of 1983 the Federal Reserve became less accommo-
dative in its provision of reserves. As a result, interest rates rose
moderately. Also, the greatest part of the portfolio adjustment to the
introduction of the new deposit accounts was probably complete by
that time. Growth of the monetary aggregates slowed; over the 6
months ending in December, Ml, M2, and M3 grew at annual rates
of 3.7 percent, 6.8 percent, and 8.2 percent, respectively.

In February the Federal Reserve announced 1983 target growth
ranges for M2 and M3. But because of the uncertainty it felt over the
effect of the new accounts on the demand for money, the Federal Re-
serve announced only a "monitoring" range for Ml, which was set at
4 to 8 percent from its average level in the fourth quarter of 1982.
The M2 target growth range was set at 7 to 10 percent from its aver-
age level in February and March. The M3 range was set at 6.5 to 9.5
percent from its average level in the fourth quarter of 1982. Follow-
ing rapid growth in Ml over the first half of 1983, in July the Federal
Reserve revised the Ml growth range to 5 to 9 percent from its aver-
age level in the second quarter. Chart 6-4 shows Ml and its target
ranges in 1983.

THE OUTLOOK FOR 1984

Table 6-10 summarizes the basic elements in the Administration's
economic projections for 1984 and corresponding data for 1983. The
rate of growth in real GNP is expected to decline as is typical in the
second year of expansion. Real GNP is projected to grow at 4.5 per-
cent over 1984. The unemployment rate is expected to fall to an
average of 7.6 percent in the fourth quarter of the year.

The inflation rate as measured by the GNP implicit price deflator is
expected to rise slightly in 1984, to 5.0 percent over the four quar-
ters of the year. The slight increase in projected inflation reflects the
view that 1983 inflation was depressed to some degree by cyclical
factors and two special factors that seem unlikely to recur in 1984.
The two special factors were the decline in energy prices early in
1983 and the continuing appreciation of the foreign exchange value
of the dollar over the year. These cyclical and special factors should
be viewed as transitory disturbances to the underlying rate of infla-
tion determined by money growth and trends in the income velocity
of money.

The Administration's economic outlook is based on an analysis of
business cycle regularities and other information, including forecasts,
obtained from the private sector. The projections for real GNP and
inflation in 1984 are close to the median of private sector forecasts
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Chart 6-4
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for those variables. Further details on the Administration's outlook
are reported in Table 6-10.

THE OUTLOOK FOR 1985-89

The Administration's economic assumptions for 1985-89 are re-
ported in Table 6-11. These economic assumptions reflect the Ad-
ministration's view on probable basic economic trends under the as-
sumption that the Federal budget deficit and the rate of money
growth decline over time. A different set of economic assumptions
would, of course, be appropriate if different policies were pursued.

Because economic outcomes are dependent on numerous condi-
tions other than the assumed economic policies, it is appropriate that
the long-run economic assumptions reflect underlying trends. More-
over, because the primary use of the long-term economic assump-
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TABLE 6-10.—Economic outlook for 1984

Item 19831 1984
forecast

Percent change (fourth quarter to fourth quarter):

Real gross national product 6.1 4.5

Personal consumption expenditures..
Nonresidential fixed investment
Residential investment
Federal purchases
State and local purchases

GNP implicit price deflator

Compensation per hour2

Output per hour2

Level in fourth quarter:3

Unemployment rate (percent)4

Housing starts (millions of units, annual rate)..

5.4
11.5
38.2

- 6 . 0
.6

4.1

4.6

3.2

8.4

1.7

2.0
9.5
6.0
3.7
4.2

5.0

5.5

2.1

7.6

1.8

1 Preliminary.
2 Nonfarm business, all persons.
3 Seasonally adjusted.
4 Unemployed as percent of total labor force including persons in the Armed Forces stationed in the United States.

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

TABLE 6-11.—Administration economic assumptions, 1984-89

[Calendar years, except as noted]

Item

Employment (millions) l

Unemployment rate (percent)2

Consumer prices3

Real GNP

Real compensation per hour4

Output per hour4

1984 1985 1986 1987 1988 1989

Level

106.3

7.8

4.4

5.3

.5

1.9

108.4

7.6

4.6

4.1

1.3

2.1

110.7

7.3

113.2

6.8

Percent change

4.5

4.0

1.5

1.8

4.2

4.0

1.9

1.5

116.0

6.1

3.9

4.0

1.9

1.0

118.3

5.7

3.6

3.9

1.8

.9

1 Employment series includes persons in the Armed Forces stationed in the United States.
2 Unemployed as percent of total labor force. See footnote 1.
3 Wage earners and clerical workers.
4 Nonfarm business, all persons.

Source-. Council of Economic Advisers.

tions is program and budget planning, no issue of Federal policy de-
pends on precise predictions of year-to-year fluctuations in GNP.

The Administration's economic assumptions for 1985-89 involve
higher real growth and lower inflation than many private forecasters
are predicting; Administration and private sector nominal GNP
growth rates are similar. Compared to many private forecasts the Ad-
ministration's higher real growth assumption probably reflects a dif-
ferent fiscal policy assumption and a different analysis of the growth
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prospects for the U.S. economy. The underlying fiscal assumption is
that reduced growth in Federal spending and lower budget deficits
will enhance the economy's long-run growth. The Administration's
real growth assumptions are based on the assumption that labor pro-
ductivity growth will be higher than that over the last decade, reflect-
ing an environment of lower inflation and higher rates of saving and
capital formation. In contrast, many private forecasters seem to be
anticipating a continuation of the low productivity growth that char-
acterized the 1970s.

GROWTH IN REAL GNP

Administration policies are designed to achieve a long, sustainable
economic expansion that takes the economy back to full employment
with declining inflation. The assumption of 4.0 percent growth in
real GNP for the 1985-88 period is a trend or average growth rate
projection; the economy may grow somewhat more or less rapidly in
any given year. In the Administration's view, any attempt to induce a
substantially higher real growth rate by monetary stimulus might be
temporarily successful, but growth accelerated in this way would not
be sustainable. The result would soon be rising inflation and another
recession.

The Administration's real growth assumption falls to 3.6 percent
by the fourth quarter of 1989. This assumption for 1989 does not
reflect a "forecast" as that term is normally used, but rather the rec-
ognition that the economy's long-run growth potential most likely is
below 4 percent. For example, over the 33-year period between the
business cycle troughs in 1949 and 1982, real growth averaged 3.4
percent per year.

The Administration's economic assumption of 4 percent real
growth for the 1985-88 period, therefore, assumes a gradual increase
in the utilization of the economy's labor and capital resources. For a
number of reasons, however, it is impossible to determine the specif-
ic year in which real GNP growth will slow. One of the principal rea-
sons for this indeterminacy is that the sustainable level of resource
utilization is not known with precision; moreover, that level can be
altered through changes in microeconomic policies. The underlying
rate of growth of the economy is not known with precision either.
The importance of this factor is well illustrated by a simple calcula-
tion. A difference of only 0.1 percentage point in the underlying
growth rate accumulates to 0.5 percentage point in 5 years, sufficient
in one direction to permit 4.0 percent real GNP growth to continue
after 1989, or, in the other direction, to cause growth to slow in 1988
instead of 1989. The year-to-year variations in real GNP growth rates
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require an allowance for errors several times the size of the one in
this illustration.

Another perspective on the Administration's real growth assump-
tions may be obtained by comparing them with real growth following
prior business cycle troughs. Under the Administration's economic
assumptions, average annual real GNP growth over the 7 years from
the cycle trough in the fourth quarter of 1982 to the fourth quarter
of 1989 is 4.3 percent. Real growth over comparable periods follow-
ing prior business cycle troughs, excluding the ones in 1949 and
1980, averaged 3.8 percent. The highest of these 7-year growth rates
followed the 1961 trough; the rate for that period was 5.0 percent.
The lowest was 3.0 percent following the 1954 and 1975 troughs.

A visual perspective on the Administration's real GNP assumptions
through 1989 can be obtained from Chart 6-5. This chart shows
actual quarterly real GNP from 1970 through 1983, and projected
real GNP from 1984 through 1989. Superimposed on the chart is a
trend line fit to the data from the business cycle peak in the fourth
quarter of 1969 to the business cycle peak in the third quarter of
1981 and then projected forward.

From the chart it can be seen that the Administration's economic
assumptions take real GNP back to the indicated trend line by 1989.
Differences in the way the trend is fit would affect the relationship
between the 1989 trend and assumed levels of real GNP.

INFLATION

As seen in Table 6-11, the Administration has assumed a gradually
declining rate of inflation over the 1985-89 period. This assumption
reflects the view that the goal of stability in the general price level is
appropriate because inflation not only is costly and inequitable in
and of itself but also is disruptive of economic growth and employ-
ment stability. Also, eliminating inflation can be expected to reduce
volatile changes in inflationary expectations, which are a major con-
tributing factor to business cycle fluctuations.

The gradual reduction in inflation assumed by the Administration
does not depend on a policy assumption that such a result will be
"forced" by deliberate actions to choke off economic growth when-
ever there is any sign of a rise in inflation. Rather, the decline in in-
flation is the anticipated outcome of the assumed steady and predict-
able monetary and fiscal policies. As with real growth, it is expected
that inflation may sometimes be higher and sometimes lower than
the Administration's assumption, but that the trend will be downward
as indicated.
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Chart 6-5
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Note.—Trend fitted from data for 1969 fourth quarter through 1981 third quarter.
Sources: Department of Commerce and Administration Forecast.

INTEREST RATES

Given the assumed decline in the inflation rate, it is reasonable to
assume that the expected rate of inflation will also decline, thereby
reducing the inflation premium in nominal interest rates. In addition,
under the assumptions of a declining budget deficit and a more stable
economic environment, the real rate of interest should decline,
ultimately reaching a level approximating the real rate prior to the
onset of the inflationary 1970s.

Interest rates, of course, have been quite variable historically and
very difficult to forecast. Although the Administration's economic
policies are designed to produce a more stable economy than in the
1970s, interest rate fluctuations around the declining trend should be
anticipated.
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THE FULL EMPLOYMENT AND BALANCED GROWTH ACT OF
1978

The Full Employment and Balanced Growth (Humphrey-Hawkins)
Act of 1978 sets certain national economic goals and requires that
the Economic Report of the President, together with the Annual Report of
the Council of Economic Advisers, provide an analysis of the Nation's
progress toward meeting those goals. This section contains such an
analysis. In addition, as required by the act, it contains an Investment
Policy Report. The requirement for such a report reflects the finding
of the Congress, stated in this act, that "high rates of capital forma-
tion are necessary to ensure adequate rates of capacity expansion and
productivity growth, compliance with governmental health, safety,
and environmental standards, and the replacement of obsolete pro-
duction equipment.'*

ECONOMIC GOALS

In setting goals for the unemployment and inflation rates in the
Balanced Growth Act, the Congress was mindful of the fact that "ag-
gregate monetary and fiscal policies alone have been unable to
achieve full employment and production . . . and reasonable price
stability." In the act, the Congress made clear that exclusive concen-
tration on any one goal could impede progress in achieving other
goals.

A central economic goal of the Congress, as indicated by the title
"Full Employment and Balanced Growth Act,'' was and is the
achievement of full employment. That goal is also a high priority for
this Administration.

A key observation from experience over the last two decades is that
rising inflation has been associated with rising unemployment. Each
time inflation accelerated, as measured by the change in the consum-
er price index—to 6.0 percent over the 12 months of 1969, to 12.2
percent in 1974, and to 13.4 percent in 1979—a temporary boost in
employment was achieved at the cost of a subsequent recession.
Moreover, the recessions became more serious. The unemployment
rate rose from a monthly low of 3.4 percent in May 1969 to a month-
ly peak of 6.1 percent in December 1970; from 4.6 percent in Octo-
ber 1973 to 9.0 percent in May 1975; from 5.6 percent in May 1979
to 7.8 percent in July 1980; and from 7.2 percent in April 1981 to
10.7 percent in November 1982. As interest rates rose to new
peaks—the monthly 3-month Treasury bill rate reached 7.9 percent
in 1970, 9.0 percent in 1974, 15.5 percent in 1980, and 16.3 percent
in 1981—strains accumulated in the financial system. Few accurately
forecasted the severity of these recessions, and consequently it was
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difficult for both the private sector and the Federal Government to
deal with them. During each recession some businesses were forced
into bankruptcy and unemployment rose sharply.

From this experience it is clear that rising unemployment and
rising inflation can occur together. Indeed, each time prices acceler-
ated substantially it proved impossible to avoid higher unemploy-
ment. Moreover, economic expansion and essentially stable, or de-
clining, inflation can also occur together, as they did in the early
1960s, 1975-76, and most especially 1983. The tradeoff from infla-
tionary economic policies is between lower unemployment temporar-
ily and higher unemployment a short time later.

The Administration is committed to macroeconomic policy de-
signed to avoid this boom-bust cycle and to achieve long-run bal-
anced growth through steady and sustainable policies. Stable and
predictable policies offer the greatest promise of achieving a high
rate of employment over an extended period of years, with the small-
est risk that the economy will experience severe recession.

The Balanced Growth Act set a goal that unemployment not
exceed 3 percent among individuals aged 20 and over, and 4 percent
among individuals aged 16 and over, by 1983. The act also set an
inflation goal of 3 percent by 1983 and zero by 1988, provided that
achieving the inflation goal did not impede achieving the unemploy-
ment goal. Finally, the act provided that the President could, if he
deemed necessary, recommend modification of the timetables for
reaching these goals.

Given the experience of the last two decades, recounted very brief-
ly above, it is clear that the essential ingredient of Federal policies to
further the employment and inflation goals of the Balanced Growth
Act must be sustainability. Table 6-11 above, which reports the Ad-
ministration's economic assumptions for 1984-89, provides a timeta-
ble for progress toward the employment and inflation goals of the
act. This table is pursuant to the act's requirement that this Annual
Report contain numerical goals. Reflecting the situation inherited by
the Administration when it assumed office and the severity of the
1981-82 recession, the table does not project complete realization of
the act's unemployment and inflation rate goals, but substantial prog-
ress toward them.

INVESTMENT POLICY REPORT

The 1983 Annual Report of the Council of Economic Advisers contained,
in Chapter 4, an extensive analysis of capital formation issues. That
analysis serves as the foundation for this much briefer report.

Updating the information published a year ago, and as discussed in
more detail earlier in this chapter, 1983 was a year of rising invest-
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ment spending from the recession trough. Nevertheless, for the full
year 1983 real gross business fixed investment rose by only 1.1 per-
cent over 1982 and'real net investment fell by 11.4 percent, howev-
er, rising equipment investment over the course of 1983 suggests
that the investment incentives in the tax acts of 1981 and 1982 are
now having the desired effect.

In addition to the investment incentives in the tax law, a higher
rate of investment is being encouraged by the lower rate of inflation.
Lower inflation increases the real value of capital depreciation allow-
ances. Lower inflation also helps to provide the more stable econom-
ic environment needed to reduce risks and make business planning
easier.

The Administration's efforts to provide a stable and more produc-
tive business environment conducive to rising investment also in-
clude a number of microeconomic policies. Deregulation reduces
costs and promotes efficient use of the economy's resources. A gen-
eral policy of relying on the market reduces the risks to the profit-
ability of investment from future extensions of regulation. Financial
deregulation, discussed in Chapter 5 of this Annual Report, can be ex-
pected to improve the efficiency with which financial capital is allo-
cated. Expanding international trade by resisting protectionism, as
discussed in Chapter 2, will also assist in raising real growth.
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