
the BUSINESS SITUATION

REAL GNP increased at an annual
rate of 4 percent according to prelimi-
nary estimates, following a modest in-
crease of 1V2 percent in the third
quarter. The two quarters taken to-
gether reflect slower economic growth
in the second half of 1984 than in the
first half (table 1). GNP prices, as
measured by the fixed-weighted price
index, increased at an annual rate of
3x/2 percent in the fourth quarter,
continuing the recent moderation of
inflation.1

Final sales swung from a small de-
cline to a large fourth-quarter in-
crease, and inventory investment
swung from an increase to a decline.
One-fourth of the swing in final sales
is traceable to personal consumption
expenditures (PCE), which increased
$10V2 billion, following an increase of
$1% billion in the third quarter
(chart 1). The remaining three-fourths
came from a swing in net exports,
from a decline of $15V2 billion in the

CHART 1

1. Quarterly estimates in the national income and
product accounts are expressed at seasonally adjusted
annual rates, and quarterly changes in them are dif-
ferences between these rates. Quarter-to-quarter per-
cent changes are compounded to annua} rates. Real,
or constant-dollar, estimates are expressed in 1972 dol-
lars.

The fourth-quarter GNP estimates are based on the
following major source data: For personal consumption
expenditures (PCE), retail sales through December,
and unit auto and truck sales through December; for
nonresidential fixed investment, the same information
for autos and trucks as for PCE, October and Novem-
ber construction put in place, October and November
manufacturers' shipments of machinery and equip-
ment, and investment plans for the quarter; for resi-
dential investment, October and November construc-
tion put in place, and October and November housing
starts; for change in business inventories, October and
November book values for manufacturing and trade,
and unit auto inventories through December; for net
exports of goods and services, October and November
merchandise trade, and fragmentary information on
investment income for the quarter; for government
purchases of goods and services, Federal unified
budget outlays for October and November, and State
and local employment through December; and for
GNP prices, the Consumer Price Index for October and
November, the Producer Price Index for October and
November, and unit-value indexes for exports and im-
ports for October and November. Some of the source
data are subject to revision.
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third quarter to an increase of $12 bil-
lion in the fourth. The third-quarter
decline and fourth-quarter increase
were more than accounted for by im-
ports.

Because changes in imports have
been large in recent quarters, it is
tempting to try to relate changes in

Table 1.—Real GNP: Change From Preceding
Quarter

[Percent change at annual rates]

GNP

Final sales

Personal consumption
expenditures

Durables
Motor vehicles and parts ...
Furniture and household

equipment
Other durables

Nondurables
Food
Energy l

Clothing and shoes
Other nondurables

Services '
Energy2.....
Other services

Gross private domestic fixed
investment

Nonresidential
Structures
Producers' durable

equipment i
Autos and trucks
Other

Residential

Net exports of goods and
services :

Exports
Merchandise

Agricultural
Nonagricultural

Other
Imports

Merchandise
Petroleum
Nonpetroleum

Other

Government purchases of
goods and services

Federal ...
National defense
Nondefense

Commodity Credit Cor-
poration

Other....!..
State and local

Change in business inventories....

I

10 1

36

46
163
17.9

147
16.0
41

-3.1
90

131
11.2
12
84
17

20.8
206
232

19.6
53.2
128
213

114
153
195
14.2
67

47.1
714
105
773

4

1.0
28
34

21 1

1
35

19

n

7 1

103

79
120
10.8

141
97

103
85
13

221
5.4
46

134
4 i

162
213
21 3

212
42.7
164
12

5
4

383
121

5
8.0
56

31 1
72

531

18.6
452
122

2175

49
37

84

m

1 6

10

7
36

-11.5

38
1

12
42
24

121
.7

38
60
44

93
137
20

186
9.7

209
46

75
74
72
75
76

55.5
733
60

785
181

5.4
62
23

317

63
4 8

IV

39

83

39
121
2.4

223
123
21
10

g
45
2.2
25
39
29

81
111
184

84
.8

103
17

31
35

366
31

109
-26.7

31 3
124
329
130

6.6
137
144
11 9

78
1 9

1. Gasoline and oil, and fuel oil and coal.
2. Electricity and gas.
NOTE.—Percent changes in major aggregates are found in

the National Income and Product Accounts Tables, table 8.1.
Dollar levels are found in tables 1.2, 1.15, 1.17, 3.8B, and 4.4.

1

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

January 1985



SURVEY OF CURRENT BUSINESS January 1985

Table 2.—Measures of Production and Final Sales
[Billions of 1972 dollars; seasonally adjusted at annual rates]

Item

Gross national product

Less' Change in business inventories

Equals' Final sales of GNP

Less' Exports

Equals: Domestic sales of domestically
produced goods and services.

Plus' Imports

Equals: Final sales to domestic purchas-
ers.

Personal consumption expenditures
Gross private domestic fixed invest-

ment.
Government purchases

Explanation

U.S. production *

Worldwide final sales of U.S. production ..

Foreign sales of U.S. production

Final sales in the United States of U.S.
production.

Sales in the United States of foreign
production.

Final sales in the United States of
worldwide production.

Dollars

Level

1983

IV

1,572.7

7.2

1,565.4

141.0

1,424.4

139.1

1,563.4

1,032.4
242.2

288.8

1984

I

1,610.9

31.6

1,579.3

144.9

1,434.4

153.2

1,587.6

1,044.1
253.9

289.5

n

1,638.8

20.3

1,618.5

144.7

1,473.8

156.2

1,629.9

1,064.2
263.7

302.1

in

1,645.2

30.6

1,614.6

147.4

1,467.2

174.4

1,641.6

1,065.9
269.6

306.1

IV

1,661.1

14.2

1,646.9

146.2

1,500.7

161.4

1,662.1

1,076.2
274.9

311.0

Change from preceding quarter

1984

I

38.2

24.4

13.9

3.9

10.0

14.1

24.2

11.7
11.7

.7

II

28.1

113

39.2

2

39.4

3.0

42.3

20.1
9.8

12.6

III

6.4

10.3

39

2.7

-6.6

18.2

11.7

1.7
5.9

4.0

IV

15.9

-16.4

32.3

12

33.5

-13.0

20.5

10.3
5.3

4.9

Percent change from preceding
quarter at annual rate

1984

I

10.1

3.6

11.4

2.8

47.1

6.3

4.6
20.8

1.0

II

7.1

10.3

5

11.4

8.0

11.1

7.9
16.2

18.6

in

1.6

10

7.5

-1.8

55.5

2.9

.7
9.3

5.4

IV

3.9

8.3

31

9.5

-26.7

5.1

3.9
8.1

6.6

1. Goods and services produced by labor and property supplied by U.S. residents.

imports to changes in GNP. However,
care must be exercised. The reason is
related to how imports are treated in
estimating GNP. GNP is estimated as
the sum of product-side components,
one of which is net exports—that is,
exports less imports. Because the
other components include expendi-
tures on foreign-produced goods and
services (as well as on U.S.-produced
goods and services), imports must be
subtracted to get GNP, a measure of
U.S. production. Therefore, an in-
crease (decrease) in imports has no
effect on GNP because it is offset by
increases (decreases) in expenditures
on foreign products included in other
product-side components. Accordingly,
it would be a mistake to subtract—as
might appear tempting—the change
in imports from the change in GNP
with the intent of deriving a useful
analytical measure.

What has just been said about
GNP—that an increase (decrease) in
imports has no effect—applies also to
final sales of GNP. All imports are
treated as going into final sales,
rather than being split between final
sales and the change in business in-
ventories; data are not available to
make the split. Thus, final sales of
GNP as a measure of worldwide final
sales of U.S. production is likely to be
misstated because some imports, such
as consumer goods and industrial sup-
plies, go into inventory in the period
in which they are brought into this
country. That some imports go into
inventory is consistent with the posi-
tive correlation of changes in invento-
ry investment and changes in im-

ports, especially in recent quarters:
Inventory investment and imports in-
creased sharply in the third quarter,
and both declined sharply in the
fourth. A further result of this treat-
ment of imports is that inventory-
sales relationships as measured by
the ratio of total business inventories
to total final sales is overstated to the
extent that imports go into invento-
ries. In that ratio, all imports have
been removed from the denominator.

One measure that may help answer
some of the questions being asked
about the impact of imports, and also
exports, is final sales to domestic pur-
chasers. This measure can be viewed
in two ways: either as final sales of
GNP less exports plus imports, or as
the sum of personal consumption ex-
penditures, gross private domestic
fixed investment, and government
purchases (table 2). It represents final
demand in the United States for
goods and services, wherever pro-
duced. In the fourth quarter, real
final sales to domestic purchasers in-
creased 5 percent, indicating that

Table 3.—Real Gross Product, Hours, and
Compensation in the Nonfarm Business
Economy Less Housing: Change From Pre-
ceding Quarter

[Percent change at annual rates; based on seasonally
adjusted estimates]

Real gross product
Hours
Compensation

Real gross product per hour
Compensation per hour
Unit labor cost

I

105
6.6

137

37
6.7
29

19

II

108
48
87

57
37
19

84

III

06
19
55

12
35
48

IV

39
21
57

18
35
1 7

final demand in the United States
was weaker than real final sales of
GNP, which increased SVz percent. In
the third quarter, final sales in the
United States increased 3 percent and
final sales of GNP declined 1 percent.

Productivity and costs.—Table 3
shows changes in real gross product,
aggregate hours, and compensation in
the business economy other than
farm and housing. Productivity, as
measured by real product per hour,
increased 2 percent in the fourth
quarter, following, a 1-percent decline
in the third. The increase reflected an
acceleration in real product; hours in-
creased at their third-quarter rate.
The two quarters' performance was
weaker than earlier in this recovery
and expansion, when both real prod-
uct and hours had increased strongly.

Unit labor cost increased 1% per-
cent in the fourth quarter—much less
than the 5-percent rate registered in
the third. Low rates of increase in
unit labor cost have contributed sub-
stantially to the moderation in prices
in recent quarters.

Prices. —GNP prices, as measured
by the fixed-weighted price index, in-
creased 3 % percent in the fourth
quarter after increasing 4 percent in
the third (table 4). Prices paid by do-
mestic purchasers for the goods and
services they buy—which include im-
ports and exclude exports—also decel-
erated to a 3V2-percent increase in the
fourth quarter from 4 percent in the
third. The increase in PCE prices was
unchanged at 4 percent; low rates of
increase in PCE food and energy
prices again held down the increase

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

January 1985



January 1985 SURVEY OF CURRENT BUSINESS

Table 4.—Fixed-Weighted Price Indexes: Change From Preceding Quarter
[Percent change at annual rates; based on index numbers (1972=100), seasonally adjusted]

GNP

Less: Change in business inventories

Equals: Final sales

Less' Exports . . .
Plus' Imports

Kyiuthtf Final sales to domestic purchasers

Personal consumption expenditures
Food
Energy . . . .
Other personal consumption expenditures

Other . . .. ..
Nonresidential structures
Producers' durable equipment
Residential
Government purchases

Addenda:
Food and energy components of GNP x

Food components 2 ^
Energy components 3

GNP less food components .
GNP less energy components .•
GNP less food and energy components

I

5.0

50

27
23

49

49
12.3
20
3.8
51
23
20
17
73

12.1
26

40
55
45

19

n

4.3

43

45
23

4 1

31
—17

27
4.7
57
50
18

116
54

-2.1
28

52
43
54

84

m

4.0

41

14
37

38

40
25
13
5.3
36
14
31
42
39

1.3
3

45
43
48

IV

3.5

35

12
20

34

39
31

7
46
27

2
18
22
35

23
12

37
36
38

1. Inasmuch as GNP is the sum of final products, the food and energy estimates in this table do not take into account the
effect on the prices of final products of changes in the prices of the food and energy that are costs of production.

2. Consists of all components for which separate estimates are prepared. The major component that is not included is
purchases of food by the Federal Government other than transactions by the Commodity Credit Corporation that are treated like
purchases.

3. Consists of all components for which separate estimates are prepared. The major components that are not included are (1)
exports of energy; (2) the gasoline and motor oil portions of inventories of gasoline service stations, and (3) the energy portions of
inventories of businesses that do not produce energy for sale.

NOTE.—Most index number levels are found in the National Income and Product Accounts Tables, table 7.2.

in the total. Prices paid by investors
for residential and nonresidential
structures and producers' durable
equipment decelerated in the fourth
quarter, as did prices paid by govern-
ment. Increases in these components
ranged from negligible (nonresidential
structures) to 3% percent (govern-
ment purchases).

Employment and unemployment—
Labor market conditions improved in

the fourth quarter: Employment in-
creases more than offset a slight
shortening in the average workweek,
and unemployment fell further. The
fourth-quarter civilian unemployment
rate was the lowest in almost 5 years
(chart 2). In the fourth quarter, the
unemployment rate declined 0.2 per-
centage point, to 7.2 percent, follow-
ing a decline of 0.1 percentage point
in the third.

Employment increases, as measured
by both the household and establish-
ment surveys, picked up in the fourth
quarter after slowing in the third, but
did not regain the rates of increase in
the first half of 1984. The household
measure of employment increased 0.6
million, or 2x/2 percent at an annual
rate, in the fourth quarter, and the
payroll measure increased 0.9 million,
or 4 percent.

Average weekly hours for private
nonfarm production workers declined
0.1 hours to 35.2 hours in the fourth
quarter, after remaining unchanged
in the preceding two quarters. The
fourth-quarter decline reflected wide-
spread declines among industry
groups in October; hours picked up in
November and again in December.

Components of Real GNP
Among the components of real

GNP, change in business inventories
and net exports registered sharply di-
vergent movements in the third and
fourth quarters. Change in business
inventories fell in the fourth quarter
after increasing in the third, and net
exports increased after a decline. Per-
sonal consumption expenditures in-
creased much more in the fourth
quarter than in the third. Fixed in-
vestment increased less, and govern-
ment purchases increased more, than
in the third quarter. The following
sections discuss developments in these
components and measures related to
them.

CHART 2

Unemployment Rate1
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NOTE—Business cycle peaks (P), and troughs (T), are turning points in economic activity, as designated by the National Bureau of Economic Research, Inc. Shaded areas represent recessions.
Data: BLS.

U.S. Department of Commerce, Bureau of Economic Analysis
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Personal consumption expenditures

Real PCE increased 4 percent in
the fourth quarter, following a slight
increase in the third. On a monthly
basis, PCE declined in October, but
increased strongly in November and
December. Gains in employment and
continued increases in disposable per-
sonal income, along with recent drops
in interest rates, have supported con-
sumer confidence and encouraged
spending. Moreover, consumers have
maintained increases in spending
without reducing personal saving.

The fourth-quarter pickup in PCE
was strongest in durable goods, which
increased 12 percent, after decreasing
SVz percent in the third quarter. The
swing in durables was evident in all
major categories. Purchases of motor
vehicles—which had decreased sharp-
ly in the third quarter—increased in
the fourth, especially toward the end
of the quarter. Furniture and house-
hold equipment registered a sharp in-
crease, following a small increase in
the third quarter.

Purchases of nondurable goods in-
creased 2 percent in the fourth quar-
ter, after decreasing 1 percent in the
third. The swing was more than ac-
counted for by purchases of clothing
and shoes, which have been unusually
erratic over the past several quarters.
Food purchases registered a smaller
increase than in the third quarter.

Services increased 2x/2 percent,
after increasing 4 percent in the third
quarter. The deceleration was largely
due to a decline after an increase in
expenditures for personal business
services, which include brokerage
services, bank services, and the im-
puted services of financial interme-
diaries. Electricity and natural gas
purchases again declined, due to con-
tinued mild weather in the Eastern
part of the country.

Fixed investment

Real residential investment slipped
l*/2 percent in the fourth quarter,
after declining 4x/2 percent in the
third. In both quarters, increases in
multifamily construction were more
than offset by declines in single-
family construction. Increased multi-
family construction in the fourth
quarter reflected high levels of multi-
family starts in the first three quar-

CHART3
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ters of the year, and the fourth-quar-
ter decline in single-family construc-
tion largely reflected the drop—to an
annual rate of less than 1 million
units—in single-family starts in the
third quarter. Single-family starts
dropped in October before increasing
in November and December (chart 3).
The increases reflected continued de-
clines in interest rates, which, in
turn, stimulated increased mortgage
and sales activity.

Both the commitment rate for con-
ventional fixed-rate mortgages and
the prime rate—an indicator of the
rate on construction loans—had
peaked in July, at 14.7 percent and
13.0 percent, respectively (chart 4). By
December, the commitment rate was
down 1V2 percentage points, to 13.2
percent, and the prime was down 2
points, to 11.0 percent. Mortgage com-
mitments made by federally insured
thrift institutions increased in Octo-
ber and November—October's in-
crease was the first since May; in No-
vember outstanding commitments in-
creased. Sales of new and existing
single-family residences edged up 2
percent in October-November (not an
annual rate), after declining 9J/2 per-
cent in the third quarter.

Real nonresidential fixed invest-
ment increased 11 percent in the
fourth quarter, following a 13V2-per-
cent increase in the third, as struc-
tures accelerated and producers' dura-

ble equipment (PDE) decelerated.
Structures increased 18V2 percent, fol-
lowing a 2-percent increase in the
third quarter. Commercial buildings—
which account for less than two-fifths
of nonresidential structures—account-
ed for most of the fourth-quarter in-
crease.

PDE increased 8Vz percent, follow-
ing an 18y2-percent increase in the
third quarter. Imports of capital goods
increased sharply in the third quarter
and declined in the fourth, suggesting
that a major part of the deceleration
in PDE was in imported equipment.
Motor vehicle PDE, which had in-
creased 9% percent in the third quar-
ter, was unchanged in the fourth, as
increased truck purchases offset re-
duced auto purchases. Other PDE,
which had increased 21 percent in the
third quarter, increased only one-half
as much in the fourth. Two-thirds of
the fourth-quarter increase was ac-
counted for by office, computing, and
accounting machinery; this category,
which consists mainly of computers,
accounts for one-third of other PDE.

Change in business inventories

Real business inventories increased
$14 billion in the fourth quarter, after
increasing $30 ¥2 billion in the third
(table 5). The slowdown was more
than accounted for by nonfarm inven-
tories; farm inventories were up
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slightly more than in the third quar-
ter. Within nonfarm inventories,
manufacturing inventories declined
slightly after a substantial increase.
Manufacturing durables inventories
were up less than in the third quar-
ter; the slowdown was spread across
most major industry groups. A swing
from an increase to a decline in man-
ufacturing nondurables inventories
was centered in food and chemicals.
Wholesale inventories—both durables
and nondurables—were up consider-
ably less than in the third quarter. A
step-up in retail inventory investment

was entirely due to a rebuilding of
stocks by auto dealers following
strikes against automakers and exten-
sive plant closings; other retail inven-
tories were up less than in the third
quarter.

Reflecting variable rates of invento-
ry accumulation and fluctuations in
final sales from quarter-to-quarter,
the ratio of total inventories to total
final sales fluctuated throughout 1984
within a range of 3.01 to 3.09, but re-
mained well below its average for
1972-82. In the fourth quarter, its de-
cline reflected the slower rate of in-

Table 5.—Change in Business Inventories
[Billions of 1972 dollars; seasonally adjusted at annual rates]

Change in business inventories

Farm
Nonfann

Manufacturing
Wholesale trade .
Retail trade .
Other

Level

1983

IV

7.2

.2
7.0
.1

3.3
5.4

-1.8

1984

I

31.6

5.4
26.2
9.1
4.8

11.4
.9

II

20.3

1.6
18.7
13.8
5.3
1.7

-2.1

III

30.6

4.1
26.5
13.0
9.5
2.5
1.5

IV

14.2

4.7
9.5
-.6
3.0
5.7
1.3

Change from preceding
quarter

1984

I

24.4

5.2
19.2
9.0
1.5
6.0
2.7

n

-11.3

-3.8
75
4.7
.5

-9.7
-3.0

III

10.3

2.5
7.8
-.8
4.2

.8
3.6

IV

-16.4

.6
-17.0
-13.6
-6.5

3.2
2

NOTE.—Dollar levels are found in the National Income and Product Accounts Tables, table 5.9.
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crease in inventory accumulation and
the higher rate of increase in final
sales.

Net exports
Real net exports increased $12 bil-

lion—to negative $15 billion—in the
fourth quarter, following a $15 MJ bil-
lion decline in the third. The $27%
billion swing was almost entirely in
merchandise trade, specifically in
merchandise imports; services, on bal-
ance, changed little over the past two
quarters.

Merchandise imports behaved er-
ratically in the past two quarters—
surging $16 ¥2 billion in the third
quarter and backtracking $11 Vfe bil-
lion in the fourth. This pattern was
discernible in nearly all of the major
end-use categories except petroleum,
and was particularly pronounced in
capital goods, in consumer goods, and
in industrial supplies and materials.
To some extent, the third-quarter
surge—which was concentrated in
July—may have reflected producers'
and retailers' needs to replenish sup-
plies after strong sales in the first
half of 1984. The fourth-quarter de-
cline was only a partial offset; mer-
chandise imports were up 9 percent
(annual rate) from the second quarter
to the fourth.

Merchandise exports increased $x/2
billion, following a $1V2 billion in-
crease in the third quarter. The
fourth-quarter increase was more
than accounted for by agricultural
products; other major categories
changed little. The weakness in mer-
chandise exports and the strength in
merchandise imports continue to re-
flect the effects of cumulative dollar
appreciation.

Imports of services and exports of
services both increased in the third
quarter and declined in the fourth.
The pattern reflected, in part, the
impact of changes in interest rates on
returns on portfolio investment.

Government purchases
Real government purchases in-

creased 6% percent in the fourth
quarter following an increase of 5%
percent in the third. Federal pur-
chases accounted for most of the
fourth-quarter increase.

In Federal purchases, national de-
fense purchases were up sharply fol-
lowing a small decline in the third
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quarter. Nondefense purchases, which
had reflected sharp changes in Com-
modity Credit Corporation inventories
earlier in the year, were up strong-
ly, but not as much as in the third
quarter.

State and local purchases were up 2
percent in the fourth quarter follow-
ing a 5-percent increase in the third.
The increases were largely accounted
for by highway construction. As dis-
cussed in the article "State and Local
Government Fiscal Position in 1984,"
highway construction rebounded in
1984, reflecting increases in Federal
grants-in-aid in 1983 and 1984.

The Federal sector.—Changes in
current-dollar Federal receipts and
expenditures on a national income
and product accounts (NIPA) basis
are shown in table 6. Among expendi-
tures, all components registered
strong fourth-quarter increases. Pur-
chases were up $14 billion, much
more than in the third quarter; de-
fense accounted for most of the in-
crease. Transfer payments were up $4
billion, the same increase as in the
third quarter. Grants-in-aid to State
and local governments increased $SVz
billion following a decline. Net inter-
est paid increased $4% billion—down
from an unusually strong third-quar-
ter increase, but in line with earlier
increases. A $5 billion increase in sub-
sidies less the current surplus of gov-
ernment enterprises was more than
accounted for by increased agricultur-
al subsidies, primarily wheat deficien-
cy payments. Changes in these compo-
nents, along with a small change in
wage accruals less disbursements,
sum to a fourth-quarter increase in
expenditures of $30 Mz billion.

Among receipts, a $7% billion in-
crease in personal tax and nontax
payments was due to the increase in
the tax base. Indirect business taxes
were up $*/2 billion, and contributions
for social insurance were up $3V2 bil-
lion. Estimates of corporate profits,
and thus of corporate profits tax ac-
cruals, are not yet available. Corpo-
rate profits tax accruals can be ap-
proximated by using a residual calcu-
lation of corporate profits that as-
sumes that the statistical discrepancy
in the NIPA's was the same as in the
preceding quarter. On the basis of
this calculation of corporate profits
tax accruals, total receipts increased
about $11 billion in the fourth quar-
ter.

Table 6.—Federal Government Receipts and
Expenditures, NIPA Basis: Change From
Preceding Quarter

[Billions of dollars; based on seasonally adjusted annual rates]

Receipts

Personal tax and nontax re-
ceipts

Corporate profits tax accruals
Indirect business tax and

nontax accruals
Contributions for social insur-

ance

Expenditures

Purchases of goods and services..
National defense
Nondefense

Transfer payments
Grants-in-aid to State and local

governments
Net interest paid
Subsidies less current surplus

of government enterprises
Less: Wage accruals less dis-

bursements

Surplus or deficit (-),
national income and
product accounts

I

31.4

8.3
6.5

-.4

17.0

12.1

1.3
6.2
49

-2.5

4.0
5.7

3.8

.2

19.2

19i

n

17.9

9.1
2.6

1.8

4.4

20.4

28.8
7.4

214
2.4

2.6
3.2

-16.7

0

—2.5

$4

m

2.0

9.0
-10.3

.2

3.1

18.9

5.7
-.5
6.1
3.8

-1.1
11.1

-1.2

-.6

-16.9

IV

n.a.

7.7
n.a.

.4

3.6

30.5

14.0
11.1
2.9
3.8

3.6
4.6

5.0

.6

n.a.

n.a. Not available.
NOTE.—Dollar levels are found in the National Income and

Product Accounts Tables, table 3.2.

Table 7.—Personal Income and Its Disposition:
Change From Preceding Quarter

[Billions of dollars; based on seasonally adjusted annual rates]

Wage and salary disburse-
ments

Manufacturing
Other commodity-producing..
Distributive
Services
Government and govern-

ment enterprises
Proprietors' income

Farm
Nonfarm

Personal interest income
Transfer payments
Other income
Less: Personal contributions

for social insurance

Personal income

Less: Personal tax and nontax
payments

Impacts of legislation
Other

Equals: Disposable personal
income

Less: Personal outlays

Equals: Personal saving

Addenda: Special factors in
personal income —

Cost-of-living increases in
Federal transfer payments ....

Social security base, rate, and
coverage changes (in per-
sonal contributions for
social insurance)

Agricultural subsidies.

I

403
127
4.3
6.0
97

7.7
23.0
152
78

15.7
25
8.9

64

84.0

105
— 18
123

73.5

51.4

22.1

6.3

4.0
35

19

n

374
76
3.5

103
114

4.6
-5.2

90
39

21.7
39
86

22

64.1

120
-19
139

52.1

59.9

77

.3

173

34

m

263
4.2
2.1
6.9
80

5.1
3.9
39

1
23.7
34
6.9

1.7

62.7

105
1.1
94

52.1

32.8

193

.1

— 8

IV

267
5.5
1.0
6.5
94

4.3
6.7
26
42

10.8
38
6.9

1.7

53.1

102
-2.0
122

43.0

40.9

21

55

An increase of this size in receipts
would be about $20 billion less than
the increase in expenditures, so the
deficit on a NIPA basis would ap-
proach $200 billion in the fourth
quarter.

Personal Income

Personal income increased $53 bil-
lion in the fourth quarter, down about
$10 billion from the increases regis-
tered in the preceding two quarters
(table 7). The deceleration is attribut-
able to a slowing in personal interest
income after two quarters of strong
increases.

Wage and salary disbursements
were up $26V2 billion in the fourth
quarter, the same increase as in the
third. Wages and salaries in each of
the major private industry groups in-
creased roughly as much in the
fourth quarter as they did in the
third: Manufacturing and service in-
dustries were up a little more, and
other commodity-producing and dis-
tributive industries were up a little
less. The increases in wages and sala-
ries were due to continued increases
in employment and average hourly
earnings; average weekly hours de-
clined. Government wages and sala-
ries increased slightly less than in the
third quarter.

Farm proprietors' income was up
$2V2 billion, somewhat less than the
increase in the third quarter. The
volume of both crop and livestock
marketings increased less than in the
third quarter, and crop prices dropped
even more sharply. Farm income was
boosted by the $5V2 billion increase in
agricultural subsidies in the fourth
quarter. Nonfarm proprietors' income
increased $4 billion after no change.
The pickup was largely in retail
trade, real estate, and construction.

Personal interest income increased
$11 billion, about one-half as much as
in the preceding two quarters. The de-
celeration largely reflected the wide-
spread decline in interest rates, par-
ticularly on short-term government
securities, money market funds, and
money market accounts.

Transfer payments were up $4 bil-
lion, about the same increase as in
the third quarter. Within transfers,
social security benefit payments were
up twice as much as in the third
quarter due to a $3 billion step-up in
retroactive payments; these payments
result largely from the recalculation
of the earnings base underlying bene-
fits for retirees whose post-retirement
work adds to that base. This step-up
was more than offset by a reduction
of $5V2 billion in military retirement
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benefits, due to a shift in the date of
payment from December 31, 1984 to
January 1, 1985; subsequently, bene-
fits will be paid on the first day of
each month. Without these two spe-
cial factors, transfer payments would
have increased $6V2 billion in the
fourth quarter.

Largely reflecting the continued
growth in the taxable wage base, per-
sonal tax and nontax payments in-

creased $10 billion, about the same as
in the third quarter. Disposable per-
sonal income (DPI)—personal income
less taxes—increased $43 billion, or 7
percent, in the fourth quarter. It had
increased SVfe percent in the third. In
contrast to current-dollar DPI, real
DPI increased at the same rate—4
percent—in both quarters. The better
quarter-to-quarter performance of
real DPI reflected a slowing in the

PCE implicit price deflator (which is
used to deflate current-dollar DPI)
from a 4V2-percent increase in the
third quarter to a 2V2-percent in-
crease in the fourth.

Personal outlays increased only a
little less than did current-dollar DPI
in the fourth quarter, so personal
saving was up only slightly. The per-
sonal saving rate was unchanged at
6.3 percent in the fourth quarter.
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the BUSINESS SITUATION

R,REVISED (45-day) estimates show
that real GNP increased at an annual
rate of 5 percent in the fourth quarter
of 1984. * Preliminary (15-day) esti-
mates, published a month ago, had
shown a 4-percent increase. Inflation,
as measured by the GNP fixed-
weighted price index, remained virtu-
ally unrevised at a SVfe-percent
annual rate of increase (table 1).

1. Quarterly estimates in the national income and
product accounts are expressed at seasonally adjusted
annual rates, and quarterly changes in them are dif-
ferences between these rates. Quarter-to-quarter per-
cent changes are compounded to annual rates. Real,
or constant-dollar, estimates are expressed in 1972 dol-
lars.

The $3% billion upward revision in
real GNP can be traced to large, but
partly offsetting, revisions in some of
the major components. The upward
revisions were in net exports and
change in business inventories. Net
exports were revised up $5 billion,
mainly due to an upward revision in
merchandise exports and a downward
revision in merchandise imports. In-
ventory investment was revised up
$2% billion, largely due to upward re-
visions in manufacturing, wholesale
trade, and retail trade. The downward
revision of $21/2 billion in nonresiden-
tial fixed investment was in produc-
ers' durable equipment, mainly corn-

Table L—Revisions in Selected Component Series of the NIPA's, Fourth Quarter of 1984

GNP :
Personal consumption expenditures
Nonresidential fixed investment
Residential investment
Change in business inventories
Net exports ....
Government purchases

National income
Compensation of employees
Corporate profits with inventory valuation and capital consumption

adjustments .
Other

Personal income .. ..

GNP
Personal consumption expenditures
Nonresidential fixed investment
Residential investment
Change in business inventories
Net exports
Government purchases ..

GNP implicit price deflator
GNP fixed-weighted price index
GNP chain price index

Seasonally adjusted at annual
rates

15-day
estimate

45-day
estimate Revision

Billions of current dollars

3,752.5
2,398.6

448.9
155.4
31.1

-64.3
782.7

2,226.2

521.3

3,100.4

3,764.2
2,397.4

445.9
153.1
35.3

-49.2
781.7

2,227.5

519.5
3,098.9

11.7
-1.2
-3.0
-2.3

4.2
15.1

-1.0

1.3

1 8
-1.5

Billions of constant (1972)
dollars

1,661.1
1,076.2

215.1
59.8
14.2

-15.2
311.0

1,664.8
1,075.4

212.7
59.3
16.8

-10.2
310.8

3.7
-.8
24

5
2.6
5.0
-.2

Index numbers, 1972=100 1

225.90
237.1

226.10
237.1

.20
0

Percent change
from preceding

quarter at annual
rates

15-day
estimate

6.4
6.5

12.7
.1

11.9

6.4

9.0

7.2

3.9
3.9

11.1
17

6.6

2.4
3.5
3.4

45-day
estimate

7.8
6.2
9.8

-5.7

11.3

6.7

7.5
7.0

4.9
3.6
6.3
53

6.3

2.8
3.4
3.4

1. Not at annual rates.
NOTE.—For the fourth quarter of 1984, the following revised or additional major source data became available: For personal

consumption expenditures, revised retail sales for November and December; for nonresidential fixed investment, manufacturers'
shipments of equipment for November (revised) and December, construction put in place for November (revised) and December;
for residential investment, construction put in place for November (revised) and December; for change in business inventories, book
values for manufacturing and trade for November (revised) and December; for net exports of goods and services, merchandise trade
for December; for government purchases of goods and services, Federal unified budget outlays for December, and State and local
construction put in place for November (revised) and December; for wages and salaries, revised employment, average hourly
earnings, and average weekly hours for November and December; for GNP prices, the Consumer Price Index and the Producer
Price Index for December, unit-value indexes for exports and imports for December, export and import price indexes for December,
and residential housing prices for the quarter.

puters. In personal consumption ex-
penditures (PCE), a downward revi-
sion in nondurables more than offset
upward revisions in services and du-
rables. In residential investment, the
downward revision was mainly in
multifamily structures. In govern-
ment, a downward revision in State
and local purchases (construction) a
little more than offset an upward re-
vision in Federal purchases (largely
defense).

Overall, the picture of the economy,
as described in the last month's
"Business Situation," did not alter
much. The fourth-quarter increase in
real GNP was accounted for by a
sharp increase in final sales that
more than offset a decline in business
inventory investment. Within final
sales, all major components increased
except residential construction. Net
exports accounted for one-half of the
increase in final sales, and PCE a
little more than one-fourth.

Comprehensive Revision of the
National Income and Product Accounts

A comprehensive revision of the na-
tional income and product accounts is
underway. It will incorporate benchmark
data, such as the 1977 economic censuses;
improved adjustments for misreporting
of tax return information; and informa-
tion from a variety of other sources. All
series in the accounts will be revised
back to 1973, and some will be revised
for earlier years. Preliminary estimates
for 1977 appeared in the May 1984
SURVEY OF CURRENT BUSINESS and the
improved adjustments for misreporting
of tax return information were described
in the June 1984 SURVEY. The current
schedule calls for completing the revision
in December 1985.

The revision of the estimates for 1982-
84 that would customarily be published
this July will be combined with the De-
cember revision. However, selected na-
tional income and product account tables
with detailed annual estimates for 1984
(on an unrevised basis) will appear in the
July 1985 SURVEY.
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the BUSINESS SITUATION

ACCORDING to the "flash" esti-
mates, real GNP increased at an
annual rate of 2 percent in the first
quarter of 1985, compared with 4x/2
percent in the fourth quarter of 1984.
The GNP fixed-weighted price index
increased at an annual rate of 4 per-
cent, up from 3l/2 percent in the
fourth quarter (table I).1

The "flash" estimate of real GNP
includes another large change in net
exports—a decline, following an in-
crease of $13V2 billion in the fourth
quarter. Based on merchandise trade
data for only 1 month of the quarter,
imports swung to a large increase,
and exports again declined slightly.2
Accordingly, gross domestic pur-
chases, which includes imports but ex-
cludes exports, increased more in the

1. Quarterly estimates in the national income and
product accounts are expressed at seasonally adjusted
annual rates, and quarterly changes in them are dif-
ferences between these rates. Quarter-to-quarter per-
cent changes are compounded to annual rates. Real,
or constant-dollar, estimates are expressed in 1972 dol-
lars.

The procedures used to prepare the "flash" esti-
mates—that is, estimates prepared 15 days before the
end of the quarter—are the same as those used to pre-
pare the estimates released after the end of the quar-
ter. However, the source data that are available are
limited to only 1 or 2 months of the quarter and, in
most cases, are preliminary. The major source data
that are available are: For personal consumption ex-
penditures (PCE), January and February retail sales,
unit sales of new autos through the first 10 days of
March, and sales of new trucks for January and Feb-
ruary; for nonresidential fixed investment, the same
data for autos and trucks as for PCE, January con-
struction put in place, and January manufacturers'
shipments of equipment; for residential investment,
January construction put in place, and January hous-
ing starts; for change in business inventories, January
book values for manufacturing and trade, and unit
auto inventories for January and February; for net ex-
ports of goods and services, January merchandise
trade; for government purchases of goods and services,
Federal unified budget outlays for January, State and
local construction put in place for January, and State
and local employment for January and February; and
for GNP prices, the Consumer Price Index for Janu-
ary, and the Producer Price Index for January and
February.

2. See the "Business Situation" in the January 1985
SURVEY OF CURRENT BUSINESS for a discussion of how
imports are treated in estimating GNP and, according-
ly, why care must be taken in relating changes in im-
ports to changes in GNP.

first quarter than did GNP. As ex-
plained in table 2, gross domestic pur-
chases is a measure of U.S. demand
for goods and services—wherever pro-
duced—by persons, investors, and gov-
ernment, and GNP is a measure of
U.S. production. Except in the fourth
quarter, U.S. demand recently has in-
creased more than has U.S. produc-
tion. Over the year from the first
quarter of 1984, U.S. demand in-
creased about 4V2 percent and U.S.
production increased 31/2 percent. The
corresponding final sales measures
also show a difference of 1 percentage
point. Final sales to domestic purchas-
ers increased about 5l/z percent over
the last year, and final sales of GNP
increased about 4% percent.

The first-quarter increase in U.S.
demand was largely accounted for by
personal consumption expenditures
(PCE). Changes in fixed investment,
government purchases, and inventory
investment were small to moderate,
and partly offsetting. U.S. demand
had increased much less—only 1 per-
cent—in the fourth quarter, as a

Table 1.—GNP and GNP Prices

[Levels at seasonally adjusted annual rates; percent changes at
annual rates]

Current-dollar GNP (bil-
lions of dollars):
Level
Percent change from pre-

ceding quarter
Real GNP (billions of 1972

dollars):
Level
Percent change from pre-

ceding quarter
GNP fixed-weighted price

index (index, 1972 = 100):
Level
Percent change from pre-

ceding quarter
GNP implicit price deflator

(index, 1972=100):
Level
Percent change from pre-

ceding quarter

II

36447

10.7

1,638.8

7.1

232.8

43

22240

33

1984

III

36946

5.6

1,645.2

1.6

235.1

40

22457

39

IV

37587

7.1

1,662.4

4.3

237.2

36

226 10

28

1985

I*

38282

7.6

1,671.2

2.1

239.6

4 1

22907

54

r Re vised.
* Flash.

sharp decline in inventory investment
almost offset increases in the other
components.

First-quarter developments in the
components of real GNP, in GNP
prices, and in personal income are
sketched below on the basis of data
available as of mid-March.

Looking Ahead ...
• NIPA Methodology. A series of special papers documenting the con-

cepts, sources, and methods of the national income and product accounts
is being prepared. As these papers are completed, they will be made
available. The first of these, "An Introduction to National Economic Ac-
counting/' appears as an article in this issue of the SURVEY. The second,
on corporate profits, will be ready in May. For information about how to
obtain a copy of this paper, contact the Public Information Office, Bureau
of Economic Analysis, U.S. Department of Commerce, Washington, DC
20230 (202-523-0777); order information will also appear in the April
SURVEY.

• Capital Stocks by Industry. Estimates of fixed private capital stocks
by detailed industry for 1947-81 will be available soon. The estimates and
methodology will be presented in an upcoming issue of the SURVEY.

• NIPA Revisions. A comprehensive revision of the NIPA's is scheduled
for completion in December 1985. The revision of the estimates for 1982-
84 that would customarily be published this July will be combined with
the December revision. For more information, see page 5.
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Table 2.—Real Measures of Production and Final Sales: Change From Preceding Quarter

Item

Gross national product

Less: Change in business inventories

Equals: Final sales of GNP .

Less: Exports .

Equals: Domestic sales of domestically produced goods and
services.

Plus: Imports

Equals: Final sales to domestic purchasers
Personal consumption expenditures
Gross private domestic fixed investment
Government purchases

Plus: Change in business inventories

Equals: Gross domestic purchases

Explanation

U.S. production *

Worldwide final sales of U.S. production

Foreign sales of U.S. production

Final sales in the United States of U S production

Sales in the United States of foreign production

Final sales in the United States of worldwide production

Final sales and inventory investment in the United States
of worldwide production.

Billions of 1972 dollars at
seasonally adjusted annual rates

1984

I

38.2

24.4

13.9

3.9

100

14.1

24.2
11.7
11.7

.7

24 4

48.5

II

27.9

113

39.2

2

394

3.0

42.3
20.1
9.8

12.6

11 3

31.0

III

6.4

10.3

3 9

2.7

66

18.2

11.7
1.7
5.9
4.0

10 3

22.0

IV

17.2

138

31.0

-.3

313

13 9

17.4
9.5
3.5
4.4

13 8

3.6

1985

I*

8.8

Percent change at annual rate

1984

I

10.1

3.6

11.4

2.8

47.1

6.3
4.6

20.8
1.0

12.9

II

7.1

10.3

5

11.4

8.0

11.1
7.9

16.2
18.6

7.9

III

1.6

-1.0

7.5

-1.8

55.5

2.9
.7

9.3
5.4

5.4

IV

4.3

7.9

-.7

8.8

-28.3

4.3
3.6
5.3
5.9

.9

1985

I*

2.1

* Flash.
1. Goods and services produced by labor and property supplied by U.S. residents.
NOTE.—Percent changes in major aggregates are found in the National Income and Product Accounts Tables, table 8.1. Dollar levels are found in tables 1.2 and 1.4.

• PCE increased more than the 3l/z
percent registered in the fourth quar-
ter. Although durable goods increased
less than in the fourth quarter, non-
durable goods swung from a small de-
cline to a sizable increase, and serv-
ices increased slightly more than in
the fourth quarter. In durables, motor
vehicles—largely due to trucks—were
up more than in the fourth quarter,
but furniture and equipment were up
substantially less than in that quar-
ter. In nondurables, the swing was
largely due to an increase in food fol-
lowing a decline in the fourth quar-
ter; swings in energy—gasoline as
well as fuel oil and coal—also contrib-
uted. In services, electricity and gas
increased after a slight decline in the
fourth quarter, reflecting the effects
of unseasonable weather on heating
expenditures. In the fourth quarter,
the weather was mild in the Eastern
part of the country; in the early part
of the first quarter, severe cold was
widespread.

• Nonresidential fixed investment
was flat after an SVk-percent increase
in the fourth quarter. Structures in-
creased, although slightly less than
the 17-percent increase in the fourth
quarter. This pattern largely reflected
that of commercial structures; other
types of structures have registered
smaller, and partly offsetting,
changes in recent quarters. A decline
in producers' durable equipment was
more than accounted for by equip-
ment other than motor vehicles. A de-
cline in equipment other than motor
vehicles—the first in over 2 years-

was largely due to a sharp drop in
computers.

• Residential investment was un-
changed following two consecutive
quarters of decline. Construction of
multifamily housing, which had held
up earlier, slipped in the first quarter.
Single-family housing stabilized, re-
flecting the lagged effect of the de-
cline in mortgage rates since last
July. The "other'' component (largely
additions and alterations, mobile
homes, and commissions on house
sales) again changed little.

• Business inventories appear to
have accumulated at a moderately
faster rate than in the fourth quarter.
Motor vehicle inventories—the only
part of inventories based on more
than 1 month of source data for the
first quarter—registered another sub-
stantial increase, as automakers con-
tinued to build inventories from a low
level at the beginning of the 1985
model year. Only fragmentary infor-
mation is available about farm inven-
tories; it appears that accumulation
continued in the first quarter. Non-
farm inventories other than motor ve-
hicles appear to have increased some-
what more than the $5V2 billion regis-
tered in the fourth quarter. It is
likely that the ratio of total business
inventories to total final sales moved
up in the first quarter, but remained
in the 3.01-3.09 range within which it
has fluctuated for the past 2 years.

• Net exports, as mentioned earli-
er, appear to have declined substan-
tially. Imports registered a large in-
crease, and exports registered another

slight decline. In merchandise im-
ports, which more than accounted for
the increase, most nonpetroleum end-
use commodity categories increased
after declining in the fourth quarter;
petroleum imports declined. Invest-
ment income payments appear to
have declined again, partly reflecting
lower interest rates on portfolio in-
vestment. In exports, a decline in in-
vestment income receipts more than
offset in increase in merchandise
trade.

• Government purchases increased
less than the 6 percent registered in
the fourth quarter. The slowing was
in Federal purchases, both defense
and nondefense. Defense purchases,
which tend to be erratic, had in-
creased 17V2 percent in the fourth
quarter; a much smaller increase in
the first reflected smaller increases in
purchases of durable goods and serv-
ices. Nondefense purchases showed
little change across the several cate-
gories of purchases, including those of
the Commodity Credit Corporation.
State and local purchases increased
slightly, reflecting slight increases in
the several categories, except struc-
tures. In the fourth quarter, a decline
in structures had offset slight in-
creases in the other categories.

• The GNP fixed-weighted price
index increased 4 percent, up from
3V2 percent in the fourth quarter,, The
first-quarter increase was boosted 0.5
percentage point by a Federal pay
raise in January, which is reflected in
the prices of employee services pur-
chased by the Federal Government.
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Thus, other GNP prices in total in-
creased about as much as in the
fourth quarter. Among them, prices of
fixed investment—especially residen-
tial—accelerated slightly; PCE
prices—largely due to energy prices,
which declined—decelerated slightly.

• Personal income increased about
$47% billion, only slightly less than
the $49 billion registered in the
fourth quarter. A number of special
factors contributed to substantially
different movements in several com-
ponents in the two quarters. Without
these special factors, personal income
would have increased $40 Vk billion,
compared with $52 billion in the
fourth quarter.

Wages and salaries in government
and government enterprises in the
first quarter included the Federal pay
raise, which added $3 billion, and a
retroactive payment and pay raise for
Postal Service employees, which
added $1% billion. Farm proprietors'
income included a small decline in
subsidies after a $5 billion increase in
the fourth quarter. Among transfer
payments, military retirement pay in-
cluded a $5V2 billion increase, follow-
ing a decline in the fourth quarter of
the same amount, because the Deficit
Reduction Act of 1984 shifted the pay-
ment of benefits scheduled for Decem-
ber 31, 1984 to January 1, 1985. The
impact on transfer payments of this
shift was partly offset by a decline in
retroactive Social Security benefit
payments of $2 ¥2 billion, following an
increase of the same amount in the
fourth quarter. These payments result
largely from the recalculation of the
earnings base underlying benefits for
retirees whose post-retirement work
raises the base. Finally, cost-of-living
adjustments added a total of $8V2 bil-
lion to benefit payments under Social
Security and several other retirement
and income-support programs. A
change in the Social Security wage
base and tax rate added $8l/2 billion
to the increase in contributions for
social insurance, which are deducted
in deriving personal income.

With the exception of personal in-
terest income, other components of
personal income increased roughly as
much as they had in the fourth quar-
ter. Personal interest income again
decelerated, reflecting the widespread
decline in interest rates. The first-
quarter increase was less than the
$6V2 billion increase in the fourth

SURVEY OF CURRENT BUSINESS

quarter, which, in turn, was down
from increases that had exceeded $20
billion in the second and third quar-
ters.

Beginning in the first quarter, per-
sonal taxes reflected the indexing of
Federal income taxes under the Eco-
nomic Recovery Tax Act of 1981. In-
dexing lowered personal taxes $7 bil-
lion, so—despite a slightly larger in-
crease in the tax base than in the
fourth quarter—they increased less
than in the fourth quarter. Thus, the
increase in disposable personal
income was about the same in both
quarters. In real terms, however, the
increase was less than the 3V2 percent
registered in the fourth quarter, be-
cause prices—as measured by the im-
plicit price deflator for PCE—in-
creased more. The first-quarter in-
crease in personal outlays—in which
PCE predominates—was large. Ac-
cordingly, after a small decline in the
fourth quarter, personal saving
dropped sharply in the first. The

saving rate, which had been 6.2 per-
cent in the fourth quarter, fell several
tenths of a percentage point.

The Fourth Quarter: Corporate
Profits and the Government

Sector
Preliminary estimates of corporate

profits for the fourth quarter of 1984
have been completed. Their compila-
tion makes it possible to estimate cor-
porate profits tax accruals for the
fourth quarter, rounding out the esti-
mates of receipts and expenditures of
the government sector.

The 75-day revisions of the national
income and product accounts for the
fourth quarter are shown in table 3.

Corporate profits

Profits from current production—
profits with inventory valuation ad-
justment (IVA) and capital consump-
tion adjustment (CCAdj)—increased

Table 3.—Revisions in Selected Component Series of the NIPA's, Fourth Quarter of 1984

GNP

Personal consumption expenditures
Nonresidential fixed investment
Residential investment
Change in business inventories

Government purchases .. ..

National income

Corporate profits with inventory valuation and capital consumption
adjustments

Other

GNP

Personal consumption expenditures
Nonresidential fixed investment
Residential investment
Change in business inventories

Government purchases . . .

GNP implicit price deflator
GNP fixed-weighted price index .. ..
GNP chain price index

Seasonally adjusted at annual
rates

45-day
estimate

75-day
estimate Revision

Billions of current dollars

3,764.2

2,397.2
445.9
153.1

35.3
.-49.2

781.7

2,227.5

519.5

3,098.9

3,758.7

2,396.5
447.7
153.5

36.6
-56.0
780.5

3,038.3

2,228.1

293.5
516.6

3,096.2

-5.5

-.9
1.8

.4
1.3

-6.8
-1.2

.6

-2.9

-2.7

Billions of constant (1972)
dollars

1,664.8

1,075.4
212.7

59.3
16.8
102

310.8

1,662.4

1,075.4
213.8

59.2
16.8
134

310.5

-2.4

0
1.1
-.1
0
32
-.3

Index numbers, 1972 = 100!

226.10
237.1

226.10
237.2

0
.1

Percent change from
preceding quarter at

annual rates

45-day
estimate

75-day
estimate

7.8

6.2
9.8

-5.7

11.3

6.7

7.5

7.0

4.9

3.6
6.3

-5.3

6.3

7.1

6.1
11.5

-4.7

10.7

7.3

6.8

16.0
5.1

6.6

4.3

3.6
8.5

-5.5

5.9

2.8
3.4
3.4

2.8
3.6
3.6

1. Not at annual rates.
NOTE.—For the fourth quarter of 1984, the following revised or additional major source data became available: For personal

consumption expenditures, revised retail sales for December, consumer share of new car purchases for December, and consumption
of electricity for December; for nonresidential fixed investment, revised manufacturers' shipments of equipment for December,
revised construction put in place for December, and business share of new car purchases for December; for residential investment,
revised construction put in place for December; for change in business inventories, revised book values for manufacturing and
trade for December; for net exports of goods and services, revised merchandise trade and revised service receipts for the quarter;
for government purchases of goods and services, revised construction put in place for December; for wages and salaries, revised
employment, average hourly earnings, and average weekly hours for December; for net interest, financial assests held by
households for the quarter, and revised net interest received from abroad for the quarter; for corporate profits, preliminary
domestic book profits for the quarter, and revised profits from the rest of the world for the quarter; and for GNP prices, revised
residential housing prices for the quarter.
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$10% billion, to $293 V* billion, in the
fourth quarter, following an $8 billion
decline in the third. Domestic profits
of financial corporations were un-
changed in the fourth quarter; those
of nonfinancial corporations were up
$14 billion; and those from the rest of
the world were down $3% billion.

Real gross product of domestic non-
financial corporations had remained
unchanged in the third quarter and
increased 5 % percent in the fourth.
The larger product and increased
profits per unit of product together
boosted total profits of nonfinancial
corporations in the fourth quarter.
Unit prices received by corporations
and unit costs paid by them both in-
creased, but prices increased more.
Labor and nonlabor costs increased at
about the same rate.

Adjustment and disposition of prof-
its before tax.—Profits before tax—
profits without IVA and CCAdj—in-
creased $6 billion, to $230 Ma billion,
following a $21% billion decline. The
IVA and CCAdj convert inventories
and depreciation reported by business
for tax purposes to those used in the
national income and product accounts
(NIPA's). The CCAdj was up $6 bil-
lion, to $64% billion, in the fourth
quarter, matching the third-quarter
increase and somewhat above the in-
creases in the first two quarters. The
steady increases reflect mainly the
effect of shorter service lives for de-
preciation of capital permitted by the
Economic Recovery Tax Act of 1981
(ERTA). The effects of ERTA have
become more pronounced as propor-
tionately more investments have
become eligible for shorter service
lives. The CCAdj accounted for about
20 percent of profits from current pro-
duction in the third and fourth quar-
ters.

In the fourth quarter, the IVA de-
clined $1% billion. In the third quar-
ter, it had increased $7 billion. The
fourth-quarter IVA reflects relative
stability of inventory prices during
the quarter.

Corporate profits tax liability in-
creased $5 billion in the fourth quar-
ter, to $88% billion, following a $12%
billion decline. The fluctuation in tax
liability reflects that in profits before
tax. Dividends increased $2 billion, to
$83 billion, matching the previous in-
crease. Undistributed profits declined
$1 billion, to $59 billion, following a
$10 billion decline.

Profits by industry.—Profits with
IVA but without CCAdj—the variant
of profits available by industry—in-
creased $4% billion in the fourth
quarter, to $229 billion, following a
$14 billion decline.

Domestic profits of financial corpo-
rations were unchanged, at $26% bil-
lion, following a $2% billion decline.
Domestic profits of nonfinancial cor-
porations increased $8 billion, to
$181% billion, following a $15 billion
decline. Manufacturing and trade ac-
counted for most of the increase.
Widespread increases in durable
goods manufacturing more than offset
a decline in nondurable goods manu-
facturing—largely in petroleum and
food. Both wholesale and retail trade
profits were up.

Government sector

The fiscal position of the govern-
ment sector in the national income
and product accounts deteriorated in
the fourth quarter; the combined defi-
cit of the Federal Government and of
the State and local governments in-
creased $8% billion to $141% billion.
A $16% billion increase in the Feder-
al deficit was partly offset by an $8
billion increase in the State and local
government surplus. However, for the
year 1984, the fiscal position of the
government sector improved; the com-
bined deficit, at $122% billion, was
$12 billion lower than in 1983. This
improvement was largely accounted
for by an increase in the State and
local government surplus.

The Federal sector.—The Federal
Government deficit increased $16%
billion in the fourth quarter to $197%
billion, as expenditures increased
more than receipts. For the year 1984,
the deficit was $175% billion, down $3
billion from 1983.

Receipts increased $16 billion, com-
pared with $2 billion in the third
quarter; the acceleration was account-
ed for by corporate profits tax accru-
als, which increased $4% billion fol-
lowing a $10% billion decline in the
third quarter. Personal tax and
nontax receipts increased $8% billion,
contributions for social insurance in-
creased $4 billion, and indirect busi-
ness tax and nontax accruals were
unchanged.

Expenditures increased $33 billion,
compared with $19 billion in the third

quarter; the acceleration was largely
accounted for by national defense pur-
chases of goods and services, which
increased $11% billion following a $%
billion decline in the third quarter.
The acceleration in defense purchases
was attributable to a strong rebound
in the delivery of military equipment,
which declined sharply in the third
quarter. Third-quarter deliveries were
depressed by several factors; a major
one was the postponement of deliv-
eries while quality control problems
were resolved. The fourth-quarter re-
bound also reflected the delivery of
the first Bl bomber (over $2 billion at
an annual rate). Transfer payments to
foreigners increased $5% billion as
the result of a large payment to
Israel. Grants-in-aid to State and local
governments increased $5 billion and
included increases in medicaid, high-
ways, and education. Net interest
paid and subsidies less the current
surplus of government enterprises in-
creased $4% billion each; the latter
was largely for subsidies to farmers.
All other expenditures increased $2%
billion.

Cyclically adjusted Federal
budget.—When measured using cycli-
cal adjustments based on middle-ex-
pansion trend GNP, the Federal fiscal
position moved from a deficit of $180
billion in the third quarter to a deficit
of $202 billion in the fourth (see table
3 on page 17). The cyclically adjusted
deficit as a percentage of middle-ex-
pansion trend GNP increased from
4.9 percent in the third quarter to 5.4
percent in the fourth—a move toward
a more expansionary fiscal position.

The State and local sector.—The
State and local government surplus
increased $8 billion, to $56 billion, as
receipts increased more than expendi-
tures. Most of the increase—$6% bil-
lion—was in the surplus of "other"
funds, that is, other than social insur-
ance, funds. For the year 1984, the
surplus was $53 billion, up $9 billion
from 1983. Of that increase, $5 billion
was in the social insurance fund sur-
plus and $4 billion was in the other
funds surplus.

Receipts increased $15 billion, com-
pared with $4 billion in the third
quarter. The acceleration was largely
accounted for by Federal grants-in-aid
and by corporate profits tax accruals.
Federal grants, as mentioned, in-
creased $5 billion; corporate profits
taxes increased $1 billion, following a
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$2l/2 billion decline in the third quar-
ter. Indirect business tax and nontax
accruals increased $6 billion, of which
$3 billion was in sales taxes. Personal
tax and nontax receipts increased
$2V2 billion, and contributions for
social insurance increased $1 billion.

Expenditures increased $7 billion,
compared with $11 billion in the third
quarter; this deceleration was ac-
counted for by a substantial slowdown
in purchases of goods and services.
Purchases increased $6 billion in the
fourth quarter, compard with $11 Vk

billion in the third quarter. This dece-
laration was largely attributable to
the purchase of structures, which de-
clined $1V2 billion, following a $3 bil-
lion increase; highways accounted for
the shift. All other expenditures in-
creased $1 billion in the fourth quarter.

Comprehensive Revision of
the National Income

and Product Accounts

A comprehensive revision of the na-
tional income and product accounts is
underway. It will incorporate benchmark
data, such as the 1977 economic censuses;
improved adjustments for misreporting
of tax return information; and informa-
tion from a variety of other sources. All
series in the accounts will be revised
back to 1973, and some will be revised
for earlier years. Preliminary estimates
for 1977 appeared in the May 1984
SURVEY OF CURRENT BUSINESS and the
improved adjustments for misreporting
of tax return information were described
in the June 1984 SURVEY. The current
schedule calls for completing the revision
in December 1985.

The revision of the estimates for 1982-
84 that would customarily be published
this July will be combined with the De-
cember revision. However, selected na-
tional income and product account tables
with detailed annual estimates for 1984
(on an unrevised basis) will appear in the
July 1985 SURVEY.
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the BUSINESS SITUATION

1 HE pace of U.S. production slowed
in the first quarter of 1985. Real GNP
increased at an annual rate of IVa
percent, following an increase of 4Va
percent in the fourth quarter of 1984.
In the third quarter, GNP had in-
creased ll/2 percent. Increases in real
GNP in these three quarters averaged
2l/2 percent, a considerably lower
growth rate than earlier in 1984 and
in 1983. Inflation remained moderate.
The GNP fixed-weighted price index
increased 4Vfe percent at an annual
rate in the first quarter.1

1. Quarterly estimates in the national income and
product accounts are expressed at seasonally adjusted
annual rates, and quarterly changes in them are dif-
ferences between these rates. Quarter-to-quarter per-
cent changes are compounded to annual rates. Real,
or constant-dollar, estimates are expressed in 1972 dol-
lars.

The first-quarter GNP estimates are based on the
following major source data: For personal consumption
expenditures (PCE), retail sales through March, and
unit auto and truck sales through March; for nonresi-
dential fixed investment, the same information for
autos and trucks as for PCE, January and February

The recent variation in the quarter-
ly increases in real GNP reflected
sharp changes in several components,
particularly net exports and change
in business inventories (chart 1). In
the first quarter, when the increase
in GNP slowed, net exports swung
sharply: Imports registered a large in-
crease following a large decline in the

construction put in place, January and February man-
ufacturers' shipments of machinery and equipment,
and investment plans for the quarter; for residential
investment, January and February construction put in
place, and January and February housing starts; for
change in business inventories, January and February
book values for manufacturing and trade, and unit
auto inventories through March; for net exports of
goods and services, January and February merchan-
dise trade, and fragmentary information on invest-
ment income for the quarter; for government pur-
chases of goods and services, Federal unified budget
outlays for January and February, and State and local
employment through March; and for GNP prices, the
Consumer Price Index for January and February, the
Producer Price Index for January and February, and
unit-value indexes for exports and imports for Janu-
ary and February. Some of the source data are subject
to revision.

CHART 1

Looking Ahead . . .
• NIPA Methodology. A series of special papers documenting the con-

cepts, sources, and methods of the national income and product accounts
is being prepared. As these papers are completed, they will be made
available. The first of these, "An Introduction to National Economic Ac-
counting," appeared as an article in the March SURVEY. The second, on
corporate profits, will be ready in May. For information about how to
order a copy of this paper, contact the Public Information Office, Bureau
of Economic Analysis, U.S. Department of Commerce, Washington, DC
(202-523-0777); order information will also appear in the May SURVEY.

• Capital Stocks by Industry. Estimates of fixed private capital stocks
by detailed industry for 1947-81 will be available soon. The estimates and
methodology will be presented in an upcoming article in the SURVEY.

• Regional Projections of Income, Employment, and Population. An arti-
cle summarizing projected trends to the year 2000 and the methodology
for State-level estimates will appear in an upcoming issue of the SURVEY.
Separate volumes containing detailed projections to the year 2035 will be
published later this spring for States and in the fall for metropolitan sta-
tistical areas.

• NIPA Revisions. A comprehensive revision of the NIPA's is scheduled
for completion in December 1985. The revision of the estimates for 1982-
84 that would customarily be published this July will be combined with
the December revision. For more information, see page 8.

Real Product:
Change From Preceding Quarter
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Table 1.—Measures of Real Production and Final Sales: Change From Preceding Quarter

Item

Gross national product

Less: Change in business
inventories.

Equals: Final sales of
GNP.

Less' Exports

Equals: Domestic sales of
domestically produced
goods and services.

Plus' Imports

Equals: Final sales to do-
mestic purchasers.

Personal consumption
expenditures.

Gross private domestic
fixed investment.

Government purchases..

Plus: Change in business
inventories.

Equals: Gross domestic
purchases.

Explanation

U.S. production x

Worldwide final sales of
U.S. production.

Foreign sales of U.S. pro-
duction.

Final sales in the United
States of U.S. produc-
tion.

Sales in the United
States of foreign pro-
duction.

Final sales in the United
States of worldwide
production.

Final sales and inventory
investment in the
United States of world-
wide production.

Billions of 1972 dollars at seas
adjusted annual rates

1984

I

38.2

24.4

13.9

3.9

10.0

14.1

24.2

11.7

11.7

.7

24.4

48.5

II

27.9

-11.3

39.2

-.2

39.4

3.0

42.3

20.1

9.8

12.6

113

31.0

III

6.4

10.3

-3.9

2.7

-6.6

18.2

11.7

1.7

5.9

4.0

10.3

22.0

IV

17.2

-13.8

31.0

3

31.3

-13.9

17.4

9.5

3.5

4.4

-13.8

3.6

onally

I

5.6

3.9

1.7

31

4.8

9.6

14.4

12.5

1.7

.1

3.9

18.3

Percent change at annual rate

1984

I

10.1

3.6

11.4

2.8

47.1

6.3

4.6

20.8

1.0

12.9

II

7.1

10.3

-.5

11.4

8.0

11.1

7.9

16.2

18.6

7.9

III

1.6

-1.0

7.5

-1.8

55.5

2.9

.7

9.3

5.4

5.4

IV

4.3

7.9

-.7

8.8

-28.3

4.3

3.6

5.3

5.9

.9

1985

I

1.3

.4

-8.2

1.3

26.1

3.5

4.7

2.5

.2

4.4

1. Goods and services produced by labor and property supplied by U.S. residents.
NOTE.—Percent changes in major aggregates are found in the National Income and Product Accounts Tables, table 8.1. Dollar

levels are found in tables 1.2 and 1.4.

fourth quarter. The swing in net ex-
ports was largely offset by a swing in
the opposite direction in inventory in-
vestment, which increased moderately
after a large decline. To some extent,
changes in inventory investment and
changes in imports are positively cor-
related because some merchandise im-
ports go into inventory, rather than
being sold, in the period in which
they are brought into this country.
(See the "Business Situation" in the
January 1985 SURVEY OF CURRENT
BUSINESS for a discussion of this rela-
tionship, as well as a discussion of
how imports are treated in estimating
GNP and why care must be taken in
relating changes in imports to
changes in GNP.)

In the three most recent quarters,
increases in real gross domestic pur-
chases, which includes imports but ex-
cludes exports, averaged 3V2 percent.
As was the case for GNP, the average
was considerably lower than increases
in earlier quarters. However, in con-
trast to GNP, this measure—which is
a measure of U.S. demand for goods
and services, whether produced in the
United States or abroad—increased
more in the first quarter than it had
in the fourth (table 1).

With the exception of the fourth
quarter of 1984, increases in U.S.

demand have exceeded those in U.S.
production in every quarter since the
fourth quarter of 1981. Over the
entire period, gross domestic pur-
chases increased 16 percent, while
GNP increased 11 percent. The differ-
ence reflects two developments: An
increasing portion of U.S. demand has
been met by imports; a decreasing
portion of U.S. production has been
for export. The share of gross domes-
tic purchases accounted for by im-
ports had been 8 percent in the fourth
quarter of 1981; by the first quarter of
1985, the import share was up to 10
percent. The increased share was
mostly due to a sharp increase in
merchandise imports. The share of
GNP that is exported had been 10 Vfe
percent in the fourth quarter of 1981;
by the first quarter of 1985, the
export share was down to 8l/z percent.
Again, the change in share was
mostly due to merchandise.

Productivity and costs.—Table 2
shows changes in real gross product,
aggregate hours, and compensation in
the business economy other than
farm and housing. Productivity, as
measured by real product per hour,
has declined in two of the past three
quarters; the poor performance can
generally be related to the weakening
in real product. Compensation and

Table 2.—Real Gross Product, Hours, and
Compensation in the Nonfarm Business
Economy Less Housing: Change From Pre-
ceding Quarter

[Percent change at annual rates; based on seasonally adjusted
estimates]

Real gross product
Hours
Compensation

Real gross product per hour
Compensation per hour
Unit labor cost

1984

II

10.8
4.8
8.7

5.7
3.7
19

III

0.6
1.9
5.5

1 2
3.5
4.8

IV

4.7
2.6
6.2

2.1
3.5
1.4

1985

I

1.5
3.2
9.1

1 6
5.7
7.4

Table 3.—Fixed-Weighted Price Indexes::
Change From Preceding Quarter

[Percent change at annual rates; based on index numbers
(1972=100), seasonally adjusted]

GNP

Less: Change in business invento-
ries. ..

Equals: Final sales

Less: Exports
Plus' Imports

Equals: Final sales to domestic pur-
chasers

Personal consumption expendi-
tures
Food
Energy .
Other personal consumption ex-

penditures
Other

Nonresidential structures
Producers' durable equipment
Residential
Government purchases

Plus: Change in business inventories

Equals: Gross domestic purchases

Addenda:
Food and energy components of

GNP: *
Food components 2

Energy components 3

GNP less food components
GNP less energy components
GNP less food and energy compo-

nents

II

43

4 3

45
23

4.1

3 1
-17

27

47
57
5.0
1.8

11.6
54

4.1

-21
28

5.2
43

54

1984

III

4 o

4 i

-14
37

3.8

40
2.5
13

53
36
1.4
3.1
4.2
39

3.8

1.3
3

4.5
43

48

IV

3 6

3 7

-16
30

3.5

39
33
16

45
28
2.2
1.6
1.0
37

3.4

27
17

3.8
37

39

1985

I

4 4

4 5

5
48

40

3 1
27
70

48
54
3.3
2.2
45
69

3.9

26
67

47
5 1

56

1. Inasmuch as GNP is the sum of final products, the food
and energy estimates in this table do not take into account the
effect on the prices of final products of changes in the prices of
the food and energy that are costs of production.

2. Consists of all components for which separate estimates
are prepared. The major component that is not included is
purchases of food by the Federal Government other than
transactions by the Commodity Credit Corporation that are
treated like purchases.

3. Consists of all components for which separate estimates
are prepared. The major components that are not included are
(1) exports of energy; (2) the gasoline and motor oil portions of
inventories of gasoline service stations, and (3) the energy
portions of inventories of businesses that do not produce
energy for sale.

NOTE.—Most index number levels are found in the National
Income and Product Accounts Tables, table 7.2.

compensation per hour accelerated in
the first quarter; increases in Social
Security tax rates and taxable wage
base—effective January 1—contribut-
ed about l/2 percentage point to the
acceleration. The step-up in compen-
sation, coupled with the falloff in real
product, led to a sharp acceleration in
unit labor cost in the first quarter.
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Unemployment Rate1

Percent Percent

1975 1976 1977 1978 1979 1981 1982 19831974
1. Civilian.
NOTE.—Business cycle peaks (P), and troughs (T), are turning points in economic activity, as designated by the National Bureau of Economic Research, Inc. Shaded areas represent recessions.
Data: BLS.

U.S. Department of Commerce, Bureau of Economic Analysis

1984 1985

Prices.—GNP prices, as measured
by the fixed-weighted price index, in-
creased 4V2 percent in the first quar-
ter, somewhat more than in the
fourth, but within the range of SVfe-
4% percent registered in the past sev-
eral quarters (table 3). A Federal pay
raise, which in the national income
and product accounts (NIPA's) is
treated as an increase in the price of
employee services purchased by the
Federal Government, accounted for
0.4 percentage point of the first-quar-
ter acceleration in GNP prices.

Changes in the price of GNP, which
is U.S. production of goods and serv-
ices, may be contrasted with changes
in the price of gross domestic pur-
chases, which is goods and services
bought by U.S. consumers, investors,
and government. The exclusion of ex-
ports and the inclusion of imports in
the price of gross domestic purchases
makes this measure useful in analyz-
ing inflation in the United States.
(For example, an increase in the price
of imported cars that is passed on to
the final purchaser will affect the
measure of purchases prices, but will
be excluded from the measure of pro-
duction prices.) Over the past 2 years,
quarterly increases in the price of
gross domestic purchases have been
about l/2 percentage point below in-
creases in GNP prices.

Prices paid by consumers—PCE
prices—were up less than in the
fourth quarter. The deceleration was
due to a slowdown in the increase in
food prices and to a swing to a decline
in energy prices, particularly gasoline

prices. The small step-up in other
PCE prices can be attributed, in part,
to a jump in new car prices. Prices
paid by investors for structures—both
nonresidential and residential—and
for equipment increased more than in
the fourth quarter, but remained
moderate. Most of the step-up in
prices paid by government was ac-
counted for by the Federal pay raise.

Employment and hours.—Employ-
ment registered strong gains again in
the first quarter—over 700,000 in
both the household and the establish-
ment surveys (table 4). Employment
as a percent of the working-age popu-

lation increased to a record 60.1 per-
cent. Adult women accounted for
most of the first-quarter increase in
employment, as their labor force par-
ticipation rate set another record. The
distributive (largely wholesale and
retail trade) and services industries
continued to register the largest in-
creases in employment; manufactur-
ing employment was flat.

The recent gains in employment
have been accompanied by large in-
creases in the civilian labor force. The
civilian unemployment rate edged up
to 7.3 percent in the first quarter. It
has fluctuated between 7.1 and 7.5
percent for almost a year (chart 2).

Table 4.—Selected Labor Market Indicators
[Seasonally adjusted]

Household Survey

Civilian employment (millions)
Adult men
Adult women
Teenagers .. ..

Employment-population ratio (percent)... . . . .
Unemployment rate

Establishment Survey

Employment, nonfarm (millions)
Goods producing

Durable manufacturing
Nondurable manufacturing
Other goods producing

Distributive 1 . . . .
Services2

Government

Average weekly hours:
Private nonfarm - . ..
Manufacturing
Manufacturing overtime

Level

1984

I

103.8
55.2
42.1
6.5

59.0
7.9

92.8
24.5
11.4
7.9
5.2

26.5
25.9
15.9

35.3
40.8
3.5

II

105.0
55.6
42.8
6.5

59.6
7.5

93.8
24.9
11.6
8.0
5.3

26.8
26.2
15.9

35.3
40.8
3.4

III

105.3
56.0
42.9

6.4

59.6
7.5

94.6
25.1
11.7
8.0
5.4

27.1
26.4
16.0

35.3
40.5
3.3

IV

106.0
56.3
43.3
6.4

59.8
7.2

95.5
25.2
11.8
8.0
5.4

27.4
26.8
16.1

35.2
40.5

3.4

1985

I

106.7
56.3
43.8
6.6

60.1
7.3

96.2
25.3
11.8
8.0
5.5

27.7
27.1
16.1

35.1
40.3
3.3

Change from preceding
quarter

1984

II

1.2
.4
.7

0

.6
4

1.0
.4
.2
.1
.1
.3
.3

0

0
0
-.1

III

0.3
.4
.1
.1

0
0

.8

.2

.1
0
.1
.3
.2
.1

0
-.3
-.1

IV

0.7
.3
.4

0

.2
-.3

.9

.1

.1
0
0

.4

.3

.1

.1
0
.1

1985

I

0.7
0

.5

.2

.3

.1

.7

.1
0
0
.1
.3
.3

0

.1
-.2

.1

1. Includes transportation and public utilities, wholesale trade, and retail trade.
2. Includes financial and nonfinancial services.
Source: Bureau of Labor Statistics.
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Private nonfarm average weekly
hours slipped another 0.1 hour in the
first quarter. In manufacturing, the
decline was 0.2 hour, following no
change in the fourth quarter.

Personal Income
Personal income increased $45 Vk

billion in the first quarter, following a
$49 billion increase in the fourth. The
special factors that are shown in table
5 significantly affected personal
income in the two quarters. Without
these special factors, the slowdown in
personal income would haVe been con-
si4erably larger—to a $36 Vk billion in-
crease in the first quarter from a
$47x/2 billion increase in the fourth.

Wage and salary disbursements
were up more in the first quarter
than in the fourth; about one-half of
the step-up was attributable to the
$3V2 billion pay raise for Federal em-
ployees. Private wages and salaries
picked up due to stronger increases in
employment and average hourly earn-
ings; average weekly hours again de-
clined. Manufacturing, distributive,
and services industries increased

Table 5.—Personal Income and Its Disposition:
Change From Preceding Quarter

[Billions of dollars; based on seasonally adjusted annual rates]

Wage and salary disbursements...
Manufacturing
Other commodity-producing
Distributive
Services
Government and government

enterprises
Proprietors' income

Farm
Nonfarm

Personal interest income
Transfer payments
Other income
Less: Personal contributions for

social insurance

Personal income .. ..

Less: Personal tax and nontax
payments l

Equals: Disposable personal
income

Less: Personal outlays

Equals: Personal saving

Addenda: Special factors in
personal income:
Federal pay raise
Agricultural subsidies
Military retirement pay
Social Security retroactive

payments
Cost-of-living increases in

Federal transfer payments ....
Social Security base and rate

changes (in personal contri-
butions for social insurance)

II

37.4
7.6
3.5

103
11.4

46
-5.2
-90

39
21.7
39
86

22

64.1

12.0

52.1

59.9

-7.7

1
-173

.5

.3

1984

III

26.3
4.2
2.1
69
8.0

51
3.9
39

1
23.7
34
69

17

62.7

10.5

52.1

32.8

19.3

- 8

-1.2

.1

IV

28.2
60
7.6
67
9.6

43
54
21
0 0

67
33
7 2

18

48.9

10.8

38.1

39.2

-1.1

48
-5.6

2.4

1985

I

35.0
5.4

10.1
57

10.6

86
-2.4
-70

46
.1

17.8
6 1

113

45.4

37.3

8.1

50.0

— 42.0

36
-1.5

5.6

-1.0

8.4

6.3

1. For more information on personal tax and nontax pay-
ments, see table 6.

NOTE.—Most dollar levels are found in the National Income
and Product Accounts Tables, table 2.1.

roughly as much as they had in the
fourth quarter. A step-up in other
commodity-producing industries was
concentrated in construction.

Farm proprietors' income dropped
sharply after a small increase. The
swing was largely due to subsidy pay-
ments, particularly deficiency pay-
ments for wheat. Subsidies increased
$5 billion in the fourth quarter and
fell $iy2 billion in the first. Farm
income excluding subsidies was down
in both quarters. Nonfarm propri-
etors' income was up more than in
the fourth quarter; retail trade in-
creased after no change.

Personal interest income registered
no change, after a sharp slowdown in
the fourth quarter. This progressive
deceleration reflected the continued
effects of a decline in short-term in-
terest rates in the second half of 1984.

Transfer payments were up sharp-
ly—$18 billion—in the first quarter.
Military retirement pay included an
increase of $5J/2 billion, following a
decline of the same amount in the
fourth quarter, due to a provision of
the Deficit Reduction Act of 1984.
This provision shifted the payment of
benefits scheduled for December 31 to
January 1. The impact of this shift on
transfer payments was partly offset
by a decline in retroactive Social Se-
curity benefit payments of $1 billion,
following an increase of $2V2 billion
in the fourth quarter. Finally, cost-of-
living adjustments added $8 Vz billion
to benefit payments under Social Se-
curity and several other retirement
and income-support programs.

Personal contributions for social in-
surance, which are subtracted in de-
riving the personal income total, were
boosted $6V2 billion by increases in
Social Security tax rates and taxable
earnings bases. These increases in-
cluded an increase in the rate for em-
ployees from 6.7 percent to 7.05 per-
cent and in the taxable wage base
from $37,800 to $39,600.

Personal tax and nontax payments
were up sharply—$37 Vk billion—in
the first quarter, largely due to delays
in February and March in refund
payments of Federal income taxes
(table 6). As a result of these delays,
refunds—which are deducted in calcu-
lating personal tax and nontax pay-
ments—were unusually small. Based
on preliminary information, the
delays amounted to $27 billion (when
put at an annual rate) in the first
quarter. Partly offsetting the impact

of the refund delays, personal taxes
were lowered $7 billion due to the in-
dexing of Federal income taxes, effec-
tive Jaimary 1. (For estimates of the
impact of the indexing and other pro-
visions of the Economic Recovery Tax
Act of 1981, see "Impact of Recent
Tax Law Changes'' in this issue.) The
increase in personal taxes due to
growth in the taxable earnings base,
shown as "other" in table 6, was
roughly the same as in the past sever-
al quarters.

Largely due to the slowdown in tax
refunds, disposable personal income
increased only $8 billion in the first
quarter, following a $38 billion in-
crease in the fourth. Without the spe-
cial factors affecting personal income
and taxes, disposable income still
would have decelerated sharply—to a
$19 Vk billion increase from a $36V2
billion increase.

The small increase in disposable
personal income, coupled with a siza-
ble one in personal outlays, led to a
substantial drop in personal saving in
the first quarter. The personal saving
rate fell sharply to 4.6 percent from
6.2 percent in the fourth quarter.

The deceleration in disposable per-
sonal income carried through to real
income. Real disposable personal
income declined 2 percent in the first
quarter, following an increase of SVfe
percent in the fourth. Without the
special factors, real income would
have been flat in the first quarter, fol-
lowing a 3-percent increase.

Components of Real GNP
Final sales of GNP decelerated

more in the first quarter than did
GNP (table 7). Changes in most of the
components of final sales were affect-
ed by factors that may be viewed as

Table 6.—Personal Tax and Nontax Payments:
Change From Preceding Quarter

[Billions of dollars, seasonally adjusted at annual rates]

Personal tax and nontax payments ...

Federal
Impact of legislation 1

Indexing of income taxes
Refunds slowdown
Other

State and local
Impact of legislation
Other

II

12.0

9 1
-20

11.1

2.9
.1

28

1984

III

10.5

90
24

6.6

1.6
-1.3

2.9

IV

10.8

83
-1.0

9.3

2.6
-.4
3.0

1985

I

37.3

342
-3.3

69
27.0
10.5

3.1
-3
3.4

1. For more information on the impact of legislation on
Federal receipts, see "Impact of Recent Tax Law Changes" in
this issue of the SURVEY.
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transitory. PCE continued to increase,
but weakened late in the quarter;
part of this weakness may have re-
flected the effect of the slowdown in
tax refunds. A deceleration in nonre-
sidential fixed investment was largely
due to a drop in computer purchases,
which tend to be erratic. Changes in
net exports have been particularly
sharp in recent quarters, primarily
due to imports; part of the large first-
quarter increase in imports may have
been a rebound from the unexpected
drop in the fourth quarter. A pause in
government purchases was largely in
national defense purchases, which
tend to fluctuate sharply.

Business inventories continued to
register substantial increases. Despite
these increases, from an historical
perspective inventory-sales ratios do
not appear to be out of line.

Personal consumption expenditures

Real PCE increased 4Vfe percent in
the first quarter, about 1 percentage
point more than in the fourth. The
strength was in the first part of the
quarter; PCE slipped in March. The
slip may have reflected, to some
extent, the slowdown in disposable
income due to the delay in tax re-
funds. Some other indicators related
to PCE were favorable in the first
quarter; for example, the Conference
Board's consumer confidence index re-
bounded to high levels in January
and February after a drop in Decem-
ber, and employment increased
strongly.

All of the major components of
PCE—durables, nondurables, and
services—contributed to the first-
quarter increase. The slight accelera-
tion was largely attributable to non-
durables, which increased moderately
after changing little in the fourth
quarter.

Durables again increased, but less
than in the fourth quarter. Motor ve-
hicles and parts were up more in the
first quarter than in the fourth, due
to an acceleration in truck purchases.
Furniture and household equipment
and other durables increased much
less than in the fourth quarter.

Nondurables increased after a
slight decline in the fourth quarter.
Each category increased: Food and
energy, after declines; clothing and
shoes, after an increase; and other
nondurables, after changing little.

Services were up slightly more than
in the fourth quarter. Electricity and
gas purchases increased sharply fol-
lowing a decrease; the pattern reflect-
ed the effects of unseasonable weath-
er on heating expenditures. In the
fourth quarter, the weather was mild
in the Eastern part of the country; in
the early part of the first quarter,
severe cold was widespread. Other
services continued to increase moder-
ately.

Nonresidential fixed investment

Real nonresidential fixed invest-
ment (NRFI) increased SMz percent in
the first quarter, following an 8V2-per-
cent increase in the fourth, as a small
decline in producers' durable equip-
ment (PDE) was more than offset by
another strong increase in structures.

Table 7.—Real GNP: Change From Preceding
Quarter

[Percent change at annual rates]

GNP

Final sales.

Personal consumption ex-
penditures
Durables

Motor vehicles and parts ...
Furniture and household

equipment
Other durables

Nondurables
Food
Energy 1

Clothing and shoes
Other nondurables

Services
Energy 2

Other services

Gross private domestic fixed
investment
Nonresidential

Structures
Producers' durable equip-

ment
Autos and trucks
Other

Residential

Net exports of goods and serv-

Exports
Merchandise

Agricultural
Nonagricultural

Other
Imports

Merchandise
Petroleum
Nonpetroleum

Other

Government purchases of
goods and services
Federal

National defense
Nondefense

Commodity Credit Cor-
poration

Other
State and local

Change in business invento-
ries

II

7.1

103

7.9
120
10.8

141
9.7

103
8.5
13

22.1
54
4.6

134
4.1

162
21.3
213

212
427
164
1.2

- 5
-.4

-38.3
121
-.5
8.0
56

31.1
-72
53.1

18.6
45.2
12.2

217.5

-4.9
37

1984

III

1.6

-10

.7
36

-11.5

3.8
_ ^

-1.2
4.2

-24
-12.1

7
3.8

-60
4.4

93
13.7
20

186
9.7

209
-4.6

75
7.4
7.2
75
7.6

55.5
733

-6.0
785
18.1

5.4
62

-2.3
317

6.3
48

IV

4.3

79

3.6
14 1
5.7

216
17.3
- 5

-1.9
57
4.2

3
3.3
37
3.7

53
8.5

172

54
-38

78
-5.5

7
14.8
64.3
53

-17.8
-28.3

347
-6.6
358

-8.9

5.9
152
17.5
99

14.2
2

1985

I

1.3

4

4.7
69
8.2

6.2
5.5
4.2
5.2
6.3
1.9
35
4.4

149
3.9

25
3.5

162

-12
176
54
-.8

-82
-4.2

-21.2
5

-13.4
26.1
473

-47.3
540

-16.2

.2
8

-2.4
34

1.5
9

1. Gasoline and oil, and fuel oil and coal.
2. Electricity and gas.
NOTE.—Percent changes in major aggregates are found in

the National Income and Product Accounts Tables, table 8.1.
Dollar levels are found in tables 1.2, 1.15, 1.17, 3.8B, and 4.4.

Structures increased 16 percent in
the first quarter, about the same in-
crease as in the fourth. As in the
fourth quarter, most of the strength
was in commercial buildings, both of-
fices and other commercial.

PDE, which had slowed sharply, to
a SVk-percent rate of increase in the
fourth quarter, declined 1 percent—
the first decline since the recession
trough at the end of 1982. The first-
quarter decline was in PDE other
than motor vehicles, especially com-
puters.

Recent sharp changes in imports of
capital goods have raised concerns
that quarterly estimates of PDE,
which include imported equipment,
may fail to capture imports fully. An
analysis of the first-quarter change in
PDE that was carried out at a greater
than usual level of detail showed that
the change in imports included in it is
consistent with the change in imports
of capital goods, an end-use commodi-
ty category, in net exports. This
result indicates that the first-quarter
change in PDE is not understated be-
cause of imports.

In the first quarter, as on occasion
in the past, BEA used two, largely in-
dependent, procedures in estimating
NRFI. The use of the two procedures
helped ensure that the estimate cap-
tured fully both domestic and import-
ed PDE, although that was not the
only reason the two procedures were
used.

The first procedure measures activi-
ties of the suppliers of capital goods.
Construction is measured as the value
put in place. PDE other than motor
vehicles is measured using an abbre-
viated version of what is often called
the commodity flow procedure. In this
procedure, manufacturers' shipments
of capital goods are adjusted to ex-
clude exports and purchases by gov-
ernment, and imports are added. The
estimate of imports is prepared in two
parts. The first is for a group of PDE
categories for which imports are a siz-
able share of purchases. For this
group, the percentage of the corre-
sponding import end-use commodity
category that is capital equipment is
assumed to have remained constant
within each category since 1972. For
example, the content of, say, the com-
munications equipment category is as-
sumed to have remained constant in
terms of equipment, which is to be in-
cluded in PDE, and parts, which are
to be excluded because they are to be
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used in further production. The
second part is for a group of PDE cat-
egories for which imports are a small-
er share of purchases. For this group,
imports are assumed to increase at
the same rate as manufacturers' ship-
ments. To the extent that these as-
sumptions are incorrect, estimates
based on this procedure may miss the
mark.

The second procedure, based on
BEA's plant and equipment (P&E)
survey, measures expenditures by
purchasers of capital, regardless of
whether the items purchased are do-
mestically produced or imported.
However, the first-quarter P&E ex-
penditure estimates (described else-
where in this issue) are businesses'
planned, not actual, expenditures; to
the extent that an assumption that
plans will be realized is incorrect, es-
timates based on this procedure may
miss the mark.

For the first quarter, the first pro-
cedure implies that NRFI changed
little; the second procedure implies a
strong increase. Presumably, this dif-
ference reflects, among other things:
time lags between shipments (in the
commodity flow procedure) and ex-
penditures (in the P&E survey); differ-
ences in the coverage of the data
sources on which the two procedures
are based; changes over time in the
capital goods content of various
import categories; and expenditures
that were planned for the first quar-
ter, but not made.

Residential investment

Real residential investment was flat
in the first quarter, following declines
averaging 5 percent in the second half
of 1984. A drop in multifamily con-
struction offset increases in single-
family construction and in the group
of components that includes additions
and alterations, brokers' commissions
on the sales of new and existing resi-
dences, and mobile home sales.

Starts of one-family structures had
turned up in September and contin-
ued to move irregularly higher
through March (chart 3). Starts were
spurred by improving sales—especial-
ly sales of existing single-family
homes, which increased 7 percent (not
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Table 8.—Change in Business Inventories
[Billions of 1972 dollars; seasonally adjusted at annual rates]

Change in business inventories

Farm. ..
Nonfarm

Manufacturing
Wholesale trade
Retail trade
Other

Level

1984

I

31.6

5.4
26.2
9.1
.4.8

11.4
.9

II

20.3

1.6
18.7
13.8
5.3
1.7

-2.1

III

30.6

4.1
26.5
13.0
9.5
2.5
1.5

IV

16.8

4.8
12.0
-.1
3.9
8.1
.1

1985

I

20.7

3.0
17.8
4.5
1.5

10.4
1.2

Change from preceding
quarter

1984

II

-11.3

38
-7.5

4.7
.5

97
-3.0

III

10.3

2.5
7.8

8
4.2

.8
3.6

IV

-13.8

.7
-14.5

13 1
-5.6

5.6
-1.4

1985

I

3.9

18
5.8
4.6

-2.4
2.3
1.1

NOTE.—Dollar levels are found in the National Income and Product Accounts Tables, table 5.9.

an annual rate) from September to
February. Improved sales, in turn, re-
flected declining mortgage interest
rates; the commitment rate dropped
1.75 percentage points from July to
February before moving slightly
higher in March (chart 4).

The first-quarter decline in multi-
family construction reflected the gen-
eral decline in multifamily starts in
the second half of last year. Starts in-
creased sharply—23 percent (not an
annual rate)—in the first quarter,
but, because construction lags starts,
first-quarter multifamily construction
was affected little.

The size of the first-quarter in-
crease in multifamily starts is some-
what surprising. Rental vacancy rates
had increased markedly in the last
half of 1984; at 6.3 percent in the
fourth quarter, the rate was higher
than at any time in almost 10 years.
Also indicative of possible excess ca-
pacity in the multifamily sector, the
percentage of new apartments that
were rented within 3 months of com-
pletion had dropped rather steadily to
63 percent in the third quarter. More-
over, the possibility of tax law
changes added uncertainty to the
multifamily market.

Change in business inventories
Real business inventories again ac-

cumulated at a substantial pace in
the first quarter—up $20V2 billion,
following an increase of $17 billion in
the fourth quarter (table 8). More
than one-third of both increases were
accounted for by motor vehicle inven-
tories, which were up $6x/2 billion in
the fourth quarter and $8 billion in
the first, as automakers continued to

build inventories from a low level at
the beginning of the 1985 model year.
Farm inventories also accumulated in
both quarters, but were up a little
less in the first.

Nonfarm inventories other than
motor vehicles increased $9 % billion
in the first quarter, compared with
$5% billion in the fourth. The step-up
was mainly accounted for by a swing
in nondurable manufacturing from a
decline to an increase. Also, nondura-
ble retail inventories, particularly ap-
parel, were up more than in the
fourth quarter. The rate of inventory
accumulation in both durable and
nondurable wholesale inventories con-
tinued to drop.

Largely due to the first-quarter
slowdown in final sales, the ratio of
total inventories to total final sales
moved up from 3.05 to 3.09. Although
at the upper end of the range within
which it has fluctuated over the past
2 years, the ratio remained well below
its average for 1972-82.

Net exports
Real net exports registered a sharp

decline—$ 121/2 billion—to negative
$26 billion, following an increase of
$13V2 billion in the fourth quarter.
The swing was concentrated in mer-
chandise trade, primarily in imports;
services changed little, following a de-
cline.

Exports declined $3 billion, follow-
ing a slight decline in the fourth
quarter. The deterioration was mainly
accounted for by agricultural exports,
which declined $1 billion after a $2
billion increase; nonagricultural mer-
chandise exports changed little after
a small increase. In services, invest-

ment income receipts declined a little
less than in the fourth quarter, re-
flecting lower interest rates and some
reduction in bank lending abroad.

Imports increased sharply—$91/2
billion—after a $14 billion decline.
Nonpetroleurn merchandise imports
continued to register large changes,
recouping practically all of a $13 bil-
lion drop in the fourth quarter. The
pattern was discernable in all of the
major end-use categories: Autos, con-
sumer goods, and foods, feeds, and
beverages more than made up fourth-
quarter declines; capital goods other
than autos, industrial materials and
supplies, and other goods made up
much of their declines. Petroleum im-
ports fell sharply in the first quarter,
following little change in the fourth.
In services, investment income pay-
ments declined more than in the
fourth quarter, reflecting lower inter-
est rates.

Government purchases

Real government purchases regis-
tered no change, following a strong
increase in the fourth quarter. The
slowdown was concentrated in Feder-
al defense purchases, which had in-
creased sharply in the fourth quarter.

Table 9.—Federal Receipts and Expenditures,
NIPA Basis: Change From Preceding Quarter
[Billions of dollars, based on seasonally adjusted annual rates]

Receipts

Personal tax and nontax re-
ceipts

Corporate profits tax accruals-
Indirect business tax and

nontax accruals
Contributions for social insur-

ance

Expenditures

Purchases of goods and serv-
ices
National defense
Nondefense

Transfer payments
Grants-in-aid to State and

local governments . ~ .,
Net interest paid
Subsidies less current surplus

of government enterprises
Less: Wage accruals less dis-

bursements

Surplus or deficit (-),
national income and
product accounts

II

17.9

9.1
2.6

1.8

4.4

20.4

288
7.4

214
24

26
3.2

-16.7

o

-2.5

1984

III

2.0

9.0
-10.3

.2

3.1

189

57
-.5
6.1
38

-1.1
11.1

-1.2

6

-16.9

IV

15.7

8.3
3.8

-.2

3.8

32.9

137
11.3
2.4
65

4.9
4.5

4.3

9

-17.2

1985

I

n.a.

34.2
n.a.

.5

16.4

15.3

4.5
2.9
1.6

118

.5

.4

-2.2

4

n.a.

n.a. Not available.
NOTE.—Dollar levels are found in the National Income and

Product Accounts Tables, table 3.2.
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National defense purchases often fluc-
tuate sharply from quarter to quarter,
partly because these purchases—
which include such large-ticket items
as aircraft and missiles—are recorded
in the NIPA's on a delivery basis,
that is, when goods and services are
delivered to the military. The timing
of these deliveries tends to be erratic.
Federal nondefense purchases were
up a little less than in the fourth
quarter. State and local government
purchases again changed little.

The Federal sector.—Changes in
current-dollar Federal receipts and
expenditures on a NIPA basis are
shown in table 9. Among expendi-
tures, purchases—mainly defense pur-
chases—were up much less than in
the fourth quarter. Interest paid in-
creased less than in the fourth quar-
ter, reflecting the continued effects of
the earlier decline in interest rates.

Grants-in-aid to State and local gov-
ernments also increased less than in
the fourth quarter. Transfer pay-
ments were up considerably more in
the first quarter, mainly due to the
shift in the timing of military retire-
ment pay and the cost-of-living in-
creases. A swing from an increase to
a decline in subsidies less the current
surplus of government enterprises can
largely be traced to agricultural subsi-
dies. Changes in these components,
along with a small change in wage ac-
cruals less disbursements, sum to an
increase of $15 Vz billion in total ex-
penditures, about one-half as much as
the increase in the fourth quarter.

Among receipts, the jump in per-
sonal tax and nontax payments was
largely due to the delays in income
tax refund payments. The sizable in-
crease in contributions for social in-
surance reflected the changes in the

tax rate and taxable earnings base.
Indirect business taxes again changed
little. Estimates of corporate profits,
and, thus, of corporate profits tax ac-
cruals, are not yet available. Corpo-
rate profits tax accruals can be ap-
proximated by using a residual calcu-
lation of corporate profits that as-
sumes that the statistical discrepancy
in the NIPA's was the same as in the
preceding quarter. On the basis of
this calculation, total receipts in-
creased about $50 billion in the first
quarter.

An increase of this size in receipts
would substantially exceed that in ex-
penditures, and the deficit on a NIPA
basis would be about $35 billion lower
than the $198 billion deficit in the
fourth quarter. If the delay in refunds
is excluded from this calculation, the
deficit would be about $10 billion
lower than in the fourth quarter.

Comprehensive Revision of
the National Income

and Product Accounts

A comprehensive revision of the na-
tional income and product accounts is
underway. It will incorporate benchmark
data, such as the 1977 economic censuses;
improved adjustments for misreporting
of tax return information; and informa-
tion from a variety of other sources. All
series in the accounts will be revised
back to 1973, and some will be revised
for earlier years. Preliminary estimates
for 1977 appeared in the May 1984
SURVEY OF CURRENT BUSINESS and the
improved adjustments for misreporting
of tax return information were described
in the June 1984 SURVEY. The current
schedule calls for completing the revision
in December 1985.

The revision of the estimates for 1982-
84 that would customarily be published
this July will be combined with the De-
cember revision. However, selected na-
tional income and product account tables
with detailed annual estimates for 1984
(on an unrevised basis) will appear in the
July 1985 SURVEY.
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the BUSINESS SITUATION

R.DEVISED (45-day) estimates show
that real GNP increased at an annual
rate of l/2 percent in the first quarter
of 1985. Preliminary (15-day) esti-
mates had shown a IVk-percent in-
crease. Inflation, as measured by the
increase in the GNP fixed-weighted
price index, remained virtually unre-
vised at an annual rate of 4% per-
cent.1 (For a note about the GNP im-
plicit price deflator, see page 6.)

The $2x/2 billion downward revision
in real GNP was due to partly offset-
ting changes in major components
(table 1). Government purchases,
change in business inventories, net
exports, and nonresidential fixed in-
vestment were revised down. A $1%
billion revision in government pur-
chases was largely due to a revision
in Commodity Credit Corporation
transactions. Change in business in-
ventories and net exports each were
revised $1 billion. Within inventories,
the revision was concentrated in man-
ufacturing nondurables and in retail
trade other than autos, and within
net exports, imports of nonpetroleum
goods were revised up more than ex-
ports of nonagricultural goods. A
downward revision of $% billion in
nonresidential fixed investment was
more than accounted for by produc-
ers' durable equipment. The upward
revisions were in personal consump-
tion expenditures (PCE) and residen-
tial fixed investment. A revision of
$1V2 billion in PCE was more than ac-
counted for by services and durable
goods, and a revision of $x/2 billion in
residential fixed investment was in
multifamily structures.

1. Quarterly estimates in the national income and
product accounts are expressed at seasonally adjusted
annual rates, and quarterly changes in them are dif-
ferences between these rates. Quarter-to-quarter per-
cent changes are compounded to annual rates. Real,
or constant-dollar, estimates are expressed in 1972 dol-
lars.

The downward revision of the first-
quarter estimates of real GNP rein-
forces the picture of slowing U.S. pro-
duction described in the April "Busi-
ness Situation/' In contrast to the
small increase in real GNP, real gross
domestic purchases, which includes
imports and excludes exports so that
it measures U.S. demand for goods
and services wherever produced, in-
creased 4 percent. The strength of
U.S. demand was evident in a large
first-quarter increase in PCE and a
smaller one in business fixed and in-
ventory investment. The greater
strength in gross domestic purchases
than in GNP indicates, however, that
much of the increase in U.S. demand
was met by imports.

Corporate Profits: First
Quarter 1985 and Year 1984
Profits from current production-

profits with the inventory valuation
adjustment (IVA) and capital con-
sumption adjustment (CCAdj)—in-
creased $2% billion in the first quar-
ter of 1985 to $294 billion. A $% bil-
lion increase in domestic profits of fi-
nancial corporations offset a decline
in those of nonfinancial corporations,
leaving domestic profits unchanged at
$271 billion. Profits from the rest of
the world increased $2% billion, to
$23% billion.

In the fourth quarter, profits had
recovered from the third quarter's
$8% billion decline. Thus, profits

Looking Ahead . . .
• NIPA Methodology. A paper describing the concepts, sources, and

methods of the corporate profits component of the national income and
product accounts is available. "Corporate Profits: Profits Before Tax,
Profits Tax Liabilities, and Dividends" can be ordered from the Superin-
tendent of Documents, U.S. Government Printing Office, Washington, DC
20402. Stock no. 003-010-00143-7.

• International Investment Position. Preliminary estimates for yearend
1984 of U.S. assets abroad and foreign assets in the United States, the
sources of change in the position (capital flows, price changes, and ex-
change rate changes), and changes by area will appear in the June
SURVEY.

• U.S. International Transactions. Revised estimates of U.S. internation-
al transactions will be presented in the June SURVEY, along with prelimi-
nary estimates of the first quarter of 1985. The revisions cover 1981-84.

• Capital Stock by Industry. Estimates of fixed private capital stock by
detailed industry for 1947-81 will be presented in the July SURVEY.

• NIPA Revisions. A comprehensive revision of the NIPA's is scheduled
for completion in December 1985. The revision of the estimates for 1982-
84 that would customarily be published this July will be combined with
the December revision.

• Local Area Personal Income. The nine-volume Local Area Personal
Income, 1978-83 will be released in July. See page 64 for more informa-
tion.
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Table 1.—Revisions in Selected Component Series of the NIPA's, First Quarter of 1985

GNP

Personal consumption expenditures
Nonresidential fixed investment
Residential investment
Change in business inventories
Net exports
Government purchases . . . . . .

National income . . . . . . .

Compensation of employees . ... ..
Corporate profits with inventory valuation and capital consumption adjust-

ments .. . ... . ...
Other

Personal income

GNP

Personal consumption expenditures ...
Nonresidential fixed investment
Residential investment . . .
Change in business inventories
Net exports •••• •• • ••
Government purchases

GNP implicit price deflator
GNP fixed- weigh ted price index .. . . . ...
GNP chain price index

Seasonally adjusted at
annual rates

15-day
esti-
mate

45-day
esti-
mate

Revi-
sion

Billions of current dollars

3,819.9

2,442.8
455.9
155.0
46.6

-73.0
792.6

2,272.7

510.7

3,141.6

3,817.1

2,446.1
455.3
155.3
40.6

-69.1
789.0

3,075.4

2,272.9

294.0
508.4

3,141.1

-2.8

3.3
6
.3

-6.0
3.9

-3.6

.2

-2.3

-.5

Billions of constant (1972)
dollars

1,668.0

1,087.9
215.6
59.1
20.7

-26.1
310.6

1,665.4

1,089.2
215.2
59.4
19.6

-27.0
309.1

-2.6

1.3
-.4

.3
-1.1
_ g

-l'.5

Index numbers, 1972=100 1

229.01
239.8

229.20
239.9

.19

.1

Percent change
from preceding

quarter at annual
rates

15-day
esti-
mate

6.7

8.0
7.5
3.9

6.4

8.2

45

6.0

1.3

4.7
3.5
-.8

.2

5.3
4.4
4.4

45-day
esti-
mate

6.4

8.5
7.0
4.8

4.4

5.2

8.3

3.4
63

5.9

.7

5.2
2.6
1.0

18

5.6
4.6
4.7

1. Not at annual rates.
NOTE.—For the first quarter of 1985, the following revised or additional major source data became available: For personal

consumption expenditures, revised retail sales for February and March; for nonresidential fixed investment, manufacturers'
shipments of equipment for February (revised) and March, construction put in place for February (revised) and March, and partial
information on actual plant and equipment expenditures for the quarter; for residential investment, construction put in place for
February (revised) and March; for change in business inventories, book values for manufacturing and trade for February (revised)
and March; for net exports of goods and services, merchandise trade for March; for government purchases of goods and services,
Federal unified budget outlays for March, and State and local construction put in place for February (revised) and March; for
wages and salaries, revised employment, average hourly earnings, and average weekly hours for February and March; for
corporate profits, domestic book profits for the quarter; for GNP prices, the Consumer Price Index and the Producer Price Index
for March, unit-value indexes for exports and imports for March, export and import price indexes for March, and residential
housing prices for the quarter.

Table 2—Product and Unit Prices, Costs, and Profits of Domestic Nonfinancial Corporations:
Percent Change From Preceding Year

Year

1974
1975
1976
1977
1978
1979
1980
1981
1982
1983
1984

Cur-
rent-
dollar
gross

do-
mestic
prod-
uct

7.8
8.7

12.5
12.7
13.1
11.0
8.7

12.9
2.3
7.8

12.3

Con-
stant-
dollar
gross
do-

mestic
prod-
uct

-3.2
-2.0

7.4
6.7
6.3
3.5

-1.9
2.8

-2.9
4.5
9.0

Unit price, costs, and profits

Price
(total
cost
and
prof-

it)

11.4
10.9
4.8
5.6
6.3
7.2

10.9
9.8
5.3
3.1
3.0

Labor
cost

13.6
6.5
4.9
5.7
7.5
9.6

11.3
7.3
6.9
.8

1.1

Nonlabor costs

Total

17.2
14.6
0
1.9
4.6
7.9

17.9
13.8
8.9
0
0

Capital
con-

sumption
allow-
ances
with

capital
con-

sumption
adjust-
ment

20.4
22.3
2.9
2.8
6.9

10.3
15.8
9.6

12.9
-.8

-2.5

Inter-
est

35.5
4.8

-9.1
0

10.0
13.6
30.0
16.9
10.5
8.3
5.2

Indi-
rect
busi-
ness
taxes

11.4
10.2

.7
0
2.1
3.5

15.4
16.9
4.5
4.3

.5

Profits

15.9
37.8
16.1
13.2
3.1

-8.3
9.1

19.3
-17.4

38.4
25.7

NOTE.—Unit price equals current-dollar product divided by constant-dollar product; it also equals the implicit price deflator
(divided by 100) for the nonfinancial corporate product and therefore reflects both shifts in the composition of product and
changes in prices. Unit costs and profits equal the ratio of their current-dollar values to total constant-dollar product. Levels
appear in NIPA tables 1.13 and 7.7.

have increased only $3 billion over
the three quarters. This plateau re-
flects a slowdown in production; real
GNP increased at an average rate of
2 percent in the three quarters—con-
siderably slower than earlier in 1984
and in 1983.

Profits before tax (PBT) differ from
profits from current production by
two adjustments, the IVA and CCAdj.
In the first quarter, PBT declined
$4% billion, to $224 billion, following
a $4 billion increase. Both adjust-
ments were positive. The IVA—which
converts tax-return-based inventory
cost to that consistent with the
NIPA's—increased $2 billion, from a
negative $1V2 billion, to $% billion,
following a $1% billion decline. The
CCAdj—which converts tax-return-
based depreciation to that consistent
with the NIPA's—increased $5 billion,
to $69% billion, following a $6 billion
increase. The CCAdj has been increas-
ing $4 billion or more each quarter
since the fourth quarter of 1982,
largely reflecting the effects of short-
ened service lives for the depreciation
of capital permitted under the Eco-
nomic Recovery Tax Act (ERTA) of
1981.

PBT has three components—tax li-
ability, dividends, and undistributed
profits. Reflecting the course of PBT,
tax liability declined $3% billion, to
$84 billion, in the first quarter, fol-
lowing a $4% billion increase in the
fourth. Dividends were up $1% bil-
lion, to $84% billion, in line with
recent increases. Undistributed prof-
its were down $2% billion, to $55%
billion, the fourth consecutive decline.

Profits by industry.—Profits with
IVA but without CCAdj is the variant
of profits available by industry. This
variant of domestic profits of nonfi-
nancial industries declined $5% bil-
lion in the first quarter, to $174 bil-
lion, following a $5% billion increase.

The decline was concentrated in
trade and durables manufacturing.
Profits of both retailers and wholesal-
ers contributed to the decline in trade
profits, but those of retailers contrib-
uted more. Auto dealers, in turn, con-
tributed the most to the decline in
retail trade profits. For auto dealers,
a more negative IVA, which reflected
sharply increased auto prices, offset
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increased PBT, which reflected strong
first-quarter sales.

Manufacturers of fabricated metal
products and machinery (including
computers, which are classified as
nonelectrical machinery) contributed
most of the decline in profits of manu-
facturers of durable goods. Manufac-
turers of transportation equipment
experienced a larger loss in the first
quarter than they had in the previous
two.

Developments in 1984

Profits from current production—
profits with IVA and CCAdj—in-
creased $60 % billion, to $285% bil-
lion, in 1984, following a $66 billion
increase in 1983. Domestic profits of
nonfinancial corporations, up $63V2
billion, more than accounted for the
increase; domestic profits of financial
corporations and profits from the rest
of the world declined slightly.

CHART 1

Composition of Domestic Corporate Profits
From Current Production

Billion $
300

275 -

250 -

225 -

200 -

Undistributed
Profits

Dividends

Profits
Tax
Liability

Profits
Before
Tax

Capital
Consumption
Adjustment

["inventory
>j Valuation

[Adjustment

Profits
From
Current
Production

-25

I II III IV I II III

1982 1983
U.S. Department of Commerce, Bureau of Economic Analysis

IV III IV

1984

The increase in domestic profits of
nonfinancial corporations reflected
both a 9-percent jump in real prod-
uct—last exceeded in 1959—and
higher profits per unit of real prod-
uct. The increase in unit profits can
be viewed as the increase in unit
price less that in unit labor and non-
labor costs; table 2 shows that unit
profits were up because corporations'
unit cost increased less than their
unit price. In 1984, unit labor cost
registered a slight increase and unit
nonlabor costs—interest, capital con-
sumption allowances with CCAdj, and
indirect business taxes—were stable.
Indirect business taxes changed little,
and increased interest payments
offset a decline in capital consump-
tion allowances.

A second year of increase in unit
labor cost smaller than that in unit
price contrasts with the record of the
past decade. In 1975, when the most
recent recovery from a recession simi-
lar in depth and duration to that of
1982 began, the increase in unit labor
cost was smaller than that in unit
price. For the next 5 years, unit labor
cost rose at rates equal to or greater
than those of unit price. In 1981, fol-
lowing the 1980 recession, the rate of
increase in unit labor cost was again
less than that in unit price, but for
only 1 year. However, a second year
of smaller increase in unit nonlabor
costs than in unit price is not unusu-
al. Unit nonlabor costs rose more
slowly than unit price in 1976-78, but
they rose much more rapidly than
unit price in 1975 and in 1980-82.

In 1984, PBT increased $32% bil-
lion, to $2351/2 billion, following a
$371/2 billion increase in 1983. The
CCAdj increased $22% billion, to
$551/2 billion, following a $30 billion
increase. The IVA increased $5% bil-
lion, to a negative $5Vfe billion, follow-
ing a decline of $1% billion.

In 1984, profits from current pro-
duction exceeded PBT by $50 billion
(chart 1). The difference is more than
accounted for by the larger amount of
depreciation counted as an expense in
the calculation of PBT. The deprecia-
tion, in turn, largely reflects the ef-
fects of the shortened service lives for
the depreciation of capital permitted
under ERTA. The contribution of the
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Table 3.—Domestic Profits
[Billions of dollars]

Profits with inventory valu-
ation adjustment and cap-
ital consumption adjust-
ment

Profits before tax
Capital consumption adjust-

ment

For consistent accounting
at historical cost

For Accelerated Cost
Recovery System of
Economic Recovery
Tax Act of 1981 .

For current replacement
cost

Inventory valuation adjust-
ment

1981

1655

196.8

-7.6

70.5

78

782

-236

1982

1367

143.1

3.1

87.8

18.1

-847

-9.5

1983

2004

178.4

33.2

115.1

37.0

-819

-11.2

1984"

2627

212.7

55.7

137.7

52.3

-82.0

5.2

p Preliminary.

accelerated depreciation provisions of
ERTA to the CCAdj have increased
from $18 billion in 1982, the first full
year of ERTA, to $52 billion in 1984
(table 3).

In the three-way division of PBT,
corporate profits tax liability in-
creased $14 billion in 1984, to $90 bil-
lion, following an increase of $15 bil-
lion. Dividends increased $7% billion
in 1984, to $80% billion, following an
increase of $3V2 billion. The ratio of
dividends to PBT—the payout ratio-
was 34 percent in 1984, 2 percentage
points less than in 1983, but substan-
tially above the 23 percent average
for the 1970's. The high ratios in
1983-84 reflect the lower PBT because
of the accelerated depreciation provi-
sions of ERTA. Comparison of divi-
dends with profits from current pro-
duction provides a relationship unaf-
fected by ERTA. The ratio of divi-
dends to profits from current produc-
tion was 28 percent in 1984, close to
the 27 percent average of the 1970's.
Undistributed profits were up $11 bil-
lion, to $651/2 billion, following an in-
crease of $19 billion.

Profits by industry.—Profits with
IVA but without CCAdj—the variant
of profits available by industry—in-
creased $38 billion in 1984, to $230
billion, following an increase of $36
billion. The broad picture is the same
as that displayed by profits from cur-
rent production. Domestic profits of
nonfinancial corporations more than
accounted for the increase, and do-
mestic profits of financial corpora-
tions and profits from the rest of the
world declined.

Profits from the rest of the world
declined $2 billion, to $23 billion, fol-

lowing an increase of $2% billion.
Largely because of faster economic
growth in the United States than
abroad, an increase in earnings on
direct investment in the United
States, an outflow of profits, more
than offset an increase in the corre-
sponding inflow from U.S. direct in-
vestment abroad. Earnings on Euro-
pean investments in petroleum and
manufacturing and on Japanese in-
vestment in wholesale trade contrib-
uted the most to the increased out-
flow.

Domestic profits of financial corpo-
rations were down $2 billion, to $28
billion, following an increase of $10
billion. The decline reflects lower
profits of nonlife insurance companies
and of savings and loan associations.
Nonlife insurance companies suffered
casualty losses that offset investment
earnings. Savings and loan associa-
tions faced faster growth in their cost
of funds, which they raise in a more
competitive environment following
the 1983 deregulation, than in yields
on their portfolios, which are bur-
dened with long-term mortgages.

Domestic profits of nonfinancial
corporations were up $41 ¥2 billion, to
$179 billion, following an increase of
$23% billion. The increase in domes-
tic profits of nonfinancial corpora-
tions was widespread among indus-
tries. In 1983, declines had appeared
in the profits of construction, commu-
nication, and several manufacturing
industries: food products, petroleum
products, transportation equipment,
electric and electronic equipment, and
machinery, except electrical. In 1984,
only profits of manufacturers of pe-
troleum products declined.

Manufacturers contributed a more
than proportionate share of the in-
crease in profits; their profits account-
ed for about one-half of the increase
in 1984, although they contributed
only about one-third of the 1984 total
profits by industry. In 1983, they had
contributed a less than proportionate
share of the increase in profits by in-
dustry. Most of the increase in 1984
was, in turn, in profits of manufactur-
ers of durable goods, where increases
were widespread. In 1983, also, most
of the increase had been in profits of
manufacturers of durable goods, but
was concentrated in motor vehicles.
Thus, the second year of the recovery
showed a broader improvement in
profits of manufacturers of durable

goods. Even manufacturers of pri-
mary metals products swung from
losses to profits, for the first time
since 1981. Only manufacturers of
transportation equipment continued
to register losses.

Trade profits accounted for about
one-third of the 1984 increase, up
from one-fifth in 1983, although trade
contributed only one-fifth of the 1984
total profits. The increase was concen-
trated in profits of wholesalers, whose
product increased 13 percent in 1984,
partly due to the sharply increased
value of merchandise exports. Profits
of retailers were up moderately.

Government Sector
The fiscal position of the govern-

ment sector in the national income
and product accounts changed sub-
stantially in the first quarter, as the
combined deficit of the Federal Gov-
ernment and of the State and local
governments declined $35 billion to
$107 billion. The dominant factor was
a $37 billion decline in the Federal
deficit; the State and local surplus de-
clined $2 billion.

The Federal sector.—The Federal
Government deficit declined to $161
billion, as receipts increased more
than expenditures. The large decline
in the deficit was the result of a delay
in the payment of personal income
tax refunds; see the "Current develop-
ments" section, which follows. Exclud-
ing the impact of this delay—estimat-
ed to be about $26 billion—the deficit
declined $10% billion to $187 billion,
compared with $161 billion of a year
earlier.

Receipts increased $47x/2 billion,
compared with $15V2 billion in the
fourth quarter. The acceleration was
largely accounted for by personal tax
and nontax receipts, which increased
$33 billion, compared with $8Vfe bil-
lion in the fourth quarter. The large
increase in personal taxes was due to
the delay in the payment of income
tax refunds. As a result of this delay,
refunds—which are deducted when
calculating personal taxes—were un-
usually small. Excluding the impact
of the delay, personal taxes increased
$7 billion. Contributions for social in-
surance increased $16 ¥2 billion, com-
pared with $4 billion in the fourth
quarter. The larger increase in contri-
butions reflected several special fac-
tors: (1) increases in the Social Securi-
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ty tax rate from 13.7 percent to 14.1
percent and in the tax base from
$37,800 to $39,600 contributed $6 bil-
lion and $1V2 billion, respectively; (2)
an increase in the Federal and State
average tax rates for unemployment
insurance contributed $1V2 billion;
and (3) an increase in the supplemen-
tary medical insurance premium from
$14.60 to $15.50 per month contribut-
ed $l/2 billion. In the other categories
of receipts, indirect business tax and
nontax accruals increased $x/2 billion,
reflecting an increase in customs
duties, and corporate profits tax ac-
cruals declined $2Vfe billion, following
the course of corporate profits.

Expenditures increased $10 ¥2 bil-
lion, compared with $33 billion in the
fourth quarter, when all expenditure
categories except transfer payments
to persons recorded strong gains. In
the first quarter, transfer payments
to persons recorded a strong increase
and all other categories either in-
creased considerably less than in the
fourth quarter or declined. Two spe-
cial factors accounted for most of a
$16 billion increase in transfer pay-
ments to persons: (1) cost-of-living in-
creases for various benefits, including
Social Security benefits ($6 billion)
and civilian and military retirement
benefits ($1 billion and $x/2 billion, re-
spectively), contributed $8V2 billion;
and (2) military retirement benefits
(excluding the cost-of-living increase),
reflecting the shift in the benefit pay-
ment from the last of the month to
the first of the following month, effec-
tive December 31, 1984, contributed
$5J/2 billion. Excluding these factors,
transfer payments increased $2 bil-
lion.

The only other expenditure catego-
ries that recorded increases were na-
tional defense purchases of goods and
services and net interest paid ($2 bil-
lion each). In national defense pur-
chases, a $2V2 billion increase due to
a 3V2-percent civilian and a 4-percent
military pay raise effective January 1
more than offset a $¥2 billion decline
in all other purchases. A $9x/2 billion
decline in all other expenditure cate-
gories combined included $4x/2 billion
in transfer payments to foreigners;
these transfers had included a large
payment to Israel in the fourth quar-

ter. Nondefense purchases of goods
and services declined $1 billion; de-
clines in the purchases of agricultural
commodities by the Commodity Credit
Corporation and of oil purchases for
the strategic petroleum reserve ($1
billion each) were partly offset by an
increase due to the pay raise ($1 bil-
lion).

Cyclically adjusted surplus or defi-
cit.—When measured using cyclical
adjustments based on middle-expan-
sions trend GNP, the Federal fiscal
position moved from a deficit of $203
billion in the fourth quarter to a defi-
cit of $160 billion in the first (see
table 3 on page 13). The cyclically ad-
justed deficit as a percentage of
middle-expansion trend GNP de-
creased from 5.4 percent in the fourth
quarter to 4.2 percent in the first.

The State and local sector.—The
State and local government surplus
declined $2 billion to $53 Vk billion, as
expenditures increased more than re-
ceipts. A $2x/2 billion decline in the
surplus of ' 'other" funds—that is,
other than social insurance—was
partly offset by a $x/2 billion increase
in the surplus of the social insurance
funds.

Receipts increased $6 billion, com-
pared with $15 billion in the fourth
quarter, when Federal grants-in-aid
recorded a strong increase. Indirect
business tax and nontax accruals in-
creased $5 billion in the first quarter;
sales taxes and property taxes each
increased $2 billion. Personal tax and
nontax receipts increased $3 billion,
and contributions for social insurance
increased $1 billion. Partly offsetting
these increases were declines in Fed-
eral grants-in-aid ($2 billion) and cor-
porate profits tax accruals ($1 billion).

Expenditures increased $8 billion,
compared with $7 billion in the fourth
quarter. Purchases of goods and serv-
ices accounted for most of the in-
crease; all other expenditures, on bal-
ance, increased $1V2 billion. Within
purchases, compensation increased
$5x/2 billion, construction declined
$1V2 billion, and all other purchases
increased $3 Vfe billion. The decline in
construction was in highways. Since
mid-1984, highway construction has

dominated the change in construction
purchases. In the second and third
quarters of 1984, highway construc-
tion recorded increases that averaged
$2x/2 billion and accounted for about
80 percent of the increase in the total;
declines since then accounted for
about 80 percent of the decline in the
total. (See the "Current develop-
ments" section, which follows.)

Current developments.—As men-
tioned earlier, the large decline in the
Federal Government deficit in the
first quarter was mainly due to a
delay in the payment of personal
income tax refunds, which resulted in
a very high level of personal tax and
nontax receipts. BEA has estimated
that the delay reduced refunds about
$29 billion in February and $49 V2 bil-
lion in March; for the quarter, the
impact was $26 billion. The delay in
refund payments—which was largely
due to computer processing problems
at the Internal Revenue Service re-
gional offices—is being made up in
the second quarter. The makeup will
result in an usually low level of per-
sonal taxes in the second quarter and
a rebound in the deficit. Refunds were
about $16 billion higher than normal
in April and are expected to be sub-
stantially higher in May.

National defense purchases should
also rebound strongly in the second
quarter. Two B-l bombers may be de-
livered this quarter—1 regularly
scheduled and 1 postponed from the
first quarter; those deliveries, coupled
with a rebound in other purchases,
should result in a strong gain. Grants-
in-aid to State and local governments
should also rebound, reflecting in-
creased highway grants. New legisla-
tion governing the highway trust
fund was finally approved in March—
a continuing resolution had been in
place for over a year; funds should
begin to flow to State and local gov-
ernments in this quarter. Although
highway construction should rebound
in the second quarter, that rebound
will not be the direct result of the
availability of these funds. State and
local governments have been finding
other short-term ways to finance this
construction, and these grant funds
will initially be used to pay off this
other financing.
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the BUSINESS SITUATION

ACCORDING to the "flash" esti-
mates, real GNP increased at an
annual rate of 3 percent in the second
quarter, compared with Vfe percent in
the first quarter. The GNP fixed-
weighted price index increased at an
annual rate of 4 percent, compared
with 4x/2 percent (table I).1

It appears likely that business in-
ventories contributed negatively to
the change in real GNP in the second
quarter, after a small positive contri-
bution in the first. Thus, final sales of
GNP more than accounted for the ac-
celeration in GNP. From a small de-
cline in the first quarter, final sales of
GNP swung to a substantial in-
crease—an increase shared by all
major components except net exports.

As indicated in table 2, final sales
of GNP can be viewed as the sum of
exports and domestic sales of domesti-
cally produced goods and services. It
appears that exports changed little in
the second quarter after a moderate

Table 1.—GNP and GNP Prices
[Levels at seasonally adjusted annual rates; percent changes at

annual rates]

1. Quarterly estimates in the national income and
product accounts are expressed at seasonally adjusted
annual rates, and quarterly changes in them are dif-
ferences between these rates. Quarter-to-quarter per-
cent changes are compounded to annual rates. Real,
or constant-dollar, estimates are expressed in 1972 dol-
lars.

The procedures used to prepare the "flash" esti-
mates—that is, estimates prepared 15 days before the
end of the quarter—are the same as those used to pre-
pare the estimates released after the end of the quar-
ter. However, the source data that are available are
limited to only 1 or 2 months of the quarter and, in
most cases, are preliminary. The major source data
that are available are: For personal consumption ex-
penditures (PCE), April and May retail sales, unit
sales of new autos through the first 10 days of June,
and sales of new trucks for April and May; for nonre-
sidential fixed investment, the same data for autos
and trucks as for PCE, April construction put in place,
and April manufacturers' shipments of equipment; for
residential investment, April construction put in place,
and April housing starts; for change in business inven-
tories, April book values for manufacturing and trade,
and unit auto inventories for April and May; for net
exports of goods and services, April merchandise trade;
for government purchases of goods and services, Feder-
al unified budget outlays for April, State and local
construction put in place for April, and State and
local employment for April and May; and for GNP
prices, the Consumer Price Index for April, and the
Producer Price Index for April.

The estimates for the first quarter are revised; see
table 3.

Current-dollar GNP (bil-
lions of dollars):
Level
Percent change from

preceding quarter

Real GNP (billions of
1972 dollars):
Level
Percent change from

preceding quarter

GNP fixed-weighted price
index (index, 1972 = 100):
Level
Percent change from

preceding quarter

GNP implicit price defla-
tor (index, 1972=100): !
Level
Percent change from

preceding quarter

19

III

3,694.6

5.6

1,645.2

1.6

235.1

4.0

224.57

3.9

84

IV

3,758.7

7.1 -

1,662.4

4.3

237.2

3.6

226.10

2.8

19

I '

3,810.6

5.6

1,663.5

.3

239.7

4.3

229.07

5.4

85

II*

3,870.2

6.4

1,676.2

3.1

242.0

3.9

230.90

3.2

r Revised.
* Flash.
1. The use of the GNP implicit price deflator as a measure

of price change should be avoided; see page 6 of the May 1985
SURVEY OF CURRENT BUSINESS.

decline, so that most of the swing in
final sales of GNP was accounted for
by domestic sales of domestically pro-
duced goods and services. In the first
quarter, these domestic sales had in-
creased only l/2 percent, but in the
second quarter, they increased sub-
stantially.

Second-quarter developments in the
components of real GNP, in GNP
prices, and in personal income are
sketched below on the basis of data
available as of mid-June.

• Personal consumption expendi-
tures increased about as much as the
5 percent registered in the first quar-
ter. Durables increased a little less
than the first quarter's 9 percent;
motor vehicles and household furni-
ture and equipment again registered
sizable increases. Nondurables in-
creased substantially more than the

Looking Ahead . . .
• NIPA Methodology. A paper describing the concepts, sources, and

methods of the corporate profits component of the national income and
product accounts is available. See "BEA Publications" on page 75 for
order information.

• NIPA Revisions. A comprehensive revision of the NIPA's is scheduled
for completion in December 1985. The revision of the estimates for 1982-
84 that would customarily be published this July will be combined with
the December revision. Selected NIPA tables with detailed annual esti-
mates for 1984 on an unrevised basis will appear in the July SURVEY.

• Capital Stock by Industry. Estimates of fixed private capital stock by
detailed industry for 1947-81 will be presented in the July SURVEY.

• Local Area Personal Income. The nine-volume Local Area Personal
Income, 1978-83 will be released in July. See page S-36 for more informa-
tion.

• Direct Investment Estimates. Country-by-country estimates and sever-
al analytical tables for 1983-84, for both U.S. direct investment abroad
and foreign direct investment in the United States, will appear in the
August SURVEY.

• Pollution Abatement Expenditures. Revised estimates of expenditures
for abating pollution emissions for motor vehicles for 1968-84 will appear
in an upcoming issue of the SURVEY. The estimates cover 1968-71 for the
first time and show new detail on types of spending.
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Table 2.—Measures of Real Production and Final Sales: Change From Preceding Quarter

Item

Gross national product

Less' Change in business inventories

Equals- Final sales of GNP

Less: Exports

Equals: Domestic sales of domestically produced
goods and services.

Plus' Imports

Equals: Final sales to domestic purchasers

Personal consumption expenditures
Gross private domestic fixed investment
Government purchases

Plus' Change in business inventories

Equals' Gross domestic purchases

Explanation

U S production *

Worldwide final sales of U S production

Foreign sales of U.S. production

Final sales in the United States of U.S. produc-
tion.

Sales in the United States of foreign production...

Final sales in the United States of worldwide
production.

Final sales and inventory investment in the
United States of worldwide production.

Billions of 1972 dollars at seasonally adjusted
annual rates

1984

I

38.2

24.4

13.9

3.9

10.0

14.1

24.2

11.7
11.7

.7

24.4

48.5

II

27.9

-11.3

39.2

-.2

39.4

3.0

42.3

20.1
9.8

12.6

-11.3

31.0

III

6.4

10.3

-3.9

2.7

-6.6

18.2

11.7

1.7
5.9
4.0

10.3

22.0

IV

17.2

-13.8

31.0

-.3

31.3

-13.9

17.4

9.5
3.5
4.4

-13.8

3.6

1985

I

1.1

2.3

-1.2

-3.4

2.2

11.6

13.8

13.7
-.1

.2

2.3

16.1

I I*

12.7

Percent change at annual rate

1984

I

10.1

36

11.4

2.8

47.1

6.3

4.6
20.8

1.0

12.9

II

7.1

103

-.5

11.4

8.0

11.1

7.9
16.2
18.6

7.9

III

1.6

1 0

7.5

-1.8

55.5

2.9

.7
9.3
5.4

5.4

IV

4.3

79

-.7

8.8

-28.3

4.3

3.6
5.3
5.9

.9

1985

I

0.3

3

-9.0

.6

32.3

3.4

5.2
-.1

.3

3.9

I I*

3.1

* Flash
1. Goods and services produced by labor and property supplied by U.S. residents.

NOTE.—Percent changes in major aggregates are found in the National Income and Product
Accounts Tables, table 8.1. Dollar levels are found in tables 1.2 and 1.4.

first quarter's 3 ¥2 percent; larger in-
creases in food and in clothing and
shoes contributed to the acceleration.
A decline in electricity and natural
gas, after a large increase due to
severe cold weather, held the increase
in services below the first quarter's 5
percent.

• Nonresidential fixed investment
was up substantially after a small de-
cline. The turnabout was in produc-
ers' durable equipment. Equipment
other than motor vehicles swung
sharply from an 11-percent decline in
the first quarter to a large increase;
the swing was concentrated in com-
puters, which accounted for much of
the decline and for roughly one-half
of the subsequent increase. In motor
vehicles, a decline in trucks more
than offset an increase in autos.
Structures continued to increase, re-
flecting the course of commercial
structures; the other large catego-
ries—industrial structures, public
utilities, and oil and natural gas ex-
ploration and drilling—changed little.
The increase in nonresidential fixed
investment over the two quarters is
roughly in line with the increase for
the year 1985 that is indicated by
plans reported by business in BEA's
latest quarterly plant and equipment
survey. These plans, as well as factors
that may be affecting them, are dis-
cussed in an article later in this issue.

• Residential investment was up
substantially more than the 5l/2 per-
cent registered in the first quarter.

The acceleration was in single-family
construction; increases in 1985 have
reflected the lagged effect of the de-
cline in mortgage rates that began
last July. As in the first quarter, mul-
tifamily construction was weak, and
an increase in the "other" component
reflected commissions on house sales.

• Business inventories appear to
have accumulated at a much slower
rate than in the first quarter. This
negative contribution to the change in
GNP was largely accounted for by
motor vehicle inventories. These in-
ventories—the only part of invento-
ries based on more than 1 month of
source data for the second quarter—
were down, following a substantial in-
crease in the first quarter when auto-
makers were still rebuilding invento-
ries from a low level at the beginning
of the 1985 model year. Only fragmen-
tary information is available about
farm inventories, but it appears that
accumulation continued. Nonfarm in-
ventories other than motor vehicles
appear to have increased somewhat
more than the $8 billion increase in
the first quarter. It is likely that the
ratio of business inventories to total
final sales moved down slightly from
the high end of the 3.01-3.09 range
within which it has fluctuated in the
last 2 years.

• Net exports appear to have de-
clined, but much less than the $15 bil-
lion registered in the first quarter.
Imports appear to have increased
much less than the first quarter's

$11 Vk billion, and exports, after a
$3*/2 billion decline, appear to have
held about even. In merchandise,
which accounted for most of the im-
provement, the major factor was a
smaller increase in nonpetroleum im-
ports. In the first quarter, a large in-
crease in nonpetroleum imports,
which recouped the drop in the fourth
quarter, had been spread across end-
use commodity categories; in the
second quarter, most categories
appear to have increased less. The
quarterly changes in imports—al-
though erratic—continued to reflect
the cumulative effects of the dollar's
appreciation.

• Government purchases increased
moderately, after little change in the
first quarter. The acceleration was in
State and local government pur-
chases, where construction—particu-
larly highways—picked up. In Federal
purchases, an increase in defense pur-
chases slightly more than offset a de-
cline in nondefense purchases. The
decline in nondefense purchases, as
well as the 3-percent increase in the
first quarter, were more than ac-
counted for by transactions of the
Commodity Credit Corporation.

• The GNP fixed-weighted price
index, as noted earlier, increased 4
percent in the second quarter. In the
first quarter, almost one-half percent-
age point of the 4V2-percent increase
was accounted for by a pay raise for
Federal Government employees. Thus,
excluding the effect of the pay raise,
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prices of U.S. production increased at
the same rate in both quarters. Prices
of gross domestic purchases acceler-
ated slightly from a 3-percent in-
crease in the first quarter, again ex-
cluding the effect of the pay raise.
The difference in the pattern of these
overall measures of inflation—one a
measure of inflation in goods and
services produced and the other a
pleasure of inflation in goods and
services purchased—largely reflected
the impact of imported petroleum.
Prices of imported petroleum had de-
clined in the first quarter, but
changed little in the second.

• Personal income increased about
$39 billion, somewhat less than the
$471/2 billion registered in the first
quarter. A number of special fac-
tors—a Federal pay raise, large in-
creases in agricultural subsidies, sev-
eral changes in Social Security and in
other Federal retirement and income-
support payments, and legislated in-
creases in contributions for Social Se-
curity—contributed to substantially
different movements in several com-
ponents of personal income in the two
quarters. On balance, these factors
added more to the increase in the
first quarter than to that in the
second quarter. Without these special
factors, personal income would have
increased about $36 Va billion, com-
pared with $34V2 billion in the first
quarter.

Private wages and salaries in-
creased less in the second quarter
than in the first. The slowing was ac-
counted for by wages and salaries in
manufacturing, which changed little
after a $5 Vfe billion increase in the
first quarter; manufacturing employ-
ment and average hours were both
down from the first quarter. Wages
and salaries in government and gov-
ernment enterprises were affected by
the pay raise for Federal Government
employees, which added $3 billion in
the first quarter, and by a retroactive
payment and pay raise for Postal
Service employees, which added $Vfe
billion in the first quarter and $1 bil-
lion in the second.

Proprietors' income, in contrast, in-
creased more in the second quarter
than in the first. Nonfarm propri-
etors' income increased about as
much as in the first quarter, and
farm proprietors' income declined less
than in the first quarter. Beginning
in the fourth quarter of 1984, agricul-
tural subsidies registered substantial

increases, which, in the first and
second quarters, helped offset declines
in other sources of farm income. Sub-
sidies increased $5 billion in the
fourth quarter, $3 billion in the first,
and a smaller amount in the second.
The declines in other sources of farm
income largely reflected declines in
crop and livestock prices.

Personal interest income increased
moderately after no change in the
first quarter. In both quarters, inter-
est income reflected the lower rates of
interest than those prevailing in mid-
1984, when increases in interest
income had exceeded $20 billion a
quarter.

Transfer payments registered only
a small increase after an unusually
large one in the first quarter. The de-
celeration occurred largely because
the first-quarter increase of $17 Vk bil-
lion had included cost-of-living in-
creases in several Federal retirement
and income-support programs, which
added $8V2 billion, and the effect of a
change in the date of payment of mili-
tary retirement pay, which added
$5V2 billion.

Personal contributions for social in-
surance, which are subtracted in de-
riving personal income, increased
much less than in the first quarter,
which had included $6V2 billion for
changes in the Social Security tax
rates and taxable earnings bases.

Personal tax and nontax payments
in both quarters reflected the impact
of the timing of refund payments on
1984 Federal personal income taxes.
Refund payments are netted against
tax payments in calculating personal
tax and nontax payments, and be-
cause refunds were delayed in the
first quarter due to computer prob-
lems at processing centers, personal
tax payments were unusually large in
the first quarter—an increase of
$371/2 billion. In the second quarter,
the catchup in refund payments led to
a large decline in tax payments. In
addition, the first-quarter increase
had included the effect of the index-
ing of Federal income taxes. Exclud-
ing these factors, personal taxes in-
creased $161/2 billion in the first quar-
ter and about $12 Vk billion in the
second.

Table 3.—Revisions in Selected Component Series of the NIPA's, First Quarter of 1985

GNP

Personal consumption expenditures
Nonresidential fixed investment
Residential investment
Change in business inventories
Net exports
Government purchases

National income

Compensation of employees
Corporate profits with inventory valuation and capital

consumption adjustments
Other

Personal income

GNP

Personal consumption expenditures
Nonresidential fixed investment
Residential investment .
Change in business inventories

Government purchases

GNP implicit price deflator
GNP fixed-weighted price index
GNP chain price index

Seasonally adjusted at annual rates

45-day
estimate

75-day
estimate Revision

Billions of current dollars

3,817.1

2,446.1
455.3
155.3

40.6
-69.1
789.0

3,075.4

2,272.9

294.0
508.4

3,141.1

3,810.6

2,446.5
450.9
155.2

40.7
-74.5
791.9

3,076.5

2,272.7

292.3
511.6

3,143.8

-6.5

.4
-4.4
-.1

.1
-5.4

2.9

1.1

-.2

-1.7
3.2

2.7

Billions of constant (1972) dollars

1,665.4

1,089.2
215.2

59.4
19.6

-27.0
309.1

1,663.5

1,089.1
213.0

60.0
19.1

-28.4
310.7

-1.9

-.1
-2.2

.6
-.5

-1.4
1.6

Index numbers, 1972 = 100 l

229.20
239.9

229.07
239.7

-.13
-.2

Percent change from
preceding quarter at

annual rates

45-day
estimate

6.4

8.5
7.0
4.8

4.4

5.2

8.3

3.4
-6.3

5.9

.7

5.2
2.6
1.0

-1.8

5.6
4.6
4.7

75-day
estimate

5.6

8.6
3.0
4.6

5.9

5.4

8.2

.9
-3.8

6.3

.3

5.2
-1.6

5.3

.3

5.4
4.3
4.6

1. Not at annual rates.
NOTE.—For the first quarter of 1985, the following revised or additional

consumption expenditures, revised retail sales for March, consumer r^"'n ~f -
electricity for March; for nonresidential fixed investment, revised
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The swing in personal taxes
swamped the deceleration in personal
income, so that disposable personal
income increased much more in the
second quarter—over $80 billion, com-
pared with $10 billion in the first.
(Excluding the special factors in per-
sonal income and in taxes, the in-
crease in disposable income was about
$25% billion in both quarters.) In real
terms, the second-quarter increase
was about 10 percent, after a IVfe-per-
cent decline. The increase in personal
outlays—in which personal consump-
tion expenditures predominate—was
close to the $54 Vk billion registered in
the first quarter. Accordingly, after
declining sharply in the first quarter,
personal saving increased sharply in
the second. The personal saving rate,
which had fallen to 4 ¥2 percent in the
first quarter, increased about 1 per-
centage point.

First-quarter corporate profits

Revised first-quarter estimates
show that profits from current pro-
duction—profits with inventory valu-
ation adjustment (IVA) and capital
consumption adjustment (CCAdj)—in-
creased $V2 billion, to $292 Vz billion.
In the fourth quarter, profits had re-
covered from the third quarter's $8V2
billion decline; profits have increased
only slightly over the three quarters.
In the first quarter, the increase was
in domestic profits; profits from the
rest of the world were unchanged.

Profits before tax (PBT) differ from
profits from current production by
the IVA and CCAdj. In the first quar-
ter, the IVA increased $2*/2 billion, to
$1 billion, and the CCAdj increased
$4V2 billion, to $69 billion. PBT de-
clined $6y2 billion, to $222 V2 billion,

following a $4 billion increase. Trade
and durable manufacturing profits
contributed most to the decline.
Within trade, profits of both retailers
and wholesalers declined. Within du-
rable manufacturing, declines were
widespread, but profits of fabricated
metals producers were down the most.
Overall, the situation is essentially
the same as that described in the May
"Business Situation/'

* * *
First-quarter NIPA revisions

The 75-day revisions of the national
income and product accounts esti-
mates for the first quarter of 1985 are
shown in table 3.
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the BUSINESS SITUATION

THE economic situation in the
second quarter of 1985 was not much
changed from the first quarter; the
pace of production picked up only
modestly, and inflation remained
moderate. Real GNP increased at an
annual rate of ll/2 percent, following

Table 1.—Real GNP: Change From Preceding
Quarter

[Percent change at annual rates]

GNP

Final sales

Personal consumption ex-
penditures

Durables
Motor vehicles and

parts
Furniture and house-

hold equipment
Other durables

Nondurables
Food
Energy 1

Clothing and shoes
Other nondurables

Services ... .
Energy2

Other services

Gross private domestic
fixed investment

Nonresidential
Structures
Producers' durable

equipment
Autos and trucks
Other

Residential

Net exports of goods and
services

Exports
Merchandise

Agricultural
Nonagricultural

Other. . .
Imports

Merchandise
Petroleum
Nonpetroleum

Other

Government purchases of
goods and services

Federal
National defense
Nondefense

Commodity Credit
Corporation

Other
State and local

Change in business invento-
ries

19*

III

1.6

1 0

7
-3.6

-11.5

3.8
_ 1

-1.2
4.2

-2.4
-12.1

.7
38

-6.0
4.4

93
13.7
2.0

18.6
9.7

20.9
-4.6

7.5
7.4
7.2
7.5
7.6

555
73.3

-6.0
78.5
18.1

5.4
6.2

-2.3
317

6.3
4.8

34

IV

4.3

79

36
14.1

5.7

21.6
17.3
-.5

-1.9
-5.7

4.2
-.3
33

-3.7
3.7

53
8.5

17.2

5.4
-3.8

7.8
-5.5

_ 7
14^8
64.3
5.3

-178
-283
-34.7
-6.6

-35.8
-8.9

5.9
15.2
17.5
99

14.2
-.2

19*

I

03

3

52
9.2

9.7

8.8
90
3.7
4.3
1 4
4.3
2.3
50

10.5
4.7

1
-1.6

9.5

-5.6
20.1

-11.2
53

-9.0
-2.6

-33.9
6.9

-173
323
57.6

-56.2
66.2

-17.0

.3

.7
-.2
3 1

-4.0
0

35

II

1.7

51

52
8.0

9.2

7.9
5.4
5.9
7.3

-4.0
10.1
1.1
3.7

-11.6
4.5

138
13.6
19.2

11.4
-12.9

18.6
14.3

-12.5
-19.5
-49.9
-11.1
-1.8

14
-1.3
60.5

-3.0
9.5

3.9
2.5
9.7

140

4.4
4.9

a V2-percent increase in the first quar-
ter (table 1). The GNP fixed-weighted
price index increased at an annual
rate of 4 percent, following a 4V2-per-
cent increase.1

The modest pickup in real GNP in
the second quarter was more than ac-
counted for by final sales of GNP,
which swung to a $20 Vz billion in-
crease after a small decline. Within
final sales, the swing was largely
traceable to fixed investment, which
increased sharply in the second quar-
ter after no change in the first, and to
net exports, which continued to de-
cline in the second quarter, but much

1. Quarterly estimates in the national income and
product accounts are expressed at seasonally adjusted
annual rates, and quarterly changes in them are dif-
ferences between these rates. Quarter-to-quarter per-
cent changes are annualized. Real, or constant-dollar,
estimates are expressed in 1972 dollars.

The preliminary (plus 15-day) GNP estimates for the
second quarter, prepared in mid-July, are based on the
following major source data: For personal consumption
expenditures (PCE), retail sales through June, and
unit auto and truck sales through June; for nonresi-
dential fixed investment, the same information for
autos and trucks as for PCE, April and May construc-
tion put in place, April and May manufacturers' ship-
ments of machinery and equipment, and investment
plans for the quarter; for residential investment, April
and May construction put in place, and April and May
housing starts; for change in business inventories,
April and May book values for manufacturing and
trade, and unit auto inventories through June; for net
exports of goods and services, April and May merchan-
dise trade, and fragmentary information on invest-
ment income for the quarter; for government pur-
chases of goods and services, Federal unified budget
outlays for April and May, State and local construc-
tion put in place for April and May, and State and
local employment through June; and for GNP prices,
the Consumer Price Index for April and May, the Pro-
ducer Price Index for April and May, and unit-value
indexes for exports and imports for April and May.
Some of the source data are subject to revision.

less than in the first. The rate of busi-
ness inventory accumulation was re-
duced $131/2 billion in the second
quarter after a small increase in the
first (chart 1).

Gross domestic purchases—GNP
less exports plus imports—increased 3
percent in the second quarter (table
2). Increases in this measure of U.S.
demand have outpaced increases in
U.S. production throughout the cur-
rent recovery and expansion, except
in the fourth quarter of 1984. Since
the trough in U.S. production in the
third quarter of 1982, imports have
increased 43 percent, while exports
have declined 5 percent. In recent
quarters, imports have been strong
but erratic; exports have declined
steadily (chart 2).

Productivity and costs.—Table 3
shows changes in real gross product,
aggregate hours, and compensation in
the business economy other than
farm and housing. Productivity, as
measured by real product per hour,
increased 1 percent after declining 3
percent in the first quarter. The turn-
about reflected a pickup in real prod-
uct and a slowdown in hours. Com-
pensation and compensation per hour
decelerated in the second quarter; leg-
islated increases in Social Security
tax rates and taxable wage bases had
boosted the first-quarter increases
about l/2 percentage point. The decel-
eration in compensation combined
with the acceleration in real product
led to a sharp deceleration in unit
labor cost in the second quarter.

1. Gasoline and oil, and fuel oil and coal.
2. Electricity and gas.
NOTE.—Percent changes in major aggregates are found in

the National Income and Product Accounts Tables, table 8.1.
Dollar levels are found in tables 1.2, 1.15, 1.17, 3.8B, and 4.4.

Looking Ahead . . .
• Direct Investment Estimates. Country-by-industry estimates and sev-

eral analytical tables for 1983-84, for both U.S. direct investment abroad
and foreign direct investment in the United States, will appear in the
August SURVEY.

• NIPA Revisions. A comprehensive revision of the NIPA's is sched-
uled for completion in December 1985. Various aspects of the revision will
be described in the October SURVEY.
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Prices.—GNP prices, as measured
by the fixed-weighted price index, in-
creased 4 percent in the second quar-
ter, compared with 4 Ms percent in the
first. Increases have been in the
range of 3V2-4V2 percent in the past
several quarters (table 4). A Federal
pay raise, which in the national
income and product accounts (NIPA's)
is treated as an increase in the price
of employee services purchased by the
Federal Government, had added 0.3

Table 2.—Measures of Real Production and Final Sales: Change From Preceding Quarter

CHART 1

Real Product:
Change From Preceding Quarter

Billion 1972$

40

30

20

10

0

-10

-20

-30

20

10

0

-10

-20
30

20

10

0

-10

20

10

0

-10

20

10

0

-10

-20
20

10

0

-10

GROSS NATIONAL PRODUCT

CHANGE IN BUSINESS
INVENTORIES

Motor Vehicles

PERSONAL CONSUMPTION EXPENDITURES

Ifii1Jthl.ill
FIXED INVESTMENT

*
T •

Residential

NET EXPORTS I
GOVERNMENT PURCHASES

~ iff! I
1 \
Federal

1982 1983 1984 1985
Based on Seasonally Adjusted Annual Rates

U.S. Department of Commerce, Bureau of Economic Analysis 85-

Item

Gross national product

Less: Change in business in-
ventories.

Equals: Final sales of GNP

Less' Exports

Equals: Domestic sales of do-
mestically produced goods
and services.

Plus' Imports

Equals: Final sales to domestic
purchasers.

Personal consumption ex-
penditures.

Gross private domestic fixed
investment.

Government purchases

Plus: Change in business in-
ventories.

Equals: Gross domestic pur-
chases.

U S. production l

Worldwide final sales of U.S.
production.

Foreign sales of U.S. produc-
tion.

Final sales in the United
States of U.S. production.

Sales in the United States of
foreign production.

Final sales in the United
States of worldwide produc-
tion.

Final sales and inventory in-
vestment in the United
States of worldwide produc-
tion.

Billions of 1972 dollars at
seasonally adjusted annual

rates

1984

III

6.4

103

-3.9

2.7

-6.6

18.2

11.7

1.7

5.9

4.0

10.3

22.0

IV

17.2

138

31.0

-.3

31.3

-13.9

17.4

9.5

3.5

4.4

-13.8

3.6

1985

I

1.1

23

-1.2

-3.4

2.2

11.6

13.8

13.7

.2

2.3

16.1

II

7.2

133

20.5

-4.7

25.2

.6

25.8

14.0

8.9

3.0

-13.3

12.5

Percent change at annual rate

1984

III

1.6

-1.0

7.5

-1.8

55.5

2.9

.7

9.3

5.4

5.4

IV

4.3

7.9

8.8

-28.3

4.3

3.6

5.3

5.9

.9

1985

I

0.3

-.3

-9.0

.6

32.3

3.4

5.2

.3

3.9

II

1.7

5.1

-12.5

6.9

1.4

6.3

5.2

13.8

3.9

3.0

1. Goods and services produced by labor and property supplied by U.S. residents.
NOTE.—Percent changes in major aggregates are found in the National Income and Product Accounts Tables, table 8.1. Dollar

levels are found in tables 1.2 and 1.4.

percentage point to the first-quarter
increase.

The price of gross domestic pur-
chases—which is goods and services
bought by U.S. consumers, investors,
and government—increased SVfc per-
cent for the third consecutive quarter.

Table 3.—Real Gross Product, Hours, and
Compensation in the Nonfarm Business
Economy Less Housing: Change From Pre-
ceding Quarter

[Percent change at annual rates; based on seasonally adjusted
estimates]

Real Imports and Exports of
Goods and Services

CHART 2

Billion 1972 $
180

170

160

150

140

130

120

110 _L

Real gross product
Hours
Compensation

Real gross product per hour
Compensation per hour
Unit labor cost

19

III

0.6
19
5.5

1 2
3.5
4.8

34

IV

4.7
2.6
6.2

21
3.5
1.4

19

I

0.4
3.6
8.9

-3.1
5.1
8.5

85

II

1.8
.9

4.9

.9
3.9
3.0

1981 1982 1983 1984 1985

Seasonally Adjusted at Annual Rates

U.S. Department of Commerce, Bureau of Economic Analysis 35-

The exclusion of exports and inclu-
sion of imports in the price of gross
domestic purchases provides a meas-
ure of inflation facing U.S. purchas-
ers. Within gross domestic purchases,
energy prices increased sharply after
a decline; most other prices were up
slightly less than in the first quarter.
Prices paid by consumers—prices of
personal consumption expenditures
(PCE)—accelerated 1 percentage point
to a 4-percent increase in the second
quarter, due to the sharp turnaround
in energy prices. Food prices declined
slightly after a moderate increase;
other PCE prices continued to in-
crease in the range of 41/2-51/2 per-
cent. Prices paid by investors for non-
residential structures and equipment

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

July 1985



July 1985 SURVEY OF CURRENT BUSINESS

CHART 3

Unemployment Rate1

Percent

- 6

— 5

1975 1976 1977 1978 1979 1980 1981 1982 19831974
1. Civilian.
NOTE.—Business cycle peaks (P), and troughs (T), are turning points in economic activity, as designated by the National Bureau of Economic Research, Inc. Shaded areas represent recessions.
Data: BLS.

U.S. Department of Commerce, Bureau of Economic Analysis

1984 1985

Table 4.—Fixed-Weighted Price Indexes:
Change From Preceding Quarter

[Percent change at annual rates; based on index numbers
(1972=100), seasonally adjusted]

GNP

Less: Change in business invento-
ries

Equals: Final sales

Less' Exports
Plus' Imports

Equals: Final sales to domestic
purchasers

Personal consumption expendi-
tures
Food
Energy
Other personal consumption

expenditures
Other

Nonresidential structures
Producers' durable equipment..
Residential
Government purchases

Plus: Change in business invento-
ries

Equals: Gross domestic purchases..

Addenda:
Food and energy components of

GNP: *
Food components 2

Energy components 3

GNP less food components!
GNP less energy components
GNP less food and energy com

ponents

19

III

4.0

4.1

14
37

38

40
25
13

53
36
1.4
3.1
4 2
3.9

3.8

1.3
.3

4.5
4.3

48

84

IV

3.6

3.7

1 6
30

3 5

39
33
16

45
28
2.2
1.6
10
3.7

3.4

2.7
1.7

3.8
3.7

39

19

I

4.3

4.4

1
64

3 8

33
26
45

47
45
3.7
2.0
14
7.0

3.7

2.5
3.7

4.6
4.8

52

85

II

3.8

3.8

9
7

3 6

42
3

127

43
28
3.3
1.4
18
4.3

3.6

-.2
14.8

4.4
3.1

37

1. Inasmuch as GNP is the sum of final products, the food
and energy estimates in this table do not take into account the
effect on the prices of final products of changes in the prices of
the food and energy that are costs of production.

2. Consists of all components for which separate estimates
are prepared. The major component that is not included is
purchases of food by the Federal Government other than
transactions by the Commodity Credit Corporation that are
treated like purchases.

3. Consists of all components for which separate estimates
are prepared. The major components that are not included are
(1) exports of energy; (2) the gasoline and motor oil portions of
inventories of gasoline service stations; and (3) the energy
portions of inventories of businesses that do not produce
energy for sale.

NOTE.—Most index number levels are found in the National
Income and Product Accounts Tables, table 7.2.

again increased moderately, and
prices paid by residential investors
again declined. Prices paid by govern-
ment, which had been boosted by the
Federal pay raise in the first quarter,
decelerated to a 4V2-percent increase
in the second.

Employment and hours.—Employ-
ment increased in the second quarter,
although the household survey
showed a much smaller increase than
the establishment survey (table 5). In
the previous two quarters, both sur-
veys had recorded large gains.

According to the household survey,
small increases in adult employment
in the second quarter were almost
offset by decreased teenage employ-
ment. The civilian labor force was vir-

tually unchanged in the second quar-
ter and, as a result, the unemploy-
ment rate held steady at 7.3 percent
(chart 3). Civilian employment as a
percent of the working-age population
receded slightly, to 60.0 percent, from
its record first-quarter level.

According to the establishment
survey, nonfarm employment in-
creased 700,000; the distributive and
service industries continued to in-
crease strongly, while employment in
goods-producing industries was flat.
Average weekly hours in the private
nonfarm economy were unchanged in
the second quarter; however, in man-
ufacturing, average weekly hours and
overtime hours both slipped by 0.1, to
40.3 and 3.2, respectively.

Table 5.—Selected Labor Market Indicators
[Seasonally adjusted]

Household Survey

Civilian employment (millions)
Adult men
Adult women
Teenagers

Employment-population ratio (percent)
Unemployment rate .

Establishment Survey

Employment, nonfarm (millions)
Goods producing

Durable manufacturing
Nondurable manufacturing. .
Other goods producing

Distributive l

Services2

Government

Average weekly hours
Private nonfarm
Manufacturing
Manufacturing overtime

Level

1984

II

105.0
55.6
42.8
6.5

59.6
7.5

94.0
24.7
11.5
7.9
5.3

27.1
26.3
15.9

35.3
40.8
3.5

III

105.3
56.0
42.9

6.4

59.6
7.5

94.9
24.9
11.6
7.9
5.4

27.5
26.6
16.0

35.3
40.5
3.3

IV

106.0
56.3
43.3
6.4

59.8
7.2

95.8
25.0
11.7
7.9
5.4

27.8
26.9
16.1

35.2
40.5
3.4

1985

I

106.7
56.3
43.8

6.6

60.1
7.3

96.6
25.1
11.7
7.9
5.5

28.1
27.3
16.1

35.1
40.4
3.3

II

106.8
56.4
43.9

6.4

60.0
7.3

97.3
25.1
11.6
7.8
5.7

28.4
27.7
16.2

35.1
40.3
3.2

Change from preceding
quarter

1984

III

0.3
.4
.1

-.1

0
0

.9

.2

.1
0

.1

.4

.3

.1

0
3

-.2

IV

0.7
.3
.4

0

.2
-.3

.9

.1

.1
0
0

.3

.3

.1

-.1
0
.1

1985

I

0.7
0

.5

.2

.3

.1

.8

.1
0
0
.1
.3
.4

0

_ i
1

-.1

II

0.1
.1
.1

-.2

-.1
0

.7
0
-.1
-.1

.2

.3

.4

.1

0
-.1
-.1

1. Includes transportation and public utilities, wholesale trade, and retail trade.
2. Includes financial and nonfinancial services.
Source: Bureau of Labor Statistics.
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Personal Income
Personal income increased $38 bil-

lion in the second quarter, following a
$47 V2 increase in the first. In the two
quarters, personal income was signfi-
cantly affected by a number of special
factors that are shown in table 6.
Without these special factors, in-
creases in personal income would
have been about the same in both
quarters—$35 billion in the second
and $34% billion in the first. These
increases were considerably smaller
than quarterly increases registered in
1984.

Wage and salary disbursements
were up less than in the first quarter,
but were about in line with increases
in the second half of 1984. A decelera-
tion in wages and salaries in govern-
ment and government enterprises
largely reflected the timing of pay ad-
justments. Pay raises for employees of
the Federal Government and of the
Postal Service added $3 billion and
$x/2 billion, respectively, in the first
quarter; a retroactive wage payment

Table 6.—Personal Income and Its Disposition:
Change From Preceding Quarter

[Billions of dollars; based on seasonally adjusted annual rates]

Wage and salary disburse-
ments
Manufacturing
Other commodity-producing..
Distributive
Services
Government and govern-

ment enterprises
Proprietors' income

Farm
Nonfarm

Personal interest income
Transfer payments
Other income
Less: Personal contributions

for social insurance

Personal income

Less: Personal tax and
nontax payments l

Equals: Disposable personal
income

Less' Personal outlays

Equals: Personal saving

Addenda: Special factors in
personal income:
Federal Government and

Postal Service pay adjust-
ments

Agricultural subsidies
Military retirement pay
Social Security retroactive

payments
Cost-of-living increases in

Federal transfer pay-
ments.

Social Security base and
rate changes (in personal
contributions for social
insurance)

19*

III

263
4 2
2.1
69
80

51
3.9
39

1
237
34
69

17

62.7

10.5

521

328

19.3

- 8

-1.2

1

*4

IV

282
60
7.6
6.7
96

43
5.4
2.1
33
67
33
72

18

48.9

10.8

38 1

392

-1.1

48
-5.6

2.4

19*

I

35.1
55
4.5
5.9

105

86
.7

-3.7
43
0

174
57

11.2

47.6

37.3

10.2

54.6

-44.4

3.6
3.0
5.6

-1.3

84

63

*5

II

28.5
_ 2
3.4
7.0

120

6.4
1.9

-2.6
45

.9
1.0
73

1.9

37.8

-42.0

79.8

53.7

26.1

1.3
2.3

-.7

1. For more information on personal tax and nontax pay-
ments, see table 7.

NOTE.—Most dollar levels are found in the National Income
and Product Accounts Tables, table 2.1.

for Postal Service employees added $1
billion in the second. Among the pri-
vate industries, manufacturing wages
and salaries changed little after an
increase. In the second quarter, de-
clines in manufacturing employment
and average weekly hours were offset
by an increase in average hourly
earnings. Other commodity-producing
industries increased less than in the
first quarter, and the distributive and
the service industries were up some-
what more than in the first quarter.

Farm proprietors' income again de-
clined; the deterioration was due to
continued sharp declines in crop and
livestock prices. Agricultural subsidy
payments continued to increase,
reaching $12 billion in the second
quarter and accounting for more than
one-half of farm proprietors' income.
The increases in subsidies in the last
three quarters largely reflected "defi-
ciency payments" under the Agricul-
ture and Food Act of 1981. These pay-
ments to farmers who reduced plant-
ed acreage are based on the difference
between legislated "target prices" and
market prices. Nonfarm proprietors'
income was again up strongly; the
strength was widespread.

Personal interest income registered
a small increase after no change in
the first quarter. The weakness re-
flected lower interest rates than had
prevailed in mid-1984, when increases
in interest income had exceeded $20
billion per quarter.

Transfer payments registered a
small increase, following a large—
$17 Vk billion—increase in the first
quarter. Most of the difference was
accounted for by two special factors
that had boosted transfer payments in
the first quarter: Cost-of-living in-
creases in several Federal retirement
and income-support programs, which
had added $8 Vk billion, and the effect
of a change in the date of payment of
military retirement pay, which had
added $5V2 billion.

Personal contributions for social in-
surance, which are subtracted in de-
riving the personal income total, in-
creased much less than in the first
quarter, when they had been boosted
$6V2 billion by changes in the Social
Security tax rates and taxable earn-
ings bases.

Personal tax and nontax payments
fell $42 billion after increasing $37 ¥2
billion in the first quarter (table 7).
These sharp changes reflected the
impact of the timing of refund pay-

Table 7.—Personal Tax and Nontax Payments:
Change From Preceding Quarter

[Billions of dollars; based on seasonally adjusted annual rates]

Personal tax and nontax
payments

Federal
Impact of legislation *

Indexing of income
taxes

Refunds slowdown
Other

State and local
Impact of legislation
Other

19

III

10.5

9.0
2.4

6.6

1.6
-13

2.9

34

IV

10.8

8.3
-1.0

9.3

2.6
-.4
3.0

19

I

37.3

34.3
-3.3

-69
276
10.1

3.0
- 3
3.3

35

II

-42.0

-45.0
.1

551
10.0

3.0
0
3.0

1. For more information on the impact of legislation on
Federal receipts, see "Impact of Recent Tax Law Changes" in
the April 1985 issue of the SURVEY.

ments, which are netted against tax
payments in calculating personal tax
and nontax payments. Because re-
funds on 1984 Federal personal
income taxes were delayed in the first
quarter due to processing problems,
personal tax payments were unusual-
ly large in the first quarter; the catch-
up in refund payments in the second
quarter led to a large decline in tax
payments. The impact on the level of
personal tax and nontax payments
was plus $27 Va billion in the first
quarter and minus $27 Vk billion in
the second; therefore, the impact on
the change was plus $27 Ms billion in
the first quarter and minus $55 bil-
lion in the second. (In the third quar-
ter, the impact on the level will be
zero, and the impact on the change
will be plus $27x/2 billion.) In addition,
the first-quarter increase in personal
taxes had been reduced $7 billion by
the effect of indexing of Federal
income taxes. Without these factors,
personal taxes would have increased
$161/2 billion in the first quarter and
$13 billion in the second.

Largely due to the erratic pattern
of personal taxes, disposable personal
income jumped $80 billion in the
second quarter, following a $10 billion
increase in the first. Without the spe-
cial factors affecting personal income
and taxes, the increases in disposable
income would have been much
closer—$22 billion in the second quar-
ter and $18 billion in the first.

The erratic movements in dispos-
able personal income carried through
to real disposable income, which de-
clined ll/2 percent in the first quarter
and increased 9Vz percent in the
second. Without the special factors,
real income would have been down
less than Vfe percent in the first quar-
ter and up less than l/2 percent in the
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second. Quarterly increases in 1984
had ranged from 3l/2 to 8l/2 percent.

The movements in disposable per-
sonal income resulted in sharp shifts
in personal saving, as increases in
personal outlays were about the same
in both quarters. Personal saving de-
clined $44x/2 billion in the first quar-
ter and increased $26 billion in the
second. The personal saving rate fell
sharply from the level of 6.2-6.3 per-
cent that had prevailed in the second
half of 1984 to 4.5 percent in the first
quarter, before partly recovering to
5.3 percent in the second.

Components of Real GNP
With the exception of net exports,

all major components of final sales of
GNP increased in the second quarter.
Strength was especially evident in
PCE and fixed investment. The rate
of inventory accumulation declined in
the second quarter.

Personal consumption expenditures
Real PCE increased 5 percent in

the second quarter, the same as in the
first. The largest monthly increase in
PCE occurred in April, in part, a re-
covery from a dip in March. Increases
during the remainder of the quarter
were much smaller. It is tempting to
try to explain the monthly changes in
PCE in terms of the timing of the
delay and catchup in Federal income
tax refunds, but no clear relationship
is evident.

Durables increased strongly in both
quarters—8 percent in the second
quarter and 9 percent in the first.
Motor vehicles again were up sub-
stantially. In the second quarter, the
increase was largely in new cars, par-
ticularly imports. Sales of Japanese
cars were spurred by the raising of
the voluntary restraint on shipments
to the United States for the year be-
ginning April 1, 1985 to 2.3 million
cars from 1.85 million the preceding
year. In the first quarter, the increase
in motor vehicles had been concen-
trated in new trucks. Purchases of
furniture and household equipment
and of other durable goods also in-
creased strongly in both quarters.

Nondurables increased 6 percent,
following a 3V2-percent increase in
the first quarter. The acceleration
was primarily due to strong increases
in purchases of food and of clothing
and shoes. Energy components—large-

Table 8.—Nonresidential Producers' Durable Equipment
[Billions of 1972 dollars; seasonally adjusted annual rates]

Producers' durable equipment
High technology .
Transportation
Heavy industrial .. . .
Other

Level

1984

II

146.0
67.3
33.4
24.5
20.8

III

152.4
70.8
35.1
25.7
20.8

IV

154.4
72.5
35.0
25.6
21.3

1985

I

152.2
69.7
36.2
25.3
21.0

II

156.4
73.1
35.1
25.9
22.3

Change from preceding
quarter

1984

III

6.4
3.5
1.7
1.2
0

IV

2.0
1.7
-.1
-.1

.5

1985

I

-2.2
-2.8

1.2
-.3
-.3

II

4.2
3.4

-1.1
.6

1.3

ly gasoline and fuel oil—declined,
after large increases in the first quar-
ter. Other nondurables increased
slightly less than in the first quarter.

Services were up 3l/2 percent, fol-
lowing a 5-percent increase in the
first quarter. Much of the decelera-
tion was attributable to a decline in
purchases of electricity and gas after
an increase. In the first quarter, these
purchases had been unusually high
due to severe cold weather. Most
other components registered increases
either smaller than, or about the
same as, in the first quarter.

Nonresidential fixed investment
Real nonresidential fixed invest-

ment increased l3l/2 percent in the
second quarter after slipping IVfe per-
cent in the first. Producers' durable
equipment (PDE) increased 11 ¥2 per-
cent in the second quarter, following
a 5l/2 percent decline in the first, and
structures increased 19 percent, fol-
lowing a 9V2-percent increase.

The turnaround in PDE can be
traced in terms of the four broad
product categories shown in table 8.
High-technology PDE—the largest of
the four, accounting for almost one-
half of the total—is approximated by
aggregating office, computing, and ac-
counting machinery; communications
equipment; scientific and engineering
instruments; and photographic equip-
ment. This category more than ac-
counted for the first-quarter decline
in PDE and accounted for about 80
percent of the second-quarter in-
crease. Changes in high-technology
PDE in the two quarters were domi-
nated by computers.

Transportation equipment—largely
passenger cars, trucks, and aircraft—
limited the second-quarter increase in
PDE; in the first, it had limited the
decline. Both cars and trucks declined
in the second quarter; in the first, an

increase in cars had more than offset
a decline in trucks.

The heavy industrial equipment
and "other" categories both increased
in the second quarter after small de-
clines in the first. In the former, gen-
eral and special industrial machinery
accounted for the bulk of the in-
crease. In the latter, the largest in-
crease was in agricultural machinery.

In structures, commercial and in-
dustrial buildings each accounted for
about one-third of the second-quarter
increase; the increase in industrial
buildings was the largest since the
first quarter of 1984. All of the other
categories of structures increased in
the second quarter, with the excep-
tion of public utilities, which slipped
slightly; the increases in religious and
farm structures and in exploration
and drilling for oil and natural gas
were relatively large. The breadth of
the second quarter's strength in struc-
tures contrasts sharply with the first
quarter's, when commercial struc-
tures accounted for the entire in-
crease.

Residential investment
Real residential investment in-

creased 14 Va percent in the second
quarter, following a SMj-percent in-
crease in the first. Single-family con-
struction increased at about the same
rate as in the first quarter, and multi-
family construction stabilized after a
sharp drop. The "other" component
increased more rapidly than in the
first quarter, mainly reflecting in-
creased mobile home sales and bro-
kers' commissions on the sale of new
and existing residences.

Residential construction lags hous-
ing starts, with a shorter lag in
single-family than in multifamily
units. Single-family starts had in-
creased at roughly the same rate in
the first quarter as in the fourth
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(chart 4). Multifamily starts had
dropped substantially in the last half
of 1984. In the second quarter, single-
family housing starts slipped 4 per-
cent, while multifamily starts in-
creased 3 percent (not annual rates).

Lower mortgage rates, in conjunc-
tion with stable house prices and
rising incomes, stimulated construc-
tion activity and house sales in recent
quarters. The mortgage commitment
rate has declined 245 basis points

CHART 4
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Data: Census.
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Department of Commerce, Bureau of Economic Analysis

1983 1984 1985

since last July (chart 5). This decline
translates into a 15-percent drop in
monthly principal and interest pay-
ments and in the income level often
used as a guideline in qualifying for a
mortgage. Median sales prices of both
new and existing residences have fluc-
tuated since last July, but were not
much different in May than they had
been 10 months earlier. Incomes in-
creased over the period—median
family income, by 5.2 percent, and
personal income by 4.7 percent (not
annual rates). Largely in response to
these factors, sales of both new and
existing houses have increased, albeit
somewhat erratically. Sales of new
one-family houses increased from a
low of 557,000 (seasonally adjusted
annual rate) in August to 676,000 in
May. Sales of existing single-family
homes increased from a low of 2.73
million (seasonally adjusted annual
rate) in September to 3.01 million in
May.

Change in business inventories
Real business inventories increased

only $6 billion in the second quarter,
following an increase of $19 billion
(table 9). The slowdown in inventory
accumulation—which contributed
negatively to the change in GNP—
was accounted for by retail trade and
manufacturing durables. Within
retail trade, a swing from an increase
to a sharp decline in inventory invest-
ment was largely in auto dealers' in-
ventories. These inventories were
down $2*/2 billion, following substan-
tial increases in the previous two
quarters, when auto dealers were still
rebuilding inventories from a low
level at the beginning of the 1985
model year. Manufacturing durables
also declined after an increase; the
turnabout was widespread. Farm in-
ventories increased $2 billion, follow-
ing an increase of $3Va billion in the
first quarter.

As inventory accumulation slowed
and final sales swung to a substantial
increase, the constant-dollar ratio of
total inventories to total final sales
declined to 3.06, the middle of the
3.01-3.09 range within which it has
fluctuated over the last 2 years.

Net exports
Real net exports registered a $5J/2

billion decline, following a decline of
$15 billion in the first quarter. Unlike
the first quarter, the negative contri-
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Table 9.—Change in Business Inventories
[Billions of 1972 dollars; seasonally adjusted at annual rates]

C^ange in business inventories

Farm
Nonfarm

Manufacturing
Wholesale trade
Retail trade
Other

Level

1984

II

20.3

1.6
18.7
13.8
5.3
1.7

-2.1

III

30.6

4.1
26.5
13.0
9.5
2.5
1.5

IV

16.8

4.8
12.0
-.1
3.9
8.1
.1

1985

I

19.1

3.4
15.7
2.1
2.4

10.1
1.2

II

5.8

2.0
3.8
-.9
2.8
.3

1.6

Change from preceding
quarter

1984

III

10.3

2.5
7.8
-.8
4.2
.8

3.6

IV

13.8

.7
-14.5
-13.1
-5.6

5.6
-1.4

1985

I

2.3

-1.4
3.7
2.2

-1.5
2.0
1.0

II

-13.3

-1.4
-11.9
-3.0

.4
-9.8

.4

Table 10.—Federal Receipts and Expenditures,
NIPA Basis: Change From Preceding Quarter
[Billions of dollars; based on seasonally adjusted annual rates]

NOTE.—Dollar levels are found in the National Income and Product Accounts Tables, table 5.9.

bution of net exports to the change in
GNP came primarily from exports:
exports declined $4*/2 billion, follow-
ing a decline of $3V2 billion, and im-
ports increased only $x/2 billion, fol-
lowing an increase of $11V2 billion.
More than one-half of the second-
quarter decline in exports was in agri-
cultural products; a decline in non-
agricultural merchandise exports was
spread across many commodity cate-
gories. The declines largely reflected
the cumulative effect of dollar appre-
ciation and, in the case of agricultural
exports, ample worldwide supplies.
Within imports, increases in petrole-
um imports and in services more than
offset a decline in nonpetroleum mer-
chandise.

Government purchases

Real government purchases in-
creased 4 percent, following little
change in the first quarter. Federal
defense purchases were up after no
change; these purchases often fluctu-
ate sharply from quarter to quarter,
partly because of the erratic timing of
deliveries of items such as aircraft
and missiles. Federal nondefense pur-
chases declined after an increase;
these changes largely reflected oper-
ations of the Commodity Credit Cor-
poration. State and local government
purchases were up after no change;
the pickup was accounted for by high-
way construction.

The Federal sector.—Changes in
current-dollar Federal receipts and

expenditures on a NIPA basis are
shown in table 10. Among expendi-
tures, purchases again were up mod-
erately, as the step-up in defense pur-
chases was largely offset by the swing
in nondefense purchases. Transfer
payments declined after a large in-
crease in the first quarter, which
mainly had been due to the cost-of-
living increases and the change in the
timing of military retirement pay.
Grants-in-aid to State and local gov-
ernments increased after a decline;
the rebound was mainly due to in-
creased highway grants. The increase
in interest paid was again moderate,
reflecting the continued effects of the
earlier decline in interest rates. Subsi-
dies less the current surplus of gov-
ernment enterprises continued to in-
crease, reflecting, in part, the in-
creases in agricultural subsidy pay-
ments. Wage accruals less disburse-
ments—which are subtracted from ex-
penditures—declined more in the
second quarter than in the first,
largely due to the retroactive pay-
ment to Postal Service employees.
Changes in these components sum to
an increase of $10 billion in total ex-
penditures, the smallest increase in
nearly 2 years.

Among receipts, the sharp changes
in the last two quarters in personal
tax and nontaxes were mainly due to
the delay and catchup in income tax
refund payments. Contributions for
social insurance returned to a moder-
ate increase after a first-quarter

Receipts

Personal tax and nontax re-
ceipts

Corporate profits tax accruals
Indirect business tax and

nontax accruals
Contributions for social insur-

ance

Expenditures

Purchases of goods and services...
National defense
Nondefense

Transfer payments
Grants-in-aid to State and local

governments
Net interest paid
Subsidies less current surplus of

government enterprises
Less: Wage accruals less dis-

bursements

Surplus or deficit (-),
national income and
product accounts

19

III

2.0

9 0
-10.3

2

3 1

18.9

5.7
-.5
61
38

1 1
11.1

12

6

-16.9

34

IV

15.7

8 3
3.8

2

38

32.9

13.7
11.3
24
65

4 9
4.5

43

9

-17.2

19

I

49.4

34 3
-1.7

5

163

16.7

4.2
2.3
19
99

1 9
1.8

23

4

32.7

85

II

n.a.

450
n.a.

1 5

35

10.0

5.3
7.0

-16
28

33
2.6

3

1 2

n.a.

n.a. Not available.
NOTE.—Dollar levels are found in the National Income and

Product Accounts Tables, table 3.2.

bulge, which had reflected the
changes in the Social Security tax
rates and taxable earnings bases. In-
direct business taxes were up more
than in the first quarter; the larger
increase reflected a one-time fee
levied on the nuclear power industry
for existing stocks of nuclear waste.
Estimates of corporate profits, and,
thus, of corporate profits tax accruals,
are not yet available for the second
quarter. Corporate profits tax accru-
als can be approximated by using a
residual calculation of corporate prof-
its that assumes that the statistical
discrepancy in the NIPA's is the same
as in the preceding quarter. On the
basis of this calculation, total receipts
declined nearly $45 billion in the
second quarter.

The Federal deficit on a NIPA basis
had declined $32 V2 billion to $165 bil-
lion in the first quarter and is likely
to increase almost $55 billion in the
second. These changes largely reflect
the delay and catchup in tax refunds.
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the BUSINESS SITUATION

REVISED (45-day) estimates show
that real GNP increased at an annual
rate of 2 percent in the second quar-
ter of 1985—a little more than shown
by the preliminary estimates (table 1).
An upward revision in inventory in-
vestment more than offset a down-
ward revision in final sales. Within
final sales, fixed investment (in resi-
dential and nonresidential structures)
and government purchases were re-
vised down; net exports and personal
consumption expenditures were re-
vised up. At 4 percent, the annual
rate of increase in prices, as meas-
ured by the GNP fixed-weighted price
index, was revised little. Overall, the
economic picture presented in the
July "Business Situation" did not
change much.

Corporate profits

Profits from current production—
profits with the inventory valuation
adjustment (IVA) and capital con-
sumption adjustment (CCAdj)—in-
creased $5 billion, to $2971/2 billion, in
the second quarter, following an in-
crease of $*/2 billion in the first quar-
ter.1

Domestic profits of financial corpo-
rations more than accounted for the
increase; domestic profits of nonfinan-
cial corporations declined $Vfe billion,
and profits from the rest of the world
increased $x/2 billion.

Profits before tax (PBT) differ from
profits from current production by
two adjustments, the IVA and CCAdj.
In the second quarter, PBT declined
$1 billion, to $221 billion, following a
decline of $6V2 billion. The IVA—
which converts tax-return-based in-
ventory cost to that consistent with
the NIPA's—increased $x/2 billion, to
$1% billion, following a $2% billion

Table 1.—Revisions in Selected Component Series of the NIPA's, Second Quarter of 1985

GNP

Personal consumption expenditures .
Nonresidential fixed investment
Residential investment. .
Change in business inventories
Net exports
Government purchases

National income

Compensation of employees .
Corporate profits with inventory valuation and capital consumption

adjustments
Other

Personal income

GNP

Personal consumption expenditures
Nonresidential fixed investment ....
Residential investment
Change in business inventories
Net exports
Government purchases

GNP implicit price deflator
GNP fixed-weighted price index
GNP chain price index

Seasonally adjusted at annual
rates

15-day
estimate

45-day
estimate Revision

Billions of current dollars

3,853.5

2,496.1
466.5
159.6

12.6
91 1

809.8

2,306.5

508.7

3,181.6

3,855.1

2,497.5
464.5
158.2
18.1
934

810.1

3,105.7

2,305.2

2973
503.3

3,175.5

1.6

1.4
-2.0
-1.4

5.5
23

.3

-1.3

-5.4

-6.1

Billions of constant (1972)
dollars

1,670.7

1,103.1
219.9

62.0
5.8

-33.8
313.7

1,671.6

1,103.4
219.0

60.8
8.3

-33.3
313.5

.9

.3
-.9

-1.2
2.5
.5

-.2

Index numbers, 1972=100 l

230.65
242.0

230.62
242.2

03
.2

Percent change from
preceding quarter at

annual rates

15-day
estimate

4.6

8.4
14.5
11.8

9.4

6.1

-2.2

4.9

1.7

5.2
13.6
14.3

3.9

2.8
3.8
3.7

45-day
estimate

4.7

8.6
12.6
8.1

9.5

3.9

5.8

7.0
-6.3

4.1

2.0

5.3
11.8
5.6

3.6

2.7
4.1
3.9

1. Not at annual rates.
NOTE.—For the second quarter of 1985, the following revised or additional major source data became available: For personal

consumption expenditures, revised retail sales for May and June; for nonresidential fixed investment, manufacturers' shipments of
equipment for May (revised) and June, construction put in place for May (revised) and June, and partial information on actual
plant and equipment expenditures for the quarter; for residential investment, construction put in place for May (revised) and
June; for change in business inventories, book values for manufacturing and trade for May (revised) and June ; for net exports of
goods and services, merchandise trade for June; for government purchases of goods and services, Federal unified budget outlays for
June, and State and local construction put in place for May (revised) and June; for wages and salaries, revised employment,
average hourly earnings, and average weekly hours for May and June; for corporate profits, domestic book profits for the quarter;
for GNP prices, the Consumer Price Index and the Producer Price Index for June, unit-value indexes for exports and imports for
June, export and import price indexes for June, and residential housing prices for the quarter.

1. Quarterly estimates in the national income and
product accounts are expressed at seasonally adjusted
annual rates, and quarterly changes in them are dif-
ferences between these rates.

Looking Ahead . . .
• NIPA Revisions. A comprehensive revision of the NIPA's is scheduled

for completion in December 1985. Various aspects of the revision will be
described in the October SURVEY.

• Metropolitan Area Projections. An article summarizing projected
trends in income, employment, and population for metropolitan areas to
the year 2000 will appear in a fall issue of the SURVEY. The detailed pro-
jections on which the article will be based will be available in the fall in
volume 2 of 1985 BEA Regional Projections.

• Input-Output Estimates. Two sets of estimates—new structures and
equipment by using industry, and employment and employee compensa-
tion—consistent with the 1977 input-output table will appear in a fall
issue of the SURVEY. (BEA's 1977 input-output table was presented in the
May 1984 SURVEY.)
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increase. The CCAdj—which converts
tax-return-based depreciation to that
consistent with the NIPA's—in-
creased $5% billion, to $74% billion.
The increase was the tenth consecu-
tive one of $4 billion or more. The
continued growth in the CCAdj
during this period mainly reflects the
effects of accelerated depreciation for
recently acquired assets, permitted by
the Economic Recovery Tax Act of
1981.

PBT has three components—tax li-
ability, dividends, and undistributed
profits. Reflecting the small decline in
PBT, tax liability declined $% billion,
to $84V2 billion in the second quarter,
following a decline of $2 Vz billion.
Dividends were up $1 billion, slightly
less than increases in recent quarters.
Undistributed profits were down for
the fifth consecutive quarter.

However, with the IVA and CCAdj,
undistributed profits were up $4% bil-
lion, to $127 billion, following a $1%
billion increase. Capital consumption
allowances (mainly depreciation) with
CCAdj, were up $4% billion, to $262
billion, following three consecutive in-
creases of the same size. The sum of
adjusted undistributed profits and
capital consumption allowances, or
current-production cash flow, has in-
creased for 10 consecutive quarters.

Profits by industry.—Because the
CCAdj is not available by industry,
profits with the IVA but without the
CCAdj is the measure of profits used
to get a view of profits by industry. In
contrast to the $5 billion increase in
profits from current production in the
second quarter, the measure without
the CCAdj declined $% billion, to
$222 Vz billion. In the first quarter,
profits from current production had
increased $Vfe billion, and the measure
without CCAdj had declined $4 billion
(table 2). Thus, in recent quarters, the
use of the measure without CCAdj as
a proxy for profits from current pro-
duction warrants special caution.

The caution relates to the domestic
profits, and largely to those of nonfi-
nancial corporations; most of the
CCAdj—and its increases of more
than $4 billion in recent quarters—
would apply to the profits of nonfi-
nancial corporations. For these corpo-
rations, domestic profits with the IVA
but without the CCAdj declined $6 bil-
lion in the second quarter, following a
decline of $4% billion. The second-
quarter decline was more than ac-

Table 2.—Corporate Profits by Industry
[Billions of dollars; seasonally adjusted at annual rates]

Corporate profits with IVA and CCAdj
Domestic industries

Financial
Nonfinancial

Rest of the world . . .

Corporate profits with IVA and without CCAdj
Domestic industries

Financial
Nonfinancial

Rest of the world

Addendum: CCAdj for domestic industries 1

Financial . .
Nonfinancial

Change from preceding quarter

1984

III

-8.3
-11.3
-2.2
-9.2

3.0

-14.2
-17.3
-2.3

-15.0
3.0

6.0
.1

5.8

IV

8,8
12.4

.6
11.8
36

2.6
6.2
.5

5.7
36

6.2
.1

6.1

1985

I

0.7
.7
.9

-.2
0

3.9
-3.9

.9
-4.7

0

4.6
0
4.5

II

5.0
4.7
5.3

6
.3

-.5
-.7
5.2

-6.0
.3

5.5
.2

5.4

Level

1985

II

297.3
276.3

33.7
242.6

21.0

222.7
201.8

33.2
168.6
31.0
74.6

.6
74.0

IVA Inventory valuation adjustment
CCAdj Capital consumption adjustment
1. CCAdj is not estimated for the rest of the world.
NOTE.—Dollar levels, with additional industrial detail through 1985:1, are found in the National Income and Product Accounts

Tables, table 6.20, in the July SURVEY OF CURRENT BUSINESS; the September SURVEY will carry additional industrial detail for
1985:11.

counted for by manufacturing; an in-
crease in trade was partly offset by a
decline in other nonmanufacturing.

For financial corporations, domestic
profits with IVA and without CCAdj
increased $5 billion, to $33 billion, fol-
lowing an increase of $1 billion. These
increases were about the same as
those in profits from current produc-
tion. The second-quarter increase re-
flected sharp improvement in the
profits of saving and loan associa-
tions, whose costs of raising funds
have gone down with interest rates.

Government sector

The fiscal position of the govern-
ment sector in the national income
and product accounts (NIPA's) dete-
riorated significantly in the second
quarter, as the combined deficit of the
Federal Government and of State and
local governments increased $49 bil-
lion. The deterioration was largely
due to an increase in the Federal defi-
cit; the State and local surplus de-
clined $3 billion. At $160 billion, the
combined deficit was also consider-
ably higher than a year earlier. The
increase over a year earlier was large-
ly due to a $47 billion increase in the
Federal deficit.

These unusually large increases in
the Federal deficit are temporary and
are mainly the result of a delay in the
payment of personal tax refunds in
the first quarter and a catchup in the
second quarter. This delay and catch-
up—which amounted to $27% bil-
lion—has caused unusual movements
in the level of personal tax and
nontax receipts (from which refunds
are subtracted) and the deficit.

The Federal sector.—The Federal
Government deficit increased $45x/2
billion in the second quarter to $211
billion, as receipts declined and ex-
penditures increased.

Receipts declined $36 Vz billion,
compared with a $49 Vz billion in-
crease in the first quarter. Personal
taxes largely accounted for this shift;
they declined $44 billion in the second
quarter after an increase of $34 Vk bil-
lion, reflecting the payment pattern
of refunds.

Excluding the effect of refunds, re-
ceipts increased $18 Vz billion, com-
pared with $22 billion in the first
quarter. Indirect business tax and
nontax accruals increased $4 billion,
the net result of a $5 billion increase
in nontaxes and a $1 billion decline in
customs duties. The large increase in
nontaxes reflected a one-time fee
levied on the nuclear power industry
for existing stocks of nuclear waste,
which will be disposed of by the Fed-
eral Government. Contributions for
social insurance increased $3V2 bil-
lion, and corporate profits tax accru-
als declined $% billion.

Expenditures increased $9 billion,
compared with $16 Vz billion in the
first quarter, when cost-of-living ad-
justments resulted in a large increase
in transfer payments to persons. Na-
tional defense purchases of goods and
services increased $6V2 billion; the in-
crease was concentrated in durable
goods and in services other than com-
pensation (see table 2 on page 10 ).
Net interest paid increased $4x/2 bil-
lion, and grants-in-aid to State and
local governments increased $3 bil-
lion. The increase in grants was ac-
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counted for by highways; smaller in-
creases in grants for public assistance
($1 billion) and for waste treatment
($V2 billion) were offset by a decline
in grants for education. Partly offset-
ting these increases were declines of
$3 billion each in nondefense pur-
chases and transfer payments and $x/2
billion in subsidies less the current
surplus of government enterprises.
The decline in nondefense purchases
was accounted for by the Commodity
Credit Corporation (CCC). The decline
in transfer payments was shared
equally between transfer payments to
persons and to foreigners. In the
former, the decline was more than ac-
counted for by unemployment insur-
ance benefits; in the latter, the de-
cline was in foreign assistance pro-
grams. The decline in subsidies less
current surplus was the net result of
a $1 billion decline in each of the sur-
pluses of the CCC and the Postal
Service and a $1V2 billion increase in
subsidy payments to farmers.

Cyclically adjusted surplus or defi-
cit.—When measured using cyclical
adjustments based on middle-expan-
sion trend GNP, the Federal fiscal po-
sition moved from a deficit of $163 bil-
lion in the first quarter to a deficit of
$207 billion in the second (see table 3
on page 11). The cyclically adjusted
deficit as a percentage of middle-ex-
pansion trend GNP increased from
4.2 percent in the first quarter to 5.3
percent in the second.

The State and local sector.—The
State and local government surplus
declined $3 billion, as expenditures in-
creased more than receipts. A $1 bil-
lion increase in the surplus of social
insurance funds only partly offset a
$4 billion decline in the surplus of
other funds.

Receipts increased $12 billion, com-
pared with $6 billion in the first quar-
ter; the acceleration was largely ac-
counted for by grants-in-aid, which in-
creased after a $2 billion decline in
the first quarter. Indirect business tax
and nontax accruals increased $5Va
billion; sales taxes increased $3 bil-
lion, and property taxes increased $2
billion. Personal tax and nontax re-
ceipts increased $3 billion, and contri-
butions for social insurance increased
$1 billion. Corporate profits tax accru-
als declined slightly.

Expenditures increased $15 Vfc bil-
lion, compared with $8 billion in the
first quarter. The acceleration was ac-

counted for by purchases of goods and
services; they increased $141/2 billion
in the second quarter, compared with
$7 billion in the first. Transfer pay-
ments to persons accounted for the re-
mainder of the increase in both quar-
ters. Within purchases, construction
increased $6 billion, compensation of
employees increased $5 billion, and
all other purchases increased $3x/2 bil-
lion. The increase in construction, as
well as a first-quarter decline of $lVfc
billion, was concentrated in highway
construction.

Current developments. —Federal
Government receipts will rebound in
the third quarter when the payment
of personal tax refunds returns to a
normal pattern. This factor alone will
add $27% billion to the level of re-
ceipts in the third quarter. It now ap-
pears that fiscal year 1985 receipts on
the NIPA basis will fall short of the
April translation of the unified
budget by $10 billion to $15 billion.
(See "Federal Budget Developments"
in the April SURVEY OF CURRENT
BUSINESS for a discussion of the April
translation.) The bulk of the shortfall
will be in corporate profits tax accru-
als. Expenditures will probably in-
crease in the third quarter at about
the same pace as in the second, al-
though the pace of CCC expenditures
is a major element of uncertainty. Na-
tional defense purchases will probably
have another strong quarter—but still
show a shortfall for the fiscal year—
as could grants-in-aid and net interest
paid. Subsidies less current surplus
will probably show a considerable de-
cline in the third quarter, as subsidies
to farmers drop. In total, expendi-
tures will fall short of the April trans-
lation estimate for fiscal year 1985 by
$4 billion to $6 billion. These esti-
mates would put the fiscal year 1985
deficit at about $190 billion on the
NIPA basis.

At the State and local level, re-
ceipts in the third quarter will prob-
ably not increase as much as in the
second because tax changes will
reduce receipts about $1 billion. These
changes include both new legislative
actions and the removal of temporary
increases enacted 2 years ago. Ex-
penditures also will probably not in-
crease as much in the second quarter,
because construction is not expected
to maintain the second-quarter pace.
The other funds surplus will probably
decline again.

Federal Budget
Developments

Since the administration submitted
the fiscal year 1986 budget in early
February, budget policy has been the
dominant issue in Congress. For 6
months, Congress has worked to piece
together a budget that would be ac-
ceptable to both Houses of Congress
and to the administration. On August
1, Congress finally adopted the first
concurrent resolution on the budget
for fiscal year 1986. The resolution
calls for a $57.5 billion deficit reduc-
tion that would be achieved by in-
creasing receipts $3 billion and reduc-
ing outlays $54.5 billion. Achieving
these targets would result in unified
budget receipts of $795.7 billion, out-
lays of $967.6 billion, and a deficit of
$171.9 billion. (The economic assump-
tions underlying the first resolution
are those used by the administration
in the February budget submission;
see "Federal Fiscal Programs" in the
February SURVEY for details.)

The budget submitted by the ad-
ministration in early February includ-
ed a $50.3 billion reduction in the
fiscal year 1986 deficit. This reduction
was to be achieved by reducing re-
ceipts $0.5 billion and outlays $50.8
billion. Unified budget receipts were
estimated at $793.7 billion, outlays at
$973.7 billion, and the deficit at
$180.0 billion.

It does not appear, at least in these
budget totals, that any significant
change occurred in budget policy over
this 6-month period. The resolution's
estimate of the deficit is only $8.1 bil-
lion lower than the administration's
estimate. (In mid-April, the adminis-
tration revised the deficit estimate to
$177.4 billion, and from that estimate,
the resolution is $5.5 billion lower.)
However, underlying the totals is a
significant reordering of the adminis-
tration's priorities. The resolution
sharply scales back the administra-
tion's request for national defense
spending and maintains nearly all of
the programs the administration pro-
posed to eliminate. The resolution,
like the budget, does not include any
significant tax increases. Unlike the
budget, it does not make any changes
to existing legislation providing cost-
of-living adjustments (COLA's) for re-
tirement programs; the budget pro-
posed a 1-year freeze on COLA's,
except for Social Security.
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The budget resolution

In the budget process, the first
budget resolution sets targets for
budget totals and 21 budget functions,
such as national defense and Social
Security. (The first resolution should
have been adopted by May 15.) A
second resolution, which must be
adopted by September 15, sets final
totals for receipts and outlays. How-
ever, this year, the first resolution
states that it shall be deemed the
second resolution if Congress has not
completed action on a second resolu-
tion by October 1, 1985.

Receipts.—As mentioned, the reso-
lution does not call for any tax in-
creases, but it would increase receipts
by:

• Requiring State and local govern-
ment employees to participate in
medicare;

• Requiring Social Security cover-
age for newly hired State and
local government employees; and,

• Accelerating the deposit by State
and local governments of Social
Security taxes and of other depos-
its of various taxes, contributions,
and fees.

The resolution does not indicate effec-
tive dates for these changes or how
much the individual changes would
increase receipts.

National defense spending.—In the
administration's February budget,
about 20 percent of the total outlay
reduction was allocated to national
defense. It was estimated that nation-
al defense spending in 1986 would in-
crease 8.3 percent in real terms.

The resolution allocates 50 percent
of the total outlay reduction to na-

tional defense and calls for no real
growth in 1986 (3-percent real growth
is assumed for 1987 and 1988). Howev-
er, the administration may not have
lost as much as it would appear, be-
cause national defense spending in
1986 will be influenced not only by
the 1986 appropriation, but also by
past appropriations and prior-year
contracts and obligations. Further-
more, the resolution pieced the
Senate budget authority estimate to-
gether with the House outlay esti-
mate. The Senate budget authority
and outlay estimates are $9.9 billion
and $6.0 billion higher than the corre-
sponding House estimates. Thus, if
the appropriation committees accept
the Senate budget authority, it would
appear that outlays in 1986 could be
higher than in the resolution.

Nondefense spending.—In the ad-
ministration's budget, over 80 percent
of the total outlay reduction was allo-
cated to nondefense spending. The
resolution allocates 50 percent of the
reduction to nondefense spending.
The resolution reductions would be
achieved by cutting a wide variety of
nondefense programs other than
those aiding the poor by 20 percent to
30 percent. (Poverty programs, such
as food stamps, would increase to
keep pace with inflation.) Other ac-
tions, such as freezes on medicare
payments to doctors and hospitals and
on Federal civilian pay in 1986 and
reductions of the strategic petroleum
reserve fill rate, would also reduce
spending.

The resolution calls for the expira-
tion—at the end of fiscal year 1986—

of general revenue sharing, but gener-
ally does not cancel programs, such as
urban development action grants and
Export-Import Bank subsidized loans,
that were canceled in the administra-
tion's budget. The administration pro-
posed to end general revenue sharing
a year earlier.

The resolution does not state the
amount of outlay reductions on a
functional basis; these amounts will
be worked out by the various appro-
priations committees. However, the
resolution does include instructions to
various committees to achieve speci-
fied outlay levels. The instructions
cover $68 billion of savings over the
1986-88 period.

Recent developments

In mid-August, the administration
announced that the nondefense reduc-
tions in the resolution were not suffi-
cient and that it would seek deeper
cuts through the appropriation proc-
ess this fall. The administration
stated that it would seek—by the use
of vetoes, if necessary—to hold nonde-
fense spending to lower levels con-
tained in a resolution approved by the
Senate earlier this year.

The Department of Agriculture an-
nounced, also in mid-August, a new
forecast of bumper crops in most
major commodities this fall. Such
crops could result in commodity sur-
pluses of about the levels preceding
the payment-in-kind program in 1983
and significantly increase farm-pro-
gram costs. Both the administration
and the resolution assumed major re-
ductions in the farm program.
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the BUSINESS SITUATION

THE pace of production picked up
modestly in the third quarter, accord-
ing to the "flash" estimates. Real
GNP increased at an annual rate of 3
percent, up from 2 percent in the
second quarter (table I).1

In contrast to the recent pattern,
the increase in U.S. production ap-
pears to have roughly matched the in-
crease in U.S. demand. Over the four
quarters ending in the second quarter
of 1985, U.S. demand—as measured
by real gross domestic purchases—
had outpaced U.S. production by more
than 1 percentage point. The differ-
ence reflects both a decline in foreign
sales of U.S. production (exports) and
an increase in sales in the United
States of foreign production (imports).
In the third quarter, exports again de-
clined, but imports declined as well.

It appears likely that little, if any,
inventory accumulation occurred in
the third quarter. Thus, as in the
second quarter, a slowing in the rate

Table 1.—GNP and GNP Prices
[Levels at seasonally adjusted annual rates; percent changes at

annual rates]

1. Quarterly estimates in the national income and
product accounts are expressed at seasonally adjusted
annual rates, and quarterly changes in them are dif-
ferences between these rates. Quarter-to-quarter per-
cent changes are annualized. Real, or constant-dollar,
estimates are expressed in 1972 dollars.

The procedures used to prepare the "flash" esti-
mates—that is, estimates prepared 15 days before the
end of the quarter—are the same as those used to pre-
pare the estimates released after the end of the quar-
ter. However, the source data that are available for
the "flash" estimates are limited to only 1 or 2
months of the quarter and are preliminary in some
cases. BEA makes projections of the missing source
data. The major source data that are available are:
For personal consumption expenditures (PCE), July
and August retail sales, unit sales of new autos
through the first 10 days of September, and sales of
new trucks for July and August; for nonresidential
fixed investment, the same data for autos and trucks
as for PCE, July construction put in place, July manu-
facturers' shipments of equipment, and business in-
vestment plans for the quarter; for residential invest-
ment, July construction put in place, and July housing
starts; for change in business inventories, July book
values for manufacturing and trade, and unit auto in-
ventories for July and August; for net exports of goods
and services, July merchandise trade; for government
purchases of goods and services, Federal unified
budget outlays for July, State and local construction
put in place for July, and State and local employment
for July and August; and for GNP prices, the Con-
sumer Price Index for July, and the Producer Price
Index for July.

The estimates for the second quarter are revised;
see table 2.

Current-dollar GNP (bil-
lions of dollars):
Level
Percent change from

preceding quarter

Real GNP (billions of
1972 dollars):
Level
Percent change from

preceding quarter

GNP fixed-weighted price
index (index,
1972=100):
Level
Percent change from

preceding quarter

GNP implicit price defla-
tor (index, 1972 = 100): 1

Level
Percent change from

preceding quarter

1984

IV

3,758.7

7.1

16624

4.3

2372

3.6

22610

2.8

I

3,810.6

5.6

16635

.3

2397

4.3

22907

5.4

1985

II r

3,853 1

4.5

16713

1.9

2421

3.9

23055

2.6

III*

3,909 4

6.0

16830

2.8

2438

2.9

23229

3.1

T Revised.
* Flash.
1. The use of the GNP implicit price deflator as a measure

of price change should be avoided; see page 6 of the May 1985
SURVEY OF CURRENT BUSINESS.

of accumulation contributed negative-
ly to the changes in real GNP and in
real gross domestic purchases. Among
final sales other than net exports,
personal consumption expenditures
again registered a sizable increase.
Both fixed investment and govern-
ment purchases—reflecting the pat-

tern of particularly volatile subcom-
ponents—registered changes marked-
ly different from those in the second
quarter. Fixed investment was flat
after a substantial increase, and gov-
ernment purchases were up sharply
after a moderate increase.

Inflation slowed modestly. The
GNP fixed-weighted price index in-
creased 3 percent, down from 4 per-
cent in the second quarter; prices of
gross domestic purchases followed a
similar pattern. Energy prices ac-
counted for most of the slowing; after
a substantial increase in the second
quarter, they changed little in the
third.

Third-quarter developments in the
components of real GNP and in per-
sonal income are sketched below on
the basis of data available as of mid-
September.

• Personal consumption expendi-
tures registered a sizable increase, al-
though less than the 5 percent regis-
tered in the second quarter. The in-
crease was less evenly spread in the
third quarter than in the second. An
increase in durables, larger than the
second quarter's 7 percent, was ac-
counted for by motor vehicles, as sales
of both autos and trucks increased

Looking Ahead . . .
• NIPA Revisions. An advance overview of the upcoming comprehen-

sive revision of the NIPA's will appear in the October SURVEY. This over-
view will describe the statistical revisions, the definitional and classifica-
tional revisions, and changes in the table formats; it will not present any
of the revised estimates, which are scheduled for release in December.

• Metropolitan Area Projections. An article summarizing projected
trends in income, employment, and population for metropolitan areas to
the year 2000 will appear in a fall issue of the SURVEY. The detailed pro-
jections on which the article will be based will be available in October in
volume 2 of 1985 BEA Regional Projections.

• Input-Output Estimates. Two sets of estimates—new structures and
equipment by using industry, and employment and employee compensa-
tion—consistent with the 1977 input-output table will appear in a fall
issue of the SURVEY. (BEA's 1977 input-output table was presented in the
May 1984 SURVEY.)

484-873 0 - 85 - 1 : QL 3
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sharply; furniture and household
equipment edged down after a long
climb. Nondurables changed little
after a 4V2-percent increase, reflecting
the pattern of food as well as clothing
and shoes. Services increased at about
the second quarter's 4 percent.

• Nonresidential fixed investment
slipped after a 14V2-percent increase.
Both structures and producers' dura-
ble equipment (PDE) contributed to
the swing. In PDE, most of the swing
was accounted for by computers,
which are quite volatile from quarter
to quarter. Purchases of computers
accounted for much of a large in-
crease in PDE in the second quarter
and more than accounted for a de-
cline in the third. The effect of com-
puters on PDE was partly offset by
motor vehicles; largely reflecting
autos, purchases of motor vehicles de-
clined in the second quarter and in-
creased in the third. In structures,
the swing was concentrated in com-
mercial structures other than office
buildings and in industrial structures;
most categories changed little in the
third quarter.

• Residential investment increased
somewhat more than the 6J/2 percent
registered in the second quarter. The
third-quarter increase was largely in
the components other than new con-
struction that together make up
about one-third of residential invest-
ment. Each of these components—ad-
ditions and alterations, commissions
on the sale of residences, and mobile
homes—increased in the third quar-
ter. The recovery in residential in-
vestment from the recent low in the
fourth quarter of 1984 also has been
largely in these components. Over
this period, single-family construction,
which was flat in the third quarter,
has increased moderately. Multifam-
ily construction, which was up in the
third quarter, has declined over this
period.

• Little, if any, appears to have
been added to business inventories in
the third quarter, after moderate ac-
cumulation—about $8J/2 billion (1972
dollars)—in the second. Thus, the con-
tribution of inventories to the change
in GNP was negative, although a
little less so than in the second quar-
ter. On the basis of fragmentary in-
formation, it appears that farm inven-
tories continued to accumulate, al-
though somewhat less than the $3%
billion in the second quarter. Accu-
mulation in recent quarters has put

farm stocks at levels that are taxing
the capacity of storage facilities. Non-
farm inventories appear to have been
reduced after accumulation of $5 bil-
lion in the second quarter. Auto in-
ventories more than accounted for the
reduction. After a substantial in-
crease in the first quarter, auto inven-
tories have been run down to levels
below that considered desirable by the
industry. Overall, it is likely that the
ratio of business inventories to total
final sales moved toward the low end
of the 3.01-3.09 range within which it
has fluctuated during the last 2 years.

• Net exports appear to have in-
creased slightly, as exports declined
less than imports. As in the second
quarter, the changes were largely ac-
counted for by merchandise trade. In
exports, agricultural products regis-
tered another sharp decline in the
face of ample worldwide supplies;
nonagricultural exports increased
somewhat after a second-quarter de-
cline. In imports, petroleum was flat
after a large second-quarter increase
that may have reflected some pur-
chases that had been deferred in the
first quarter when petroleum prices
were declining. Nonpetroleum im-
ports again edged down.

• Government purchases increased
substantially after a 3V2-percent in-
crease in the second quarter. In Fed-
eral purchases, both defense and non-
defense increased. The recent volatili-
ty in nondefense purchases is trace-
able to transactions of the Commodity
Credit Corporation (CCC). The third-
quarter increase in nondefense pur-
chases, and also the second-quarter
decline and the first-quarter increase,
were accounted for by these transac-
tions. Crop prices have been falling,
and, as they fell below support levels,
farmers have taken the option of plac-
ing substantial amounts of wheat,
corn, and some other crops with the
CCC. In State and local purchases,
third- and second-quarter increases
were in construction, largely high-
ways.

• Personal income, as it has in
every quarter since the beginning of
1984, increased less than in the pre-
ceding quarter: it increased $27 bil-
lion, compared with $31 billion in the
second quarter. One source of the
slowing in recent quarters, and by far
the largest source in the third quar-
ter, was farm proprietors' income.
Farm income declined $3 billion on
average in the first and second quar-

ters and plummeted $10 Vk billion in
the third. Increases in subsidies had
propped up farm income in the first
and second quarters, but, in the third
quarter, subsidies declined $8x/2 bil-
lion. In addition, declines in crop and
livestock prices in the third quarter
more than offset increases in produc-
tion.

Wage and salary disbursements in-
creased roughly $3% billion less than
the second quarter's $28 billion. Man-
ufacturing increased after no change,
but all other major groups—other
commodity-producing, distributive,
services, and government and govern-
ment enterprises—increased less than
in the second quarter. Transfer pay-
ments increased roughly $5 billion
more than the second quarter's $x/2
billion. A major factor in the step-up
was an increase, after a decline, in
retroactive Social Security payments.
Personal interest income registered
another small decline, reflecting the
declining rate of interest paid on per-
sonal assets. Other components of per-
sonal income registered changes that
were similar to those in the second
quarter.

The change in, but not the level of,
personal taxes and nontax payments
in the third quarter reflected the
impact of the timing of refunds on
1984 Federal personal income taxes.
Refund payments are netted against
tax payments in calculating personal
taxes, and, because refunds were
shifted from the first quarter to the
second, personal taxes were unusually
large in the first quarter and unusu-
ally small in the second. The impact
on the change in taxes was a plus
$27 V2 billion in the first quarter, a
minus $55 billion in the second, and a
plus $27 V2 billion in the third. Ex-
cluding these impacts, personal taxes
increased about $14 Vk billion in the
second quarter and—reflecting the
smaller increase in the tax base and
about $3 billion in legislated reduc-
tions—roughly $9Vfe billion in the
third.

Disposable personal income—that
is, personal income less personal
taxes—declined roughly $10 billion in
the third quarter, in contrast to a
$71x/2 billion increase in the second.
Excluding the effect of the tax re-
funds, the third-quarter increase in
disposable personal income was
roughly the same as the second quar-
ter's 2V2 percent. However, these in-
creases only about matched those in
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prices; again excluding the effect of
the tax refunds, real disposable
income declined l/2 percent in the
second quarter and was about flat in
the third.

Although the increase in personal
outlays was several billion dollars less
than the $51 billion in the second
quarter, personal saving declined
sharply, reflecting the huge swing in
disposable personal income. The per-
sonal saving rate, which had moved
up in the second quarter to 5 percent,
dropped below 3% percent in the
third. Although the pattern of change
in the saving rate was probably af-
fected by the tax refunds, the third-
quarter level probably was not.

Second-quarter corporate profits
Revised second-quarter estimates

show that profits from current pro-
duction—profits with inventory valu-
ation adjustment (IVA) and capital
consumption adjustment (CCAdj)—in-
creased $6 billion, to $298% billion,
following a $¥2 billion increase in the
first quarter. The revised estimate is
$1 billion higher than the estimate
issued a month ago. Profits from the
rest of the world were revised up $2
billion; domestic profits of nonfinan-
cial corporations were revised down
$V2 billion.

Domestic profits of financial corpo-
rations increased $5% billion, to $34
billion, following a $1 billion increase.
Domestic profits of nonfinancial cor-
porations declined $1% billion, to
$242 billion, following no change.
Profits from the rest of the world in-
creased $2 billion, to $23 billion, also
following no change. Profits from the
rest of the world reflected increases
in earnings on direct investment in
Western Europe and Canada, which
more than offset decreases in Latin
America and Australia.

Profits before tax (PBT) differ from
profits from current production by
the IVA and CCAdj. In the second
quarter, both adjustments increased:
the IVA by $l.Vi billion, to $2% bil-
lion, and the CCAdj by $6 billion, to

Table 2.—Revisions in Selected Component Series of the NIPA's, Second Quarter of 1985

GNP

Personal consumption expenditures
Nonresidential fixed investment
Residential investment
Change in business inventories..
Net exports
Government purchases

National income

Compensation of employees
Corporate profits with inventory valuation and capital

consumption adjustments
Other.. ..

Personal income

GNP

Personal consumption expenditures
Nonresidential fixed investment
Residential investment
Change in business inventories
Net exports
Government purchases

GNP implicit price deflator
GNP fixed-weighted price index
GNP chain price index

Seasonally adjusted at annual rates

45-day
estimate

75-day
estimate Revision

Billions of current dollars

3,855.1

2,497.5
464.5
158.2
18.1

-93.4
810.1

3,105.7

2,305.2

297.3
503.3

3,175.5

3,853.1

2,493.0
467.3
158.0
17.9

-94.0
810.9

3,106.5

2,305.9

298.5
502.1

3,174.7

-2.0

-4.5
2.8
-.2
-.2
-.6

.8

•8

.7

1.2
-1.2

.8

Billions of constant (1972) dollars

1,671.6

1,103.4
219.0
60.8
8.3

-33.3
313.5

1,671.3

1,102.1
220.3
60.9
8.3

-33.8
313.5

-.3

13
1.3
.1

0
-.5
0

Index numbers, 1972=100 1

230.62
242.2

230.55
242.1

07
-.1

Percent change from
preceding quarter at

annual rates

45-day
estimate

4.7

8.6
12.6
8.1

9.5

3.9

5.8

7.0
-6.3

4.1

2.0

5.3
11.8
5.6

3.6

2.7
4.1
3.9

75-day
estimate

4.5

7.8
15.3
7.4

ib.o
4.0

6.0

8.9
-7.2

4.0

1.9

4.8
14.5
6.4

3.7

2.6
3.9
3.8

1. Not at annual rates.
NOTE.—For the second quarter of 1985, the following revised or additional major source data became available: for personal

consumption expenditures, revised retail sales for June, consumer share of new car purchases for June, and consumption of
electricity for June; for nonresidential fixed investment, revised manufacturers' shipments of equipment for June, revised
construction put in place for June, and business share of new car purchases for June; for residential investment, revised
construction put in place for June; for change in business inventories, revised book values for manufacturing and trade for June;
for net exports of goods and services, revised merchandise trade and revised service receipts for the quarter; for government
purchases of goods and services, revised construction put in place for June; for wages and salaries, revised employment, average
hourly earnings, and average weekly hours for June; for net interest, financial assets held by households for the quarter, and
revised net interest received from abroad for the quarter; for corporate profits, revised domestic book profits for the quarter, and
revised profits from the rest of the world for the quarter; and for GNP prices, revised residential housing prices for the quarter.

$75 billion. PBT declined $1% billion,
to $221 billion, following a $6y2 bil-
lion decline.

Profits with IVA but without
CCAdj—the variant of profits avail-
able by industry—increased $Vfe bil-
lion, to $2231/2 billion, following a $4
billion decline. Increases of $5 billion
in domestic profits of financial corpo-
rations and of $2 billion in profits
from the rest of the world slightly
more than offset declines in domestic
profits of nonfinancial corporations.
Overall, the domestic profits picture
is essentially the same as that de-
scribed in the August "Business Situ-
ation/' Among financial corporations,
profits of savings and loan associa-

tions increased sharply, because their
costs of raising funds have gone down
with interest rates. Among nonfinan-
cial corporations, profits of manufac-
turers—particularly of motor vehicles
and petroleum products—and profits
of transportation and public utilities
were down, but trade profits in-
creased.

* * *

Second-quarter NIP A revisions
The 75-day revisions of the national

income and product accounts esti-
mates for the second quarter of 1985
are shown in table 2.
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the BUSINESS SITUATION

CHART 1

Real Product:
Change From Preceding Quarter
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A HE pace of U.S. production picked
up again in the third quarter. Real
GNP increased at an annual rate of
3 Vfc percent, following an increase of 2
percent in the second quarter (table
1). Inflation, as measured by the GNP
fixed-weighted price index, slowed. At
an annual rate of 3 percent, down
from 4 percent in the preceding quar-
ter, inflation was at its lowest rate in
more than 10 years.1

1. Quarterly estimates in the national income and
product accounts are expressed at seasonally adjusted
annual rates, and quarterly changes in them are dif-
ferences between these rates. Quarter-to-quarter per-
cent changes are annualized. Real, or constant-dollar,
estimates are expressed in 1972 dollars.

The preliminary (plus 15-day) GNP estimates for the
third quarter, prepared in mid-October, are based on
the following major source data: For personal con-
sumption expenditures (PCE), retail sales through Sep-
tember, and unit auto and truck sales through Sep-
tember; for nonresidential fixed investment, the same
information for autos and trucks as for PCE, July and
August construction put in place, July and August

Several noteworthy aspects of the
third quarter can be viewed in terms
of developments in the farm, rest-of-
the-world, and personal sectors.

Faced with depressed prices reflect-
ing bumper harvests and low foreign
demand, farmers placed large
manufacturers' shipments of machinery and equip-
ment, and investment plans for the quarter; for resi-
dential investment, July and August construction put
in place, and July and August housing starts; for
change in business inventories, July and August book
values for manufacturing and trade, and unit auto in-
ventories through September; for net exports of goods
and services, July and August statistical month mer-
chandise exports, July revised statistical month mer-
chandise imports, and fragmentary information on in-
vestment income for the quarter; for government pur-
chases of goods and services, Federal unified budget
outlays for July and August, State and local construc-
tion put in place for July and August, and State and
local employment through September; and for GJVP
prices, the Consumer Price Index for July and August,
the Producer Price Index for July and August, and
unit-value indexes for exports and imports for July
and August. Some of the source data are subject to re-

Looking Ahead . . .
• NIPA Revisions. An advance overview of the comprehensive revision

of the NIPA's scheduled for release in December appears in this issue.
See page 19 for information about the availability of the revised estimates
and related materials.

• Input-Output Estimates. Two sets of estimates—new structures and
equipment by using industry, and employment and employee compensa-
tion—consistent with the 1977 input-output table will appear in the No-
vember SURVEY.

• Business Statistics. The 1984 edition of this biennial volume will be
available soon from the Government Printing Office. It contains histori-
cal data and methodological notes for all series in the "S" (or blue) pages
of the SURVEY and for selected BEA series. Upcoming issues of the
SURVEY will contain order information.

• U.S. Direct Investment Abroad. A volume presenting the results of the
Benchmark Survey of U.S. Direct Investment Abroad—1982 will be pub-
lished in December. It will contain data on the financial structure and
operations of U.S. parent companies and their foreign affiliates, on bal-
ance of payments transactions between parents and affiliates, and on par-
ents' direct investment position in affiliates. An article summarizing the
financial and operating data is scheduled for the December SURVEY. A
package of tables presenting the results of the first annual survey, cover-
ing 1983, will be available upon request in November. These results
update the financial and operating data collected in the benchmark
survey. An article analyzing these data is scheduled for the January
SURVEY. Both sets of data provide new detail for services industries.
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Table 1.—Real GNP: Change From Preceding
Quarter

[Percent change at annual rates]

GNP

Final sales . .

Personal consumption
expenditures
Durables

Motor vehicles and
parts

Furniture and
household equipment ..

Other durables
Nondurables

Food
Energy 1

Clothing and shoes
Other nondurables

Services. . . . . .
Energy 2

Other services

Gross private domestic
fixed investment
Nonresidential

Structures
Producers' durable

equipment
Autos and trucks
Other

Residential

Net exports of goods and
services . ..
Exports

Merchandise
Agricultural
Nonagricultural

Other
Imports . .. .

Merchandise
Petroleum
Nonpetroleum

Other

Government purchases of
goods and services
Federal

National defense
Nondefense

Commodity Credit
Corporation

Other
State and local

Change in business

1984

IV

4.3

7.9

3.6
14.1

5.7

21.6
173
— .5

-1.9
— 57

4.2
3

3.3
-3.7

37

5.3
8.5

172

54
-3.8

78
-5.5

-.7
148
64.3
53

-17.8
-28.3

347
-6.6

-35.8
-8.9

5.9
152
17.5
99

14.2
-.2

I

0.3

- 3

5.2
9.2

9.7

8.8
90
3.7
4.3
14
4.3
23
5.0

10.5
47

-.1
-1.6

9.5

56
20.1
112
5.3

-9.0
26

-33.9
69

-17.3
32.3
57.6

-56.2
66.2

-17.0

.3

.7
— 2
3.1

-4.0
0

1985

II

1.9

46

4.8
6.8

5.1

10.7
10
4.7
6.4

-59
7.8

g

4.2
-14.7

5.3

12.7
14.5
92

166
-7.6
238
6.4

-15.1
-16.8
-45.7
-89

-12.6
-.8

9
86.1

-3.2
-.6

3.7
— .4
7.2

-17.7

1.6
6.7

ra

3.3

59

4.8
20.5

53.8

-.3
25
.6

1.8
74

-3.4
2

2.7
5.5
3.1

-1.4
-4.7
-7.7

-3.5
23.2
93

10.9

.5
-1.4

-24.7
3.8
3.2

.7
17

42.2
3.9

-2.1

16.1
33.4
20.1
74.4

1.5
5.0

Table 2.—Real Gross Product, Hours, and
Compensation in the Nonfarm Business
Economy Less Housing: Change From Pre-
ceding Quarter

[Percent change at annual rates; based on seasonally adjusted
estimates]

Table 3.—Fixed-Weighted Price Indexes:
Change From Preceding Quarter

[Percent change at annual rates; based on index numbers
(1972=100), seasonally adjusted]

1. Gasoline and oil, and fuel oil and coal.
2. Electricity and gas.

NOTE.—Percent changes in major aggregates are found in
the National Income and Product Accounts Tables, table 8.1.
Dollar levels are found in tables 1.2, 1.15, 1.17, 3.8B, and 4.4.

amounts of crops under Commodity
Credit Corporation (CCC) loan, rather
than in business inventories. CCC
loans are treated as government pur-
chases in the national income and
product accounts (NIPA's); as a result,
a net increase in the amount of crops
under CCC loan leads to an increase
in final sales. In the third quarter,
final sales of GNP increased 6 per-
cent, following a 4V2-percent increase.
CCC loans more than accounted for
this acceleration: Final sales exclusive
of CCC purchases increased 4% per-
cent in the third quarter, following a
5-percent increase in the second.

Second, net exports changed little
in the third quarter. As a conse-
quence, U.S. production (measured by
real GNP) increased about as much as

Real gross product .
Hours
Compensation

Real gross product per hour
Compensation per hour
Unit labor cost

1984

IV

47
2.6
62

21
3.5
14

I

04
36
89

31
51
85

1985

II

25
g

47

17
39
22

ra

3 1
26
59

5
32
27

U.S. demand (measured by real gross
domestic purchases). In the past sev-
eral quarters, demand typically in-
creased more than production, as net
exports declined. (As explained in the
box on page 3, new information indi-
cates that there is a problem with the
merchandise import data.)

Third, in the personal sector, real
personal consumption expenditures
(PCE) increased 5 percent. This sub-
stantial increase, which was concen-
trated in motor vehicles, occurred de-
spite weakness in real disposable per-
sonal income (DPI). This weakness
can be traced to a drop of $14 billion
in current-dollar DPI. Reflecting the
increase in personal outlays and the
decline in DPI, personal saving fell.
The personal saving rate, which had
increased to 5.1 percent in the second
quarter, dropped to 2.9 percent in the
third.

Productivity and costs.—Table 2
shows changes in real gross product,
aggregate hours, and compensation in
the business economy other than
farm and housing. Real gross product
increased 3 percent, reflecting a 2Vz-
percent increase in hours and a Vz-
percent increase in productivity (as
measured by real gross product per
hour). The productivity increase mod-
erated the impact of increased hourly
compensation on unit labor costs;
compensation per hour was up 3 per-
cent, but unit labor cost was up 2l/2
percent. The third-quarter increase in
unit labor cost, although larger than
the second-quarter increase, was 1%
percentage points lower than the in-
crease over the preceding four quar-
ters.

Prices.—GNP prices, as measured
by the fixed-weighted price index, in-
creased 3 percent in the third quar-
ter, somewhat less than the increases
in the past several quarters, which
ranged from 3x/2 to 4% percent (table
3). The price of gross domestic pur-
chases also increased 3 percent, fol-

GNP

Less' Change in business inventories..

Equals: Final sales

Less' Exports .. . . ...
Plus' Imports

Equals: Final sales to domestic
purchasers . ....

Personal consumption
expenditures
Food . ..
Energy
Other personal consumption

expenditures
Other

Nonresidential structures
Producers' durable equipment
Residential . •
Government purchases

Equals: Gross domestic purchases

Addenda:
Food and energy components of

GNP: 1

Food components 2

Energy components 3

GNP less food components
GNP less energy components
GNP less food and energy

components

1984

IV

3.6

3.7

-1.6
30

3.5

3.9
33
1.6

4.5
28
2.2
1.6
1.0
3.7

3.4

2.7
1.7
38
3.7

3.9

I

4.3

4.4

.1
64

3.8

3.3
2.6

-4.5

4.7
45
3.7
2.0

-1.4
7.0

3.7

2.5
3.7
46
4.8

5.2

1985

II

3.9

4.0

7
6

3.9

4.1
- 6
12.4

4.4
35
4.0
2.2
13
4.2

3.8

-.5
14.6
46
3.3

3.9

III

2.9

3.0

-1.3
-24

2.8

2.3
.6

3.5

3.7
3.7
3.7
3.2
3.0
4.0

2.8

.2
-1.2

33
3.2

3.7

1. Inasmuch as GNP is the sum of final products, the food
and energy estimates in this table do not take into account the
effect on the prices of final products of changes in the prices of
the food and energy that are costs of production.

2. Consists of all components for which separate estimates
are prepared. The major component that is not included is
purchases of food by the Federal Government other than
transactions by the Commodity Credit Corporation that are
treated like purchases.

3. Consists of all components for which separate estimates
are prepared. The major components that are not included are
(1) exports of energy; (2) the gasoline and motor oil portions of
inventories of gasoline service stations; and (3) the energy
portions of inventories of businesses that do not produce
energy for sale.

NOTE.—Most index number levels are found in the National
Income and Product Accounts Tables, table 7.2.

lowing a 4-percent increase in the
second quarter. The third-quarter de-
celeration in the prices of both GNP
and gross domestic purchases reflect-
ed a swing in energy prices from a
sharp increase to a small decline.

Largely due to energy prices, prices
paid by consumers—PCE prices—de-
celerated ll/2 percentage points to a
2V2-percent increase in the third
quarter. Other PCE prices also con-
tributed to the deceleration by slow-
ing to 3V2 percent from 4V2 percent;
food prices, however, were up slightly
after a slight decline. For the most
part, prices paid by investors and by
government continued to increase in
the moderate ranges registered in the
past several quarters.

Employment and hours.—Employ-
ment increased and the unemploy-
ment rate edged down in the third
quarter.
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According to the household survey,
employment of adult men and adult
women increased, while teenage em-
ployment was unchanged. The com-
bined increase in employment, 0.4
million, was slightly larger than the
increase in the labor force, 0.3 mil-
lion. As a result, the unemployment
rate moved down to 7.2 percent, and

employment as a percent of the work-
ing-age population moved back up to
a record-tying 60.1 percent (table 4
and chart 2).

According to the establishment
survey, nonfarm employment in-
creased 0.6 million. All of the increase
occurred in distribution, services, and

government; employment in goods-
producing industries fell slightly. Av-
erage weekly hours in the private
nonfarm economy were unchanged
again in the third quarter, but in
manufacturing, average weekly hours
increased by 0.2, to 40.5, and overtime
hours increased by 0.1, to 3.3.

CHART 2

Unemployment Rate1

1975 1976 1977 1978 1979 1980 1981 1982 19831974
1. Civilian.
NOTE.—Business cycle peaks (P), and troughs (T), are turning points in economic activity, as designated by the National Bureau of Economic Research, Inc. Shaded areas represent recessions.
Data: BLS.

U.S. Department of Commerce, Bureau of Economic Analysis

1984 1985

A Note on Merchandise Trade Data
For the preliminary third-quarter GNP estimate, the change in

net exports reflects a change in the source data used to estimate
merchandise imports. BE A is now using the Census Bureau's "re-
vised statistical month" series, which becomes available 1 month
after the previously used "statistical month" series.1 Although the
new series provides a more accurate estimate of merchandise im-
ports, the import data available for the preliminary estimate have
been reduced from 2 months to 1 month (and BEA projections are
used for the 2 missing months). BEA is continuing to use the sta-
tistical month series for exports.

This change was made in light of the Census Bureau's new in-
formation on the seriousness of the timing problem with monthly
trade data. Each month, these data are compiled from documents
transmitted to Census by the U.S. Customs Service within 15 days
of the end of the month. The values reported on these documents
should represent only transactions for the month just ended. How-
ever, they also include a "carry-over" of documents for previous
months. In the past, for use in both the U.S. international transac-
tions accounts and the NIPA's, BEA has adjusted the published
Census series on the basis of limited information from Census to
remove the carry-over. The new information released by Census
reveals that for the past several years this adjustment has been
inadequate because the amount of carry-over has increased sub-
stantially—including documents as much as a year old—and has
varied widely from month to month. For example, in August 1985,
the carry-over documents accounted for 47 percent of the value of
imports and 11 percent of the value of exports; in the previous
month, the import carry-over was 39 percent and the export carry-
over was 11 percent. For 1984, the new information shows that the
timing problem has had only a minor impact on annual totals for
both exports and imports. For the period from the first quarter of
1984 through the second quarter of 1985, the impact on quarter-to-
quarter changes in exports is minor, but the impact on the quar-
ter-to-quarter changes in imports is substantial.

1. U.S. Department of Commerce, Bureau of the Census, "Ad-
vance Report on U.S. Merchandise Trade: August 1985 Statistical
Month," News Release CB-85-174 (Washington, DC: Department of
Commerce, 27 September 1985).

In September, Census introduced alternative export and import
series: "revised statistical month" series. These series, which sub-
stantially reduce the carry-over, are derived from all documents
received within 45 days of the end of the month. Each revised
series is calculated by combining the value of documents for a
given month that are received in that month plus the value of the
carry-over in the subsequent month—that is, the documents re-
ceived in the subsequent month that pertain to previous months.
In addition, beginning in 1986, Census will publish annually a
final, or "actual," monthly series. This series will be calculated
when complete information is available to recompile all carry-over
documents.

When BEA prepared the preliminary third-quarter estimate of
change in net exports, the revised statistical month imports series
was available through July. The change from June to July in the
revised statistical month series differed significantly from the
change in the statistical month series. (On a seasonally unadjusted
basis, the statistical month series showed a lOVfe-percent decrease
and the revised statistical month series a 5V2-percent increase.) Be-
cause the revised series was viewed as providing a better indicator
of current developments, it was used by BEA in estimating the
third-quarter change in merchandise imports. (For the flash esti-
mate of the third quarter, information for July on the revised sta-
tistical month basis was not available; the estimate was based on
the statistical month series with the assumption that there would
be very little variation in extent of carry-over in the August and
September imports data.)

In the December NIPA revision, actual data for both merchan-
dise exports and imports will be incorporated from the second
quarter of 1983 through the second quarter of 1985, and data on
the revised statistical month basis will be incorporated beginning
with the third quarter of 1985. The same data will also be incorpo-
rated into the U.S. international transactions accounts in Decem-
ber. In the future, BEA will follow a two-step procedure to esti-
mate both merchandise exports and imports. The current quarter-
ly estimates will be based on the "revised statistical month" series.
Annually, these estimates will be replaced by the "actual" series.
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Personal Income
Personal income increased $24 Mz

billion in the third quarter, $6*/2 bil-
lion less than in the second (table 5).
The slowdown was more than ac-
counted for by a sharp drop in farm
proprietors' income.

Wage and salary disbursements
were up $24J/2 billion in the third
quarter, $3V2 billion less than in the
second. The slowdown reflected small-
er increases in distributive industries,
commodity-producing industries other
than manufacturing, and government
and government enterprises. The pat-
tern of increase in government and
government enterprises in recent
quarters has been affected by Federal
Government and Postal Service pay
adjustments, which added to the in-
creases in wages in the first and
second quarters, but had a slight neg-
ative effect on the third-quarter in-
crease. Manufacturing increased after
no change in the second quarter; serv-
ices increased slightly more than in
the second quarter.

Proprietors' income declined $6V2
billion in the third quarter, following
a small increase in the second. Non-
farm proprietors' income increased
slightly more in the third quarter
than in the second, but farm propri-
etors' income plummeted $11 billion,
as a continued decline in crop and
livestock prices and a large drop in
agricultural subsidy payments more
than offset the effect of an increase in
real farm product. Subsidy pay-

ments—which had accounted for
about one-half of farm proprietors'
income in the second quarter—fell
$8% billion in the third. The declines
largely reflected a decrease in "defi-
ciency payments"; these payments to
farmers who reduced planted acreage
are based on the difference between
legislated "target prices" and market
prices. Deficiency payments had been
unusually large in the second quarter
reflecting payments on the 1984 corn
crop as well as some advance pay-
ments on 1985 crops. (Farm subsidies
are expected to increase in the fourth
quarter when the balance of deficien-
cy payments on the 1985 wheat crop
are made.)

Personal interest income declined
$3 billion, the same as in the second
quarter, due to the continued decline
in the rate of interest paid on person-
al assets.

Transfer payments increased about
$5% billion in the third quarter, after
changing little in the second. About
one-half of the step-up was accounted
for by retroactive Social Security pay-
ments, which swung to a $2 billion in-
crease from a $1 billion decline in the
second quarter. These payments
result largely from the recalculation
of the earnings base underlying bene-
fits for recent retirees.

Other income increased $5x/2 bil-
lion, about $1% billion less than in
the second quarter. The slowdown
was in rental income, which fell $6
billion in September as a result of
damage caused to residential proper-

Table 5.—Personal Income and Its Disposition:
Change From Preceding Quarter

[Billions of dollars; based on seasonally adjusted annual rates]

Table 4.—Selected Labor Market Indicators
[Seasonally adjusted]

Household survey

Civilian employment (millions)
Adult men
Adult women
Teenagers ..

Employment-population ratio (percent)
Unemployment rate

Establishment survey

Employment nonfarm (millions)
Goods producing

Durable manufacturing
Nondurable manufacturing ... . .
Other goods producing

Distributive *
Services 2

Government

Average weekly hours:
Private nonfarm
Manufacturing
Manufacturing overtime . . .

Level

1984

ra

105.3
56.0
42.9

6.4

59.6
7.4

94.9
24.9
11.6
7.9
5.4

27.5
26.6
16.0

35.3
40.5
3.3

IV

106.0
56.3
43.3
6.4

59.8
7.2

95.8
25.0
11.7
7.9
5.4

27.8
26.9
16.1

35.2
40.5
3.4

1985

I

106.7
56.3
43.8
6.6

60.1
7.3

96.6
25.1
11.7
7.9
5.5

28.1
27.3
16.1

35.1
40.4
3.3

II

106.8
56.4
43.9
6.4

60.0
7.3

97.3
25.1
11.6
7.8
5.7

28.4
27.7
16.2

35.1
40.3
3.2

ra

107.2
56.6
44.2
6.4

60.1
7.2

97.9
25.0
11.5
7.8
5.7

28.6
28.0
16.4

35.1
40.5
3.3

Change from preceding quarter

1984

IV

0.7
.3
.4

0

.2
-.3

.9

.1

.1
0
0
.3
.3
.1

-.1
0
.1

1985

I

0.7
0
.5
.2

.3

.1

.8

.1
0
0
.1
.3
.4

0

-.1
-.1
-.1

II

0.1
.1
.1
2

1
0

.7
0
-.1
-.1

.2

.3

.4

.1

0
-.1
_ i

ra

0.4
.2
.3

0

.1
-.1

.6
-.1

1
0
0
.2
.3
.2

0
.2
.1

Wage and salary
disbursements
Manufacturing ..
Other commodity-producing..
Distributive
Services
Government and

government enterprises
Proprietors' income

Farm
Nonfarm

Personal interest income
Transfer payments
Other income
Less: Personal contributions

for social insurance

Personal income

Less: Personal tax and nontax
payments

Equals: Disposable personal
income

Less: Personal outlays

Equa Is: Personal saving

Addenda: Special factors in
personal income:
Federal Government and

Postal Service pay
adjustments...

Agricultural subsidies
Military retirement pay
Social Security retroactive

payments ... ... .
Cost-of-living increases in

Federal transfer
payments

Social Security base and
rate changes (in personal
contributions for social
insurance)

1984

IV

282
60
7.6
67
96

4.3
54
21
33
67
3.3
72

1.8

48.9

108

38.1

39.2

— 1.1

4

4.8
-5.6

23

I

351
55
4.5
59

105

8.6
7

37
43
0

174
57

112

47.6

373

10.2

546

— 44.4

36'
3.0
5.6

12

84

63

1985

n

279o
3.3
67

116

6.4
9

23
32

— 3 0
3

69

2.0

30.9

408

71.7

50.9

20.8

13
1.7

10

ra

246
23

.9
49

119

4.6
63

109
46

-30
57
53

1.8

24.5

384

— 13.9

471

—61.0

6
-8.7

18

1. Includes transportation and public utilities, wholesale trade, and retail trade.
2. Includes financial and nonfmancial services.
Source: Bureau of Labor Statistics

NOTE.—Most dollar levels are found in the National Income
and Product Accounts Tables, table 2.1.

ties by two hurricanes that swept the
Gulf and Atlantic coasts.

Personal contributions for social in-
surance, which are subtracted in de-
riving the personal income total, in-
creased $2 billion, about the same as
in the second quarter.

Personal tax and nontax payments,
increased $38V2 billion after dropping
$41 billion in the second quarter. The
swing reflected the unusual pattern of
Federal income tax refunds, which
were delayed in the first quarter but
were caught up in the second. The
pattern of tax refunds did not affect
the level of personal tax payments in
the third quarter, but did increase the
third-quarter change by $271/2 billion
(table 6).

Largely due to the erratic pattern
of personal taxes, DPI dropped $14
billion after a huge—$71V2 billion-
increase. If the effect of the timing of
income tax refunds is excluded, DPI
would have increased $13y2 in the
third quarter and $16V2 billion in the
second. Real DPI decreased 4 percent
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Table 6.—Personal Tax and Nontax Payments:
Change From Preceding Quarter

[Billions of dollars; based on seasonally adjusted annual rates]

Personal tax and nontax
payments

Federal
Impact of legislation 1

Indexing of income taxes
Refunds slowdown
Other

State and local
Impact of legislation
Other

1984

IV

10.8

8.3
-1.0

9.3

2.6
-.4
3.0

I

37.3

34.3
q O— o.o
69

27.6
10.1

3.0
-.3
3.3

1985

n

40.8

-44.0
0

-55.1
11.2

3.1
0
3.1

ra

38.4

36.3
-1.9

27.6
10.7

2.1
-1.2

3.3

1. For more information on the impact of legislation on
Federal receipts, see "Impact of Recent Tax Law Changes" in
the April 1985 issue of the SURVEY.

after increasing 8 percent in the
second quarter. If the effect of the
timing of income tax refunds is ex-
cluded, real DPI would have shown no
change after decreasing % percent.

The decline in DPI, coupled with an
increase in personal outlays, led to a
substantial drop in the personal
saving rate, from 5.1 percent in the
second quarter to 2.9 percent in the
third. Undoubtedly, many factors
were involved in the saving rate's
sharp drop; three are mentioned
below. First, changes in farm propri-
etors' income have, historically, had
relatively little impact on personal
outlays. If it is assumed that the
third-quarter decline in farm income
had no effect on personal outlays, the
income change by itself would have
lowered the saving rate by about 0.4
percentage point. Second, some part
of the record consumer purchases of
motor vehicles in the third quarter
(discussed under PCE) may represent
an alternative kind of saving—an ac-
cumulation of physical capital as op-
posed to financial capital. In the past,
large changes in consumer purchases
of motor vehicles have been associat-
ed with changes in the opposite direc-
tion in the saving rate. Third, income
tax refunds boosted second-quarter
DPI (and probably personal saving),
and thereby caused the third-quarter
drop in the saving rate to be larger
than it otherwise would have been.

Components of Real GNP
Among the components of real

GNP, PCE and inventory investment
registered changes in the third quar-
ter similar to their second-quarter
changes—PCE up and inventory in-
vestment down. Other components
registered divergent movements be-
tween the two quarters. Government

purchases increased sharply in the
third quarter, following a moderate
increase in the second; fixed invest-
ment slipped slightly, following an in-
crease; and net exports were flat, fol-
lowing a decline.

Personal consumption expenditures

Real PCE increased 5 percent in
the third quarter, the same as in the
second; a strong increase in durable
goods was accompanied by smaller in-
creases in nondurable goods and in
services.

Expenditures for durable goods in-
creased 2Ql/2 percent in the third
quarter, following a 7-percent in-
crease in the second. The increase re-
flected a large jump, 54 percent, in
the motor vehicles component; this
component had been increasing in
recent quarters, but at more moder-
ate rates. The third-quarter strength
in motor vehicles reflected record
sales of new cars and trucks in late
August and September, in response to
attractive financing packages offered
by manufacturers. Furniture and
household equipment slipped % per-
cent in the third quarter, after a 10 Vz-
percent increase in the second; other
durable goods increased 2l/2 percent,
after a 1-percent increase.

Nondurable goods increased slight-
ly, l/z percent, in the third quarter,
following a 4V2-percent increase in
the second. Expenditures for food and
for clothing and shoes, which together

represent about three-fourths of total
nondurables, accounted for the decel-
eration. Food decelerated from a Ql/2-
percent increase to a 2-percent in-
crease, and clothing and shoes swung
from an 8-percent increase to a SVfe-
percent decline. Energy expenditures
increased 7 ¥2 percent in the third
quarter, following a 6-percent decline
in the second. Other nondurable
goods increased little, as they had in
the second quarter.

Expenditures for services increased
2l/2 percent in the third quarter, fol-
lowing a 4-percent increase in the
second. Among services, electricity
and gas declined in both quarters,
and a slowdown in other services was
centered in spending on medical care
and net foreign travel.

Investment

Residential investment—Real resi-
dential investment increased 11 per-
cent in the third quarter, following a
6V2-percent increase in the second.
Single-family construction was un-
changed, but multifamily construction
and the "other," nonconstruction,
component increased. (The noncon-
struction component includes addi-
tions and alterations, brokers' com-
missions on the sale of residences,
and mobile homes.)

The pattern of the construction
components follows that of housing
starts, with a shorter lag in single-
family than in multifamily units.

CHART 3
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Single-family starts were roughly the
same in the second quarter as they
had been in the first; multifamily
starts had increased sharply in the
first quarter (chart 3).

An increase in brokers' commis-
sions accounted for much of the in-
crease in the nonconstruction compo-
nent, and reflected increased sales of
new and existing residences. From
the second quarter to July-August,
sales of new residences increased 6.8
percent, and sales of existing resi-
dences, 7.9 percent (not annual rates).
These increases continue the pattern
of recent quarters and reflect the con-
tinued downtrend in mortgage rates
(chart 4). The mortgage rate hovered
just above 12 percent in the third
quarter, 64 basis points below its
second-quarter level and 235 basis
points below its level in the third
quarter of 1984.

Nonresidential fixed investment—
Real nonresidential fixed investment
declined 4 ¥2 percent in the third
quarter, following a 14V2-percent in-
crease in the second. Both structures
and producers' durable equipment
(PDE) contributed to the third-quarter
swing.

Structures declined 7 Vfe percent, fol-
lowing a 9-percent increase. Commer-
cial structures and industrial struc-
tures declined by about equal
amounts; other categories of struc-
tures changed little.

PDE declined 3Vi percent, following
a 16V2-percent increase. The change
in PDE was again dominated by the
volatile information processing cate-
gory, computers in particular (table
7). The transportation category, large-
ly due to strong auto sales, again
changed in the opposite direction
from the information processing cate-
gory and moderated the swing in total
PDE.

Change in business inventories.—
Real business inventories decreased
$2 billion in the third quarter, follow-
ing an $8V2 billion increase in the
second (table 8). In both quarters, the
change in inventory investment con-
tributed negatively to the change in
GNP—minus $10 Vi billion in the
third quarter and minus $11 billion in
the second. The third-quarter swing
in inventory investment was largely
accounted for by farm and trade in-
ventories. Farm inventories increased
little, following a $3V2 billion increase

CHART 4

Selected Interest Rates
Percent
22

20

18

16

14

12

10

3-montft Treasury Bis "*«...»—**

I M I I I I I I I I I I I I I I I I I I I I I I I I I I I i I I I I I i I I I I I I I I I I I I I I I ! i I I I M
1981 1982

Data: FRB, FHLMC.
U.S. Department of Commerce, Bureau of Economic Analysis

1983 1984 1985

in the second quarter; faced with good
harvests, low foreign demand, and
low prices, farmers placed substantial
amounts of crops under CCC loan. In
retail trade, sharper decumulation in
inventories was more than accounted
for by autos. As was mentioned earli-
er, auto sales jumped in the third
quarter in response to attractive fi-
nancing packages offered by manufac-
turers; as a result, auto inventories
were run down to levels below those
considered desirable by the industry.
(The ratio of unit auto inventories to
auto sales fell to 1.3 in September
1985—the lowest level since the be-
ginning of this series in 1967.)

Reflecting the decline in inventories
and the increase in final sales, the
constant-dollar ratio of total invento-
ries to total final sales declined to
3.02, approaching the lower end of the
3.01-3.09 range within which it has
fluctuated over the last 2 years.

Net exports
Real net exports were flat in the

third quarter, following a $5% billion
decline in the second. Exports and im-
ports both increased by less than $x/2
billion in the third quarter; in the
second they had both declined—ex-
ports by $6 billion and imports by less
than $V2 billion. Within exports, agri-
cultural products declined in the face
of ample worldwide supplies, but this
decline was more than offset by in-
creases in services and nonagricul-
tural exports. Within imports, al-
though services remained flat, mer-
chandise imports registered a small
increase. The increase in merchandise
imports, in which a decline in petrole-
um was more than offset by an in-
crease in nonpetroleum, was estimat-
ed using the Census Bureau's import
data on a revised statistical month
basis. See the box on page 3 for a de-
scription of these new data and their
use in preparing the third-quarter es-
timates.

Government purchases
Real government purchases were

up 16 percent in the third quarter,
following a moderate increase in the
second. The step-up was in Federal
purchases, which jumped 331/2 percent
after a slight decline. Defense pur-
chases, which often fluctuate sharply
from quarter to quarter, were up con-
siderably more than in the second
quarter. The large increase was due
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Table 7.—Real Nonresidential Producers' Durable Equipment
[Billions of 1972 dollars; seasonally adjusted annual rates]

Producers' durable equipment
Information processing and related equip-

ment
Transportation and related equipment
Industrial equipment

Level

1984

m

152.4

70.8
35.1
25.7
20.8

IV

154.4

72.5
35.0
25.6
21.3

1985

I

152.2

69.7
36.2
25.3
21.0

II

158.2

74.1
35.6
26.3
22.2

m

156.8

70.9
38.1
26.3
21.5

Change from preceding quarter

1984

IV

2.0

1.7
-.1
-.1

.5

1985

I

-2.2

-2.8
1.2
-.3
-.3

n

6.0

4.4
-.6
1.0
1.2

in

-1.4

-3.2
2.5
0
-.7

Table 9.—Federal Receipts and Expenditures,
NIPA Basis: Change From Preceding Quarter
[Billions of dollars; based on seasonally adjusted annual rates]

NOTE.—
Information processing and related equipment, previously referred to as high-technology equipment, consists of: office and

store equipment (including computers), communications equipment, photographic instruments and scientific and engineering
instruments.

Transportation and related equipment consists of: passenger cars, trucks, aircraft, railroad equipment, and ships and boats.
Industrial equipment, previously referred to as heavy industrial equipment, consists of: general and special industrial

machinery, fabricated metals and metalworking equipment, steam and internal combustion engines, and electrical transmission
and distribution equipment.

Table 8.—Change in Real Business Inventories
[Billions of 1972 dollars; seasonally adjusted at annual rates]

Change in business inventories

Farm
Nonfarm . .

Manufacturing
Wholesale trade .
Retail trade
Other

Level

1984

III

30.6

4.1
26.5
13.0
9.5
2.5
1.5

IV

16.8

4.8
12.0
-.1
3.9
8.1
.1

1985

I

19.1

3.4
15.7
2.1
2.4

10.1
1.2

n

8.3

3.4
4.9

.5
3.5
10
1.8

III

-2.1

.2
-2.3

.6

.4
-4.1

.8

Change from preceding quarter

1984

IV

-13.8

.7
-14.5
-13.1
-5.6

5.6
-1.4

1985

I

2.3

-1.4
3.7
2.2

-1.5
2.0
1.0

II

-10.8

0
-10.8
-1.6

1.1
-11.1

.6

III

-10.4

-3.2
-7.2

.1
-3.1
-3.1
-1.0

NOTE.—Dollar levels are found in the National Income and Product Accounts Tables, table 5.9.

to a step-up in the delivery of military
equipment. Nondefense purchases in-
creased sharply after a decline;
changes in both quarters were due to
operations of the CCC. As noted earli-
er, farmers stepped up placements of
crops with the CCC under the com-
modity loan program in the third
quarter. State and local government
purchases were up 5 percent, some-
what less than in the second quarter.
The increases were largely in high-
way construction.

The Federal sector.—Changes in
current-dollar Federal receipts and
expenditures on a NIPA basis are
shown in table 9. Expenditures in-
creased $22 billion in the third quar-
ter, about double the increase in the
second. The step-up was more than
accounted for by purchases; defense
purchases were up more than in the

second quarter, and nondefense pur-
chases increased after a decline.
Transfer payments increased after a
decline, largely reflecting the pattern
of retroactive Social Security pay-
ments. Net interest paid and grants-
in-aid to State and local governments
increased again, but the composition
of the increase in grants changed
sharply. In the second quarter, high-
ways had fully accounted for the in-
crease; in the third, education ac-
counted for the largest share. Subsi-
dies less the current surplus of gov-
ernment enterprises declined sharply,
mainly due to the drop in agricultural
subsidy payments. Changes in wage
accruals less disbursements—which
are subtracted from expenditures—re-
flected a retroactive payment to
Postal Service employees in the
second quarter.

Receipts

Personal tax and nontax
receipts

Corporate profits tax accruals
Indirect business tax and

nontax accruals
Contributions for social

insurance

Expenditures .

Purchases of goods and services...
National defense
Nondefense

Transfer payments
Grants-in-aid to State and local

governments ,
Net interest paid
Subsidies less current surplus of

government enterprises
Less: Wage accruals less

disbursements ,

Surplus or deficit (-),
national income and
product accounts ,

1984

IV

15.7

83
3.8

2

38

32.9

13.7
11.3
24
6.5

4.9
45

43

.9

-17.2

I

49.4

343
-1.7

5

163

16.7

4.2
2.3
19
9.9

-1.9
18

23

— .4

32.7

1985

n

-37.4

440
-1.3

4.2

3.6

11.5

4.4
7.2
2.8
-.6

2.9
4.6

-.9

-1.2

-49.0

m

n.a.

363
n.a.

-5.0

3.2

21.9

22.8
12.0
10.7
3.2

2.3
1.0

6.3

1.0

n.a.

n.a. Not available
NOTE.—Dollar levels are found in the National Income and

Product Accounts Tables, table 3.2.

Among receipts, recent sharp fluc-
tuations in personal tax receipts were
mainly due to the delay and catchup
in income tax refund payments.
Changes in indirect business taxes in
the past two quarters reflected a one-
time fee levied in the second quarter
on the nuclear power industry for ex-
isting stocks of nuclear waste. Contri-
butions for social insurance again in-
creased moderately. Estimates of cor-
porate profits, and, thus, of corporate
profits tax accruals, can be approxi-
mated by using a residual calculation
of corporate profits that assumes that
the statistical discrepancy in the
NIPA's is the same as in the preced-
ing quarter. On the basis of this cal-
culation, total receipts increased
about $40 billion in the third quarter.

The Federal deficit on a NIPA basis
had increased $49 billion to $214 bil-
lion in the second quarter and is
likely to decline about $18 billion in
the third. These changes largely re-
flect the impact of the timing of tax
refunds.
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the BUSINESS SITUATION

REVISED (45-day) estimates show
that real GNP increased at an annual
rate of 4x/2 percent in the third quar-
ter of 1985 (table 1). Preliminary (15-
day) estimates had shown a 3 ̂ -per-
cent increase. l The major upward re-
visions were $4x/2 billion in inventory
investment (mainly reflecting retail
book values for September) and $2 bil-
lion in government purchases (both
Federal defense and nondefense pur-
chases). The major downward revision
was $4x/2 billion in net exports, in
which merchandise imports were re-
vised up (reflecting data for August
on the revised statistical month
basis). The GNP fixed-weighted price
index, which registered a 3-percent in-
crease in the third quarter, was re-
vised little.

Both real final sales and inventory
investment contributed to the step-up
in U.S. production from a 2-percent
increase in the second quarter to the
4V2-percent increase in the third.
Within final sales, government pur-
chases of goods and services increased
strongly in the third quarter, follow-
ing a moderate increase in the second;
personal consumption expenditures
increased substantially in both quar-
ters; net exports declined in both; and
fixed investment declined slightly, fol-
lowing a substantial increase. Inven-
tory investment declined in both
quarters, but only about one-half as
much in the third quarter as in the
second.

Prices, as measured by the GNP
fixed-weighted price index, increased
3 percent, compared with a 4-percent
increase in the second. The modera-
tion in inflation largely reflected
energy prices, which were unchanged
after large second-quarter increases.

Real gross domestic purchases—a
measure of final demand in the
United States for goods and services,
wherever produced—increased 5 ¥2
percent in the third quarter. Thus, as
in the past several quarters, U.S.
demand increased more than U.S.
production.

Corporate profits
Profits from current production—

profits with the inventory valuation
adjustment (IVA) and capital con-
sumption adjustment (CCAdj)—in-
creased $23 billion, to $321% billion,
in the third quarter, following an in-
crease of $6 billion in the second. Do-
mestic profits of nonfinancial corpora-
tions accounted for most of the third-

quarter increase; domestic profits of
financial corporations changed little,
and profits from the rest of the world
increased $1% billion.

Domestic profits of nonfinancial
corporations were up because both
real product and unit profits in-
creased. The increase in unit profits
was due to declines in both labor and
nonlabor unit costs incurred by corpo-
rations in combination with an in-
crease in prices they received.

In the third quarter, the difference
between the national income and
product account (NIPA) profits meas-
ures and the corresponding measures
in corporations' financial reports was
larger than usual. The larger differ-
ence reflected special adjustments

1. Quarterly estimates in the national income and
product accounts are expressed at seasonally adjusted
annual rates, and quarterly changes in them are dif-
ferences between these rates. Quarter-to-quarter per-
cent changes are compounded to annual rates. Real,
or constant-dollar, estimates are expressed in 1972 dol-
lars.

Looking Ahead . . .
• NIPA Revisions. A comprehensive revision of the NIPA's will be pre-

sented in the December SURVEY. "The National Income and Product Ac-
counts Tables" section will show revised estimates for 1983 and 1984 and
for quarters beginning with the second quarter of 1984, and an article will
describe the revision. Revised time series for all NIPA estimates will be
available in the spring in separate volumes.

• Plant and Equipment Expenditures. Estimates of plant and equipment
expenditures in current and constant (1972) dollars will appear on the reg-
ular schedule in the December SURVEY. Estimates in constant (1982) dol-
lars that incorporate revised implicit price deflators from the comprehen-
sive revision of the NIPA's will appear in the January issue.

• U.S. Direct Investment Abroad. A volume presenting the results of the
Benchmark Survey of U.S. Direct Investment Abroad—1982 will be pub-
lished in December. It will contain data on the financial structure and
operations of U.S. parent companies and their foreign affiliates, on bal-
ance of payments transactions between parents and affiliates, and on par-
ents' direct investment position in affiliates. An article summarizing the
financial and operating data will appear in the December SURVEY. A
package of tables presenting the results of the first annual survey, cover-
ing 1983, is available upon request. These results update the'financial and
operating data collected in the benchmark survey. An article analyzing
these data is scheduled for the January SURVEY. Both sets of data provide
new detail for services industries.

• Business Statistics. The 1984 edition of this biennial volume will be
available soon from the Government Printing Office. It contains histori-
cal data and methodological notes for all series in the "S" (or blue) pages
of the SURVEY and for selected BEA series. See page S-36 for order infor-
mation.
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Table 1.—Revisions in Selected Component Series of the NIPA's, Third Quarter of 1985

GNP

Personal consumption expenditures
Nonresidential fixed investment
Residential investment.. . ...
Change in business inventories
Net exports
Government purchases

National income

Compensation of employees
Corporate profits with inventory valuation and capital consumption

adjustments
Other

Personal income

GNP

Personal consumption expenditures
Nonresidential fixed investment . ... .. . ....
Residential investment
Change in business inventories
Net exports
Government purchases

GNP implicit price deflator
GNP fixed-weighted price index
GNP chain price index

Seasonally adjusted at annual
rates

15-day
estimate

45-day
estimate Revision

Billions of current dollars

3,916.1

2,536.5
467.5
163.4

81
-89.2
845.9

2,337.2

489.9

3,199.1

3,915.9

2,539.0
468.6
163.2
-.3

-104.0
849.5

3 1472

2,335.6

3214
490.2

3,197.4

-0.2

2.5
1.1
.2

7.8
-14.8

3.6

1 6

.3

-1.7

Billions of constant (1972)
dollars

1,684.8

1,115.2
217.7

62.5
21

-340
325.5

1,688.9

1,116.5
218.2

62.6
2.5

-38.4
327.5

4.1

1.3
.5
.1

4.6
-4.4

2.0

Index numbers, 1972 = 100 *

232.44
243.8

231.85
243.9

59
.1

Percent change from
preceding quarter at

annual rates

15-day
estimate

6.7

7.2
.1

14.4

18.4

5.6

-9.4

3.1

3.3

4.8
-4.7
10.9

16.1

3.3
2.9
2.9

45-day
estimate

6.7

7.6
1.2

13.7

20.4

5.3

5.3

34.3
-9.1

2.9

4.3

5.4
-3.7
11.5

19.0

2.3
3.1
3.0

1. Not at annual rates.
NOTE.—For the third quarter of 1985, the following revised or additional major source data became available: For personal

consumption expenditures, revised retail sales for August and September; for nonresidential fixed investment, manufacturers'
shipments of equipment for August (revised) and September, construction put in place for August (revised) and September, and
partial information on actual plant and equipment expenditures for the quarter; for residential investment, construction put in
place for August (revised) and September; for change in business inventories, book values for manufacturing and trade for August
(revised) and September; for net exports of goods and services, September statistical month merchandise exports and August
merchandise imports on a revised statistical month basis; for government purchases of goods and services,'Federal unified budget
outlays for September, and State and local construction put in place for August (revised) and September; for wages and salaries,
revised employment, average hourly earnings, and average weekly hours for August and September; for corporate profits,
domestic book profits for the quarter; for GNP prices, the Consumer Price Index and the Producer Price Index for September,
unit-value indexes for exports and imports for September, export and import price indexes for September, and residential housing
prices for the quarter.

and charges, such as plant writeoffs
and other revaluations of assets. The
measures in financial reports were re-
duced substantially in the third quar-
ter by these special adjustments and
charges. These special adjustments
and charges were excluded from the
NIPA measures because they are not
attributable to current production.

Profits before tax (PBT) differs from
profits from current production by
two adjustments, the IVA and CCAdj.
In the third quarter, PBT increased
$12 billion, to $233 billion, following a
$iy2 billion decline. The IVA—which
converts tax-return-based inventory
cost to that consistent with the
NIPA's—increased $4% billion, to $7
billion, following a $1% billion in-
crease. The CCAdj—which converts
tax-return-based depreciation to that
consistent with the NIPA's—in-
creased $6% billion, to $81 ¥2 billion,
following a $6 billion increase.

PBT has three components—tax li-
ability, dividends, and undistributed

profits. Tax liability increased $4x/2
billion, to $88 billion, following a $1%
billion decline. Dividends increased $1
billion, the same as in the second
quarter, to $86V2 billion. Undistrib-
uted profits increased $6V2 billion, to
$58% billion.

Undistributed profits with the IVA
and CCAdj increased $171/2 billion, to
$147 billion, following a $7 billion in-
crease. Capital consumption allow-
ances with CCAdj were up $5 billion,
to $267 billion. The sum of the two
measures—current-production cash
flow—increased for the eleventh con-
secutive quarter.

Profits by industry.—Because the
CCAdj is not available by industry,
profits with the IVA but without the
CCAdj is the measure of profits used
to get an overview of profits by indus-
try. This measure increased $16 ¥2 bil-
lion in the third quarter, following
little change in the second. Domestic
profits of nonfinancial corporations
accounted for most of the increase.

Increases in profits of nonfinancial
corporations were widespread. Profits
of manufacturers, primarily of non-
durable goods, accounted for one-half
of the increase. Among manufactur-
ers of nondurable goods, food, chemi-
cal, and petroleum products contribut-
ed most of the increase. Profits of
manufacturers of durable goods were
unchanged because a decline in prof-
its of motor vehicle manufacturers
largely offset widespread increases
elsewhere. The decline in motor vehi-
cle manufacturers' profits reflected
the cost of below-market financing
programs to promote end-of-model-
year sales. However, trade profits
were up, largely due to a substantial
increase in auto dealers' profits that
reflected a sharp jump in sales in-
duced by the financing programs.

Government sector
The fiscal position of the govern-

ment sector in the NIPA's improved
in the third quarter, as the combined
deficit of the Federal Government
and of State and local governments
declined $12 Vz billion. The improve-
ment was due to a decline in the Fed-
eral deficit; the State and local sur-
plus declined $x/2 billion. However, at
$164 billion, the combined deficit was
higher than a year earlier, due to a
$201/2 billion increase in the Federal
deficit.

The Federal sector.—The Federal
Government deficit declined $13 bil-
lion in the third quarter to $201 bil-
lion, as receipts increased more than
expenditures. The third-quarter
change in the deficit, as well as the
changes in the first and second quar-
ters, reflected a $27x/2 billion first-
quarter delay in individual income
tax refunds and a second-quarter
catchup. Excluding the effect of re-
funds, the deficit increased $14% bil-
lion in the third quarter. (The
changes in personal tax and nontax
receipts, from which refunds are sub-
tracted, were also affected in the
three quarters; however, the third-
quarter levels of both the deficit and
receipts were not affected.)

Receipts increased $38 billion, in
contrast with a $37 ¥2 billion decline
in the second quarter. Personal taxes
largely accounted for this shift; they
increased $36 Vz billion in the third
quarter following a decline of $44 bil-
lion in the second quarter, reflecting
the pattern of refunds.
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Excluding the effect of refunds, re-
ceipts increased $10 ¥2 billion, com-
pared with $17V2 billion in the second
quarter. Personal taxes increased $9
billion. Corporate profits tax accruals
and social insurance contributions in-
creased about $3 billion each. Indirect
business tax and nontax receipts de-
clined $5 billion; the second quarter
included receipt of a one-time fee
levied on the nuclear power industry
for existing stocks of nuclear waste,
which will be disposed of by the Fed-
eral Government.

Expenditures increased $25 billion,
compared with $11% billion in the
second quarter. This acceleration was
more than accounted for by purchases
of goods and services, which increased
$26V2 billion, compared with $4% bil-
lion in the second quarter. National
defense purchases increased $14 bil-
lion; the increase was concentrated in
durable goods and in services other
than compensation (see table 2 on
page 9). Nondefense purchases in-
creased $12x/2 billion, reflecting a
large increase in net placements of
agricultural commodities under loan
with the Commodity Credit Corpora-
tion (CCC).

All other expenditures, on balance,
declined $1% billion in the third
quarter, despite sizable increases in
transfer payments to persons and in
grants-in-aid to State and local gov-
ernments. Transfer payments to per-
sons increased $4 billion; a $5 billion
increase in Social Security benefits

(including medicare) was partly offset
by a $1 billion decline in unemploy-
ment benefits. The increase in Social
Security benefits included $2 billion
for retroactive payments and $¥2 bil-
lion for medicare. Grants-in-aid in-
creased $3 ¥2 billion; the increase was
concentrated in education ($2 billion)
and food and nutrition ($1 billion).
Subsidies less the current surplus of
government enterprises declined $6V2
billion; an $8 % billion decline in sub-
sidy payments to farmers was partly
offset by a $2 billion increase in the
CCC deficit. Transfer payments to for-
eigners declined $1 billion, and net in-
terest paid declined $x/2 billion.

Cyclically adjusted surplus or defi-
cit.—When measured using cyclical
adjustments based on middle-expan-
sion trend GNP, the Federal fiscal po-
sition moved from a deficit of $210 bil-
lion in the second quarter to a deficit
of $200 billion in the third (see table 3
on page 10). The cyclically adjusted
deficit as a percentage of middle-ex-
pansion trend GNP decreased from
5.4 percent in the second quarter to
5.1 percent in the third.

Fiscal year 1985.—For fiscal year
1985, which ended September 30, the
Federal Government deficit (on the
NIPA basis) amounted to $194% bil-
lion, $7 billion higher than the deficit
projected in the mid-session review of
the budget. (See the September
SURVEY OF CURRENT BUSINESS for de-

tails of the mid-session review). Re-
ceipts were $8V2 billion lower, and ex-
penditures were $1% billion lower,
than previously estimated.

The State and local sector.—The
State and local government surplus
declined $x/2 billion, as expenditures
increased more than receipts. A $1
billion decline in the surplus of other
funds was partly offset by a $% bil-
lion increase in the surplus of social
insurance funds.

Receipts increased $13 billion,
about the same as in the second quar-
ter. All categories of receipts in-
creased. Indirect business tax and
nontax accruals increased $5x/2 bil-
lion, largely reflecting a $3 billion in-
crease in sales taxes and a $2 billion
increase in property taxes. Personal
tax and nontax receipts increased $2
billion, and corporate profits tax ac-
cruals and contributions for social in-
surance, $1 billion each.

Expenditures increased $13 % bil-
lion, compared with $15% billion in
the second quarter. Purchases of
goods and services increased $12 bil-
lion, and transfer payments to per-
sons increased $x/2 billion. Within pur-
chases, compensation of employees in-
creased $5 billion, construction in-
creased $4% billion, and all other
purchases increased $2 ¥2 billion. The
increase in construction was concen-
trated in highways ($1% billion) and
in sewerage and waste treatment
plants ($1 billion).
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the BUSINESS SITUATION

).S. production registered another
moderate increase and inflation
picked up in the fourth quarter of
1985. Real GNP increased at an
annual rate of 2l/2 percent, following
an increase of 3 percent in the third
quarter. The GNP price index (fixed
weights) increased at an annual rate
of 4V2 percent, following a 2V2-percent
increase (chart I).1

1. Quarterly estimates in the national income and
product accounts are expressed at seasonally adjusted
annual rates, and quarterly changes in them are dif-
ferences between these rates. Quarter-to-quarter per-
cent changes are annualized. Real, or constant-dollar,
estimates are expressed in 1982 dollars.

The preliminary (plus 15-day) GNP estimates for the
fourth quarter, prepared in mid-January, are based on
the following major source data: For personal con-
sumption expenditures (PCE), retail sales through De-
cember, and unit auto and truck sales through Decem-
ber; for nonresidential fixed investment, the same in-
formation for autos and trucks as for PCE, October
and November construction put in place, and October
and November manufacturers' shipments of machin-
ery and equipment; for residential investment, October
and November construction put in place, and housing
starts through December; for change in business inven-
tories, October and November book values for manu-
facturing and trade, and unit auto inventories
through December; for net exports of goods and serv-
ices, October and November statistical month mer-
chandise exports, October revised statistical month
merchandise imports, and fragmentary information on
investment income for the quarter; for government
purchases of goods and services, Federal unified

The third-quarter estimates of real
GNP and GNP prices were among the
revised estimates released in Decem-
ber in a comprehensive revision of the
national income and product accounts
(NIPA's). All series in the NIPA's
were revised back to 1973, and many
of them also were revised for earlier
years to provide continuous time
series.2 In order to place fourth-quar-
ter developments in perspective, the
following discussion describes the
impact of the revisions on real GNP
and GNP prices over the present eco-
nomic expansion. (Although the
present expansion continued in the
fourth quarter of 1985, comparisons
are made through the third quarter

budget outlays for October and November, State and
local construction put in place for October and No-
vember, and State and local employment through De-
cember; and for GNP prices, the Consumer Price Index
for October and November, the Producer Price Index
for October and November, and unit-value indexes for
exports and imports for October and November. Some
of the source data are subject to revision.

2. For information on the comprehensive revision,
see the articles in the October and December 1985
issues of the SURVEY OF CURRENT BUSINESS. Revised
estimates for all NIPA series will be available in the
spring in two separate volumes: For 1929-82, years for
which estimates will not be revised until the next
comprehensive revision, and for 1982-84.

1

Looking Ahead . . .
• Estimates by telephone. Four telephone lines now carry short record-

ed messages providing BEA's estimates immediately upon their release:
(202)-898-2450

-2451
-2452
-2453

Leading indicators
Gross national product
Personal income and outlays
The quarterly series most recently released:

Merchandise trade, balance of payments basis, or
Summary of international transactions, or
Plant and equipment expenditures

A list of 1986 release dates for BEA's estimates is on the back cover.
Releases are usually at 8:30 AM Eastern time.

• Pollution Abatement Plant and Equipment Expenditures. Revised esti-
mates of pollution abatement plant and equipment expenditures for 1973-
83 that are consistent with estimates from last year's comprehensive revi-
sion of total plant and equipment expenditures will appear in the Febru-
ary SURVEY.

Selected Measures:
Change From Preceding Quarter
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based on seasonally adjusted estimates.
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because that was the last quarter for
which estimates were made on the
previously published basis.)

Overall, the revisions did not sub-
stantially alter the picture of the
present expansion. They did not move
the trough quarter of real GNP from
the third quarter of 1982, but the re-
vised estimates do indicate that the
expansion was slightly less vigorous
than previously estimated. The aver-
age annual rate of increase in real
GNP from the third quarter of 1982
to the third quarter of 1985 was re-
vised down 0.3 percentage point to 4.3
percent.

Table 1 provides, in the last three
columns, a decomposition of the revi-
sions in the average annual rate of in-
crease in real GNP into three parts:
(1) The part that is due to the revision
in the average annual rates of change
in current-dollar estimates; (2) the
part that is due to shifting the base
period from 1972 to 1982; and (3) the
part that is due to "other" revisions,
including revisions in price indexes
used in deflating current-dollar esti-
mates and revisions in (shifts among)
current-dollar component detail that,
in effect, reweight the constant-dollar
component detail. The downward revi-
sion of 0.3 percentage point in the av-
erage annual rate of increase in real
GNP over the present expansion was
more than accounted for by the shift
in the \ base period. The current-dollar
revision also contributed to the down-
ward revision; "other" revisions pro-
vided a partial offset.

The broad movements in the major
components of GNP that characterize
the present expansion were not great-
ly altered by the revision. The aver-
age annual rate of increase in person-
al consumption expenditures (PCE)
over the period was revised down
somewhat; the revision largely reflect-
ed the impact of rebasing. Invest-
ment, particularly residential, contin-
ued to show strong growth. In produc-
ers' durable equipment (PDE), the
impact of a sharp downward revision
in current dollars nearly offset
"other" revisions, which included the
incorporation of a new price index for
computers. (The editor's note on page
36 of this issue introduces the articles
that will present this index.) Exports
were not as weak as was shown in the
previously published estimates; im-
ports were not quite as strong. The
downward revision in imports was at-
tributable to the shift in the base

Table 1.—Revisions in Average Annual Rates of Change For Real GNP Over the Present
Expansion, 1982:111 to 1985:111

[Percent]

GNP

Personal consumption expenditures
Durable goods .. . . .
Nondurable goods
Services

Gross private domestic investment
Fixed investment

Nonresidential . . . .
Structures
Producers' durable equipment

Residential
Change in business inventories

Net exports of goods and services
Exports
Imports

Government purchases of goods and services
Federal

National defense .. ....
Nondefense

State and local

Constant dollars

Previously
published

4.6

5.0
12.9
3.6
3.5

13.4
11.8
10.0
5.5

12.0
19.4

-2.0
13.4

3.8
6.4
7.4
4.2
2.0

Revised

4.3

4.3
12.6
3.2
2.9

12.9
12.2
9.8
6.0

12.1
20.0

-.6
10.8

4.3
6.5
7.3
4.6
2.6

Revision

-0.3

rt
°3

— 4
-!e
-.5

.4
-.2

.5

.1

.6

1.4
-2.6

.5

.1
-.1

.4

.6

Source of revision l

Current
dollar

revision

-0.2

-.2
.7

0
-.6

-1.1
6

-1.1
1

-1.9
.7

.3
-.6

-.2
-.4
-.6
__]_

.2

Base
period
shift

-0.5

-.6
9

-.3
2

-.6
-.3
-.8

3
-.3

.1

.4
-2.6

.1

.2
0

.2

.1

Other

0.4

.1
1

— 1
'.2

1.2
1.3
1.7
.9

2.3
2

.7

.6

.6

.3

.5

.3

.7

1. The part due to the current-dollar revision is measured as the revision in percent change in current-dollar GNP and in
each of the components. The part due to shift in the base period is measured as the difference between the change in previously
published estimates restated in 1982 dollars and the change in the previously published estimates in 1972 dollars. The part due to
"other" revisions is obtained as a residual.

NOTE.—The present expansion is shown through the third quarter of 1985—the last quarter for which estimates were made
on the previously published basis.

period; the shift gave considerably
greater weight to petroleum imports,
which declined over the period.
Within government purchases, Feder-
al national defense purchases contin-
ued to show a strong increase. The in-
crease in State and local purchases
was revised up, but remained below
increases in most other components of
GNP.

The comprehensive revision did
result in a number of large revisions
in quarterly changes in real GNP
during the present expansion. Sub-
stantial parts of these revisions were
due to corrections of the time of re-
cording U.S. merchandise exports and
imports. In particular, the two largest
quarterly revisions in the annual rate
of increase in real GNP—the fourth
quarter of 1984 and the first quarter
of 1985—were primarily due to these
corrections. In the fourth quarter, the
increase was revised down from 4%
percent to Vz percent; in the first
quarter, it was revised up from Vfe
percent to 3Vfe percent. Revisions in
the second and third quarters of 1985
were smaller; the second-quarter in-
crease was revised down from 2 per-
cent to 1 percent, and the third-quar-
ter increase, from 4x/2 percent to 3
percent.

The revised estimates indicate that
the inflation rate was slightly lower
over the present expansion than pre-
viously estimated. The average
annual rate of increase in the GNP

price index (fixed weights) from the
third quarter of 1982 to the third
quarter of 1985 was revised down 0.3
percentage point to 3.8 percent. Table
2 provides a decomposition of the re-
visions into two parts: (1) The part
that is due to shifting the base period
and (2) the part that is due to "other"
revisions, including revisions in com-
ponent price indexes and revisions in
current-dollar component detail that,
in effect, reweight the detailed price
indexes. The downward revision of 0.3
percentage point in the GNP price
index was accounted for by "other"
revisions, primarily the incorporation
of the new price index for computers
in the estimates of PDE, merchandise
exports and imports, and government
purchases.

With the exception of nonresiden-
tial fixed investment prices, changes
in the prices of the major components
of GNP over the present expansion
were not revised by more than Vfe per-
centage point. Increases in prices paid
by consumers, by residential inves-
tors, and by the Federal Government
remained moderate. Export prices
continued to register only a small in-
crease, and import prices, a small de-
crease. The increase in prices paid by
State and local governments was re-
vised down, but remained above most
other price increases.

In nonresidential fixed investment,
increases in prices of both structures
and PDE were revised down substan-
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Table 2.—Revisions in Average Annual Rates of Change For GNP Price Indexes (Fixed Weights)
Over the Present Expansion, 1982.-III to 1985:111

[Percent]

Table 3.—Recent GNP Patterns
[Billions of 1982 dollars; seasonally adjusted at annual rates]

GNP

Personal consumption expenditures
Durable goods
Nondurable goods
Services

Gross private domestic investment
Fixed investment .

Nonresidential
Structures . . .
Producers' durable equipment

Residential
Change in business inventories

Net exports of goods and services
Exports
Imports

Government purchases of goods and services
Federal

National defense
Nondefense

State and local

Previously
published

4.1

3.7
1.8
2.2
5.6

2.3'
2.2
2.3
2.0
2.4

1.5
18

5.0
3.7
3.8
3.5
5.9

Revised

3.8

3.8
1.5
2.4
5.3

1.1
.7
.4
.9

2.5

1.3
-1.3

4.5
3.3
3.7
3.0
5.3

Revision

-0.3

.1
3
.2
3

-1.2
15

-1.9
-1.1

.1

.2

.5

-.5
.4

-.1
.5

-.6

Source of revision 1

Base
period
shift

0

.1
4
.1

0

-.6
-.7

-1.1
-.3

.1

.2

.7

.2

.1

.3

.4

.2

Other

-0.3

0
.1
.1

-.3

-.6
8

-.8
8

0

-.4
-.2

.7
-.5

4
-.1
-.8

1. The part due to the shift in the base period is measured as the difference between the change in the previously published
estimates restated using 1982 weights and the change in the previously published estimates using 1972 weights. The part due to
"other" revisions is obtained as a residual.

NOTE.—The present expansion is shown through the third quarter of 1985—the last quarter for which estimates were made
on the previously published basis.

tially from those shown in the previ-
ously published estimates. The revi-
sion in the price of structures reflect-
ed the shift in the base period as well
as improved deflation of nonresiden-
tial buildings. The revision in PDE
prices primarily reflected the incorpo-
ration of the new price index for com-
puters.

The comprehensive revision did not
result in large revisions in quarterly
increases in the GNP price index
during the present expansion. The
only revision that was larger than l/2
percentage point was in the first
quarter of 1985, when the increase
was revised down from 4*/2 percent to
3l/2 percent. In the second and third
quarters of 1985, prices were revised
down l/2 percentage point—to 3V2 per-
cent in the second quarter and to 2Vz
percent in the third.

Real GNP: Fourth Quarter of
1985

Although real GNP increased mod-
erately in both the third and fourth
quarters, the composition of the
changes was quite different. In the
third quarter, final sales registered a
strong increase, but business invento-
ry investment declined sharply. In
the fourth quarter, final sales were
up considerably less, and inventory
investment changed little.

The differences in the third- and
fourth-quarter changes in GNP, final
sales, and inventory investment were

more than accounted for by sharp
changes in motor vehicles. In table 3,
the impact of motor vehicles is broken
out using estimates from the NIPA
auto and truck output tables. Com-
pared with the third quarter, GNP
less motor vehicles increased more in
the fourth quarter, and final sales
less motor vehicles increased much
more. Excluding motor vehicles, in-
ventory investment declined sharply
in both quarters. Changes in final
sales and in inventory investment
also reflected substantial withdrawals
of crops from farm inventories for
placement with the Commodity Credit
Corporation (CCC) under the commod-
ity loan program; within final sales,
these loans are treated as government
purchases. The withdrawals account-
ed for most of the sharp declines in
nonvehicle inventory investment in
the two quarters.

Motor vehicles.—The sharp changes
in motor vehicles were concentrated
in autos. In terms of units, new car
sales increased from 10.9 million (sea-
sonally adjusted annual rate) in the
second quarter to 12.4 million in the
third and dropped to 10.3 million in
the fourth (chart 2). The changes
largely reflected new domestic car
sales, which jumped from 8.2 million
in the second quarter to 9.4 million in
the third and fell to 7.0 million in the
fourth. The jump in the third quarter
was primarily due to auto manufac-
turers' sales-incentive programs that

GNP
Motor vehicles
Other

Final sales . ..
Motor vehicles
Other

Change in business
inventories
Motor vehicles
Other

1984:IV

3,515.6
151.5

3,364.1

3,479.5
143.2

3,336.3

36.1
8.3

27.8

Change from preceding
quarter

1985

I

32.2
8.3

23.9

52.5
9.8

42.7

-20.3
-1.4

-18.9

II

9.6
-11.9

21.5

10.3
-3.5
13.8

7
-8.5

7.8

III

26.7
13.4
13.3

43.5
16.7
26.8

-16.9
-3.3
136

IV

20.9
-7.4
28.3

19.0
-26.1

45.1

1.9
18.5

-16.6

NOTE.—Motor vehicle estimates are from the National
Income and Product Accounts Tables, table 1.18 for auto
output and table 1.20 for truck output.

Retail Sales of New Cars

1
1982 1983 1984 1985 1986

Seasonally Adjusted at Annual Rates
Data: Motor Vehicle Manufacturers Association of the United States,
Inc. and Ward's Automotive Reports; seasonally adjusted by BEA.

U.S. Department of Commerce, Bureau of Economic Analysis 36-1-2

ran from mid-August through the end
of September. These programs, which
included below-market financing and
rebates, helped push sales to record
levels in August and September. The
fall in new domestic car sales in the
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fourth quarter reflected, in part, the
discontinuance of the programs. Man-
ufacturers reinstituted below-market
financing in late December, but the
new programs do not cover as many
models and do not offer quite as low
interest rates.

Sales of imported cars increased
strongly from 2.7 million in the
second quarter to 3.0 million in the
third and to a record 3.3 million in
the fourth. The gains reflected, in
part, the greater availability of Japa-
nese cars due to an increase in the
voluntary limit on shipments to the
United States.

In terms of units, auto manufactur-
ers kept up a steady pace of produc-
tion during the second half of 1985, so
the fluctuations in sales resulted in
sharp swings in inventories. Domestic

Table 4.—Real GNP: Change From Preceding
Quarter

[Percent change at annual rates]

GNP

Final sales

Personal consumption
expenditures
Durables

Motor vehicles and parts ...
Furniture and household

equipment
Other durables

Nondurables
Food
Energy x

Clothing and shoes
Other nondurables

Services
Energy2

Other services

Gross private domestic fixed
investment ,
Nonresidential

Structures . .
Producers' durable

equipment

Other
Residential

Net exports of goods and
services
Exports

Merchandise
Agricultural

Other
Imports

Merchandise ,
Petroleum
Nonpetroleum

Other

Government purchases of
goods and services
Federal

National defense
Nondefense

Commodity Credit
Corporation
inventory change

Other
State and local

Change in business inventories

I

3.7

6.2

48
93

10.1

70
123

5.6
52
3.2
60
7.5
29

28.2
12

0
5

198

-102
22

117
17

88
-24

—465
8 8

-18.0
-276
-30.4

697
-18.5

172

— 14
38

-21
-9.2

-169
5

19

II

1.1

1.2

26

65
6.0

89
20
3.3
64

-6.9
68
-.3
10

-26.0
35

11.1
125
5.2

16.9
46

193
7 1

109
-9.1

—409
28

-13.9
182
23.0

1425
8.5
36

47
21
87

-16.0

1.6
6.9

35

III

3.0

5.0

46
24.3
50.6

58
55
1.5
25
5.1
13

-1.3
14
1.6
14

4.0
24
1.2

3.0
254
1 1

8.5

51
-6.8

-17.0
5 2

-2.4
128

, 17.4
0

21.2
27

18.2
373
22.0
95.9

4.4

4.7

IV

2.4

2.1

2

— 15.7
-43.0

174
12.4
1.5
-.3
4.0
3.3
3.0

39
5.9
3.8

9.7

103
6.4

12.4
197
207
8.6

80
11.2
48.0
6 8
3.0

13.0
14.5
25.0
12.5
77

7.0
161

— 1.1
75.0

-5.2
-.1

1. Gasoline and oil, and fuel oil and coal.
2. Electricity and gas.
NOTE.—Percent changes in major aggregates are found in

the National Income and Product Accounts Tables, table 8.1.
Dollar levels are found in tables 1.2, 1.18, 1.20, 2.3, 3.8B, and
4.4.

car production increased to 8.0 mil-
lion (seasonally adjusted annual rate)
in the third quarter and to 8.1 million
in the fourth. Domestic car invento-
ries declined to 1.20 million units
(seasonally adjusted) in the third
quarter and increased to 1.51 million
in the fourth. The unit inventory-
sales ratio fell from 2.1 in the second
quarter to 1.5 in the third and jumped
to 2.6 in the fourth.

Unit sales of new trucks increased
0.5 million to 4.9 million (seasonally
adjusted annual rate) in the third
quarter and changed little in the
fourth. All of the third-quarter in-
crease was accounted for by sales of
light domestic trucks, most of which
were covered by the incentive pro-
grams. Sales of these trucks declined
0.2 million to 3.7 million in the fourth
quarter. Sales of other domestic
trucks decreased slightly to 0.28 mil-
lion in the third quarter and in-
creased to 0.31 million in the fourth.
Imported trucks sales also decreased
slightly, to 0.77 million, in the third
quarter and increased to a record 0.81
million in the fourth.

Personal consumption expenditures

Real PCE edged down in the fourth
quarter, following an increase of 4*/2
percent in the third (table 4). A sharp
decrease in durable goods offset in-
creases in nondurable goods and in
services.

Expenditures for durable goods de-
creased 15 Vk percent in the fourth
quarter, after increasing 24 Vk percent
in the third. The jump in the third
quarter and the drop in the fourth re-
flected the pattern of expenditures for
motor vehicles. The other major cate-
gories of durables—furniture and
household equipment, and other dura-
bles—increased much more in the
fourth quarter than in the third.

Nondurable goods increased IVk
percent in both quarters, but the com-
ponents moved very differently in the
two quarters. Food decreased slightly
in the fourth quarter, and clothing
and shoes increased; each had moved
in the opposite direction in the third.
Energy increased somewhat less than
in the third quarter: Gasoline and oil
increased more, but fuel oil and coal
dropped sharply after a large in-
crease. Other nondurables increased,
following a small decline in the third
quarter.

Expenditures for services increased
4 percent in the fourth quarter, fol-
lowing a IVa-percent increase in the
third. A large part of the acceleration
was in brokerage fees included in per-
sonal business services; these fees re-
flected a pickup in stock market ac-
tivity by individual investors. In addi-
tion, expenditures for energy—elec-
tricity and gas—increased sharply be-
cause of unusually cold weather
during December in most parts of the
country.

Nonresidential fixed investment

Real nonresidential fixed invest-
ment increased 10 % percent in the
fourth quarter, following a 2 Ms-per-
cent increase in the third. PDE and
structures both contributed to the ac-
celeration.

PDE increased 12 Vk percent in the
fourth quarter, following a 3-percent
increase in the third. In terms of the
four new categories of PDE intro-
duced in the comprehensive revision,
the fourth-quarter increase was more
than accounted for by industrial
equipment and by information proc-
essing and related equipment; both of
these had changed little in the third
quarter. In the former category,
strong increases were widespread; in
the latter, computers dominated.
Transportation and related equip-
ment declined sharply, following a
sharp increase in the third quarter;
the pattern reflected a swing in auto
purchases that was only partly offset
by a swing in the opposite direction in
truck purchases. The other PDE cate-
gory increased after a decline; the
sharp swing was concentrated in agri-
cultural and construction machinery.

Structures increased GVk percent in
the fourth quarter, following a 1-per-
cent increase in the third. About one-
half of the acceleration was accounted
for by commercial structures other
than office buildings. The petroleum
exploration category was up strongly
in both quarters; public utilities regis-
tered large declines in both.

Residential investment

Real residential investment in-
creased SVk percent in the fourth
quarter, the same as in the third.
Single-family construction increased
after little change, multifamily con-
struction increased about the same,
and the other component—which in-
cludes additions and alterations,
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major replacements, brokers' commis-
sions, and mobile home sales—in-
creased less.

Mortgage interest rates dropped
more than 1 percentage point during
the fourth quarter to 11.09 percent
(chart 3). Other things equal, such a
drop would reduce monthly mortgage
payments by about 8 percent on a 30-
year mortgage; it has been estimated
that such a reduction increases the
number of potential buyers who can
qualify for a mortgage by 1% million.
Nevertheless, the fourth-quarter drop
in rates had no dramatic impact on
either starts or sales of single-family
units in the quarter. Starts did edge
up erratically, but the gain of 32,000
units (seasonally adjusted annual
rate) was less than the drop of 43,000
in the previous quarter (chart 4).
Sales of existing single-family resi-
dences increased about 125,000 (sea-
sonally adjusted annual rate) from
the third quarter to October-Novem-
ber, but sales of new residences
dropped 64,000.

Three factors may help explain why
the interest rate drop did not have a
more dramatic impact on housing ac-
tivity in the fourth quarter. First,
much of the drop occurred in the
second half of the quarter—too late,
perhaps, to have much effect on levels
of starts and sales. Second, despite
the drop, mortgage rates remained at
levels that are high from a historical
perspective—high enough, perhaps, to
discourage some current homeowners
from selling and moving up. Third,
unfavorable weather conditions, espe-
cially in the East, probably discour-
aged housing activity.

Change in business inventories
Following a $2 billion decline in the

third quarter, real business invento-
ries were essentially flat in the
fourth, reflecting large offsetting
changes in farm and nonfarm inven-
tories (table 5). The change in inven-
tory investment contributed $2 billion
to the increase in GNP; in the third
quarter, it had contributed negative
$17 billion. As noted earlier, most of
the swing was accounted for by motor
vehicles.

Farm inventories fell sharply in the
fourth quarter, following a moderate
decline in the third. Faced with good
harvests, continued low foreign
demand, and depressed prices, farm-
ers again placed substantial amounts

of crops with the CCC under the com-
modity loan program.

Within nonfarm inventories, a
sharp increase in retail trade invento-
ries in the fourth quarter was mainly
in autos. Other retail inventories in-

creased, but less than in the third
quarter. Manufacturing inventories
declined even more than in the third
quarter; the fourth-quarter runoff was
largely in machinery. Wholesale trade
inventories increased after little

3
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Table 5.—Change in Real Business Inventories
[Billions of 1982 dollars; seasonally adjusted at annual rates]

Change in business inventories

Farm
Nonfarm

Manufacturing .
Wholesale trade
Retail trade
Other

Level

1984

IV

36.1

1.5
34.6
4.1

10.9
16.4
3.2

1985

I

15.8

4.0
11.8
1.2
.2

9.0
1.3

II

15.1

4.5
10.7
-.2
8.6

8
3.1

III

-1.8

-3.4
1.6

-4.0
.1

2.2
3.3

IV

.1

-16.3
16.5

-8.6
1.4

19.4
4.4

Change from preceding quarter

1985

I

-20.3

2.5
228

-2.9
107

-7.4
-1.9

II

_ i

.5
1 1

-1.4
8.4

-9.8
1.8

III

-16.9

79
91

-3.8
85
3.0

.2

IV

1.9

-12.9
14.9

-4.6
1.3

17.2
1.1

Table 6.—Federal Receipts and Expenditures,
NIPA Basis: Change From Preceding Quarter
[Billions of dollars; based on seasonally adjusted annual rates]

NOTE.—Dollar levels are found in the National Income and Product Accounts Tables, table 5.9.

change; the increase was in machin-
ery and equipment dealers' invento-
ries.

Reflecting changes in inventories
and final sales, the constant-dollar
ratio of total inventories to total final
sales edged down from 3.25 to 3.23,
continuing the downtrend of the past
several quarters.

Net exports

Real net exports of goods and serv-
ices declined $8 billion in the fourth
quarter, compared with a decline of
$181/2 billion in the third. The differ-
ence was in merchandise trade, pri-
marily in exports; services registered
a small decline after little change.

Merchandise exports increased $6
billion, or 11 percent, after declining
$4 billion in the third quarter. Part of
the turnaround was accounted for by
agricultural exports, which increased
after a decline; the remainder was
widespread. Industrial supplies and
materials, as well as capital goods
except autos, registered strong in-
creases in the fourth quarter.

Merchandise imports increased $13
billion, or 14 ¥2 percent, after a some-
what larger increase in the third
quarter. The increases were spread
across most major end-use categories.

Government purchases
Real government purchases were

up 7 percent in the fourth quarter,
following an 18-percent increase in
the third. Federal national defense
purchases, which often fluctuate
sharply from quarter to quarter, de-
clined slightly after a large increase
in the third quarter. The pattern
largely reflected deliveries of military
equipment. Nondefense purchases in-
creased strongly in both quarters; as
noted earlier, farmers placed large
amounts of crops with the CCC under
the commodity loan program. State
and local government purchases

changed little, after a 4V2-percent in-
crease in the third quarter; these
changes were largely in structures.

The Federal sector.—Changes in
current-dollar Federal receipts and
expenditures on a NIPA basis are
shown in table 6. Expenditures were
up $31V2 billion in the fourth quarter,
following a $28 billion increase in the
third. Both defense and nondefense
purchases had registered strong in-
creases in the third quarter; defense
purchases were up much less in the
fourth. Transfer payments increased
much less than in the third quarter,
when they had been boosted $2 billion
by retroactive Social Security pay-
ments. These payments result largely
from the recalculation of the earnings
base underlying benefits for recent re-
tirees. Grants-in-aid also were up less
than in the third quarter, primarily
reflecting educational grants. Net in-
terest paid increased, after declining
in the third quarter. The turnaround
largely reflected the course of short-
term interest rates; the interest rate
on 3-month Treasury bills leveled off
in the fourth quarter, after declining
in the second and third (see chart 3).
Subsidies less the current surplus of
government enterprises increased
sharply after a decline; the swing was
due to agricultural subsidy payments.

Among receipts, personal tax and
nontax payments were up much less
than in the third quarter, which had
been affected by a delay and subse-
quent catchup in Federal income tax
refund payments in the first half of
the year. Indirect business taxes reg-
istered a moderate increase after a
decline, and contributions for social
insurance again increased. Estimates
of corporate profits, and, thus, of cor-
porate profits tax accruals, can be ap-
proximated by using a residual calcu-
lation of corporate profits that as-
sumes that the statistical discrepancy
in the NIPA's is the same as in the

Receipts

Personal tax and nontax
receipts

Corporate profits tax accruals
Indirect business tax and

nontax accruals
Contributions for social

insurance

Expenditures

Purchases of goods and services-
National defense
Nondefense .

Transfer payments
Grants-in-aid to State and local

governments
Net interest paid
Subsidies less current surplus of

government enterprises

Less: Wage accruals less
disbursements

Surplus or deficit ( — ),
national income and
product accounts

I

47.6

361
-3.3

-10

155

17.7

1.5
2.0
-.5
12.2

-1.6
16

34

5

30.1

19

II

—34.8

426
-.9

4.7

4.0

11.6

3.4
6.5

-3.2
2.6

1.9
3.7

-1.0

1.1

-46.5

85

III

35.8

34 1
3.9

-4.8

2.6

28.0

27.1
13.9
13.2
6.8

3.1
-3.0

-4.9

1.0

7.8

IV

n.a.

84
n.a.

1.6

49

31.4

13.7
2.6

11.1

.8

.9
5.4

10.6

0

n.a.

n.a. Not available
NOTE.—Dollar levels are found in the National Income and

Product Accounts Tables, table 3.2.

preceding quarter. On the basis of
this calculation, total receipts would
increase about $17 billion in the
fourth quarter, and the Federal defi-
cit on a NIPA basis would rise to
about $216 billion from $201V2 billion
in the third quarter.

Prices: Fourth Quarter of 1985

The GNP price index (fixed
weights) accelerated 2 percentage
points to a 4V2-percent increase in the
fourth quarter (table 7). A military
pay raise, which in the NIPA's is
treated as an increase in the price of
employee services purchased by the
Federal Government, accounted for
0.4 percentage point of the accelera-
tion. Much of the remainder was ac-
counted for by PCE prices, although
prices paid by residential investors,
by investors in nonresidential struc-
tures, and by government for other
purchases also were up more than in
the third quarter.

PCE prices increased 4x/2 percent,
after increasing 2l/2 percent in the
third quarter. Durable goods prices
registered a small increase after a de-
cline in the third quarter; the decline
had been in automobile and furniture
prices. Nondurable goods prices were
up considerably more than in the
third quarter. Food prices increased
sharply, following three consecutive
quarters of little change. Meat, poul-
try, and fruit and vegetable prices in-
creased strongly in the fourth quar-
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Table 7.—GNP Price Indexes (Fixed Weights):
Change From Preceding Quarter

[Percent change at annual rates; based on index numbers
(1982=100), seasonally adjusted]

GNP

Less' Change in business inventories

Equals: Final sales

Less' Exports
Plus' Imports

Equals: Final sales to domestic
purchasers

Personal consumption
expenditures . . . .
Food
Energy
Other personal consumption

expenditures .
Other

Nonresidential structures
Producers' durable equipment
Residential
Government purchases

Plus' Change in business inventories

Equals: Gross domestic purchases

Addenda:
Food and energy components of

GNP:1

Energy components 3

GNP less food components
GNP less energy components
GNP less food and energy

components

I

3.5

3.5

2
-49

3.1

2.7
2

-3.5

4.1
3.8
1 l
.8
7

6.2

3.1

1 \
-1.6

42
3.8

46

19

II

3.6

3.6

1 1
.2

3.6

3.8
2

12.1

4.0
3.0
17
1.5

9
4.1

3.6

4
16.1
43
3.1

37

85

III

27

26

1 5
-1.6

27

26
9

-25

3.6
2.9
20
1.9
12
3.6

2.7

2
1.4
30
2.7

3 1

IV

45

4.5

1
1.6

4.7

4.7
65

-2.5

5.1
4.5
24
1.0
2.8
6.4

4.7

4 6
1.0
42
4.7

4.5

1. Inasmuch as GNP is the sum of final products, the food
and energy estimates in this table do not take into account the
effect on the prices of final products of changes in the prices of
the food and energy that are costs of production.

2. Consists of all components for which separate estimates
are prepared. The major component that is not included is
purchases of food by the Federal Government other than
transactions by the Commodity Credit Corporation that are
treated like purchases.

3. Consists of all components for which separate estimates
are prepared. The major components that are not included are
(1) exports of energy; (2) the gasoline and motor oil portions of
inventories of gasoline service stations; and (3) the energy
portions of inventories of businesses that do not produce
energy for sale.

NOTE.—Most index number levels are found in the National
Income and-Product Accounts Tables, table 7.1.

ter; meat and poultry prices had de-
clined in the third. Gasoline prices
registered a smaller decline in the
fourth quarter than in the third. The
price of services was up slightly more
in the fourth quarter, as housing,
transportation, and medical services
all registered larger increases; elec-
tricity and natural gas prices de-
clined, providing a partial offset.

Personal Income; Fourth
Quarter of 1985

Personal income increased $59 bil-
lion in the fourth quarter, following
an increase of only $18 % billion in
the third (table 8). The step-up was
due to a stronger increase in wages
and salaries, a sharp turnaround in
farm proprietors' income, and a small
increase after a steep decline in per-
sonal interest income.

Wage and salary disbursements
were up $36% billion in the fourth

quarter, $15 billion more than in the
third. All of the major industry com-
ponents contributed stronger in-
creases. Government wages and sala-
ries were boosted $2 billion in the
fourth quarter by the military pay
raise. Private wages and salaries
picked up, as employment and aver-
age hourly earnings were up consider-
ably more than in the third quarter;
average weekly hours were up only
slightly more than in the third quar-
ter. The fourth-quarter gain in manu-
facturing wages and salaries included
$1% billion in special bonus payments
to auto workers.

Farm proprietors' income increased
$10 Ms billion in the fourth quarter,
following a $10% billion decline in
the third. Over one-half of the sharp
swing was due to agricultural subsidy
payments. Subsidies—primarily "defi-
ciency" payments—fell $7 billion in
the third quarter and increased $5%
billion in the fourth. "Deficiency"
payments, which are made to farmers
who reduced planted acreage, are
based on the difference between legis-
lated "target prices" and market
prices. The fourth-quarter increase
was mainly due to payments on the
1985 wheat crop. Farm income exclud-
ing subsidies increased in the fourth
quarter after declining in the third,
as livestock prices turned around and
crop prices steadied, albeit at low
levels. Nonfarm proprietors' income
was up less than in the third quarter,
reflecting retail trade and services.

Among the remaining components
of personal income, personal interest
income increased $1% billion, after a
$10 billion decline in the third quar-
ter. The turnaround largely reflected
the course of short-term interest
rates. Transfer payments were up
much less than in the third quarter,
primarily due to the retroactive
Social Security payments. Rental
income of persons was up somewhat
more than in the third quarter; in
each quarter, income loss due to
damage to residential properties—-
from hurricanes in the third quarter
and flooding in the fourth—amounted
to about $1% billion.

Personal tax and nontax payments
increased $12 billion in the fourth
quarter, about one-third as much as
the third-quarter increase. Disposable
personal income (DPI) registered a
strong increase—$47 billion—in the
fourth quarter, after declining in the
third. Changes in personal taxes and

Table 8.—Personal Income and Its Disposition:
Change From Preceding Quarter

[Billions of dollars; based on seasonally adjusted annual rates]

Wage and salary disbursements........
Manufacturing .
Other commodity-producing
Distributive. .
Services
Government and government

enterprises
Other labor income
Proprietors' income

Farm
Nonfarm

Rental income of persons . .
Personal dividend income
Personal interest income
Transfer payments
Less: Personal contributions for

social insurance

Personal income

Less: Personal tax and nontax
payments

Equals: Disposable personal
income

Less' Personal outlays

Equals: Personal saving

Addenda: Special factors—
In wages and salaries:

Federal Government and
Postal Service pay
adj ustments

In farm proprietors' income:
Agricultural subsidy payments..

In rental income of persons:
Hurricane and flood damage . . .

In transfer payments:
Military retirement pay
Social Security retroactive

payments
Cost-of-living increases in

Federal transfer payments
In personal contributions for

social insurance:
Social Security base and rate

changes

I

33.7
45
4.4
68
9.7

8.4
3.7
65

_ ^
66
13
10
1.5

18.4

114

54.7

393

15.4

49.0

—33.6

36

3.0

56

— 12

84

63

19

II

31.0
14
3.2
76

12.9

5.9
3.9
15

-3.7
52
28

.8
-2.3

3.4

2.0

39.2

393

78.5

42.2

36.3

13

1.8

— 10

85

III

21.5
23

.6
38

10.6

4.2
3.6
34

— 10.6
72

7
4

-9.9

7.1

1.4

18.4

358

-17.5

47.0

— 64.6

6

-6.9

-1.7

19

IV

36.4
72
1.5
56

14.9

7.1
3.1

141
10.3
38
20

.7
1.5
3.3

2.4

58.9

119

47.0

31.6

15.5

23

5.7

0

— 2 2

NOTE.—Most dollar levels are found in the National Income
and Product Accounts Tables, table 2.1.

in DPI in the third quarter, as well as
in the first and second quarters of
1985? had been affected by the delay
and catchup of Federal income tax re-
funds in the first half of the year. The
following tabulation shows what the
changes in these series (in billions of
dollars) would be for the three quar-
ters if the timing effect is excluded.

Personal tax and nontax payments
Disposable personal income. .

I

118
42.9

II

157
23.4

III

8S
100

Thus, if the effect of the timing of tax
refunds is excluded, the fourth-quar-
ter increase in personal tax and
nontax payments would have exceed-
ed the third-quarter increase by about
$3% billion. The fourth-quarter in-
crease in DPI would have exceeded
that in the third by about $37 billion.

Real DPI increased 2% percent, fol-
lowing a 4V2-percent decline in the
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8 SURVEY OF CURRENT BUSINESS January 1986

third quarter. The fourth-quarter in-
crease was held down by the accelera-
tion in PCE prices. Real DPI in the
third quarter was affected by the
timing of the income tax refunds; if
this effect is excluded, real DPI would

have declined l/2 percent in that quar-
ter.

Reflecting the sharp swings in DPI,
personal saving—and the personal
saving rate—fluctuated widely in
1985. The personal saving rate rose to
5.9 percent in the second quarter,

dropped to a 35-year low of 3.7 per-
cent in the third, and increased to 4.1
percent in the fourth. For the year as
a whole, the saving rate was consider-
ably lower than in 1984, when it had
fluctuated between 6 and 7 percent.

Errata: National Income and Product Accounts
The table below shows corrections to estimates of fixed-weighted price indexes and implic-

it price deflators (index numbers, 1982=100) published in the National Income and Product
Accounts Tables in December 1985.

Table

71
•7.1
7 1

•7.1
7 1
7.1
7 1
71
7 1
7 1
7 1

72
72

77
77
77
77
77
77
77
77

7 14
714
714
7 14
7 14
7 14
7 14
7 14

Line title

National defense
National defense
National defense
National defense
National defense
National defense
National defense
National defense. . . . . .
Nondefense
Nondefense
Nondefense

Nondurable goods
Final sales

IBT etc
IBT etc
IBT etc
IBT etc . . . . .
IBT etc
IBT etc
IBT etc
IBT etc . .

Durable goods (exports)
Durable goods (exports)
Nondurable goods (exports)
Nondurable goods (exports)

Factor income (exports)
Other (exports)
Other (exports)

Time period

1983
1984
1984-11
1984:111
1984-IV
1985:1
1985-11
1985-III
1983
1984
1984-III

1985:111
1985-III

1983
1984
1984-11
1984:111
1984:IV
1985:1
1985:11
1985:111

1984
1985:111
1984
1985:111
1984
1985:111
1984
1985:111

As
published

1041
108.0
1081
108.1
1089
110.9
111 1
1116
1049
1085
1086

108.6
1085

1034
107.4
1069
107.9
108.9
109.5
110.3
111.0

101.1
100.9
103.3
95.9

109.0
113.6
106.8
109.7

Corrected

1038
107.6
1078
107.5
1083
110.2
1105
111.1
1050
108.6
1087

108.7
108.6

1028
109.5
1108
111.7
112.3
111.3
114.8
115.5

101.2
102.0
101.1
95.4

104.8
104.2
103.2
101.4

Table

7 15
7.15
715
7.15
7 15
7.15
7 15
7.15
7 15
7.15
7 15

7.16
716
7.16
7 16
7.16
7 16
7.16
7.16
7 16
7.16

7 17
7.17
7.17
7.17
7 17
7 17
7.17
7 17

Line title

Industrial supplies and materials (exports)
Industrial supplies and materials (exports)
Capital goods except autos (exports)
Other (exports)
Other (exports)
Other (exports)
Other (exports)
Other (exports)
Other (exports)
Other (exports)
Other (exports)

National defense
National defense
National defense
Nondefense
Nondefense
Nondefense
Nondefense
Other nondurables (nondefense)
Other nondurables (nondefense)..
Other nondurables (nondefense)

National defense purchases
National defense purchases
National defense purchases
National defense purchases
National defense purchases . . . .
National defense purchases
National defense purchases
National defense purchases

Time period

1984
1985:111
1984
1983
1984
1984:11
1984-III
1984-IV
1985-1
1985-11
1985-III

1983
1984-11
1985:111
1983
1984
1984-11
1984-III
1985:1
1985-11
1985:111

1983
1984
1984:11
1984:111
1984-IV
1985-1
1985:11
1985-III

As
published

1002
94.1

1000
102.8
1060
1065
1065
1058
1060
1072
1077

1041
1081
111 6
1049
1085
1086
1086
102.9
1021
100.3

1041
108.0
108.1
108.1
1089
1109
111.1
111.6

Corrected

1022
98.1
943

1008
1036
1047
1037
1024
1019
1020
1010

1038
1078
111 1
1050
1086
1088
1087
102.1
1013
998

1038
107.6
107.8
1075
1083
1102
110.5
111 1

1. Indirect business tax and nontax liability plus business transfer payments less subsidies
plus current surplus of government enterprises.
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the BUSINESS SITUATION

REVISI3ED (45-day) estimates show
that real GNP increased at an annual
rate of 1 percent in the fourth quarter
of 1985 (table 1). Preliminary (15-day)
estimates had shown a 2V2-percent in-
crease.1 Within GNP, the largest revi-
sions stemmed mainly from two data
sources. Information for the second
month of the quarter for merchandise
imports on a revised statistical month
basis led to a $6 billion upward revi-
sion in imports. Detailed monthly in-
formation on crop placements with
the Commodity Credit Corporation
under the commodity loan program
more than accounted for a $3V2 bil-
lion upward revision in Federal Gov-
ernment purchases and a $4J/2 billion
downward revision in farm inventory
investment. Among the other major
components of GNP, producers' dura-
ble equipment, nonfarrn inventory in-
vestment, and State and local govern-
ment purchases were revised down.
Personal consumption expenditures
and nonresidential structures were re-
vised up.

The increase in prices, as measured
by the GNP fixed-weighted price
index, was revised down one-half of a
percentage point to 4 percent. The re-
vision largely was due to additional
price information on net exports.

Table 1.—Revisions in Selected Component Series of the NIPA's, Fourth Quarter of 1985

1. Quarterly estimates in the national income and
product accounts are expressed at seasonally adjusted
annual rates, and quarterly changes in them are dif-
ferences between these rates. Quarter-to-quarter per-
cent changes are compounded to annual rates. Real,
or constant-dollar, estimates are expressed in 1982 dol-
lars.

GNP

Personal consumption expenditures
Nonresidential fixed investment
Residential investment..
Change in business inventories
Net exports .
Government purchases

National income........

Compensation of employees
Corporate profits with inventory valuation and capital

consumption adjustments
Other

Personal income

GNP

Personal consumption expenditures
Nonresidential fixed investment
Residential investment
Change in business inventories
Net exports
Government purchases

GNP implicit price deflator
GNP fixed-weighted price index
GNP chain price index

Seasonally adjusted at annual rates

15-day
estimate

45-day
estimate Revision

Billions of current dollars

4,075.1

2,633.3
490.6
192.5

2.1
-97.2
853.7

2,428.1

541.8

3,357.4

4,061.5

2,634.0
490.9
192.6
-5.5

-106.9
856.5

2,427.2

539.5

3,354.1

-13.6

.7

.3

.1
-7.6
-9.7

2.8

-.9

-2.3

-3.3

Billions of constant (1982) dollars

3,605.0

2,328.7
485.4
176.7

0.1
-127.6

741.7

3,594.8

2,330.3
485.1
175.8
-6.7

-134.0
744.3

-10.2

1.6
-.3
-.9

-6.8
-6.4

2.6

Index numbers, 1982-100 l

113.0
113.9

113.0
113.8

0
-.1

Percent change from
preceding quarter at

annual rates

15-day
estimate

5.9

4.2
10.5
11.3

10.6

7.4

6.2

7.3

2.4

-.2
10.3
8.6

7.0

3.3
4.5
3.9

45-day
estimate

4.5

4.4
10.8
11.6

12.0

7.2

4.4

6.9

1.2

.1
10.0
6.4

8.5

3.3
3.9
3.6

1. Not at annual rates.
NOTE.—For the fourth quarter of 1985, the following revised or additional major source data became available: For personal

consumption expenditures, revised retail sales for November and December; for nonresidential fixed investment, manufacturers'
shipments of equipment for November (revised) and December, construction put in place for November (revised) and December,
and partial information on actual plant and equipment expenditures for the quarter; for residential investment, construction put
in place for November (revised) and December; for change in business inventories, book values for manufacturing and trade for
November (revised) and December; for net exports of goods and services, statistical month merchandise exports for December,
revised statistical month merchandise exports for November, and revised statistical month merchandise imports for November; for
government purchases of goods and services, Federal unified budget outlays for December, and State and local construction put in
place for November (revised) and December; for wages and salaries, revised employment, average hourly earnings, and average
weekly hours for November and December; for corporate profits, domestic book profits for the quarter; for GNP prices, the
Consumer Price Index and the Producer Price Index for December, unit-value indexes for exports and imports for December,
export and import price indexes for December, and residential housing prices for the quarter.

Looking Ahead . . .

• Plant and Equipment Expenditures. The regular article in the April
SURVEY will be limited to estimates of plant and equipment (P & E) ex-
penditures for the industries surveyed quarterly; estimates for the indus-
tries surveyed only annually will be available later. (Also, the date of the
P & E news release has been changed from April 10 to April 16.)

• Regional Sensitivity to the Business Cycle. An article about the sensi-
tivity of States and regions to the national business cycle will appear in
the April SURVEY. The analysis will be based on quarterly nonfarm wages
and salaries and will cover the 3 years of the current expansion.
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the BUSINESS SITUATION

sOURCE data that became available
for the 75-day estimate of the fourth
quarter of 1985 rounded out the view
of economic developments provided by
the national income and product ac-
counts (NIPA's).1 Data on domestic
corporate profits become available for
the fourth quarter at the time of the
75-day, rather than the 45-day, esti-
mate because most corporations' fiscal
years end in the fourth quarter and
additional time is needed to complete
their end-of-year reports. This infor-
mation, in combination with informa-
tion on international investment
income from surveys and other quar-
terly reports, provided the basis for
the first direct estimate of fourth-
quarter corporate profits on a NIPA
basis. The corporate profits estimates,
in turn, made it possible to estimate
profits taxes and thus to complete the
estimates of the receipts side of the
government sector accounts, provid-
ing—in conjunction with the expendi-
tures side—a full view of the govern-
ment fiscal position. Fourth-quarter
developments in corporate profits and
in the government sector are dis-
cussed in the first two sections of the
"Business Situation/'

December data on merchandise
trade on the revised statistical month
basis became available for the 75-day
estimate of the net exports compo-
nent of GNP. (These data more than
accounted for the revision from the
45-day to the 75-day estimate of GNP;
see table 2 at the end of the "Business
Situation.") In addition, the estimate
of net exports incorporated the infor-
mation on investment income already
mentioned and newly available infor-
mation on other services. This infor-
mation is initially assembled for the
international transactions accounts—
often referred to as the balance of
payments accounts—and incorporated

in the NIPA's after several adjust-
ments. (See table 1 on page 6 for a
reconciliation of NIPA net exports
and the corresponding measure in the
balance of payments accounts.) The
article "U.S. International Transac-
tions" in this issue provides an in-
depth review of the fourth quarter
and year 1985 in terms of the balance
of payments. The third section of the
"Business Situation" uses NIPA ag-
gregates to provide a longer run over-
view of international developments in
a NIPA framework.

Corporate profits

Profits from current production—
profits before tax plus inventory valu-
ation adjustment (IVA) and capital
consumption adjustment (CCAdj)—
were unchanged, at $309 billion, in
the fourth quarter, following a $21
billion increase in the third. A decline
in domestic profits of nonfinancial
corporations offset increases in do-
mestic profits of financial corpora-
tions and in profits from the rest of
the world.2

2. Quarterly estimates in the NIPA's are expressed
at seasonally adjusted annual rates, and quarterly
changes in them are differences between these rates.
Quarter-to-quarter percent changes are annualized.
Real, or constant-dollar, estimates are expressed in
1982 dollars.

Domestic profits of nonfinancial
corporations declined $5*/2 billion in
the fourth quarter, following a $21
billion increase in the third, as the
effect of a 2-percent increase in real
gross corporate product was more
than offset by that of a drop in profits
per unit of product. The drop in unit
profits, in turn, reflected a smaller in-
crease in unit prices than in unit
costs; unit labor costs fully accounted
for the cost increase, as unit nonlabor
costs were unchanged.

Domestic profits of financial corpo-
rations increased $1 billion in the
fourth quarter, following a $lx/2 bil-
lion increase in the third. Profits
from the rest of the world increased
$4 ¥2 billion, following a decline of
$1V2 billion.

The current quarterly estimates of
profits from cur rent"production and
the other measures of profits estimat-
ed in the NIPA framework are pre-
pared by extrapolation using tabula-
tions of samples of corporate financial
reports. Special adjustments to ac^
count for charges not attributable to
current production were unusually
large in the third and fourth quar-
ters; they are discussed in the note at
the end of this section.

Profits before tax.—Profits before
tax (PBT) increased $11% billion in

1. The "flash" estimate of GNP, which had been
prepared at the same time as the 75-day estimates,
has been discontinued.

Looking Ahead . . *

' • Plant and Equipment Expenditures. The regular article in the April
SURVEY will be limited to estimates of plant and equipment (P & E) ex-
penditures for the industries surveyed quarterly; estimates for the indus-
tries surveyed only annually will be available later.

•• Regional Sensitivity to the Business Cycle. An article about the sensi-
tivity of States and regions to the national business cycle will appear in
the April SURVEY. The analysis will be based on quarterly nonfarm wages
and salaries and will cover the 3 years of the current expansion.

• U.S. Merchandise Trade Associated with U.S. Multinational Compa-
nies. An article presenting multinational companies' merchandise trade
and discussing trends and detail by product, by country of destination
and origin, and by intended use will appear in an upcoming issue of the
SURVEY.
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the fourth quarter, to $240 billion, fol-
lowing a $10 billion increase. The con-
trast between the flatness in profits
from current production and the in-
crease in PBT reflects changes in the
IVA, which declined $15 billion to
negative $10 billion, and in the
CCAdj, which increased $3% billion to
$79% billion; both of these adjust-
ments are reflected in the current
production measure but not in PBT.

The IVA converts the value of in-
ventory withdrawals from the mix-
ture of historical and replacement
costs that underlie PBT to current re-
placement costs. When, as in the
fourth quarter, current replacement
costs of inventory withdrawals are
higher than the costs that underlie
PBT, the IVA is negative in order to
remove the resulting capital-gains-
like element.

The CCAdj converts depreciation
charges from those that underlie PBT
to a consistent accounting basis (i.e.,
straight-line depreciation and uniform
service lives) and to current replace-
ment costs. The fourth-quarter in-
crease in the CCAdj was largely due
to the effect of the Economic Recov-
ery Tax Act of 1981, which allowed
shorter service lives for depreciable
capital. The increase was considerably
smaller than in many earlier quar-
ters, reflecting depreciation charges
that corporations reported in the
fourth quarter.

Profits with IVA but without
CCAdj.—The measure of profits avail-
able by industry declined $3 ¥2 billion
in the fourth quarter, following a
$12% billion increase.

An $8% billion drop in the profits
of nonfinancial corporations was fully
accounted for by a drop in trade prof-
its. Both wholesale and retail trade
registered large declines because of
increased inventory prices; without
the IVA, both would have registered
increases. In manufacturing, large
changes were recorded for producers
of motor vehicles and chemicals.
Motor vehicles profits increased $3
billion, partly reflecting reduced costs
of sales-incentive programs. Chemi-
cals profits dropped $2 billion; the de-
cline was industry-wide, affecting pro-
ducers regardless of firm size or type
of chemical produced.

A $1 billion increase in the profits
of financial corporations reflected an
increase in profits of depository insti-

tutions that was partly offset by in-
creased losses of insurance carriers.

Profits from the rest of the world
increased $4% billion, reflecting, in
roughly equal amounts, increased
profits of foreign affiliates of U.S. cor-
porations and decreased profits of
U.S. affiliates of foreign corporations.

Special adjustments.—Special ad-
justments relating to the extrapola-
tion of current quarterly estimates on
the basis of corporate financial re-
ports were unusually large in the
third and fourth quarters. As a result,
the differences between the NIPA
measures of profits and the corre-
sponding measures in corporations' fi-
nancial reports were unusually large.

Corporations typically report the
bulk of their charges for items such
as asset writedowns and anticipated
expenses associated with plant clos-
ings and corporate restructurings—
the discontinuation of product lines,
the divestment of subsidiaries, etc.—
in the fourth quarter. In 1985, as in
1984, many such charges were report-
ed in both the third and fourth quar-
ters. A number of explanations, not
necessarily mutually exclusive, have
been offered for the unusually large
amounts of special charges recently.
They have been interpreted as a reac-
tion to what are viewed as the ex-
cesses of the conglomerate movement
of the late 1970's, as a defensive strat-
egy aimed at fending off hostile corpo-
rate takeovers, and as an effort to
take advantage of the third-quarter
1985 upturn in the stock market.

These charges substantially reduced
profits in financial reports. Because
these charges are not attributable to
current production, BEA adjusted the
tabulations of samples of financial re-
ports, where necessary, to remove
their effect from NIPA profits. With-
out these adjustments, NIPA profits
from current production would have
been 5-10 percent lower in both the
third and fourth quarters.

Government sector

The fiscal position of the govern-
ment sector in the NIPA's deteriorat-
ed in the fourth quarter of 1985, as
the combined deficit of the Federal
Government and of State and local
governments increased $20% billion
(table 1). The deterioration was due to
an increase in the Federal deficit; the
State and local surplus increased $2%
billion.

Table 1.—Government Sector Receipts and
Expenditures: Change from Preceding Quarter
[Billions of dollars, based on seasonally adjusted annual rates]

Government sector
Receipts
Expenditures

Surplus or deficit (— )

Federal Government

Receipts

Personal tax and nontax
receipts

Corporate profits tax accruals
Indirect business tax and nontax

accruals
Contributions for social

insurance

Expenditures

Purchases of goods and services....
National defense
Nondefense

Of which: Commodity Credit
Corporation inventory
change

Transfer payments
To persons....
To foreigners

Grants-in-aid to State and local
governments

Net interest paid
Subsidies less current surplus of

government enterprises
Subsidies
Less: Current surplus of

government enterprises
Less: Wage accruals less

disbursements

Surplus or deficit (— )

State and local governments

Receipts

Personal tax and nontax
receipts

Corporate profits tax accruals
Indirect business tax and nontax

accruals
Contributions for social

insurance
Federal grants-in-aid

Expenditures

Purchases of goods and services..
Of which: Structures

Transfer payments to persons
Net interest paid
Less: Dividends received by

government
Subsidies less current surplus of

government enterpises
Subsidies
Less: Current surplus of

government enterprises
Less: Wage accruals less

disbursements

Surplus or deficit (— )

Social insurance funds . .
Other

I

55.6
282
27.4

476

361
-3.3

7

15.5

176

1.5
2.0
- 6

1 4
12.2
16.5

-43

16
17

34
3.8

.5

-.4

30.0

64

3.2
-.6

46

.8
16

8.9

7.3
-.2
1.4

6

3

1

0

-2.6

30

198

II

-27.2
25.2

-52.4

-349

-42.6
-.9

47

4.0

11.6

3.4
6.5

-3.1

-35
2.6
1.3
1.3

18
37

-1.0
2.2

3.2

-1.2

-46.5

95

3.3

37

.8
18

15.5

14.2
6.8
1.6

4

0

0

-6.0

1.3
-72

5

III

44.6
37.2

7.4

358

34.1
3.9

48

2.6

28.0

27.1
13.9
13.2

12.2
6.8
4.6
2.2

3.1
30

-4.9
-7.2

-2.3

1.0

7.8

11.8

1.8
1.2

48

9
3.1

12.2

10.6
3.9
2.0

1

3

0

0

1.2
— 16

IV

22.0
42.3

-20.3

155

6.8
2.2

1 5

4.9

38.3

19.9
2.2

17.7

17.5
1.3
.6
.7

1.3
59

9.9
5.8

-4.1

0

-22.9

7.9

3.5
.7

14

.9
13

5.3

4.8
-3.8

2.0
-.2

.4

9
0

1.0

0

2.6

1.2
1.3

NOTE.—Dollar levels are found in the National Income and
Product Accounts Tables, tables 3.2 and 3.3.

In 1985, the fiscal position of the
government sector registered sharp
quarterly fluctuations, reflecting an
unusual pattern of refund payments
on 1984 Federal personal income
taxes. Refund payments, which are
netted against tax payments in calcu-
lating personal tax and nontax re-
ceipts, were delayed in the first quar-
ter by $271/2 billion due to computer
problems at processing centers, and
personal tax payments were unusual-
ly large in that quarter. In the second
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quarter, the catchup in refund pay-
ments led to a large decline in tax
payments. The catchup also affected
the third-quarter change, but not the
level, of tax payments. A comparison
with a year earlier removes the, ef-
fects of these fluctuations: The fourth-
quarter 1985 combined government
sector deficit of $165 billion was $38
billion higher than a year ago, due to
a $31V2 billion increase in the Federal
deficit and a $6V2 billion decline in
the State and local surplus.

The Federal sector.—The Federal
Government deficit increased $23 bil-
lion in the fourth quarter to $224 bil-
lion, as expenditures increased more
than receipts.

Receipts increased $15 Va billion,
compared with $36 billion in the third
quarter. All categories of receipts in-
creased in the fourth quarter. The in-
crease in personal tax and nontax re-
ceipts ($7 billion) and in contributions
for social insurance ($5 billion) re-
flected strong gains in incomes. The
increase in indirect business tax and
nontax accruals includes $1 billion
from an increase in the alcohol excise
tax to $12.50, from $10.50, per gallon
of 100-proof liquor, effective October
1.

Expenditures increased $38 Vk bil-
lion, compared with $28 billion in the
third quarter. Purchases of goods and
services, which amounted to slightly
more than 35 percent of total expend-
itures, accounted for over 50 percent
of the fourth-quarter increase. Nonde-
fense purchases increased $17 Vfe bil-
lion; defense purchases, $2 billion.
Purchases of agricultural commodities
by the Commodity Credit Corporation
(CCC) accounted for the increase in
nondefense purchases. The CCC's net
acquisition of agricultural commod-
ities was a record $30 billion ($33%
billion in real terms) and included
$13% billion of corn, $5% billion of
soybeans, and $3 billion of cotton.
(The previous high net acquisition
was $15% billion ($17 billion in real
terms) in the fourth quarter of 1982).
The small increase in national de-
fense purchases followed a $14 billion
increase in the third quarter; the sharp
deceleration was more than accounted
for by purchases of military hard-
ware. These purchases declined $5%
billion in the fourth quarter, in con-
trast to an $8% billion increase in the
third.

All other expenditures combined in-
creased $18% billion. Of a $10 billion
increase in subsidies less the current
surplus of government enterprises,
subsidy payments to farmers account-
ed for $6 billion; an increase in the
CCC enterprise deficit accounted for
the remainder. Net interest paid in-
creased $6 billion, reflecting an in-
crease in borrowings to finance the
deficit. Grants-in-aid to State and
local governments increased $1% bil-
lion; grants for sewage treatment
plant construction and for medicaid
accounted for the increase.

Cyclically adjusted surplus or defi-
cit.—When measured using cyclical
adjustments based on middle-expan-
sion trend GNP, the Federal fiscal po-
sition moved from a deficit of $206 bil-
lion in the third quarter to a deficit of
$227 billion in the fourth (see the arti-
cle later in this issue for revised and
updated estimates of the cyclically ad-
justed budget). The cyclically adjusted
deficit as a percentage of middle-ex-
pansion trend GNP increased from
5.2 percent in the third quarter to 5.6
percent in the fourth.

The State and local sector.—The
State and local government surplus
increased $2x/2 billion in the fourth
quarter to $59% billion, as receipts
increased more than expenditures.
The increase in the total surplus was
shared by social insurance funds and
other funds.

Receipts increased $8 billion, com-
pared with $12 billion in the third
quarter. All categories of receipts in-
creased. The increase in personal tax
and nontax receipts reflected a strong
increase in incomes, and that in indi-
rect business tax and nontax receipts
largely reflected an increase in prop-
erty taxes.

Expenditures increased $5% billion,
compared with $12 billion in the third
quarter. The deceleration was largely
accounted for by purchases of goods
and services; they increased $5 billion
in the fourth quarter, compared with
$10% billion in the third. Compensa-
tion of employees more than account-
ed for the increase in the fourth quar-
ter; all other purchases combined de-
clined $x/2 billion. Purchases of struc-
tures declined $4 billion, an $8 billion
shift from the third-quarter increase.
Declines in all major types of con-
struction purchases were paced by a
$3 billion drop in highways.

All other expenditures combined in-
creased $% billion. The increase in
the current surplus of government en-
terprises was the result of a lottery
started on October 1 in California.

Real net exports

In the fourth quarter of 1985, real
net exports reached a record low of
negative $141 billion. From their peak
of $74 billion in the third quarter of
1980, net exports declined $215 bil-
lion. Over this period, declines were
registered in most quarters (chart 1).

Most of the decline in net exports
was in 1983-85. From their peak in
the third quarter of 1980 to the fourth
quarter of 1982, when the trough of
the 1981-82 recession was reached,
net exports declined $62% billion.3

Exports declined $47 Va billion, at an
average annual rate of 5.7 percent, ae-
counting for about three-quarters of
the decline in net exports. Imports in-
creased $14% billion, at a rate of 2.1
percent. Over the next 3 years, a
period coincident with the current re-
covery and expansion, net exports
plummeted, turning negative in the
second quarter of 1983 and registering
a decline of $152%- billion by the
fourth quarter of 1985. During this
period, imports were by far the more

3. The trough in real GNP was reached in the third
quarter of 1982. The National Bureau of Economic Re-
search places the reference business cycle trough in
the fourth quarter.

1

Exports, Imports, Net Exports,
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2

GNP, Command-Basis GNP, and
Gross Domestic Purchases
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Seasonally Adjusted at Annual Rates
U.S. Department of Commerce, Bureau of Economic Analysis 86-3-2

dynamic component; they increased
$1751/2 billion, at an average annual
rate of 15.5 percent. By contrast, ex-
ports increased only $23 billion, at a
rate of 2.3 percent.

The divergence in movements of ex-
ports and imports led, in turn, to a di-
vergence between rates of growth of
real GNP, which includes exports and
excludes imports, and real gross do-
mestic purchases, which includes im-
ports and excludes exports. (The quar-
terly NIPA tables now regularly in-
clude a reconciliation of GNP and
gross domestic purchases; see NIPA
table 1.6.) When net exports are posi-
tive, GNP exceeds gross domestic pur-
chases. The gap between the former, a
measure of U.S. production, and the
latter, a measure of U.S. demand,
narrowed from the third quarter of
1980, as net exports declined, but re-
mained positive. After net exports
turned negative in the second quarter
of 1983, gross domestic purchases ex-
ceeded GNP, and the gap between the
two generally widened (chart 2). Gross

domestic purchases increased at an
average annual rate of 5.4 percent
since that quarter, and GNP in-
creased at a rate of 4.0 percent.

U.S. demand outpaced U.S. produc-
tion during most of the 1983-85
period, and an increasing portion of
U.S. demand was met by imports. Im-
ports, which met 11 percent of U.S.
demand in the second quarter of 1983,
met 13 percent by the fourth quarter
of 1985.

Another comparison related to net
exports is that of real GNP and real
command-basis GNP. Command-basis
GNP, because it is adjusted for
changes in the terms of trade, meas-
ures command over goods and serv-
ices resulting from current produc-
tion. (The quarterly NIPA tables now
regularly include command-basis
GNP; see NIPA table l.ll)4

The difference in the quarterly
movements of command-basis GNP
and GNP, shown in chart 2, mirrors
the impact of changes in the terms of
trade. The terms of trade, calculated
in this context as the ratio of the ex-
ports implicit price deflator to the im-
ports implicit price deflator (multi-
plied by 100), affect the quantity of
foreign goods and services that the
United States could buy with its ex-
ports. As shown in chart 3, the terms
of trade declined in the first half of
1980, continuing a slide under the
impact of the 1979 petroleum price in-
crease, and then moved irregularly
higher to the fourth quarter of 1983.
From the third quarter of 1980 to the

3

Terms of Trade

4. The difference between the two measures stems
from the difference in the deflation procedures used
for their net exports components. To obtain the con-
stant-dollar measure of net exports for GNP, BEA de-
flates the current-dollar value of exports by export
prices and the current-dollar value of imports by
import prices and then subtracts deflated imports
from deflated exports. In contrast, to obtain the con-
stant-dollar measure of net exports for command-basis
GNP, BEA deflates both current-dollar exports and
imports by the implicit price deflator for imports. For
a detailed exposition of command counterparts of BEA
production measures and their derivation, see Edward
F. Denison, "International Transactions in Measures
of the Nation's Production," SURVEY OF CURRENT BUSI-
NESS 61 (May 1981): 17-22.

Index 1982=100
120 r ~"—~
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Seasonally Adjusted at Annual Rates
U.S. Department of Commerce, Bureau of Economic Analysis se-s-s

fourth of 1983, the exports deflator in-
creased steadily, at an average
annual rate of 3.7 percent, while the
imports deflator drifted down at a
rate of 0.3 percent. The result was im-
provement in the terms of trade at an
average annual rate of 4 percent. Be-
ginning in the fourth quarter of 1983,
the improvement slowed sharply: The
exports deflator changed little while
the imports deflator declined slightly,
resulting in improvement at an aver-
age annual rate of 0.3 percent.

Over the early part of the 1980-85
period, when the terms of trade regis-
tered strong improvement, command-
basis GNP increased at an average
annual rate of 2.4 percent, and GNP
increased at a rate of 1.9 percent.
Since then, when the rate of improve-
ment in the terms of trade was much
less, the average annual rates of
growth of command-basis GNP and
GNP were about the same. Thus, only
in the early part of the period did
U.S. command over goods and serv-
ices increase faster than production.

* * *
Fourth-quarter NIPA revisions

The 75-day revisions of the NIPA
estimates for the fourth quarter of
1985 are shown in table 2.
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Table 2.—Revisions in Selected Component Series of the NIPA's, Fourth Quarter of 1985

GNP

Personal consumption expenditures....
Nonresidential fixed investment
Residential investment
Change in business inventories
Net exports
Government purchases ...

National income

Compensation of employees
Corporate profits with inventory valuation and capital

consumption adjustments
Other

Personal income

GNP

Personal consumption expenditures
Nonresidential fixed investment
Residential investment
Change in business inventories
Net exports
Government purchases

GNP price index (fixed weights)
GNP price index (chained weights)
GNP implicit price deflator . ... . ..

Seasonally adjusted at annual rates

45-day
estimate

75-day
estimate Revision

Billions of current dollars

4,061.5

2,634.0
490.9
192.6
-5.5
1069
856.5

2,427.2

539.5

3,354.1

4,059.3

2,634.8
492.5
192.5
-4.3
1134
857.2

3,275.9

2,427.5

309.1
539.4

3,354.3

-2.2

.8
1.6
-.1
1.2
65

.7

.3

-.1

.2

Billions of constant (1982) dollars

3,594.8

2,330.3
485.1
175.8

67
-134.0

744.3

3,590.8

2,330.4
486.5
175.5

63
-140.8

745.5

4.0

.1
1.4
-.3

.4
-6.8

1.2

Index numbers, 1982=100 l

113.8

113.0

113.8

113.0

0

0

Percent change from
preceding quarter at

annual rates

45-day
estimate

4.5

4.4
10.8
11.6

12.0

7.2

4.4

6.9

1.2

.1
10.0
6.4

8.5

3.9
3.6
3.3

75-day
estimate

4.3

4.5
12.2
11.3

12.4

6.1

7.3

-5.7
4.3

6.9

.7

.1
11.3
5.7

9.2

3.9
2.9
3.3

1. Not at annual rates.
NOTE.—For the fourth quarter of 1985, the following revised or additional major source data became available: For personal

consumption expenditures, revised retail sales for December, used car sales for the quarter, consumer share of new car purchases
for December, and consumption of electricity for December; for nonresidential fixed investment, revised manufacturers' shipments
of equipment for December, revised construction put in place for December, and business share of new car purchases for
Etecember; for residential investment, revised construction put in place for December; for change in business inventories, revised
book values for manufacturing and trade for December; for net exports of goods and services, revised statistical month
merchandise exports and imports for December, and revised service receipts for the quarter; for government purchases of goods
and services, revised construction put in place for December; for wages and salaries, revised employment, average hourly earnings,
and average weekly hours for December; for net interest, financial assets held by households for the quarter, and revised net
interest received from abroad for the quarter; for corporate profits, domestic book profits for the quarter, and revised profits from
the rest of the world for the quarter; and for GNP prices, revised residential housing prices for the quarter.
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the BUSINESS SITUATION

JL HE sawtooth pattern of production
growth in recent quarters continued
into 1986, as real GNP increased 3
percent in the first quarter after a Vz-
percent increase in the fourth quarter
of 1985 (chart 1). The increase in GNP
prices (fixed weights) decelerated to 2
percent from 4 percent in the preced-
ing quarter; the first-quarter increase
was the lowest in 14 years.1

1. Quarterly estimates in the national income and
product accounts are expressed at seasonally adjusted
annual rates, and quarterly changes in them are dif-
ferences between these rates. Quarter-to-quarter per-
cent changes are annualized. Real, or constant-dollar,
estimates are expressed in 1982 dollars.

The preliminary (15-day) GNP estimates for the first
quarter, prepared in mid-April, are based on the fol-
lowing major source data: For personal consumption
expenditures (PCE), retail sales through March, and
unit auto and truck sales through March; for nonresi-
dential fixed investment, the same information for
autos and trucks as for PCE, January and February
construction put in place, and January and February
manufacturers' shipments of machinery and equip-
ment; for residential investment, January and Febru-
ary construction put in place, and housing starts
through March; for change in business inventories,

A number of components of real
GNP showed large changes, reversed
direction, or both (table 1). Two of
these changes—in farm inventory in-
vestment and in Federal nondefense
purchases—were largely offsets to
each other. Farmers placed record
amounts of crops under loan with the
Commodity Credit Corporation (CCC)
in the fourth quarter; in the first
quarter, they placed much smaller,
albeit still substantial, amounts. Such

January and February book values for manufacturing
and trade, and unit auto inventories through March;
for net exports of goods and services, January and Feb-
ruary statistical month merchandise exports, January
revised statistical month merchandise imports, and
fragmentary information on investment income for
the quarter; for government purchases of goods and
services, Federal unified budget outlays for January
and February, State and local construction put in
place for January and February, and State and local
employment through March; and for GNP prices, the
Consumer Price Index for January and February, the
Producer Price Index for January and February, and
unit-value indexes for exports and imports for Janu-
ary and February. Some of the source data are subject
to revision.

Looking Ahead . . .

• Comprehensive revision of regional estimates. A revision of the region-
al estimates of personal income that will incorporate the results of the
recent comprehensive revision of the national estimates is in preparation.
See page 39 for the schedule of release of the estimates for States and for
metropolitan areas and counties.

• U.S. Merchandise Trade Associated with U.S. Multinational Compa-
nies. An article presenting multinational companies' merchandise trade
and discussing trends and detail by product, by country of destination
and origin, and by intended use will appear in an upcoming issue of the
SURVEY.

• U.S. Business Enterprises Acquired or Established by Foreign Direct
Investors. Preliminary estimates for 1985 and revised estimates for 1984,
including investment outlays and number of enterprises by industry and
by country, will be presented in the May SURVEY.

• U.S. international transactions and investment position. Revised esti-
mates of U.S. international transactions will be presented in the June
SURVEY, along with preliminary estimates of the first quarter of 1986.
The revisions cover 1982-85. The same issue will present preliminary esti-
mates for yearend 1985 of U.S. assets abroad and foreign assets in the
United States, the sources of change in the investment position, and
changes by area.

Selected Measures:
Change From Preceding Quarter
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transactions are treated in the nation-
al income and product accounts
(NIPA's) as a purchase by the CCC,
with an offset in farm inventories.
The sharp reduction in farm invento-
ry liquidation in the first quarter
added $24 billion to the change in
real GNP, while the sharp drop in
CCC purchases subtracted $27 billion.

Investment in nonresidential struc-
tures includes petroleum exploration,
shafts, and wells. The recent sharp
drop in petroleum prices led to large
cutbacks in petroleum investment
that more than offset increased in-
vestment in other components of non-

Table 1.—Real GNP: Change From Preceding
Quarter

[Percent change at annual rates; based on seasonally adjusted
annual rates]

GNP

Final sales

Personal consumption
expenditures

Durables
Motor vehicles and parts
Furniture and household

equipment
Other durables

Nondurables
Food
Energy 1

Clothing and shoes
Other nondurables

Services
Energy 2 .
Other services

Gross private domestic fixed
investment

Nonresidential
Structures
Producers' durable

Autos and trucks
Other

Residential

Net exports of goods and
services

Exports
Merchandise

Agricultural
Nonagricultural

Other .

Imports
Merchandise

Petroleum
Nonpetroleum

Other

Government purchases of goods
and services
Federal

National defense
Nondefense

Commodity Credit
Corporation inventory
change

Other

State and local

Change in business inventories

II

1 1

12

2.6

6.5
6.0

8.9
20

3.3
64

-6.9
6.8
- 3

1.0
-26.0

35

11 1

12.5
52

169
46

193

7 1

-109
9 1

409
-2.8

-13.9

182
230

142.5
8.5
3.6

47
21
8.7

-16.0

1.6

69

1985

III

3 0

50

4.6

24.3
50.6

5.8
55

1.5
25
5.1

-1.3
-13

1.4
1.6
14

40

2.4
12

30
254
1 1

8.5

-5.1
68

170
-5.2
-2.4

12.8
174
0

21.2
-2.7

182
373
22.0
95.9

4.4

4.7

IV

0 7

13

.1

-13.3
-39.5

19.2
103

.6
— 15

3.2
3.3
2.1

4.4
5.9
4.3

97

11.3
7.2

13 5
135
203

5.7

6.6
96

845
1.3
1.5

24.5
329
60.1
28.0

-2.7

9.2
234

-3.2
125.4

-4.2

-1.6

1986

I

3 2

4

4.3

-1.5
-1.1

-.3
50

7.7
62
9.1

12.1
7.0

3.4
-11.4

4.6

78

-13.6
— 5.1

178
222
167

9.7

11.9
18.0
203
17.4
2.7

-3.6
68

-8.5
-6.5

9.8

-15.1
322

-6.9
-70.0

-5.3

2.4

1. Gasoline and oil, and fuel oil and coal.
2. Electricity and gas.
NOTE.—Percent changes in major aggregates are found in

the National Income and Product Accounts Tables, table 8.1.
Dollar levels are found in tables 1.2, 1.18, 1.20, 2.3, 3.8B, and
4.4.

residential structures; as a result,
total real investment in nonresiden-
tial structures declined 5 percent,
ending a 10-quarter uptrend.

Price developments also affected
other components of real GNP. Decel-
eration in prices contributed to a
strengthening in real disposable per-
sonal income, which helped boost per-
sonal consumption expenditures
(PCE), and a third consecutive quar-
ter of increase in prices of nonpetro-
leum imports probably contributed to
a downturn in imports.

GNP prices.—With the exception of
exports, prices of all major compo-
nents of GNP decelerated in the first
quarter (table 2). A steep drop in pe-
troleum prices was responsible for a
4-percent decline in the prices of the
energy components of GNP; in the
fourth quarter, energy prices had de-
clined 2 percent. In PCE, a 12-percent
decline in energy prices after a 2Vfe-
percent decline, along with a sharp
deceleration in food prices, produced a
slowdown from a 4 1/2-percent to a
1 Vk-percent increase.

A 44-percent drop in prices of im-
ported petroleum and petroleum prod-
ucts was responsible for the swing in
import prices from a 5 Vk-percent in-
crease in the fourth quarter to a 4V2-
percent decline in the first. Prices of
nonpetroleum imports increased
about 4V2 percent in both quarters.
The increases in the prices of nonpe-
troleum imports are noteworthy, and
apparently reflect, among other
things, the effect of cumulative dollar
depreciation.

In view of the 44-percent decline in
prices of imported petroleum, it may
seem surprising that GNP energy
prices declined only 4 percent. A part
of the explanation lies in the fact that
a drop in import prices affects GNP
prices only to the extent that the de-
cline is not passed through on a
dollar-for-dollar basis to final pur-
chasers. If the decline is passed
through exactly dollar-for-dollar, then
GNP prices are unaffected: The de-
cline in prices paid by final purchas-
ers is exactly offset by the decline in
import prices, which are entered with
a negative weight in calculating GNP
prices. If—as appears to have hap-
pened with petroleum prices in the
first quarter—the passthrough is less
than complete, then GNP energy
prices would tend to increase or show
a smaller decline, a tendency that

was reinforced in the first quarter by
increases in the prices of some nonpe-
troleum sources of energy. These
upward pressures on GNP energy
prices were offset, however, by a de-
cline in the price of domestically pro-
duced petroleum. The 4-percent de-
cline in GNP energy prices was the
net effect of these forces.

Personal consumption expenditures
Real PCE increased 4 ¥2 percent in

the first quarter after changing little
in the fourth. The first-quarter
strength in PCE is consistent with the
moderate-to-strong increases in real
disposable personal income in recent
quarters. As well, the strength may
be related to increases in funds avail-
able from transactions on existing
homes—realized capital gains on sales
and refinancing that reduces monthly
mortgage payments—and improve-

Table 2.—GNP Price Indexes (Fixed Weights):
Change From Preceding Quarter

[Percent change at annual rates; based on index numbers
(1982=100), seasonally adjusted]

GNP

Less' Change in business inventories

Equals: Final sales....

Less: Exports
Plus' Imports

Equals: Final sales to domestic
purchasers

Personal consumption expenditures-
Food
Energy
Other personal consumption

expenditures

Other
Nonresidential structures
Producers' durable equipment
Residential
Government purchases

Plus' Change in business inventories

Equals: Gross domestic purchases

Addenda:
Food and energy components of

GNP:1

Food components 2

Energy components 3

GNP less food components
GNP less energy components
GNP less food and energy

components

II

3.6

3.6

1.1
2

3.6

3.8
2

121

40

30
1.7
1.5

.9
4.1

3.6

— .4
15.6

43
3.1

3.7

1985

III

2.7

2.6

-1.5
-1.6

2.7

2.6
9

25

3.6

29
2.0
1.9
1.2
3.6

2.7

-.2
1.1

3.0
2.7

3.1

IV

3.9

3.9

-.1
5.4

4.5

4.6
65
25

5.1

4.2
3.2
1.0
5.2
5.3

4.5

5.2
-2.1

3.5
4.2

4.1

1986

I

2.2

2.2

1.5
-4.4

1.7

1.5
16

119

3.1

1.9
.7
.1

3.8
2.4

1.7

1.1
-4.0

2.4
2.5

2.8

1. Inasmuch as GNP is the sum of final products, the food
and energy estimates in this table do not take into account tfe
effect on the prices of final products of changes in the prices (k>
the food and energy that are costs of production.

2. Consists of all components for which separate estimates
are prepared. The major component that is not included is
purchases of food by the Federal Government other than
transactions by the Commodity Credit Corporation that are
treated like purchases.

3. Consists of all components for which separate estimates
are prepared. The major components that are not included are
(1) exports of energy; (2) the gasoline and motor oil portions of
inventories of gasoline service stations; and (3) the energy
portions of inventories of businesses that do not produce
energy for sale.

NOTE.—Most index number levels are found in the National
Income and Product Accounts Tables, table 7.1.

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

April 1986



April 1986 SURVEY OF CURRENT BUSINESS

ment in consumer balance sheets due
to the upsurge on the stock market.
In addition, and despite a high debt-
to-income ratio, consumers continued
to add substantially to their debt as a
means of financing purchases. Al-
though these factors are consistent
with the overall strength in PCE,
they contribute little to an explana-
tion of the divergent movements of
the durable and nondurable goods
components, each of which had un-
usual features.

Durable goods slipped IVfc percent
after a ISVk-percent drop in the
fourth quarter, the first back-to-back
quarterly decreases in 6 years. The
first-quarter decline was widespread,
whereas motor vehicles and parts
more than accounted for the sharp
fourth-quarter decline. In motor vehi-
cles and parts, the first-quarter de-
cline occurred despite an increase in
purchases of new autos (table 3). The
pattern of sales of new autos since the
third quarter of 1985 has mirrored
the timing of auto manufacturers'
sales-incentive programs: A jump in
sales in the third quarter was primar-
ily due to programs that ran from
mid-August through the end of Sep-
tember and included below-market fi-
nancing and rebates on a broad range
of models; a sharp drop in sales in the
fourth quarter reflected in part the

discontinuance of the programs; and
an increase in sales in the first quar-
ter is consistent with the reinstitution
of below-market financing programs.
In the third and fourth quarters of
1985, the changes in new autos sales
had dominated the changes in motor
vehicles and parts (shown in the ad-
dendum to table 3). In the first quar-
ter, in contrast, the increase in new
autos was more than offset by de-
clines in other subcomponents,
mainly in the net purchases of used
autos and in new trucks.

Nondurable goods increased 7l/2
percent after a slight increase in the
fourth quarter. The first quarter
showed the largest increase in the
present 3-year expansion and was the
only quarter in that period when
food, clothing and shoes, energy, and
other nondurables all registered in-
creases that were well above their
averages for the period. Further, the
6-percent increase for food followed a
decline, and the 12-percent increase
for clothing and shoes followed a well-
below-average increase. Wide fluctua-
tions are rather typical of these com-
ponents. In the absence of identifiable
factors that might explain the recent
fluctuations, these patterns suggest
that the large increase in the nondur-
ables total was at least in part coinci-
dental.

Table 3.—Real Motor Vehicle Output
[Billions of 1982 dollars; seasonally adjusted at annual rates]

Output
Autos
Trucks

Final sales
Autos
Trucks

Personal consumption expenditures
Autos

New
Net purchases of used

Trucks

Producers' durable equipment ....
Autos

New
Net purchases of used

Trucks

Net exports of goods and services
Autos ....
Trucks ..

Government purchases of goods and services
Autos •• •
Trucks .

Change in business inventories
Autos
Trucks

Addendum: Motor vehicles and parts in personal consumption
expenditures .

Change from preceding quarter

1985

II

-11.9
-10.4

1 5

35
-1.6
-1.9

.8
1.6
1.6
.1

-.8

.3

.6

.2

.4
-.3

4 2
-3.7
-.5

-.6
-.3
-.3

-8.5
-8.9

.4

2.2

III

13.4
9.4
4.0

16.7
13.1
3.6

16.4
13.0
14.0

-1.0
3.4

2.8
3.4
5.5

-2.1
-.6

-2.1
-3.1

1.0

-.4
.2

-.2

3.3
-3.7

.4

16.5

IV

-7.5
95
2.0

-27.9
289

1.0

-20.3
186

-16.0
-2.5

17

-1.9
-4.8
-7.9

3.0
2.9

-6.6
5.7
-.9

.9

.2

.7

20.4
19.4
1.0

-20.0

1986

I

2.0
5.1

-3.1

.2
7.8
76

.1
2.0
4.8

-2.9
19

3.4
2.0
-.5
2.6

-5.4

3.4
3.0
.4

.3

.9
-.6

1.8
2.7
4.5

-.4

Level

1986

I

155.8
104.0
51.8

138.5
92.4
46.1

117.7
97.2
80.3
16.9
20.5

51.4
24.4
36.3

-11.9
27.0

-37.9
-31.6

6.3

7.4
2.4
5.0

17.3
11.6
5.7

149.1

NOTE.—Motor vehicle estimates are from the National Income and Product Accounts Tables, table 1.18 for auto output and
table 1.20 for truck output.

Services increased moderately—3V2
percent—in the first quarter after a
somewhat larger increase in the
fourth. Energy services (electricity
and gas) dropped sharply after a
strong increase in the fourth quarter,
when expenditures reflected the un-
usually cold weather during Decem-
ber in most parts of the country.
Housing and medical care services in-
creased about the same as in the
fourth quarter. Transportation serv-
ices and other services each acceler-
ated, attributable to air travel and
brokerage fees.

Nonresidential fixed investment
Real nonresidential fixed invest-

ment declined 13 % percent in the
first quarter, following an 11%-per-
cent increase in the fourth. Both
structures and producers' durable
equipment (PDE) contributed to the
turnaround; structures declined 5 per-
cent, following a 7-percent increase,
and PDE declined 18 percent, follow-
ing a 13V2-percent increase.

In structures, a large increase in
commercial buildings and small in-
creases in most other components
were more than offset by a decline in
petroleum exploration, shafts, and
wells, which plummeted in response
to the steep drop in world oil prices.
Corroborative evidence of the decline
in petroleum investment is readily
available: During the quarter, the
number of rotary rigs in operation—a
good physical measure of drilling ac-
tivity-—fell 45 percent, the number of
seismic crews engaged in exploration
fell 25 percent from December to Feb-
ruary, and the number of well permit
applications dropped 35 percent in the
same period. (Percentages not at
annual rates.) A significant rebound
in petroleum investment would prob-
ably require a sustained higher level
of petroleum prices. Reflecting the
changed price outlook, spending on
plant and equipment by companies in
mining and in petroleum manufactur-
ing was revised down sharply between
the survey conducted by BEA in Octo-
ber-November 1985 and the survey
conducted in January-March 1986.
(See the article on plant and equip-
ment expenditures later in this issue.)

In PDE, information processing and
related equipment accounted for
three-fourths of the first-quarter de-
cline, after having accounted for one-
half of the fourth-quarter increase
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Table 4.—Real Nonresidential Producers' Durable Equipment

[Billions of 1982 dollars; seasonally adjusted at annual rates]

Producers' durable equipment
Information processing and related equipment
Transportation and related equipment
Industrial equipment
Other

Level

1985

I

293.9
99.1
68.0
66.1
60.7

II

305.6
105.1
69.1
67.4
64.0

III

307.9
105.1

73.6
67.7
61.5

IV

317.8
110.6
71.3
72.9
63.0

1986

I

302.6
99.5
68.2
71.1
63.8

Change from preceding
quarter

1985

II

11.7
6.0
1.1
1.3
3.3

III

2.3
0

4.5
.3

-2.4

IV

9.9
5.5
2.3
5.2
1.5

1986

I

15.2
-11.1

3.1
-1.8

.8

NOTE.—Information processing and related equipment consists of: office, computing, and accounting machinery, communica-
tions equipment, photographic instruments and scientific and engineering instruments. Transportation and related equipment
consists of: passenger cars, trucks, aircraft, railroad equipment, and ships and boats. Industrial equipment consists of: general and
special industrial machinery, fabricated metals and metalworking equipment, steam and internal combustion engines, and
electrical transmission and distribution equipment.

(table 4). Transportation equipment
also declined in the first quarter, fol-
lowing a somewhat smaller decline in
the fourth, and industrial equipment
declined after increasing substantial-
ly. In transportation equipment, an
increase in autos was more than
offset by a decline in trucks; in the
previous quarter, an increase in
trucks had been more than offset by a
decline in autos. In industrial equip-
ment, declines were widespread, with
the largest drop occurring in electri-
cal transmission and distribution
equipment.

Residential investment
Real residential investment in-

creased 9l/2 percent in the first quar-
ter, following a 5V2-percent increase
in the fourth. Single-family construc-
tion increased 21 percent, following a
4-percent increase; multifamily con-
struction increased 7% percent, fol-
lowing a 1 Ms-percent decline; and the
other component—which includes ad-
ditions and alterations, major replace-
ments, brokers' commissions on sales,
and mobile home sales—changed
little.

The large increase in single-family
construction reflected a surge in hous-
ing starts that, in turn, reflected con-
tinued declines in interest rates.
Starts of single-family units increased
26,000 (seasonally adjusted annual
rate) in the fourth quarter and
176,000 in the first (chart 2). Mort-
gage interest rates dropped more than
1 percentage point during the first
quarter, following a similar drop in
the fourth; in March, the commit-
ment rate on conventional fixed-rate
mortgages stood at 10.08 percent
(chart 3).

Sales of new and existing resi-
dences, although relatively high—4
million units—in January-February,
have not increased in response to the

recent drop in interest rates, despite
the fact that the drop had a signifi-
cant effect on the affordability of
housing. Monthly principal and inter-
est payments on a 30-year fixed-rate
mortgage negotiated in March were
15 percent lower than for the same
mortgage 6 months earlier, while
house prices increased only 2-3 per-
cent (not annual rate). Despite this
decline, house sales were 2 percent
lower (not annual rate) in January-
February than in the third quarter of
1985. Although some potential buyers
may be postponing their purchases in
the hope that rates will fall still
lower, it seems unlikely that such be-
havior completely explains the failure
of sales to increase.

Change in business inventories
Real inventory investment in-

creased $32 V2. billion in the first quar-
ter, following a $4V2 billion decline in

the fourth (table 5). Three-fourths of
the increase in inventory investment
in the first quarter was attributable
to farm inventories. Farm inventory
investment increased $24 billion, as
inventory liquidation slowed to $x/2
billion in the first quarter from $24 ¥2
billion in the fourth. The slowing
largely reflected farmers' crop place-
ments with the CCC under the com-
modity loan program, as described in
the section on government purchases.

Nonfarm inventory investment in-
creased $8% billion, as inventories in-
creased $26% billion in the first quar-
ter after an $18 billion increase in the
fourth. Within nonfarm inventories,
manufacturing inventories declined in
both quarters; the combined liquida-
tion of $22% billion was concentrated
in durables, where inventories were
liquidated in all of the major industry
groups—metals, machinery, transpor-
tation, and other durables. Other in-
ventories, particularly retail, in-
creased sharply in both quarters.
About three-fourths of the combined
accumulation of $42% billion in retail
inventories was in inventories held by
auto dealers. In the first quarter, auto
dealers' inventories reached their
highest level in more than 6 years.

Net exports
Real net exports of goods and serv-

ices increased $15 billion in the first
quarter, following a decline of $21 bil-
lion in the fourth. Reflecting this

2

Housing Starts
Millions of units
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swing, gross domestic purchases—a
measure of U.S. demand—increased
lx/2 percent, while GNP—a measure
of U.S. production—increased twice as
fast; in the last 3 years, U.S. demand
had typically outpaced U.S. produc-
tion. The first-quarter swing in net
exports is consistent with the effect of
the year-long decline in the exchange
value of the dollar and slightly im-
proved economic conditions in a
number of the United States major
trading partners.

Merchandise more than accounted
for the increase in total net exports;
merchandise exports increased $9x/2
billion, following a $5 billion increase,
while merchandise imports declined
$7 billion, following a $27 Mz billion in-
crease. The two-quarter increase in
exports was the largest in several
years, and the fourth-quarter drop in
imports was the first in a year. Net
exports of services declined $1V2 bil-
lion in the first quarter after increas-
ing by a similar amount in the fourth.

Within merchandise exports, both
agricultural and nonagricultural ex-
ports registered a second consecutive
increase. The increases in nonagricul-

Table 5.—Change in Real Business Inventories
[Billions of 1982 dollars; seasonally adjusted at annual rates]

Change in business inventories

Farm . . .

Nonfarm . . .
Manufacturing
Wholesale trade
Retail trade
Other

Level

1985

I

15.8

4.0

11.8
1.2
.2

9.0
1.3

II

15.1

4.5

10.7
-.2
8.6
-.8
3.1

III

1 8

-3.4

1.6
-4.0

.1
2.2
3.3

IV

6 3

-24.5

18.2
-10.5

4.9
20.5
3.2

1986

I

26.0

-.7

26.7
-11.6

7.4
22.1
8.8

Change from preceding quarter

1985

II

0 7

.5

1 l
-1.4

8.4
-9.8

1.8

III

-16.9

-7.9

-9.1
-3.8
-8.5

3.0
.2

IV

-4.5

-21.1

16.6
-6.5

4.8
18.3
-.1

1986

I

32.3

23.8

8.5
-1.1

2.5
1.6
5.6

NOTE.—Dollar levels are found in the National Income and Product Accounts Tables, table 5.9.

tural exports were spread across
almost all major end-use categories.
Within merchandise imports, both pe-
troleum and nonpetroleum imports
declined. The small decline in petrole-
um imports was from a fourth-quarter
level that was the highest in more
than 2 years. The decline in nonpetro-
leum imports was widespread and ap-
pears to reflect, at least in part, in-
creased prices.

Among services, an increase in re-
ceipts of investment income by the
United States was more than offset by
higher payments to foreigners, which
reflected a strong increase in U.S.

3

Selected Interest Rates
Percent

18

16

14

12

10

4 Li- LI ViVJ -rt t
1982

Data: FRB, FHLMC.
1983 1984 1985 1986

U.S. Department of Commerce, Bureau of Economic Analaysis

assets, especially bonds, held by for-
eigners.

Government purchases

Real government purchases were
down 15 percent in the first quarter,
following a 9-percent increase in the
fourth/Federal government purchases
more than accounted for the decline;
State and local government purchases
increased moderately.

Federal national defense purchases
declined 7 percent, following a small-
er decline in the fourth quarter. It is
likely that the first-quarter decline
reflected to some extent the reduc-
tions made to comply with the Bal-
anced Budget and Emergency Deficit
Control Act of 1985, better known as
the Gramm-Rudman-Hollings Act.
Under this act, effective March 1,
Federal agencies are required to cut
outlays for the current fiscal year a
uniform 4.3 percent for all programs
not explicitly exempted. (See ""Reduc-
ing the Federal Government Deficit:
An Update" in the February 1986
SURVEY OF CURRENT BUSINESS.) For
defense spending, the act provided the
President the option, which he took,
of making the cut in defense pro-
grams in categories other than com-
pensation. The pattern of defense
spending in the first quarter is con-
sistent with many defense agencies
beginning to move toward the lower
level of spending before March 1.
However, the large quarter-to-quarter
fluctuations typical of defense spend-
ing—of which the large fourth-quar-
ter increase in services other than
compensation is an example—make it
difficult to identify how much of the
decline can be attributed to the act.
(Detail on national defense purchases,
in current and constant dollars, is
now presented regularly in the Na-
tional Income and Product Accounts
Tables, in tables 3.9 and 3.10.)
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In Federal nondefense purchases,
almost all of a large decline in the
first quarter and of a large increase
in the fourth were accounted for by
the transactions of the CCC. In the
fourth quarter, farmers placed record
amounts of crops with the CCC under
the commodity loan program; in the
first quarter, they placed a much
smaller, albeit still substantial
amount. These large placements re-
flect the fact that prices for major
crops continued to be low enough rel-
ative to the CCC ""loan rate" to give
farmers an incentive to place crops
under loan—in effect, to sell them to
the CCC. (See ""Federal Farm Pro-
grams, 1986-90" later in this issue for
a discussion of CCC programs and
how they are treated in the NIPA's.)
Largely as a result of these transac-
tions, additions to CCC inventories
amounted to $33 Vk billion in the
fourth quarter and $61/2 billion in the
first.

Other nondefense purchases, in
total, were down 5 percent, only
slightly more than in the fourth quar-
ter. Thus, an effect of the Gramm-
Rudman-Hollings Act is not readily
apparent in the total. However, quar-
ter-to-quarter fluctuations typical of
these purchases could mask an effect.
Further, the first-quarter decline is
more than accounted for by services
other than compensation, and a de-
cline in this category is consistent
with the kind of actions that agencies
are likely to have taken to begin to
comply with the act.

In State and local purchases, pur-
chases other than structures contin-
ued to increase at the modest rates
registered over the past year. Pur-
chases of structures, which for several
quarters have shown relatively large
fluctuations, increased after a sharp
drop in the fourth quarter.

Personal Income
Personal income increased $43 Vk

billion in the first quarter, compared
with $56 billion in the fourth (table
6). The pattern reflected a decelera-
tion in incomes from production that
was only partly offset by an accelera-
tion in transfer payments. Both wage
and salary disbursements and propri-
etors' income increased less in the
first quarter than in the fourth.

Wage and salary disbursements
were up $29 billion in the first quar-
ter, $6J/2 billion less than in the

Table 6.—Personal Income and Its Disposition
[Billions of dollars; seasonally adjusted at annual rates]

Wage and salary disbursements
Manufacturing
Other commodity-producing
Distributive

• Services
Government and government enterprises

Other labor income

Proprietors' income
Farm
Nonfarm

Rental income of persons
Personal dividend income...
Personal interest income

Transfer payments

Less' Personal contributions for social insurance

Personal income

Less' Personal tax and nontax payments

Equals' Disposable personal income

Less' Personal outlays

Equals' Personal saving

Addenda: Special factors in personal income:

In wages and salaries:
Federal Government and Postal Service pay adjustments...

In farm proprietors' income:

In rental income of persons:
Hurricane and flood damage

In transfer payments:
Military retirement pay
Social Security retroactive payments
Cost-of-living increases in Federal transfer payments

In personal contributions for social insurance:
y g

Change from preceding quarter

1985

I

33.7
4.5
4.4
6.8
9.7
8.4

3.7

6.5
1

6.6

1.3
1.0
1.5

18.4

11.4

54.7

39.3

15.4

49.0

33.6

3.6

3.0

56
-1.2

84

6.3

II

31.0
1.4
3.2
7.6

12.9
5.9

3.9

1.5
37
5.2

2.8
.8

23

3.4

2.0

39.2

-39.3

78.5

42.2

36.3

1.3

1.8

-1.0

III

21.5
2.3

.6
3.8

10.6
4.2

3.6

-3.4
106
7.2

.7

.4
99

7.1

1.4

18.4

35.8

17.5

47.0

-64.6

6

69

-1.7

1.9

IV

35.7
7.5
1.8
5.6

13.7
7.1

3.1

13.4
11.1
2.3

1.4
.7
.8

3.1

2.3

55.8

10.3

45.7

33.0

12.6

2.3

5.6

0

-2.4

1986

I

29.0
1.3
2.4
6.0

14.2
5.2

2.8

1.5
73
8.8

1.9
2.3

.2

11.0

5.4

43.6

47

48.2

39.0

9.2

.1

10

1.7

.5
6.7

3.5

Level

1986

I

2,034.8
466.0
154.6
482.8
546.6
384.9

214.3

252.4
16.0

236.4

17.8
82.1

451.6

502.2

157.4

3,397.9

503.8

2,894.1

2,769.6

124.4

NOTE.—Most dollar levels are found in the National Income and Product Accounts Tables, table 2.1.

fourth. The deceleration was largely
in manufacturing and was attributa-
ble to a swing in average hours
worked—from a substantial increase
in the fourth quarter to a decline in
the first—and to a smaller increase in
average hourly earnings in the first
quarter than in the fourth. Wage and
salary disbursements in government
and government enterprises also in-
creased less than in the fourth quar-
ter, which had included a military
pay raise and one-time retroactive
payments to Postal Service employ-
ees.

Proprietors' income increased only
$1V2 billion in the first quarter, $12
billion less than in the fourth. The
smaller increase reflected a large
drop—$7V2 billion—in farm propri-
etors' income, following a large in-
crease—$11 billion. A major part of
the swing was due to Federal subsidy
payments; subsidies had increased
$5V2 billion in the fourth quarter,
mainly reflecting "deficiency" pay-
ments on the 1985 wheat crop, but
they declined $1 billion in the first.
Another part of the swing was due to
prices received by farmers; a fourth-

quarter increase had interrupted a
long slide, but prices were down once
more in the first. Nonfarm propri-
etors' income increased more in the
first quarter than in the fourth, fol-
lowing the pattern of residential con-
struction activity and retail sales.

Transfer payments increased $11
billion in the first quarter, following a
$3 billion increase in the fourth. The
larger increase reflected cost-of-living
adjustments, effective January 1, to
benefits under Social Security and
several other Federal retirement and
income-support programs.

Of the other incomes, three—other
labor income, rental income of per-
sons, and personal dividend income—
increased by the relatively small
amounts typical of the last several
quarters. Personal interest income
again changed very little, as the effect
of declining interest rates offset in-
creases in assets held by persons. Con-
tributions for social insurance, which
are subtracted in deriving the person-
al income total, increased $5V2 bil-
lion—about $3 billion more than in
the fourth quarter. The larger in-
crease reflected legislated increases in
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social security tax rates and in the
taxable wage base that became effec-
tive January 1.

Personal tax and nontax payments
decreased about $4J/2 billion in the
first quarter, following an increase of
$101/2 billion in the fourth. The first-
quarter decrease was due to the in-
dexing provision of the Economic Re-
covery Tax Act of 1981, which re-
duced withheld and nonwithheld Fed-
eral income taxes a total of $7x/2 bil-
lion, and to tax cuts in several States,
which reduced State income taxes a
total of $1% billion.

As a result of the decrease in per-
sonal tax and nontax payments, dis-
posable personal income (DPI) in-
creased $48 billion, or 7 percent, in
the first quarter, a little more than in
the fourth. Reflecting the deceleration
of prices, real DPI increased 5¥2 per-
cent in the first quarter, compared
with 2l/2 percent both in the fourth
quarter and over the year from the
fourth quarter of 1984 to the fourth
quarter of 1985. The four-quarter
change provides useful perspective be-
cause the quarterly changes in DPI
earlier in 1985 were affected by the
delay and catchup of Federal income
tax refunds in the first half of 1985.

Personal outlays increased $39 bil-
lion in the first quarter, $6 billion
more than in the fourth. As in the

fourth quarter, the increase in out-
lays was less than the increase in
DPI, so that saving increased. The
first-quarter saving rate was 4.3 per-
cent, up from 4.0 percent in the
fourth quarter and 3.7 percent—the
lowest level in 35 years—in the third.
Even after the increases, the rate is
well below those registered in earlier
quarters of the present expansion.

Corporate Profits in 1985
Profits from current production—

profits before tax plus inventory valu-
ation adjustment (IVA) and capital
consumption adjustment (CCAdj)—in-
creased $22 billion in 1985, the third
year of economic recovery and expan-
sion, following increases of $59 Vk in
1984 and $64 billion in 1983 (chart 4). 2

Domestic profits of financial corpo-
rations increased $4V2 billion, mainly
reflecting interest rate movements.
Domestic profits of nonfinancial cor-
porations increased $18 billion, re-
flecting a small increase in product
combined with a moderate increase in
unit profits; in 1984, increases in both

2. The 1985 estimates are based on revised estimates
for the fourth quarter, which are $6 billion lower than
the preliminary estimates released in March; domestic
profits of nonfinancial corporations accounted for the
revision.

had been large. In both years, the in-
crease in unit profits reflected a
larger increase in unit prices than in
unit costs. Profits from the rest of the
world declined $*/2 billion.

Profits before tax.— Profits before
tax (PBT) declined $12 Y2 billion in
1985, to $225% billion. The contrast
between the increase in profits from
current production and the decline in
PBT reflects changes in the IVA,
which increased $5 billion, to negative
$x/2 billion, and in the CCAdj, which
increased $30 billion, to $71 billion;
both of these adjustments are reflect-
ed in the current production measure
but not in PBT.3

The IVA is an estimate of invento-
ry profits with sign reversed. Invento-
ry profits in 1985 were lower than at
any time since 1964, primarily reflect-
ing the stability of materials prices
and the cost of goods purchased for
resale. The Producer Price Index (all
commodities), a major source for esti-
mating the IVA, was the same at the
end of 1985 as it had been at the end
of 1984.

The CCAdj is the difference be-
tween depreciation based largely on
tax accounting, on the one hand, and
economic depreciation as defined by
BEA, on the other. In recent years,
the former has been larger than the
latter, and the CCAdj, therefore, has
been an estimate of the overdeprecia-
tion of capital. Its increase in 1985
was largely due to sharp increases in
nonresidential fixed investment in
1984 and 1985 and to the effect of the
Economic Recovery Tax Act of 1981,
which allowed the use of shorter serv-
ice lives in tax accounting. In each
year since the act's passage, the
CCAdj increased by an increasing
amount.

Profits with IVA but without
CCAdj.—The measure of profits avail-
able by industry declined $7Vfe billion
in 1985, to $224 V2 billion. Domestic
profits of nonfinancial corporations
more than accounted for the decline;
profits of financial corporations in-
creased $31/2 billion, and profits from
the rest of the world slipped $x/2 bil-
lion.

3. Definitions of the IVA and CCAdj are available in
U.S. Department of Commerce, Bureau of Economic
Analysis, Corporate Profits: Profits Before Tax, Profits
Tax Liability, and Dividends, Methodology Paper
Series MP-2, (Washington, DC: GPO, May 1985), pp.
2,5.

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

April 1986



8 SURVEY OF CURRENT BUSINESS April 1986

An $11 billion drop in the profits of
nonfinancial corporations was concen-
trated in manufacturing; profits in
trade, transportation, communication,
and utilities were flat or declined
slightly, while profits in other non-
manufacturing industries increased.
In manufacturing, large declines were
recorded for producers of chemicals
($3 billion), and motor vehicles ($2Vfc
billion).

The drop in chemical profits, from
$8 billion to $5 billion, reflected weak
demand and increasing costs. Produc-
tion of inorganic fertilizers and of
plastics and resin materials registered
sizable drops, and production of many
other products was flat. The weakness
in sales reflected, in part, strong for-
eign competition, evidenced by a drop
in import prices that was associated
with increased imports and reduced
exports. While weak demand limited
receipts, costs increased; for example,

average hourly earnings of production
and nonsupervisory personnel in the
industry increased about 4 percent.
(Asset write-offs and other revalu-
ations were especially large in the
chemical industry in 1985. As ex-
plained in the March "Business Situa-
tion," such special charges do not
affect NIPA measures of profit.)

The drop in motor vehicles profits,
from $10 billion to $7y2 billion, large-
ly reflected the costs of sales-incentive
programs in the second half. (Auto
sales and the incentive programs are
discussed earlier in the "Business Sit-
uation.") The costs were largely of
two types. Those associated with re-
bates on new auto and truck purchas-
ers directly reduced profits of motor
vehicles producers; those associated
with below-market financing reduced
profits in their financing subsidiaries.
(The same sales-incentive programs

that reduced manufacturers' profits
helped boost retailers' profits; profits
of auto dealers increased $Vfc billion,
to $3 billion.)

The $3V2 billion increase in the do-
mestic profits of financial corpora-
tions was concentrated in savings and
loan associations (S&L's) and other
depository institutions; profits of the
Federal Reserve System were un-
changed. The profits increase largely
reflected a wider spread between in-
terest rates paid and earned. At
S&L's, rates paid on deposits and bor-
rowings declined, reflecting the gener-
al drop in short-term rates, while
rates earned on mortgage portfolios
were flat. At federally insured S&L's,
for example, the spread beteen the
yield on mortgage portfolios and the
cost of funds increased from 152 basis
points at the end of 1984 to 252 basis
points at the end of 1985.

The "Federal Budget Developments"
article that regularly appears in the
April SURVEY OF CURRENT BUSINESS does
not appear this year. The Office of Man-
agement and Budget did not conduct the
spring revisions to the unified budget, on
which the article is based.

Correction

The February 1986 SURVEY OF CURRENT BUSINESS contained an article, "Reducing the
Federal Government Deficit: An Update," which discussed the Balanced Budget and Emer-
gency Deficit Control Act of 1985, better known as the Gramm-Rudman-Hollings Act. In the
section of that article discussing suspension of the sequestration process, it was stated that
"if the Bureau of Economic Analysis reports that actual real GNP growth is less than 1
percent (annual rate) for any two consecutive quarters, the process is suspended." The arti-
cle should have described several steps, as follows. If the Bureau of Economic Analysis re-
ports that actual real GNP growth is less than 1 percent (annual rate) for any two consecu-
tive quarters, the Majority Leader of each House must introduce a joint resolution to sus-
pend the sequestration process. The resolution must then be referred to the respective
Budget Committees, from which it either must be reported back without amendment within
5 days or be automatically discharged. To take effect, the joint resolution must pass each
House and be signed by the President (or be passed again over a veto).
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the BUSINESS SITUATION

REVISED (45-day) estimates show
that real GNP increased at an annual
rate of 3l/2 percent in the first quarter
of 1986. Preliminary (15-day) esti-
mates had shown a 3-percent in-
crease. The increase in the GNP
fixed-weighted price index, 2l/2 per-
cent at an annual rate, was revised
little (table I).1

The $4V2 billion upward revision in
real GNP was more than accounted
for by revisions in business inventory
investment and in government pur-
chases of goods and services; these re-
visions were partly offset by a sizable
downward revision in net exports.
The revision in net exports reflected
the use of new seasonal adjustment
factors as well as the revised and ad-
ditional source data usually incorpo-
rated in the 45-day estimates. New
seasonal factors for other GNP com-
ponents will be introduced at the time
of the annual revision of the national
income and product accounts in July.
For net exports, new seasonals were
introduced earlier for consistency
with the revised U.S. international
transactions accounts to be released
in June. The new seasonals used to
estimate the first-quarter change for
merchandise trade for the 45-day esti-
mates are preliminary and subject to
revision when the 75-day estimates
are released next month.

The 45-day estimates include a pre-
liminary estimate of corporate profits
for the quarter that fills out the
"income side" of the national income
and product account. (First-quarter
developments in corporate profits are
described in the following section of
Mie "Business Situation.") Current-
ciollar national income—a measure of

Table 1.—Revisions in Selected Component Series of the NIPA's, First Quarter of 1986

1. Quarterly estimates in the national income and
product accounts are expressed at seasonally adjusted
annual rates, and quarterly changes in them are dif-
ferences between these rates. Quarter-to-quarter per-
cent changes are compounded to annual rates. Real,
or constant-dollar, estimates are expressed in 1982 dol-
lars.

GNP
Personal consumption expenditures
Nonresidential fixed investment
Residential investment
Change in business inventories
Net exports
Government purchases

National income
Compensation of employees ......
Corporate profits with inventory valuation and capital

consumption adjustments . .. ....
Other

GNP
Personal consumption expenditures
Nonresidential fixed investment
Residential investment. . .... ....
Change in business inventories
Net exports .. . .
Government purchases

GNP implicit price deflator
GNP fixed-weighted price index

Seasonally adjusted at annual rates

15-day
estimate

45-day
estimate Revision

Billions of current dollars

4,116.7
2,670.6

479.6
198.7

29.7
-95.1
833.1

2,462.4

539.1

4,121.3
2,669.1

480.3
197.8

37.4
-99.8
836.6

3,315.6
2,462.8

314.2
538.7

4.6
1 5
.7
9

7.7
47
3.5

.4

— 4

Billions of constant (1982) dollars

3,619.2
2,354.8

469.1
179.6
26.0

-126.0
715.6

3,623.5
2,354.3

469.8
177.8

33.0
130.3
718.8

4.3
-.5

.7
-1.8.

7.0
4.3
3.2

Index numbers, 1982 = 100

113.7
114.4

113.7
114.4

0
0

Percent change from
preceding quarter at

annual rates

15-day
estimate

5.8
5.5

-10.1
13.5

-10.8

5.9

-.1

3.2
4.3

-13.6
9.7

-15.1

2.5
2.2

45-day
estimate

6.3
5.3

-9.5
11.5

-9.3

5.7
5.9

15.5
-.4

3.7
4.2

-13.0
5.3

-13.6

2.5
2.3

NOTE.—For the first quarter of 1986, the following revised or additional major source data were incorporated: For personal
consumption expenditures, revised retail sales for February and March; for nonresidential fixed investment, manufacturers'
shipments of equipment for February (revised) and March, construction put in place for February (revised) and March, and partial
information on actual plant and equipment expenditures for the quarter; for residential investment, construction put in place for
February (revised) and March; for change in business inventories, book values for manufacturing and trade for February (revised)
and March; for net exports of goods and services, revised statistical month merchandise trade for February and statistical month
exports for March; for government purchases of goods and services, Federal unified budget outlays for March, and State and local
construction put in place for February (revised) and March; for wages and salaries, revised employment, average hourly earnings,
and average weekly hours for February and March; for corporate profits, domestic book profits for the quarter; for GNP prices, the
Consumer Price Index and the Producer Price Index for March, unit-value indexes for exports and imports for March, export and
import price indexes for March, and residential housing prices for the quarter.

Looking Ahead . . .
• 'U.S. International Transactions and Investment Position. Revised esti-

mates of U.S. international transactions will be presented in the June
SURVEY. The revisions cover 1982-85 and incorporate new source data
and seasonal factors. The same issue will present preliminary estimates
for yearend 1985 of U.S. assets abroad and foreign assets in the United
States, the sources of change in the position, and changes by area.

• Annual Revisions of the National Income and Product Accounts. Re-
vised estimates will be presented in the July SURVEY. The revisions cover
the period beginning with the first quarter of 1983 and incorporate new
source data and seasonal factors.

• Regional Multipliers. A handbook for use with multipliers from the
Regional Input-Output Modeling System (RIMS II) will soon be available.
It explains how to use the multipliers to estimate the impact of public
and private projects on any region composed of one or more counties. The
handbook also contains multipliers by industry for output, earnings, and
employment for all 50 States. Order information will appear in the
SURVEY.
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Table 2.—Relation of National Income and GNP

National income

Plus:
Indirect business tax and nontax liability

Federal
State and local

Business transfer payments
Current surplus of government enterprises less

subsidies
Current surplus of government enterprises
Subsidies

Charges against net national product

Plus:
Capital consumption allowances with capital

consumption adjustment
Capital consumption allowances without

capital consumption adjustment
Less' Capital consumption adjustment

Charges against GNP

Plus' Statistical discrepancy

GNP

Billions of dollars

Level

1986

I

3,315.6

341.0
62.1

278.9
20.6

-8.7
14.4
23.1

3,668.5

451.4

501.5
50.1

4,119.9

1.4

4,121.3

Change from preceding quarter

1985

II

36.9

8.5
4.7
3.7

.5

1.2
3.4
2.2

47.0

3.3

13.1
10.0

50.5

72

43.3

III

35.8

0
48
4.9
.5

5.1
-2.1
-7.2

41.5

7.6

17.3
9.6

48.9

7.2

56.1

IV

41.9

2.9
1.5
1.4
.5

-9.1
-3.1

5.9

36.2

6.5

10.2
3.6

42.8

-.4

42.4

1986

I

45.7

8.3
5.2
3.1
.5

4.8
3.2
15

59.3

3.5

3.0
-.4

62.7

-.7

62.0

Percent change in aggregate
measures

1985

II

4.8

5.5

5.3

4.5

III

4.6

4.8

5.0

5.8

IV

5.3

4.1

4.3

4.3

1986

I

5.7

6.7

6.3

6.3

NOTE.—Most dollar levels are found in the National Income and Product Accounts Tables, table 1.9.

net production at factor cost—in-
creased $45*/2 billion, or 5V2 percent,
in the first quarter, about the same
percentage increase as in the fourth.
In contrast, current-dollar GNP—a
measure of gross production at
market prices—increased $62 billion,
or 6x/2 percent, in the first quarter,
considerably more than in the fourth.
The differences in the movements of
these two measures can largely be
traced to developments in nonfactor
cost items, particularly indirect busi-
ness taxes and the current surplus of
government enterprises less subsidies
(table 2).

Indirect business taxes increased
$8% billion in the first quarter, fol-
lowing a $3 billion increase in the
fourth. In Federal taxes, a major U.S.
petroleum corporation paid a substan-
tial fine—$8J/2 billion (annual rate)—
in the first quarter for past violations
of Federal oil price regulations. Also,
windfall profit taxes declined $3 bil-
lion after little change, reflecting the
sharp drop in oil prices. In State and
local taxes, sales taxes resumed an
uptrend after a pause in the fourth
quarter.

The current surplus of government
enterprises less subsidies increased $5
billion, following a $9 billion drop in
the fourth quarter. Changes in both
the current surplus and subsidies
were largely attributable to the Com-
modity Credit Corporation (CCC). The
current surplus of the CCC—the dif-
ference between revenues and operat-
ing expenses, plus an adjustment for

the difference between CCC transac-
tion prices and market prices—in-
creased $3 billion in the first quarter,
following a $4 billion decline in the
fourth. Subsidies paid by the CCC—
direct payments to farmers—declined
$lx/2 billion, following a $6 billion in-
crease.

Addition of the above two items,
along with business transfer pay-
ments, to national income yields
charges against net national product.
(It should be noted that several of the
developments in the two items have
counterentries in components of na-
tional income: The fine for violations
of price regulations reduces corporate
profits, and windfall profit taxes and
farm subsidies affect corporate profits
and proprietors' income. Thus, these
developments do not affect charges
against net national product.) Charges
against net national product—a meas-
ure of net production at market
prices—increased $59 Vk billion, or 6V2
percent, in the first quarter, consider-
ably more than in the fourth. Capital
consumption allowances with capital
consumption adjustment, which in-
creased $3x/2 billion after a $6V2 in-
crease, is then added to charges
against net national product to yield
an "income side" measure of gross
production at market prices, that is,
charges against GNP.

Charges against GNP and GNP
differ by the statistical discrepancy
that arises because the income and
product sides of the account are esti-
mated independently. The discrepan-

cy declined slightly in the past two
quarters to $lx/2 billion in the first
quarter.

Corporate Profits

Profits from current production-
profits before tax with inventory valu-
ation adjustment (IVA) and capital
consumption adjustment (CCAdj)—in-
creased $11 billion in the first quarter
of 1986, following a $6 billion decline
in the fourth quarter of 1985.

Domestic profits of nonfinancial
corporations increased $7 billion in
the first quarter, following a decline
of $liy2 billion in the fourth, reflect-
ing increases both in real gross corpo-
rate product and in profits per unit of
product. The increase in unit profits
resulted from a larger increase in
unit price than in unit cost.

Domestic profits of financial corpo-
rations increased $2x/2 billion in the
fourth quarter, following an increase
of $1 billion, and profits from the rest
of the world increased $1% billion,
following an increase of $4% billion.

Profits before tax.— Profits before
tax (PBT) declined $16 billion in the
first quarter, following an increase of
$5*/2 billion in the fourth. The con-
trast between the increase in profits
from current production and the de-
cline in PBT is due to the CCAdj,
which declined $Mz billion, and to the
IVA, which increased $27 % billion.
Both of these adjustments are reflect-
ed in the current production measure
but not in PBT.

The CCAdj is the difference be-
tween depreciation based largely on
tax accounting, on the one hand, and
economic depreciation as defined by
BEA, on the other. The IVA removes
the capital-gains-like element from
profits when inventory prices in-
crease; likewise, it removes the cap-
ital-loss-like element when inventory
prices decline. In the first quarter, in-
ventory prices declined substantially,
following increases in the fourth
quarter. For example, the Produce*
Price Index, a major source for esfc4'
mating the IVA, declined 5x/2 percent
(annual rate) in the first quarter, fol-
lowing a 5-percent increase in the
fourth. As a result of the drop in in-
ventory prices, the IVA swung to
$17% billion from negative $10 bil-
lion.
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Table 3.—Government Sector Receipts and Expenditures: Change from Preceding Quarter
[Billions of dollars, based on seasonally adjusted annual rates]

Government sector

Receipts
Expenditures

Surplus or deficit (—)

Federal Government

Receipts

Personal tax and nontax receipts..........
Corporate profits tax accruals
Indirect business tax and nontax accruals
Contributions for social insurance.

Expenditures

Purchases of goods and services .. .
National defense
Nondefense ' . . . . . .

Of which: Commodity Credit Corporation inventory change
Transfer payments •

To foreigners
Grants-in-aid to State and local governments
Net interest paid

Subsidies

Less' Wage accruals less disbursements

Surplus or deficit ( )

State and local governments

Receipts ..

Personal tax and nontax receipts....
Corporate profits tax accruals
Indirect business tax and nontax accruals
Contributions for social insurance
Federal grants-in-aid

Expenditures

Purchases of goods and services
Of which' Structures

Transfer payments to persons .
Net interest paid
Less' Dividends received by government ... ....

Subsidies
Less' Current surplus of government enterprises

Less' Wage accruals less disbursements

Surplus or deficit ( )

Social insurance funds
Other

1985

I

55.6
28.2
27.4

47.6

36.1
33
-.7
15.5

17.6

1.5
2.0
-.6
1.4

12.2
16.5

-4.3
-1.6

1.7
3.4
3.8

.5
-.4

30.0

6.4

3.2
6

4.6
.8

-1.6

8.9

7.3
2

1.4
.6
.3
1
.1
.1

0

-2.6

.4
-3.0

II

-27.2
25.2

-52.4

-34.9

-42.6
-.9
4.7
4.0

11.6

3.4
6.5

-3.1
-3.5

2.6
1.3
1.3
1.8
3.7
10
2.2
3.2

-1.2

-46.5

9.5

3.3
-.2
3.7
.8

1.8

15.5

14.2
6.8
1.6
.2
.4
1

0
.2

0

-6.0

1.3
-7.2

III

44.6
37.2
7.4

35.8

34.1
3.9
48
2.6

28.0

27.1
13.9
13.2
12.2
6.8
4.6
2.2
3.1

-3.0
49

-7.2
23
1.0

7.8

11.8

1.8
1.2
4.8
.9

3.1

12.2

10.6
3.9
2.0
.1
.3
2

0
.2

0

-.4

1.2
16

IV

20.1
43.6

-23.5

12.8

6.8
4

1.5
4.9

38.3

19.9
2.2

17.7
17.5
1.3
.6
.7

1.3
5.9
9.9
5.8
4 1
0

-25.5

7.3

3.5
.1

1.4
.9

1.3

5.3

4.8
-3.8

2.0
2
.4
9

0
1.0
0

2.0

1.2
.7

1986

I

12.7
-9.5
22.2

-.6

-6.1
-7.2

5.1
7.5

-17.0

-26.9
30

-23.9
-22.8

3.7
9.1

-5.4
9.0
2.0

-4.9
-1.6

3.3
0

16.4

13.3

1.6
-1.5

3.1
1.0
9.0

7.5

6.3
1.1
1.7

-.4
.2
.1

0
_ i
o'
5.8

1.2
4.6

NoTE.^Dollar levels are found in the National Income and Product Accounts Tables, tables 3.2 and 3.3.

Profits with IVA but without
CCA dj.— The measure of profits avail-
able by industry increased $11% bil-
lion, following a decline of $9*/2 bil-
lion. A $7 billion increase in the prof-
its of nonfinancial corporations was
more than accounted for by trade and
communications; manufacturing prof-
its declined.

In both wholesale and retail trade,
profits increased with increasing con-
stant-dollar sales. In communications,
profits increased very sharply, follow-
ing a record decline of $2 billion; on
average over the two quarters, profits
^iere in line with profits over the pre-
b^ding year and a half.

In manufacturing, profits declined
for the second quarter in a row. The
decline was more than accounted for
by a huge drop in petroleum profits,
although profits of nonelectric ma-
chinery manufacturers also declined
substantially. Most ($8y2 billion at an

annual rate) of the drop in petroleum
profits reflected a fine paid to the
U.S. Department of Energy by a
major corporation in accordance with
a Federal court ruling that had found
that the corporation overcharged cus-
tomers for crude oil during 1975-80 in
violation of Federal oil price regula-
tions. Profits of petroleum manufac-
turers were also depressed in the first
quarter by the sharp drop in crude oil
prices because corporations in this in-
dustry also are heavily engaged in the
extraction of domestic crude. In non-
petroleum manufacturing, a decline
in profits in nonelectric machinery
(which includes computer manufac-
turing) and a very large increase in
profits of printing and publishing re-
flected changes in constant-dollar
sales by the industries. In chemicals,
profits rebounded after a record $3
billion decline; the industry benefited
from the drop in crude oil prices,

which lowered the cost of petrochemi-
cal feedstocks.

More than half of the $2V2 billion
increase in profits of financial corpo-
rations was accounted for by reduced
losses of insurance carriers, probably
due to an upturn in property-casualty
rates. Federal Reserve profits also in-
creased as an increase in holdings of
Federal debt instruments more than
offset a decline in interest rates.

Government Sector
The fiscal position of the govern-

ment sector in the national income
and product accounts (NIPA's) im-
proved in the first quarter of 1986, as
the combined deficit of the Federal
Government and of State and local
governments declined $22 billion
(table 3). The improvement occurred
at both levels of government, but was
largely due to a decline in the Federal
deficit.

The Federal sector.—The Federal
Government deficit declined $16 % bil-
lion in the first quarter to $210 % bil-
lion, as expenditures declined more
than receipts. (Concurrent declines in
Federal receipts and expenditures
have occurred only once before in the
past 30 years—in the third quarter of
1970.)

Receipts declined $J/2 billion after a
$13 billion increase in the fourth
quarter. This swing was due to sever-
al special factors that caused sizable
declines in two receipt categories and
sizable increases in the other two.
Corporate profits tax accruals de-
clined $7 billion, and personal tax and
nontax receipts declined $6 billion.
The decline in corporate taxes was
due to a decline in the income on
which they are accrued; profits before
tax is the NIPA measure of profits
that most closely approximates the
tax base. The decline in personal
taxes, in contrast, was due to legisla-
tive changes: The indexing provisions
of the Economic Recovery Tax Act of
1981 reduced income taxes $7x/2 bil-
lion. Contributions for social insur-
ance increased $7V2 billion, and indi-
rect business tax and nontax accruals
increased $5 billion. The increase in
contributions included over $6 billion
for increases in Social Security tax
rates ($4 billion) and in the taxable
wage base ($2*/2 billion), effective Jan-
uary 1, 1986. The increase in indirect
business taxes was the net result of
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an $8 billion increase in nontaxes and
a $3 billion decline in windfall profit
taxes. The increase in nontaxes was
due to a fine ($8% billion at an
annual rate) paid by a major petrole-
um corporation as a result of a Su-
preme Court ruling on pricing and al-
location violations under the Emer-
gency Petroleum Allocation Act of
1973. The decline in windfall profit
taxes reflects the large declines that
have occurred in oil prices.

Expenditures declined $17 billion
after a $38 ¥2 billion increase in the
fourth quarter. This swing was large-
ly accounted for by the effect of pro-
grams of the Commodity Credit Cor-
poration (CCC) on nondefense pur-
chases of goods and services and on
subsidies less the current surplus of
government enterprises.

Nondefense purchases declined $24
billion after an increase of $17% bil-
lion in the fourth quarter. The pur-
chases of agricultural commodities by
the CCC accounted for almost all of
the first-quarter decline and all of the
fourth-quarter increase. In the fourth
quarter, farmers placed record
amounts of crops with the CCC under
the commodity loan program; in the
first quarter, they placed a much
smaller, albeit still substantial
amount. These large placements re-
flect the fact that prices for major
crops continued to be low enough rel-
ative to the CCC loan rate to give
farmers an incentive to place crops
under loan—in effect, to sell them to
the CCC.

Subsidies less current surplus—the
other expenditure category affected
by CCC programs—declined $5 billion
after a $10 billion increase in the
fourth quarter. The CCC deficit,
which had increased $4 billion in the
fourth quarter, declined $3 billion in
the first. The remainder of the swing
was accounted for by agricultural sub-
sidies: They had increased $6 billion
in the fourth quarter—mainly for de-
ficiency payments for the 1985 wheat
crop—and declined $1V2 billion in the
first.

Although programs of the CCC
largely accounted for the swing in ex-
penditures, there were also swings
from increase to decline in national
defense purchases of goods and serv-
ices and in transfer payments to for-
eigners. These were offset, however,
by larger increases in two other ex-
penditure categories.

National defense purchases de-
clined $3 billion after a $2 billion in-
crease in the fourth quarter. As was
pointed out in the April "Business
Situation/' it is likely that the first-
quarter decline reflected to some
extent the reductions made to comply
with the Balanced Budget and Emer-
gency Deficit Control Act of 1985,
better known as the Gramm-Rudman-
Hollings Act. However, large quarter-
to-quarter fluctuations typical of de-
fense spending make it difficult to
identify how much of the decline can
be attributed to the act.

Transfer payments to foreigners de-
clined $5V2 billion after a $% billion
increase in the fourth quarter. The
fourth-quarter level of these transfer
payments had been boosted by pay-
ment of the entire amount of the
fiscal year 1986 economic support as-
sistance ($5 billion at an annual rate)
to Israel. In the first quarter, Israel
returned 4.3 percent of the payment
due to Gramm-Rudman-Hollings.

Among other expenditures, transfer
payments to persons and grants-in-aid
to State and local governments in-
creased $9 billion each. The increase
in transfer payments included a
number of cost-of-living increases, the
largest of which was a 3.1-percent in-
crease in Social Security benefits
($5y2 billion). The increase in grants-
in-aid included a passthrough of the
fine mentioned earlier to State and
local governments to finance energy
conservation programs and energy as-
sistance to low-income persons. Net
interest paid increased $2 billion,
compared with $6 billion in the fourth
quarter; the deceleration was largely
due to lower interest rates.

Cyclically adjusted surplus or defi-
cit—When measured using cyclical
adjustments based on middle-expan-
sion trend GNP, the Federal fiscal po-
sition moved from a deficit of $229 bil-
lion in the fourth quarter to a deficit
of $217 billion in the first (see table 2
on page 19). The cyclically adjusted
deficit as a percentage of middle-ex-
pansion trend GNP decreased from
5.7 percent of GNP in the fourth
quarter to 5.3 percent in the first.

The State and local sector.—The
State and local government sector
surplus increased $6 billion in the
first quarter to $64V2 billion, as re-
ceipts increased more than expendi-

tures. An increase in the other funds
surplus accounted for 80 percent of
the total increase.

Receipts increased $13V2 billion,
compared with $7x/2 billion in the
fourth quarter. The acceleration was
more than accounted for by grants-in-
aid, reflecting the passthrough of the
fine mentioned earlier. Personal tax
and nontax receipts increased less
than in the fourth quarter. Tax cuts
in 1985 in several States—including
Indiana, Michigan, and Oregon—had
not always been fully reflected in
1985 withholding changes and, as a
result, net final settlements in the
first quarter were reduced about $1
billion. In addition, 1986 tax cuts in
Massachusetts, Pennsylvania, and
Wisconsin reduced income taxes by
about $1 billion.

Expenditures increased $7x/2 billion,
compared with $5x/2 billion in the
fourth quarter. The acceleration was
largely accounted for by purchases of
goods and services; they increased
$6V2 billion in the first quarter, com-
pared with $5 billion in the fourth.
The stronger pace of purchases was
more than accounted for by purchases
of structures. Recently, these pur-
chases have been the dominant factor
in the movement of total purchases.
In 1985, changes ranged from an in-
crease of $7 billion in the second
quarter to a decline of $4 billion in
the fourth. The fourth-quarter decline
was largely accounted for by highway
construction. In the first quarter, pur-
chases of structures increased $1 bil-
lion; although highway construction
continued to decline, most other types
increased. Among other types of pur-
chases, a $2 billion drop in purchases
of nondurable goods was offset by in-
creases in purchases of durable goods
and of services. The decline in non-
durable goods was more than account-
ed for by a drop in purchases of petro-
leum products, reflecting declining
prices.

Second-quarter outlook. —Federal
government receipts will rebound in
the second quarter despite a contin-
ued decline in windfall profit tax^Q
and the absence of the fine. The
strength of an expected rebound in
corporate profits tax accruals will de-
termine how strongly receipts will in-
crease.

Expenditures will probably be un-
changed in the second quarter. Both

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

May 1986



May 1986 SURVEY OF CURRENT BUSINESS

national defense and nondefense pur-
chases will decline, in part due to
Gramm-Rudman-Hollings. CCC pur-
chases will decline further; the extent
will depend on various payment-in-
kind provisions of the Food Security
Act of 1985 (see the April SURVEY OF
CURRENT BUSINESS for a discussion of
the act). If extensive use of these pro-
visions occurs in the second quarter,
CCC purchases could swing from an
expected position of small acquisition
to one of rather large disposition.
(The use of payments in kind will not
affect total expenditures because they

are offset in agricultural subsidies.)
Transfer payments to persons will in-
crease but at a slower pace than in
the first quarter. Grants-in-aid will
decline; a .$3 Ms billion increase due to
a one-time payment from the resolu-
tion of a dispute over Outer Continen-
tal Shelf funds will be more than
offset by a decline due to the fine
passthrough and the effects of
Gramm-Rudman-Hollings. Net inter-
est paid and subsidies less current
surplus will increase, the latter re-
flecting a very large April payment of
CCC deficiency subsidies. The deficit

will decline somewhat—the extent
largely dependent on the strength of
receipts.

At the State and local level, re-
ceipts will decline due to the sharp
drop in grants-in-aid mentioned
above. Personal taxes will reflect ad-
ditional tax cuts. Expenditures will
probably increase at a pace similar to
that in the first quarter. However, if
highway construction rebounds and
other construction records even
modest growth, the increase could be
larger. In either case, the other funds
fiscal position will swing to deficit.

Data Files for Computer Price Indexes

The data files used in preparing the price indexes for computer processors, disk drives,
printers, and displays that were presented in the January 1986 SURVEY OF CURRENT BUSI-
NESS are now available from the Bureau of Economic Analysis. These data files were pre-
pared by the IBM Corporation from publicly available sources and contain data on prices
and characteristics of selected models of computing equipment sold during the period 1972-
84. The data files are on two diskettes: One diskette covers processors, printers, and disk
drives; the other covers displays. For information on cost and availability, write to the Na-
tional Income and Wealth Division, Bureau of Economic Analysis, U.S. Department of Com-
merce, Washington, DC 20230.

Errata:
Employment and Employee Compensation in the 1977 Input-Output Accounts

The table below shows corrections to estimates of employment published in "Employment
and Employee Compensation in the 1977 Input-Output Accounts" in the November 1985
SURVEY OF CURRENT BUSINESS.

Table

1
1

1
1

1
1

1
1

1
1
1

1
1

f"M
w'l •

1
1

1
1

1
1

1
1
1

Column title

Employment (All employees)
Employment (All employees)

Employment (All employees) . ..
Employment (All employees)

Employment (All employees)
Employment (All employees).

Employment (All employees)

Employment (All employees)
Employment (All employees)
Employment (All employees)

Employment (All employees).
Employment (All employees)

Employment (All employees)
Employment (All employees)
Employment (All employees)
Employment (All employees)

Employment (All employees)
Employment (All employees)

Employment (All employees)
Employment (All employees)

Employment (All employees).
Employment (All employees)
Employment (All employees)

Industry

11
11 0201

51
51.0101

61
61.0200

65
65 0400

69
69 0100
69 0200

72
72 0100

73
73.0101
73 0104
73.0302

74
74.0000

75
75.0002

77
77 0402
77.0502

As
published

38357
1996

2849
215.1

4205
51.7

2 681 3
1728

14,629.3
45540

10 075 3

2,234.2
948 1

4 060 7
173.7
3853
416.7

4,384 5
4,384.5

680.2
491.4

8,236.8
7918
437.3

Corrected

3 804 1
168 0

2597
189.9

4652
96.4

2 636 6
128 1

14 196 0
45110
96850

1,989.6
7035

4 139 1
195.3
4105
448.3

4 796.8
4,796.8

1,046.0
857.2

8,115.0
7300
377.3

Table

3

3
3
3
3
3
3

3

3
3
3
3
3

3
3
3
3
3
3
3
3
3
3

Column title

Redefinitions out

Redefinitions out.
Redefinitions out.
Redefinitions out,
Redefinitions out.
Redefinitions out.
Redefinitions out

Redefinitions in

Redefinitions in
Redefinitions in
Redefinitions in
Redefinitions in
Redefinitions in

Employment after adjustments
Employment after adjustments
Employment after adjustments
Employment after adjustments
Employment after adjustments
Employment after adjustments
Employment after adjustments
Employment after adjustments
Employment after adjustments
Employment after adjustments

Industry

Total

11
51
65
69
72
77

Total

61
72
73
74
75

11
51
61
65
69
72
73
74
75
77

As
published

1,700.9

84.3
8.1

36.0
908.7

79.2
40.4

1,700.9

9.7
158.5
296.0
424.9
144.1

3,835.7
284.9
420.5

2,681.3
14,629.3
2,234.2
4,060.7
4,384.5

680.2
8,236.8

Corrected

2,641.3

115.9
33.3
80.7

1,342.0
363.0
162.2

2,641.3

54.4
197.7
374.4
837.2
509.9

3,804.1
259.7
465.2

2,636.6
14,196.0
1,989.6
4,139.1
4,796.8
1,046.0
8,115.0
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the BUSINESS SITUATION

i ROFITS from current production-
profits before tax with inventory valu-
ation adjustment (IVA) and capital
consumption adjustment (CCAdj)—in-
creased $101/2 billion in the first quar-
ter of 1986, following a $6 billion de-
cline in the fourth quarter of 1985.

Domestic profits of nonfinancial
corporations increased $7x/2 billion in
the first quarter, following a decline
of $11V2 billion in the fourth, reflect-
ing increases both in real gross corpo-
rate product and in profits per unit of
product. The increase in unit profits
resulted from a larger increase in
unit price than in unit cost.

Domestic profits of financial corpo-
rations increased $4 billion in the
first quarter, following an increase of
$1 billion, and profits from the rest of
the world declined $1 billion, follow-
ing an increase of $4Vz billion.

Profits before tax.— Profits before
tax (PBT) declined $17 billion in the
first quarter, following an increase of
$5x/2 billion in the fourth. The con-
trast between the increase in profits
from current production and the de-
cline in PBT is due to the CCAdj,
which declined $¥2 billion, and to the
IVA, which increased $28 billion.
Both of these adjustments are reflect-
ed in the current production measure
but not in PBT.

The CCAdj is the difference be-
tween depreciation based largely on
tax accounting, on the one hand, and
economic depreciation as defined by
BEA, on the other. The IVA removes
the capital-gains-like element from
profits when inventory prices in-
C £ase; likewise, it removes the cap-
ital-loss-like element when inventory
prices decline. In the first quarter, in-
ventory prices declined substantially,
following increases in the fourth
quarter. For example, the Producer
Price Index, a major source for esti-
mating the IVA, declined 5l/2 percent
(annual rate) in the first quarter,

with petroleum prices accounting for
much of the decline; in the fourth
quarter, the index had increased 21A>
percent. As a result of the drop in in-
ventory prices, the IVA swung to $18
billion from negative $10 billion; most
of the first-quarter IVA was in indus-
tries with substantial petroleum in-
ventories—mining, petroleum manu-
facturing, utilities, and trade (which
includes gasoline service stations).

Profits with IVA but without
CCAdj.—The measure of profits esti-
mated by industry increased $11 bil-
lion, following a decline of $9Vk bil-
lion. A $7V2 billion increase in the
profits of nonfinancial corporations
was more than accounted for by retail
trade and communications; manufac-
turing profits declined.

Retail trade profits increased $6 bil-
lion, as sales increased. Communica-
tions profits increased sharply, follow-
ing a steep decline; on average over
the two quarters, profits were in line
with profits over the preceding year
and a half. Cost reductions by tele-
phone companies played a role in the
first-quarter increase.

In manufacturing, profits declined
$61/2 billion, following a $3V2 billion
decline in the fourth quarter; in both
quarters, declines in profits of non-
durables manufacturers more than
offset increases in profits of durables
manufacturers.

Within nondurables, petroleum
profits dropped $11V2 billion, to $9 bil-
lion; $8V2 billion of the drop reflected
a fine paid to the U.S. Department of
Energy by a major corporation in ac-
cordance with a Federal court ruling
that had found that the corporation
overcharged customers for crude oil
during 1975-80 in violation of Federal
oil price regulations. Profits of petro-
leum manufacturers were also de-
pressed in the first quarter by the
sharp drop in crude oil prices because
corporations in this industry also are
heavily engaged in the extraction of
domestic crude. Elsewhere in nondur-
ables, chemicals profits rebounded
$2 V2 billion after a record $3 billion
decline; the industry benefited from
the drop in crude oil prices, which
lowered the cost of petrochemical
feedstocks, and from slightly higher
chemicals prices. In paper, profits

Looking Ahead . . .
• Annual Revisions of the National Income and Product Accounts. Re-

vised estimates will be presented in the July SURVEY. The revisions cover
the period beginning with the first quarter of 1983 and incorporate new
source data and seasonal factors.

• Fixed Reproducible Tangible Wealth. Revised estimates of fixed repro-
ducible tangible wealth in the United States for 1983-85 will be presented
in the August SURVEY. The revisions will incorporate revised national
income and product account estimates.

• Local Area Personal Income, 1979-84. A nine-volume publication con-
taining total and per capita personal income, as well as additional detail
on the sources of personal income by type and major industry, will be
available in July. The publication presents estimates for all States, metro-
politan statistical areas, and counties. Order information will appear in
the SURVEY.

• • Pollution Abatement and Control Expenditures. Revised estimates of
U.S. expenditures for pollution abatement and control for 1972-83 and es-
timates for 1984 will appear in a forthcoming issue of the SURVEY.
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dropped from an unusually high surge in residential construction ac-
fourth-quarter level, while in printing
and publishing, profits increased from
an unusually low fourth-quarter level.

In durables manufacturing, the
largest increases were in fabricated
metals ($2 billion) and in lumber; the

tivity brought on by low interest rates
was one factor behind the increases.
Profits of motor vehicles manufactur-
ers increased $1 billion, as a sharp in-
crease in auto output more than
offset both a decline in truck output

Table 1.—Revisions in Selected Component Series of the NIPA's, First Quarter of 1986

GNP

Personal consumption expenditures
Nonresidential fixed investment
Residential investment
Change in business inventories
Net exports
Government purchases

National income

Compensation of employees
Corporate profits with inventory valuation and capital

consumption adjustments
Other

Personal income

GNP

Personal consumption expenditures
Nonresidential fixed investment
Residential investment
Change in business inventories
Net exports
Government purchases

GNP price index (fixed weights)
GNP price index (chained weights)
GNP implicit price deflator

Seasonally adjusted at annual rates

45-day
estimate

75-day
estimate Revision

Billions of current dollars

4,121.3

2,669.1
480.3
197.8
37.4

-99.8
836.6

3,315.6

2,462.8

314.2
538.7

3,398.5

4,115.7
2,668.2

479.1
198.2
39.9

-105.8
836.2

3,314.9
2,463.1

313.7
538.1

3,397.5

56
9

-1.2
.4

2.5
-6.0

4

-.7
.3

5
.6

1.0

Billions of constant (1982) dollars

3,623.5
2,354.3

469.8
177.8
33.0

-130.3
718.8

3,616.9
2,352.3

469.5
179.6
35.3

138 1
718.3

6.6
-2.0
-.3
1.8
2.3
78
-.5

Index numbers, 1982 = 100 l

114.4

113.7

114.5

113.8

.1

.1

Percent change from
preceding quarter at

annual rates

45-day
estimate

6.3
5.3

-9.5
11.5

93

5.7
5.9

15.5
4

5.4

3.7
4.2

-13.0
5.3

-13.6

2.3
2.0
2.5

75-day
estimate

5.7
5.2

-10.4
12.4

94

5.6
6.0

14.7
-1.0

5.3

2.9
3.8

-13.3
9.7

-13.8

2.5
2.1
2.9

1. Not at annual rates.
NOTE.—For the first quarter of 1986, the following revised or additional major source data became available: For personal

consumption expenditures, revised retail sales for March, used car sales for the quarter, consumer share of new car purchases for
March, and consumption of electricity for February; for nonresidential fixed investment, revised manufacturers' shipments of
equipment for March, revised construction put in place for March, and business share of new car purchases for March; for
residential investment, revised construction put in place for March; for change in business inventories, revised book values for
manufacturing and trade for March; for net exports of goods and services, revised statistical month merchandise exports and
imports for March, and revised service receipts for the quarter; for government purchases of goods and services, revised
construction put in place for March; for wages and salaries, revised employment, average hourly earnings, and average weekly
hours for March; for net interest, financial assets held by households for the quarter, and revised net interest received from
abroad for the quarter; for corporate profits, revised domestic book profits for the quarter, and revised profits from the rest of the
world for the quarter; and for GNP prices, revised residential housing prices for the quarter.

and an increase in cost of sales incen-
tive programs. In nonelectric machin-
ery (which includes computer manu-
facturing), profits declined $lVfe bil-
lion, reflecting a substantial decline
in sales.

Most of the $4 billion increase in
profits of financial corporations was
accounted for by insurance, especially
property and casualty insurance
where reduced claims and expenses in
the first quarter, in conjunction with
rate increases in previous quarters,
produced a swing from losses to prof-
its. Current net earnings of Federal
Reserve Banks, which are treated as
corporate profits in the NIPA's, also
increased; an increase in Federal Re-
serve holdings of Federal debt instru-
ments more than offset a decline in
interest rates.

Profits from the rest of the world
declined $1 billion. Profits of U.S.-
owned corporations abroad were flat,
while profits of foreign-owned corpo-
rations in the U.S. increased.

First-quarter NIPA revisions

The 75-day revisions of the national
income and product accounts esti-
mates for the first quarter of 1986 are
shown in table 1. The downward revi-
sion of GNP was more than accounted
for by net exports, reflecting the in-
corporation of the recently released
revision of the balance of payments
accounts.
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the BUSINESS SITUATION

THE pace of U.S. production slowed
in the second quarter of 1986, and the
rate of inflation edged down. Real
GNP increased at an annual rate of 1
percent, following an increase of 4
percent in the first quarter (chart 1
and table 1). The GNP price index
(fixed weights) increased at an annual
rate of 2 percent, following a 2V2-per-
cent increase.1 The first-quarter esti-

1. Quarterly estimates in the national income and
product accounts are expressed at seasonally adjusted
annual rates, and quarterly changes in them are dif-
ferences between these rates. Quarter-to-quarter per-
cent changes are annualized, Real, or constant-dollar,
estimates are expressed in 1982 dollars.

The preliminary (15-day) GNP estimates for the
second quarter, prepared in mid-July, are based on the
following major source data: For personal consumption
expenditures (PCE), retail sales through June, and
unit auto and truck sales through June; for nonresi-
dential fixed investment, the same information for
autos and trucks as for PCE, April and May construc-
tion put in place, and April and May manufacturers'
shipments of machinery and equipment; for residen-
tial investment, April and May construction put in
place, and housing starts through June; for change in
business inventories, April and May book values for
manufacturing and trade, and unit auto inventories
through June; for net exports of goods and services,
April and May statistical month merchandise exports,
April revised statistical month merchandise imports,
and fragmentary information on investment income
for the quarter; for government purchases of goods and
services, Federal unified budget outlays for April and
May, State and local construction put in place for
April and May, and State and local employment
through June; and for GNP prices, the Consumer
Price Index for April and May, the Producer Price
Index for April and May, and unit-value indexes for
exports and imports for April and May. Some of the
source data are subject to revision.

mates of real GNP and GNP prices
are among the revised national
income and product account (NIPA)
estimates presented later in this
issue.

Developments in recent quarters re-
lated to energy, farming, and motor
vehicles strongly influenced the econ-
omy as pictured in the NIPA's. A
sharp drop in petroleum prices not
only affected the price picture but
also was at least partly responsible
for a sharp pickup in real personal
consumption expenditures on gasoline
in the second quarter, for cutbacks in
petroleum exploration and drilling
that . affected nonresidential struc-
tures in the first and second quarters,
and for sharp fluctuations in petrole-
um imports. Difficulties in the farm
sector, partly related to continued
weakness in farm prices, have led to
substantial income and price-support
assistance under Federal programs.
Farmers placed a record amount of
crops under loan with the Commodity
Credit Corporation (CCC) in the
fourth quarter of 1985; by the second
quarter of 1986, placements were back
to a more normal level. (Such transac-
tions are treated in the NIPA's as a
purchase by the CCC with an offset in
farm inventories.) Farm subsidies,
largely in the form of deficiency pay-
ments, increased substantially in the
second quarter. Motor vehicle output

1

Looking Ahead . . ,
* Fixed Reproducible Tangible Wealth. Revised estimates of fixed repro-

ducible tangible wealth in the United States for 1983-85 will be presented
in the August SURVEY. The revisions will incorporate the revised national
income and product accounts presented in this month's issue.

• Plant and Equipment Expenditures, Revised estimates of plant and
equipment expenditures in current and constant (1982) dollars from the
first quarter of 1983 to date will be included in the quarterly plant and
equipment article in the September SURVEY. The revised estimates will
incorporate implicit price deflators from the revised national income and
product accounts and new seasonal factors.

Measures:
Change From

Percent
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has declined steadily for three quar-
ters; for both autos and trucks, final
sales and inventories have swung
sharply from quarter to quarter (table
2). These developments are mentioned
in discussing GNP prices, the compo-
nents of GNP, and personal income in
the following sections.

GNP prices.—The Vk-percentage
point deceleration in the GNP price
index to a 2-percent increase in the
second quarter was due to energy
prices. Reflecting the steep drop in pe-
troleum prices, the price of the

Table 1.—Real GNP: Change From Preceding
Quarter

[Percent change at annual rates; based on seasonally adjusted
annual rates]

GNP

Final sales

Personal consumption
expenditures

Durables
Motor vehicles and parts
Furniture and household

equipment
Other durables

Nondurables
Food
Energy J

Clothing and shoes
Other nondurables

Services
Energy 2

Other services

Gross private domestic fixed
investment

Nonresidential
Structures
Producers' durable

equipment
Autos and trucks
Other

Residential . ...

Net exports of goods and
services

Exports
Merchandise

Agricultural
Nonagricultural

Other

Imports
Merchandise

Petroleum
Nonpetroleum

Other

Government purchases of goods
and services
Federal

National defense
Nondefense

Commodity Credit
Corporation inventory
change ....

Other

State and local

Change in business inventories

19

III

41

61

5.3

238
48.9

6.5
41

1.2
5

29
1.1
19

3.2
9.9
28

32

.1
-46

2.6
19.5

6

11.7

-5.8
-5.4

-24.3
-2.4
-6.4

3
8

187
5.2

-1.6

139
260
15.8
599

16

5.1

35

IV

2 1

27

1.7

11 1
-32.8

15.1
75

1.6
- 2
25
2.8
52

6.0
17.7
51

99

12.5
3

18.7
-118

262

3.4

8.2
7.2

50.7
1.8
9.7

233
273
554
22.3
9.4

100
227

-4.7
1302

—3 1

.3

19

I

38

13

36

18
-8.4

4.0
20

6.5
56
18

14.0
54

3.2
-22.7

53

84

-15.1
-108

-17.0
—24.4

155

11.0

7.1
7.6

-12.4
11.2
6.4

2
13

438
13.5

-4.2

— 123
275

-1.0
-67.1

-1.6

2.6

36

II

1 1

34

5.9

148
21.3

10.2
87

7.1
19

409
8.4

-1.0

2.5
3.2
2.5

24

-2.6
-35.7

17.1
33.2
142

15.4

3.0
6.9
8.3
6.7

-3.2

20.1
26.1

166.0
9.3

-1.9

7.0
60

15.6
-19.0

3.8

7.7

energy components of GNP fell 14
percent in the second quarter after a
small increase in the first. The price
of GNP less energy components in-
creased 2% percent in both quarters
(table 3).

PCE prices declined l/2 percent, fol-
lowing a IMz-percent increase in the
first quarter. This difference was also
due to energy prices, particularly gas-
oline prices; food prices were up a
little more than in the first quarter,
and other PCE prices continued to in-
crease at a moderate pace.

Among the other components of
final sales, prices paid for nonresiden-
tial structures and equipment in-
creased moderately after small
changes in the first quarter. The
pickup in equipment prices largely re-
flected computer prices, which de-
clined less than in the first quarter.
Prices paid for residential structures
and by government again registered
moderate increases. Export prices de-
clined after an increase; the swing
was largely due to prices of raw mate-
rials. Import prices registered an even
sharper decline than in the first quar-
ter, as petroleum prices again plum-
meted. The price of imports of mer-
chandise other than petroleum in-
creased in both quarters—6 Ms percent

in the first and 5*/2 percent in the
second.

Personal consumption expenditures

Real PCE increased 6 percent in
the second quarter, following a 3%-
percent increase in the first. The
stronger increase was largely attribut-
able to expenditures for durable
goods, which increased sharply after a
small decline in the first quarter.

Durable goods increased 15 percent,
rebounding sharply after two quarters
of decline. Although all of the major
categories of durables—motor vehicles
and parts, furniture and equipment,
and other durable goods—contributed
to the rebound, the swing in motor ve-
hicles and parts was the most pro-
nounced. Large increases followed
first-quarter declines in used cars and
in trucks; new cars increased only
slightly more than in the first quar-
ter.

Nondurable goods increased 7 per-
cent in the second quarter, after a
slightly smaller increase in the first.
Within nondurables, the composition
of change was very different in the
two quarters. In the first quarter, the
increase in nondurables was largely
in food, in clothing and shoes, and in
other nondurables. The second-quar-

Table 2.—Real Motor Vehicle Output
[Billions of 1982 dollars; seasonally adjusted at annual rates]

1. Gasoline and oil, and fuel oil and coal.
2. Electricity and gas.
NOTE.—Percent changes in major aggregates are found in

the National Income and Product Accounts Tables, table 8.1.
Dollar levels are found in tables 1.2, 1.18, 1.20, 2.3, 3.8B, and
4.4.

Output
Autos
Trucks . . . . . .

Final sales
Autos ....
Trucks

Personal consumption expenditures
Autos... ...

New
Net purchases of used

Trucks

Producers' durable equipment
Autos

New

Trucks

Net exports of goods and services ;
Autos
Trucks

Government purchases of goods and services. .
Autos
Trucks . .

Change in business inventories ..
Autos ' i
Trucks

Addendum: Motor vehicles and parts in personal consumption
expenditures

Change from preceding quarter

1985

III

7.8
5.4
2.5

15.6
12.9
2.6

15.5
12.7
13.1

4
2.8

2.3
2.9
4.5

-1.6
5

-2.3
-2.5

.2

.1

.2

.2

-7.7
-7.6

1

16.0

IV

37
-5.0

1.2

-20.5
-21.4

-9
157

-14.5
-16.1

1.7
12

-1.6
45

-7.5
3.1
2.8

-3.5
26
-.9

.3

.2

.2

16.8
16.5

.3

16.0

1986

I

2.7
.5

-3.2

18
5.1

-6.9

27
-.7
2.2
2.8
20

-3.6
1.2
1.5

2
-4.8

3.9
4.0
-.1

.6

.5
0

-.9
-4.6

3.7

3.3

II

4.4
-4.8

.4

9.8
5.0
4.8

7.4
4.8
2.5
2.3
2.6

3.7
1.2
3.5
23
2.5

0
-.2

.2

1.4
-.9
-.5

-14.1
9.8

-4.3

7.4

Level

1986:11

147.2
98.4
48.8

150.9
102.1
48.8

125.1
103.5
79.7
23.8
21.6

53.8
24.9
41.1
161
28.9

-34.2
276

-6.6

6.1
1.2
4.9

-3.6
3.7
.1

157.0

NOTE.—Motor vehicle estimates are from the National Income and Product Accounts Tables, table 1.18 for auto output and
table 1.20 for truck output.
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ter increase was primarily in the
energy components.

Services increased 2*/2 percent in
the second quarter, following a slight-
ly larger increase in the first. Expend-
itures for electricity and gas, which
had dropped sharply in the first quar-
ter due to unusually mild weather in
many parts of the country, increased
moderately in the second. Other serv-
ices increased less than in the first
quarter, largely due to brokers' com-
missions, which changed little after a
substantial increase.

Nonresidential fixed investment

Real nonresidential fixed invest-
ment declined 2l/2 percent in the
second quarter, following a 15-percent
decline in the first. Structures

Table 3.—GNP Price Indexes (Fixed Weights):
Change From Preceding Quarter

[Percent change at annual rates; based on index numbers
(1982=100), seasonally adjusted]

Table 4.—Real Nonresidential Producers' Durable Equipment
[Billions of 1982 dollars; seasonally adjusted annual rates]

GNP ...

Less: Change in business inventories .

Equals: Final sales

Less' Exports .
Plus' Imports

Equals: Final sales to domestic
purchasers

Personal consumption
expenditures
Food.
Energy
Other personal consumption

expenditures

Other
Nonresidential structures
Producers' durable equipment.
Residential
Government purchases

Plus' Change in business inventories

Equals: Gross domestic purchases.......

Addenda:
Food and energy components of

GNP: *

Food components 2

Energy components 3

GNP less food components
GNP less energy components
GNP less food and energy

components

19

III

2.8

2.7

17
20

2.8

3.0
1.4
18

3.9

24
1.6
1.5
1 1
3.1

2.8

.1
25

3.2
2.8

32

85

IV

4.0

3.9

2
48

4.5

4.7
6.2
10

50

39
3.1

.7
51
4.9

4.5

4.2
30

39
43

43

19

I

25

2.4

20
70

16

1.5
9

121

33

16
- 3

.9
26
2.1

1.6

.9
23

27
24

27

86

II

18

1.8

9
14 6

5

-.5
21

363

33

25
31
2.6
27
2.3

.6

.9
141

2.0
26

29

1. Inasmuch as GNP is the sum of final products, the food
and energy estimates in this table do not take into account the
effect on the prices of final products of changes in the prices of
the food and energy that are costs of production.

2. Consists of all components for which separate estimates
are prepared. The major component that is not included is
purchases of food by the Federal Government other than
transactions by the Commodity Credit Corporation that are
treated like purchases.

3. Consists of all components for which separate estimates
are prepared. The major components that are not included are
(1) exports of energy; (2) the gasoline and motor oil portions of
inventories of gasoline service stations; and (3) the energy
portions of inventories of businesses that do not produce
energy for sale.

NOTE.—Most index number levels are found in the National
Income and Product Accounts Tables, table 7.1.

Producers' durable equipment
Information processing and related equipment

Transportation and related equipment ...
Other .

Level

1985

II

308.9
111.4
66.2
68.0
63.2

III

310.9
112.1
65.7
72.3
60.8

IV

324.5
119.2
69.0
72.4
64.0

1986

I

309.7
106.8
67.9
70.4
64.5

II

322.2
113.9
68.3
74.0
65.9

Change from preceding
quarter

1985

III

2.0
.7

-.5
4.3

-2.4

IV

13.6
7.1
3.3
.1

3.2

1986

I

-14.8
-12.4

1.1
-2.0

.5

II

12.5
7.1

.4
3.6
1.4

Information processing and related equipment consists of: Office, computing, and accounting machinery; communications
equipment; instruments; and photocopy and related equipment.

Industrial equipment consists of: Fabricated metal products; engines and turbines; metalworking machinery; special industry
machinery; general industrial equipment; and electrical transmission, distribution, and industrial apparatus.

Transportation and related equipment consists of: Trucks, buses, and truck trailers; autos; aircraft; ships and boats; and
railroad equipment.

dropped more steeply than in the first
quarter, but producers' durable equip-
ment (PDE) registered a substantial
increase after a decline of similar size
in the first quarter.

In structures, declines were wide-
spread in the second quarter after
having been concentrated in petrole-
um in the first. Although petroleum
exploration and drilling fell even
more in the second quarter than in
the first, it accounted for only one-
half of the second-quarter drop in
structures, after having more than ac-
counted for the first-quarter drop. (As
was reported in the June SURVEY,
planned investment by petroleum
manufacturing and mining firms in
1986 was sharply reduced—apparent-
ly in response to the recent sharp de-
cline in petroleum prices—between
the time of the BEA plant and equip-
ment survey in January-March and
the survey in April-May.) After a
small increase in the first quarter,
commercial buildings declined, ac-
counting for about one-fourth of the
second-quarter decline in structures;
both office and other commercial
buildings contributed to the decline.

In PDE, all four major equipment
groupings increased; in the first quar-
ter, three had declined (table 4). Infor-
mation processing and related equip-
ment—dominated by the volatile com-
puter component—accounted for more
than one-half of the second-quarter
increase after having accounted for
about four-fifths of the first-quarter
decline. Transportation equipment in-
creased in the second quarter after a
decline in the first; autos increased as
much as in the first quarter, and
trucks recouped about one-half of a
large first-quarter decline.

Residential investment

Real residential investment in-
creased 15 Va percent in the second
quarter, following an 11-percent in-
crease in the first. Single-family con-
struction was up strongly, although
considerably less than in the first
quarter; multifamily construction was
up somewhat more than in the first
quarter. The other component—which
includes additions and alterations,
major replacements, brokers' commis-
sions on sales, and mobile home
sales—increased sharply, following a
decline in the first quarter.

The second-quarter increase in
single-family construction reflected
the continued impact of the first-quar-
ter surge in housing starts, which, in
turn, reflected declines in interest
rates. Starts of single-family units in-
creased 179,000, to 1,253,000 (seasonal-
ly adjusted annual rate) in the first
quarter; in the second they slipped
16,000 (chart 2). Mortgage interest
rates dropped almost one percentage
point in the first quarter and, despite
increases in May and June, by an-
other l/2 percentage point in the
second (chart 3).

The second-quarter increase in the
other component was concentrated in
brokers' commissions and reflected a
turnaround in house sales. Sales of
new and existing single-family houses
increased 267,000, to 4,324,000 (sea-
sonally adjusted annual rate) in
April-May, following a decline of
139,000 in the first quarter.

Inventory investment

Real inventory investment declined
$20 Vk billion in the second quarter, as
inventory accumulation was only
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about one-half as much as in the first quarter, more than accounting for the
(table 5). Nonfarm inventories accu- decline in inventory investment; farm
mulated much less than in the first inventories accumulated somewhat

Millions of units
2.5 f

Total.

2.0

1.5 -

1.0 -•

.5 -
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U.S. Department of Commerce, Bureau of Economic Analysis 86-7-2

CHART 3

Selected Interest Rates
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more than in the first quarter. Real
inventory investment had increased
$45 billion in the first quarter, as in-
ventories accumulated strongly after
some liquidation in the fourth.

Farm inventories increased $7 ¥2
billion in the second quarter, follow-
ing an increase of $3 billion in the
first. The step-up was related to a
slowdown in the net placement of
crops under loan with the.CCC.

Nonfarm inventories increased $12
billion in the second quarter, follow-
ing a $37 billion increase in the first.
The slowdown was mostly accounted
for by the sharp swing in inventories
of retail auto dealers from substantial
accumulation in the first quarter to
liquidation in the second. Manufac-
turing inventories increased after sev-
eral quarters of runoff; the turna-
round was largely in nondurables, es-
pecially petroleum. Wholesale inven-
tories were up much less than in the
first quarter; again the pattern re-
flected nondurables and was due to a
sharp liquidation of inventories of pe-
troleum products at the wholesale
level. Retail inventories other than
those held by,auto dealers increased
considerably less than in the first
quarter.

Net
Real net exports of goods and serv-

ices declined $20% billion in the
second quarter, following an increase
of $6 billion in the first.. Most of the
swing was accounted for by merchan-
dise imports, which jumped $24 bil-
lion after an increase of $1V2 billion.

The acceleration in merchandise
imports was due to imports of petrole-
um, which increased even more in the
second quarter than they had dropped
in the first. Nonpetroleum imports in-
creased strongly in both quarters;
about one-half of each increase was in
capital goods, and the remainder was
spread across most other major end-
use categories. The continued strong
increases in the face of the substan-
tial year-long depreciation of the
dollar may suggest that some foreign
exporters have reduced profit margins
to lessen increases in dollar prices in
order to maintain their market posi-
tion. Also, some domestic purchasers
may have stepped up purchases in an-
ticipation of price increases.
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Table 5.-™Change in Real Business Inventories
[Billions of 1982 dollars; seasonally adjusted at annual rates]

Change in business inventories

Farm .^

Nonfarm

Manufacturing
Wholesale trade .
Retail trade
Other

Level

1985

II

17.4

7.8

9.6

-3.5
7.2

.6
5.3

III

0.7

-.7

1.4

-6.1
-.6
5.1
3.0

IV

-5.2

-21.3

16.1

-10.5
3.3

17.8
5.4

1986

I

39.9

2.9

37.0

-5.3
6.9

28.3
7.1

II

19.6

7.5

12.1

2.4
1.6
36

11.7

Change from preceding quarter

1985

III

-16.7

-8.5

-8.2

26
-7.8

4.5
-2.3

IV

5 9

20.6

14.7

44
3.9

12.7
2.4

1986

I

45.1

24.2

20.9

5.2
3.6

10.5
1.7

II

-20.3

4.6

249

7.7
-5.3
319

4.6

NOTE.—Dollar levels are found in the National Income and Product Accounts Tables, table 5.9.

Government purchases

Real government purchases in-
creased 7 percent in the second quar-
ter, following a 12%-percent decline
in the first. As has frequently been
the case in recent quarters, much of
the swing was accounted for by trans-
actions of the CCC, although Federal
national defense purchases and State
and local government purchases also
contributed.

Federal national defense purchases
increased 15 ¥2 percent, following a
small decline in the first quarter. The
sharp turnaround is typical of the

fluctuations that characterize the
quarterly movements in these pur-
chases. The second-quarter increase
was spread across all types of pur-
chases other than compensation, but
was particularly large for military
equipment.

Federal nondefense purchases de-
clined much less in the second quar-
ter than they had in the first, primar-
ily reflecting transactions of the CCC.
In the first quarter, net purchases of
farm products by the CCC had fallen
sharply from an unusually high level
in the fourth, when farmers had
placed record amounts of crops with

Table 6.—Personal Income and Its Disposition
[Billions of dollars; based on seasonally adjusted annual rates]

Wage and salary disbursements
Manufacturing
Other commodity-producing
Distributive
Services
Government and government enterprises

Other labor income . . . .
Proprietors' income

Farm
Nonfarm

Rental income of persons
Personal dividend income
Personal interest income
Transfer payments
Less' Personal contributions for social insurance

Personal income . . .

Eouols' Disposable personal income

Less' Personal outlays

Equals' Personal saving

Addenda: Special factors in personal income:
In wages and salaries:

Federal Government and Postal Service pay adjustments .......
In farm proprietors' income:

Agricultural subsidy payments
In rental income of persons:

In transfer payments:
Social Security retroactive payments
Cost-of-living increases in Federal transfer payments

In personal contributions for social insurance:
y s

Change from preceding quarter

1985

III

22.7
3.4

1
4.7

10.1
4.6
3.5

-6.2
-11.4

5.2
-.8
— .1Y
7.0
1.3

24.5

34.8

-10.3

53.7

-64.0

-.6

-7.6

17

1.9

IV

36.8
6.8
2.6
6.5

13.5
7.4
2.9

12.8
7.8
5.0
1.0
.4

5.4
2.5
2.2

59.7

9.5

50.2

44.0

6.2

2.3

1.8

0

2.3

1986

I

31.3
3.0
1.3
6.3

15.0
5.6
2.8
3.2

-5.0
8.2

4.5
2.4
.2

11.1
5.7

49.7

32

52.9

33.1

19.8

.1

.1

1.7

.5
6.7

3.5

II

13.5
25

.4
9

11.2
5.5
2.8

22.7
14.7
8.1
2.3
2.0

3

5.0
.8

47.4

3.3

44.1

34.0

10.1

15.0

.3

Level

1986:11

2,057.6
468.0
151.9
484.3
560.8
392.7
207.3
288.0
39.1

249.0
15.1
81.1

480.5
509.7
159.4

3,480.0

500.8

2,979.2

2,823.5

155.7

NOTE.—Most dollar levels are found in the National Income and Product Accounts Tables, table 2.1.

the CCC under the commodity loan
program. In the second quarter, CCC
purchases registered a much smaller
decline, as they returned to a more
normal level.

State and local government pur-
chases increased 7 % percent, about
three times the rate of increase in the
first quarter. The pickup was concen-
trated in structures, mainly in high-
way construction.

Personal Income
Personal income increased $47 %

billion in the second quarter, follow-
ing a $49% billion increase in the
first (table 6). Although the increases
were about the same in the two quar-
ters, their composition differed consid-
erably. In particular, wages and sala-
ries and transfer payments were up
much less in the second quarter, and
proprietors' income was up much
more.

Wage and salary disbursements in-
creased $13% billion in the second
quarter, $18 billion less than in the
first. The deceleration, which was evi-
dent in all of the private industry
components, was due to a sharp slow-
down in employment gains and to a
swing in average weekly hours from a
small increase to a sizable decline.
Wages and salaries in manufacturing
and in the distributive industries de-
clined after increasing in the first
quarter. A strike by workers at a
large communications company re-
duced wages and salaries in the dis-
tributive industries by about $1 bil-
lion in the second quarter.

The sharp pickup in proprietors'
income was entirely due to farm
income, which increased $14% billion
after a $5 billion decline in the first
quarter. The swing reflected agricul-
tural subsidy payments, which
jumped $15 billion to $18% billion in
the second quarter after little change
in the first. The second-quarter pay-
ments consisted largely of deficiency
payments on corn and other crops
covered by acreage reduction pro-
grams. Farm income excluding subsi-
dies declined in the first quarter and
changed little in the second.

Transfer payments increased $5 bil-
lion in the second quarter, following
an $11 billion increase in the first.
Cost-of-living adjustments to Social
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Security and several other Federal
programs had boosted payments by
$6l/2 billion in the first quarter.

Among the other components of
personal income, rental income of
persons and personal dividend income
increased somewhat less than in the
first quarter; other labor income was
up the same in both quarters; and
personal interest income changed
little in both quarters. Personal con-
tributions for social insurance, which
are subtracted in deriving the person-
al income total, was up much less
than in the first quarter, when legis-
lated increases in social security tax

rates and in the taxable wage base
had added $3 Ms billion.

Personal tax and nontax payments
increased $3% billion in the second
quarter, following a decline of similar
size in the first. The first-quarter de-
cline was due to the indexing provi-
sions of the Economic Recovery Tax
Act of 1981, which had reduced with-
held and nonwithheld Federal income
taxes by $7l/2 billion.

As a result of the swing in personal
taxes, disposable personal income
(DPI) increased $44 billion, or 6 per-

cent, in the second quarter, compared
with $53 billion, or 71/2 percent, in the
first. Reflecting the low rates of price
change, real DPI registered strong in-
creases in both quarters—GMz percent
in the first and 7 percent in the
second.

Personal outlays increased about
the same in both quarters, so that the
deceleration in current-dollar DPI
carried through to personal saving,
which increased about one-half as
much as in the first quarter. The per-
sonal saving rate was up—0.2 percent-
age point to 5.2 percent—for the third
consecutive quarter.
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the BUSINESS SITUATION

(45-day) estimates show
that real GNP increased at an annual
rate of l/2 percent in the second quar-
ter of 1986; preliminary (15-day) esti-
mates had shown a 1-percent increase
(table 1). The downward revision was
more than accounted by inventory in-
vestment and net exports; personal
consumption expenditures and Feder-
al Government purchases of goods
and services were revised up. Revi-
sions in other components of GNP
were small. The GNP price index
(fixed weights) was essentially unre-
vised at a 2-percent annual -rate of in-
crease.1

Generally, the revisions reinforce
the changes in individual components
reported in the preliminary estimates.
Inventory investment and net ex-
ports, which had declined according
to the preliminary estimates, declined
more in the revised estimates. Person-
al consumption expenditures and Fed-
eral Government purchases, which
had increased, increased more. Over-
all, the revisions do not alter the pic-
ture of sharp, largely offsetting
changes in several components of
GNP that was presented in the July
"Business Situation."

Corporate profits

Profits from current production—
profits before tax with inventory valu-
ation adjustment (IVA) and capital
consumption adjustment (CCAdj)—de-
clined $5 billion in the second quar-
ter, following an $11 billion increase
in the first.

Domestic profits of nonfinancial
corporations declined $7 billion, fol-
lowing an increase of $2 billion, re-
flecting declines both in real gross
corporate product and in profits per
unit of product. The decline in unit
profits resulted from a larger increase

Table 1.—Revisions in Selected Component Series of the NIPA's, Second Quarter of 1986

GNP
Personal consumption expenditures
Nonresidential fixed investment
Residential investment .
Change in business inventories
Net exports

Compensation of employees
Corporate profits with inventory valuation and capital

consumption adjustments
Other

Personal income •

GNP

Nonresidential fixed investment . .
Residential investment .
Change in business inventories
Net exports
Government purchases

GNP price index (fixed weights)
GNP price index (chained weights)
GNP implicit price deflator

Seasonally adjusted at annual rates

15-day
estimate

45-day
estimate Revision

Billions of current dollars

4,182.3
2,730.1

457.3
214.6

19.5
-96.4
857.2

2,478.8

602.2

3,480.0

4,179.8
2,735.3

456.5
215.7

12.5
-100.2

860.0

3,379.5
2,480.1

291.2
608.1

3,486.5

2.5
5.2
-.8
1.1

-7.0
3.8
2.8

1.3

5.9

6.5

Billions of constant (1982) dollars

3,665.7
2,407.0

454.8
193.1

19.6
-146.3

737.5

3,661.5
2,410.4

455.2
192.3

11.6
-150.5

742.4

4.2
3.4

.4

.8
-8.0
-4.2

4.9

Index numbers, 1982=100 *

115.0

114.1

115.0

114.2

0

.1

Percent change from
preceding quarter at

annual rates

15-day
estimate

3.2
4.9
1.6

19.4

10.2

2.8

13.8

5.6

1.1
5.9
2.6

15.4

7.0

1.8
1.5
2.1

45-day
estimate

3.0
5.7
2.3

21.9

11.6

4.7
3.1

6.8
18.4

6.4

.6
6.5
2.3

13.5

9.8

1.9
1.6
2.5

1. Not at annual rates.
NOTE.—For the second quarter of 1986, the following revised or additional major source data were incorporated: For personal

consumption expenditures, revised retail sales for May and June; for nonresidential fixed investment, manufacturers' shipments of
equipment for May (revised) and June, construction put in place for May (revised) and June, and partial information on actual
plant and equipment expenditures for the quarter; for residential investment, construction put in place for May (revised) and
June; for change in business inventories, book values for manufacturing and trade for May (revised) and June; for net exports of
goods and services, revised statistical month merchandise trade for May and statistical month exports for June; for government
purchases of goods and services, Federal unified budget outlays for June, and State and local construction put in place for May
(revised) and June; for wages and salaries, revised employment, average hourly earnings, and average weekly hours for May and
June; for corporate profits, domestic book profits for the quarter; for GNP prices, the Consumer Price Index and the Producer
Price Index for June, unit-value indexes for exports and imports for June, export and import price indexes for June, and
residential housing prices for the quarter.

1. Quarterly estimates in the national income and
product accounts are expressed at seasonally adjusted
annual rates, and quarterly changes in them are dif-
ferences between these rates. Quarter-to-quarter per-
cent changes are annualized. Real, or constant-dollar,
estimates are expressed in 1982 dollars.

» . 0

• Foreign Transactions, An introduction to the concepts, sources, and
methods of foreign transactions in the national income and product ac-
counts will appear as an article in a fall issue of the SURVEY. A paper
about foreign transactions, including this introduction, will appear short-
ly thereafter as part of the BEA methodology series.

• Plant and Equipment Expenditures, Revised estimates of plant and
equipment expenditures in current and constant (1982) dollars from the
first quarter of 1983 to date will be included in the quarterly plant and
equipment article in the September SURVEY. The revised estimates will
incorporate revised implicit price deflators from the revised national
income and product accounts and new seasonal factors.

• Local Area Personal Income. The nine-volume Local Area Personal
Income, 1979-84 will be available soon. See page 22 for more information.

• Multinational Companies. Financial, operating, employment, and for-
eign trade data for 1984 for U.S. multinational companies and their for-
eign affiliates and for U.S. affiliates of foreign multinational companies
will be presented in two SURVEY articles in the fall.
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in unit labor cost than in unit price;
unit nonlabor costs were unchanged.

Domestic profits of financial corpo-
rations increased $3 billion, following
an increase of $5% billion, and profits
from the rest of the world declined $1
billion, following an increase of $3%
billion.

Profits before tax.—Profits before
tax (PBT) increased $7% billion in the
second quarter, following a decline of
$11% billion in the first. The contrast
between the increase in PBT and the
decline in profits from current pro-
duction is due to the CCAdj, which de-
clined $4 billion, and to the IVA,
which declined $8% billion. Both of
these adjustments are reflected in the
current production measure but not
in PBT.

The CCAdj is the difference be-
tween depreciation based (like PBT)
largely on tax accounting, on the one
hand, and economic depreciation as

defined by BEA, on the other. In the
second quarter, as in the first, tax-
based depreciation declined slightly
while economic depreciation contin-
ued to increase; as a result, the CCAdj
declined. The decline in tax-based de-
preciation reflected the provisions of
the Economic Recovery Tax Act of
1981, under which new assets are de-
preciated in 1986 at a lower rate than
5-year-old assets that drop out of the
depreciation base.

The IVA removes the capital-gains-
like element from profits based on tax
accounting when inventory prices in-
crease; likewise, it removes the cap-
ital-loss-like element when inventory
prices decline. In the second quarter,
the IVA was positive—indicating
losses—but smaller than in the first,
as overall inventory prices continued
to decline but by less than in the
first. In manufacturing, inventory
prices dropped more than in the first

Table 2.—Government Sector Receipts and Expenditures: Change from Preceding Quarter
[Billions of dollars, based on seasonally adjusted annual rates]

Government sector

Receipts
Expenditures ....

Federal Government

Personal tax and nontax receipts

Indirect business tax and nontax accruals
Contributions for social insurance

National defense • •

Of which: Commodity Credit Corporation inventory change
Transfer payments

To persons

Crants-in aid to State and local eovernments
Net interest paid

Subsidies
Of which' Agricultural subsidies

Less' Current surplus of government enterprises

Surplus or deficit ( )

State and local governments

Receipts

Personal tax and nontax receipts
Corporate profits tax accruals
Indirect business tax and nontax accruals . ...
Contributions for social insurance . .
Federal grants-in-aid

Of which' Structures
Transfer payments to persons

Less' Dividends received by government

Subsidies .. ..
Less' Current surplus of government enterprises

Less' Wage accruals less disbursements . . . .

Surplus or deficit ( )

Social insurance funds
Other

1985

II

-29.5
29.6

-59.1

-37.5

-44.7
6

4.1
3.1

15.2

7.1
6.2
1.0

-.5
3.0
1.6
1.3
2.6
3.3

-2.0
0
-.5
2.0
1 1

-52.7

10.6

2.9
-.1
4.4
.8

2.6

17.0

14.6
6.2
2.4
.6
.4
3

0
.3

0

-6.4

.8
72

III

47.3
29.5
17.7

36.8

32.9
6.9

-5.3
2.2

19.5

20.0
10.4
9.6
9.1
6.9
4.8
2.1
2.0
1.1
73

-9.1
9.3
1.8
1.0

17.3

12.4

1.8
1.8
6.2

.7
2.0

12.1

10.7
3.1
1.6
.5
.4

-.4
0

.4
0

.3

.7
-.3

IV

20.3
37.5

-17.1

13.2

6.5
.4

2.0
4.8

33.3

20.0
2.6

17.4
17.3
1.8
.9
.9

1.4
4.1
6.0
2.4
2.1
3.6
0

-20.1

8.5

3.4
.2

3.0
.6

1.4

5.5

5.9
-2.6

1.0
.2
.4

1 2
0
1.3
0

2.9

.6
2.3

1986

I

8.0
15.5
23.5

-5.8

5.3
-6.1
-3.3

8.8

-21.9

-25.2
-1.6

-23.6
-23.1

3.4
8.4
5.0
1.9
1.1
31
.1
.1

3.2
0

16.0

15.7

2.2
-1.2
12.3

.6
1.9

8.2

6.2
.4

2.2
.3
.4

-.2
0

.2
0

7.5

.6
6.9

II

5.5
50.9

-45.4

5.9

5.1
1.5

-2.1
1.4

41.2

11.4
11.6
-.2
-.2
5.1
2.7
2.4
3.4
2.9

18.4
19.1
18.9

.7
0

35.3

3.0

2.1
.6

-3.8
.7

3.4

13.1

11.9
6.7
1.5
.3
.3
2

0
.3

0

10 1

.7
-10.8

NOTE.—Dollar levels are found in the National Income and Product Accounts Tables, tables 3.2 and 3.3.

quarter, while in trade, inventory
prices generally increased after de-
clining in the first quarter.

Profits with IVA but without
CCAdj.—The quarterly measure of
profits available by industry declined
$1 billion, following an increase of
$14V2 billion. A $3 billion decline in
the profits of nonfinancial corpora-
tions was more than accounted for by
trade; profits in manufacturing and in
transportation and public utilities in-
creased.

In both wholesale and retail trade,
the increases in inventory prices men-
tioned above contributed to drops in
profits. In retail trade, the drop was
intensified by declines in the prices of
goods sold.

Manufacturing profits increased
after two quarters of decline. The in-
crease was concentrated in durables
manufacturing, especially electric and
nonelectric machinery. In nondura-
bles, petroleum profits increased but
the increase represented only a par-
tial rebound from a very low first-
quarter level that reflected the pay-
ment of a large fine to the U.S. De-
partment of Energy by a major corpo-
ration; in the absence of the fine,
profits would have declined in both
quarters, reflecting the path of petro-
leum prices. In transportation and
public utilities, lower petroleum
prices contributed to increased prof-
its.

Government sector
The fiscal position of the govern-

ment sector in the national income
and product accounts deteriorated
considerably in the second quarter of
1986, as the combined deficit of the
Federal Government and of State and
local governments increased $45x/2 bil-
lion (table 2). The deterioration was
the result of an increase in the Feder-
al deficit and a decrease in the State
and local surplus.

The Federal sector.—The Federal
Government deficit increased $35 %
billion in the second quarter to $237
billion, as expenditures increased
more than receipts.

Receipts increased $6 billion after a
decline of the same amount in the
first quarter, when only contributions
for social insurance increased. In the
second quarter, indirect business tax
and nontax accruals continued to de-
cline, and all other categories of re-
ceipts increased. In recent quarters,
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the movement of indirect business
taxes has been influenced by a rather
steady decline, reflecting crude oil
prices, in windfall profit taxes. The
windfall profit tax was enacted in
April 1980 as a temporary excise tax
on domestically produced crude oil.
Receipts from this tax reached a peak
of $26x/2 billion in the second quarter
of 1981; these receipts were only $0.1
billion in the second quarter of 1986.

Expenditures increased $41 billion
after a decline of $22 billion in the
first quarter. Over two-thirds of this
swing was accounted for by the effect
of farm programs operated by the
Commodity Credit Corporation (CCC)
on nondefense purchases of goods and
services and on subsidies less the cur-
rent surplus of government enter-
prises.

Nondefense purchases were essen-
tially unchanged after a $23x/2 billion
decline in the first quarter. The pur-
chases of agricultural commodities by
the CCC accounted for almost all of
the first-quarter decline, and they
were unchanged at $5x/2 billion in the
second. Subsidies less the current sur-
plus increased $18V2 billion after a $3
billion decline in the first quarter; the
swing was due to the CCC. The CCC
deficit, which had declined $3 billion
in the first quarter, declined only $*/2
billion in the second. Agricultural
subsidies increased $19 billion in the
second quarter—mainly for advance
deficiency payments—after no change
in the first.

The advance deficiency payments
amounted to over $15 billion and
were paid in two forms-—cash ($11 bil-
lion) and payment-in-kind (PIK) cer-
tificates ($4 billion). The cash pay-
ments were made to producers of feed
grains ($6y2 billion), wheat ($2V2 bil-
lion), upland cotton ($iy2 billion), and
rice (over $V2 billion). The PIK certifi-
cates are generic; that is, they can be
redeemed at face value for any com-
modity. The certificates can also be
sold—to other farmers or to, for ex-
ample, grain storage operators—or
they can be redeemed for cash from
the CCC beginning October 1. If they
are redeemed for cash, the CCC will
discount the value of the certificates
by 4.3 percent under the Gramm-
Rudman deficit-reduction require-
ments. In addition, $1 billion of ad-
vance diversion payments were also
paid in the form of certificates. (See
"Federal Farm Programs for 1986-90"

in the April 1986 SURVEY fdr the defi-
nitions of these payments.)

Although programs of the CCC ac-
counted for the bulk of the swing in
expenditures, there were also swings
from decline to increase in national
defense purchases of goods and serv-
ices and in transfer payments to for-
eigners. National defense purchases
increased $11% billion after a $1%
billion decline in the first quarter.
The increase was concentrated in
military hardware—especially air-
craft and missiles, which included the
delivery of two additional B-l bomb-
ers and the first two MX missiles—-
and in research and development. The
only major decline—over $2 billion-
was for purchases of petroleum prod-
ucts, reflecting declining prices.
Transfer payments to foreigners in-
creased $2*/2 billion after a $5 billion
decline in the first quarter. The first-
quarter decline was the result of a
fourth-quarter payment of the entire
amount of the fiscal year 1986 eco-
nomic assistance to Israel. The
second-quarter increase was in both
military and economic assistance.

Among other expenditures, grants-
in-aid to State and local governments
increased $3x/2 billion. The increase
was accounted for by payments to five
States for settlement of a dispute be-
tween the Federal and State govern-
ments over revenue from leases of the
Outer Continental Shelf and from
royalties paid on discovered oil. The
largest payments—$1V2 billion each—
were to Texas and California.

Cyclically adjusted surplus or defi-
cit—When measured using cyclical
adjustments based on middle-expan-
sion trend GNP, the Federal fiscal po-
sition moved from a deficit of $214 bil-
lion in the first quarter to a deficit of
$244 billion in the second (see table 2
on page xx). The cyclically adjusted
deficit as a percentage of middle-ex-
pansion trend GNP increased from
5.2 percent in the first quarter to 5.9
percent in the second.

The State and local sector.—The
State and local government surplus
declined $10 billion in the second
quarter to $60 billion, as expenditures
increased more than receipts. A de-
cline in the surplus of other than
social insurance funds more than ac-
counted for the total decline.

Receipts increased $3 billion, com-
pared with $15x/2 billion in the first
quarter, when receipts were boosted

by the payment of a fine ($8 billion at
an annual rate) by a major petroleum
corporation as a result of a Supreme
Court ruling on pricing violations. Ex-
cluding the effects of this fine, re-
ceipts increased $11 billion in the
second quarter compared with $7 %
billion in the first; the acceleration
was due to Federal grants-in-aid and
corporate profits tax accruals.

Expenditures increased $13 billion,
compared with $8 billion in the first
quarter. The acceleration was largely
in purchases of goods and services;
they increased $12 billion in the
second quarter, compared with $6 bil-
lion in the first. The stronger pace of
purchases was largely in purchases of
structures; highway construction in-
creased $5% billion after declining $2
billion in the first quarter. Among
other types of purchases, a $2 billion
decline in nondurable goods was
offset by increases in durable goods
and services. The decline in nondura-
ble goods was more than accounted
for by a drop in purchases of petrole-
um products, reflecting declining
prices.

Inventory-Sales Ratios
Inventory-sales ratios are often ana-

lyzed to help predict inventory behav-
ior. If a ratio is "low", it may suggest
the need to rebuild inventories; if it is
"high," it may suggest the need to liq-
uidate inventories. In recent years,
rapid growth of imports and large
transactions of the Commodity Credit
Corporation (CCC) have been suspect-
ed of reducing the predictive value of
the aggregate ratios calculated within
the national income and product ac-
count (NIPA) framework. The follow-
ing discussion compares one of these
ratios—the constant-dollar ratio of
business inventories to business final
sales—with two variants of it to ex-
amine whether the usefulness of the
ratio has been reduced.

The import-adjusted variant
The first variant, as indicated in

line 10 of table 3, is derived by adding
imports of merchandise and nonfactor
services to business final sales, the de-
nominator of the published ratio. (Im-
ports of factor services—that is, of
labor and property—are not added,
consistent with the general exclusion
of nonbusiness factor services from
the denominator.) The rationale for
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Table 3.—Business Inventories and Business Final Sales in Constant Dollars: Published and Adjusted for Commodity Credit Corporation
Inventories and Imports

[Billions of 1982 dollars]

Line

1
2
3

4

5
6

7
8

9

10
11

12

Inventories 1

Business inventories
CCC inventories.
CCC-adjusted business inventories (line 1 plus line

2).

Final sales 2

Business final sales

CCC inventory change
CCC-adjusted business final sales (line 4 minus

line 5).

Imports of merchandise and nonf actor services
Import-adjusted business final sales (line 4 plus

line 7).

Ratios

Business inventories to business final sales (line 1
divided by line 4).

Import-adjusted variant (line 1 divided by line 8)
CCC-adjusted variant (line 3 divided by line 6)

Addendum: CCC inventory change (at annual
rates, as published in NIPA table 3.8B).

Seasonally adjusted

1982

III

783.3
16.6

799.9

221.3

.7
220.6

25.6
246.9

3.54

3.17
3.63

7.9

IV

768.4
20.9

789.3

226.1

1.4
224.7

24.1
250.2

3.40

3.07
3.51

17.2

1983

I

757.9
21.9

779.8

226.8

.3
226.5

24.4
251.2

3.34

3.02
3.44

3.8

II

755.5
21.9

777.4

230.1

0
230.1

26.7
256.8

3.28

2.94
3.38

-.1

III

755.3
21.1

776.4

233.0

-.3
233.3

29.0
262.0

3.24

2.88
3.33

-3.1

IV

762.0
16.8

778.8

235.5

-1.4
236.9

30.2
265.7

3.24

2.87
3.29

-17.2

1984

I

783.3
12.8

796.1

237.4

-1.3
238.7

32.1
269.5

3.30

2.91
3.33

-15.9

II

797.6
13.6

811.2

243.4

.3
243.1

33.6
277.0

3.28

2.88
3.34

3.1

III

812.7
14.4

827.1

244.5

.3
244.2

34.1
278.6

3.32

2.92
3.39

3.4

IV

821.2
14.6

835.8

247.7

.1
247.6

35.0
282.7

3.32

2.90
3.38

.8

1985

I

827.0
15.4

842.4

251.0

.3
250.7

33.7
284.7

3.30

2.91
3.36

3.2

II

831.4
15.9

847.3

253.1

.2
252.9

35.4
288.5

3.28

2.88
3.35

2.0

III

831.5
18.8

850.3

257.5

1.0
256.5

35.5
293.0

3.23

2.84
3.31

11.5

IV

830.2
26.8

857.0

259.2

2.7
256.5

37.6
296.8

3.20

2.80
3.34

32.3

1986

I

840.2
28.5

868.7

258.0

.5
257.5

37.6
295.6

3.26

2.84
3.37

6.4

II

843.1
29.6

872.7

260.9

.4
260.5

39.2
300.1

3.23

2.81
3.35

4.4

1. Inventories are as of the end of the quarter; quarter-to-quarter changes calculated from these estimates are at quarterly rates.
2. Final sales are quarterly totals at monthly rates.
NOTE.—Lines 1, 4, and 9 are from NIPA table 5.11. Line 2 is the stock figure associated with line 5, which is derived from NIPA table 3.8B. Line 7 is derived from NIPA table 4.2

this modification follows from an im-
plicit assumption—-necessary because
of data limitations—about imports in
the denominator. Data are not avail-
able to split imports between final
sales and inventories, and the implicit
assumption is made that all imports
are final sales to consumers, business-
es, or governments in the quarter in
which they take place. The assump-
tion is apparent in that, in deriving
GNP—a measure of U.S.-produced
goods and services—as the sum of
final sales and change in business in-
ventories, all imports are deducted
from final sales. In reality, however,
some imports go into inventories and
not into final sales in the quarter of
import. (The numerator, in fact, in-
cludes inventories of imported goods.)
To the extent that imports go into in-
ventories in the quarter of import,
final sales of GNP and business final
sales, which is derived from final
sales of GNP, are understated. On the
other hand, when imports are added
back into the denominator, on the as-
sumption that all imports go into in-
ventories, business final sales are
probably overstated. The ratio and
the import-adjusted variant therefore
provide—with respect to treatment of
imports—upper and lower estimates,
respectively, of the "true" ratio.

The import-adjusted variant lies
below the published ratio, reflecting
the larger denominator of the variant

(chart 1). From the first quarter of
1972 to the second quarter of 1986,
the variant and the ratio registered
generally similar quarter-to-quarter
changes. The differences in movement
were as much as 0.04 in only two
quarters. The ratio and the variant
moved in opposite directions in only
three isolated quarters, and even in
these instances, the differences in
movement were small.

During the economic expansion
from the third quarter of 1982, the
ratio and the variant registered quite
similar changes except in the fourth
quarter of 1982, when the ratio fell
more sharply than the variant, and in
the first quarter of 1985, when the
ratio fell and the variant increased.
These two quarters are the only quar-
ters in the expansion when imports of
merchandise and nonfactor services
declined. However, the ratio and the
variant slowly drifted further apart:
From its peak in the third quarter of
1982 to the second quarter of 1986,
the ratio dropped from 3.54 to 3.213,
while the variant declined slightly
more—from 3.17 to 2.81. A strong in-
crease in imports gave rise to this
slow drift; constant-dollar imports of
merchandise and nonfactor services
increased at an annual rate of over 12
percent.

Because the ratio and the variant
represent the upper and lower esti-
mates of the "true" ratio with respect

to the effect of imports, this slow drift
may suggest a slight increase in un-
certainty about the level of the true
ratio. Nevertheless, in the historical
context, both the ratio and the vari-
ant yield similar insights into the
likely course of inventory investment.
For example, for the period shown in
chart 1, both the ratio and the vari-
ant reached their lowest levels in the
fourth quarter of 1985. Prior to that,
both had been declining for several
quarters and were at levels that
appear low by historical standards.
Thus, to the extent that such low
levels presage increases in invento-
ries, both would have provided the
same signal as of that quarter. The
slight increases in the ratio and the
variant since then, although smaller
for the variant, would not have clear-
ly changed that signal.

The CCC-adjusted'variant
The second variant, as indicated in

line 11 of the table, is derived by
adding the stock of inventories held
by the CCC to the stock of business
inventories in the numerator of the
ratio and subtracting CCC inventory
changes from business final sales in
the denominator. The purpose of the
variant is to abstract from the effect
on the inventory-sales ratio of the
NIPA treatment of CCC inventories,
in which the CCC commodity loan
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Constant-Dollar Total Business Inventories-Business Final Sales Ratios
Ratio
3.8

3.7

3.6

3.5

3.4

3.3

3.2

3.1

3.0

2.9

2.8

x--"\_-Xx-/ x-'
Imports-Adjusted Variant:

1972 73 74 75 76 77 78 79 80 81 82 83 84 85

Note.—Based on seasonally adjusted end-of-quarter inventories
and seasonally adjusted final sales expressed at monthly rates.

U.S. Department of Commerce, Bureau of Economic Analysis

program has been the major source of
recent quarter-to-quarter volatility.
(CCC programs and their treatment
in the NIPA's were summarized in
the April 1986 SURVEY OF CURRENT
BUSINESS, pp. 34-35.) In the NIPA's,
new CCC loans to farmers are record-
ed as Federal Government purchases
in business final sales, and farmers'
redemptions—which can be made at
any time during the loan period—are
recorded as negative purchases. Ac-
cordingly, when a crop is placed
under loan, farm inventories are re-
duced below, and CCC inventories are
increased above, what they otherwise
would have been. Thus, in the quarter
when a farmer places his crop under
loan with CCC, economy-wide invento-
ries are not changed but both the nu-
merator and denominator of the in-
ventory-sales ratio are affected—the
numerator decreases, the denomina-
tor increases, and the ratio, conse-

quently, declines. (Total CCC invento-
ries are used in calculating both the
numerator and denominator for this
variant because the portion of CCC in-
ventories not associated with the com-
modity loan program is relatively
small and can be safely ignored for
the purpose at hand.)

When the two are distinguishable
in the chart, the CCC-adjusted variant
lies above the published ratio. From
the first quarter of 1972 to the second
quarter of 1986, this variant and the
ratio registered generally similar
quarter-to-quarter changes. The dif-
ferences in movement were 0.04 or
more in only two quarters. The ratio
and the variant moved in opposite di-
rections in only two isolated quarters.
Both of these instances—-the second
quarter of 1984 and the fourth of
1985—were during the present expan-
sion.

The difference in the movement of
the ratio and the variant in the
fourth quarter of 1985 was the larger
of the two instances of movement in
the opposite direction and also the
largest without regard to sign. The
ratio declined from 3.23 to 3.20, while
the variant increased from 3.31 to
3.34. The decline in the ratio occurred
as inventories fell and final sales in-
creased, and the increase in the vari-
ant occurred as inventories increased
while final sales were flat. For CCC-
adjusted inventories, the change re-
flected an unusually large addition to
CCC inventories—$8.0 billion at a
quarterly rate (or $32.3 billion at an
annual rate, as shown in the adden-
dum to table 3). For CCC-adjusted
final sales, the change excluded an in-
crease in CCC inventory change—
from $1.0 billion at a monthly rate in
the third quarter to $2.7 billion in the
fourth (or, at an annual rate, from
$11.5 billion to $32.3 billion).

In both instances in which the ratio
and the variant moved in opposite di-
rections (and only in those instances),
two conditions were, satisfied. First,
the change in CCC inventories—the
adjustment to the numerator—and
the change in the ratio were in oppo-
site directions; second, the change in
the change in CCC inventories—the
adjustment to the denominator—was
more than $15 billion (annual rate)
and was in the direction opposite to
the change in the ratio. More general-
ly, if the change in the change in CCC
inventories is larger than about $10
billion, then changes in the ratio and
the variant are likely to be dissimilar
in direction or magnitude. Although
the signals sent by the ratio and vari-
ant have not been substantially differ-
ent in the past, the variant may pro-
vide useful perspective when these
conditions occur.
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the BUSINESS SITUATION

if ROFITS from current production-
profits before tax with inventory valu-
ation adjustment (IVA) and capital
consumption adjustment (CCAdj)—de-
clined $3% billion in the second quar-
ter, following an $11 billion increase
in the first.

Domestic profits of nonfinancial
corporations increased $% billion, fol-
lowing an increase of $2 billion, as a
small increase in profits per unit of
product more than offset aa small de-
cline in real gross corporate product.
The increase in unit profits resulted
from a larger increase in unit price
than in unit cost.

Domestic profits of financial corpo-
rations increased $2 billion, following
an increase of $5% billion, and profits
from the rest of the world declined
$5% billion, following an increase of
$3% billion.

Profits before tax.—Profits before
tax (PBT) increased $7 billion in the
second quarter, following a decline of
$liy2 billion in the first; an increase
of $12% billion in domestic PBT was
partly offset by a decline of $5% bil-
lion in rest-of-world PBT.

The contrast between the increase
in PBT and the decline in profits
from current production is due to the
CCAdj, which declined -'$4% billion,
and to the IVA, which declined $6 bil-
lion. Both of these adjustments are re-
flected in the current production
neasure but not in PBT.

The CCAdj is the difference be-
tween depreciation based (like PBT)
largely on tax accounting, on the one
hand, and economic depreciation as
defined by BEA, on the other. In the
second quarter, as in the first, tax-
based depreciation declined slightly
while economic depreciation contin-
ued to increase; as a result, the CCAdj
declined. The decline in tax-based de-
preciation reflected the provisions of
the Economic Recovery Tax Act of
1981, under which newly purchased 5-

year assets are depreciated in 1986 at
a lower rate than 5-year-old assets
that drop out of the depreciation base.

The IVA removes the capital-gains-
like element from profits based on tax
accounting when inventory prices in-
crease; likewise, it removes the cap-
ital-loss-like element when inventory
prices decline. In the second quarter,
the IVA was positive but smaller
than in the first, as overall inventory
prices continued to decline but by less
than in the first. In manufacturing,
inventory prices dropped more than
in the first quarter, while in trade, in-
ventory prices generally increased
after declining in the first quarter.

Dividends increased $2% billion.
This increase can be viewed as the
sum of an unusually large $12 billion
increase in net dividend payments by
domestic corporations and an unusu-
ally large $9%- billion decline in net
dividend payments by the rest of the
world. Net dividend payments by do-
mestic corporations and by the rest of
the world are not independent of each
other because most dividends paid by
the rest of the world are received by
domestic corporations. Thus, a decline
in payments by the rest of the world

results in a decline in gross dividend
receipts by domestic corporations and,
accordingly, in an increase in net div-
idend payments by domestic corpora-
tions.

Profits with IVA but without
CCAdj.—The quarterly measure of
profits available by industry in-
creased $1 billion, following an in-
crease of $14% billion. Profits of do-
mestic nonfinancial corporations in-
creased $4% billion, as higher profits
in manufacturing and in transporta-
tion and public utilities were partly
offset by lower profits in trade.

In manufacturing, the profits in-
crease followed two quarters of de-
cline. The only industry not sharing
in the increase was motor vehicles, al-
though petroleum's increase reflected
special factors. In motor vehicles,
profits declined $1.5 billion, to $5 bil-
lion, as the domestic output of new
autos (see NIPA table 1.18) fell sharp-
ly in response to the sluggish sales
and resulting large inventory buildup
in preceding quarters. In petroleum,
profits increased but the increase rep-
resented only a partial rebound from
a very low first-quarter level that had
reflected the payment of a large fine

Looking Ahead . . .
• State Quarterly Personal Income. A comprehensive revision of the

quarterly estimates of State personal income is nearing completion. Re-
vised estimates for 1980-85 will appear in the October issue of the
SURVEY.

• Foreign Transactions. An introduction to the concepts, sources, and
methods of foreign transactions in the national income and product ac-
counts will appear as an article in a fall issue of the SURVEY. A paper
about foreign transactions, including this introduction, will appear short-
ly thereafter as part of the BEA methodology series.

• Input-Output Accounts. The 1981 annual input-output tables will be
presented in a fall issue of the SURVEY.

• International Sales of Services. Direct investment survey data for
1982-84 on international service transactions of U.S. multinational corpo-
rations and their foreign affiliates will be discussed in an upcoming issue
of the SURVEY.
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to the U.S. Department of Energy by
a major corporation; in the absence of
the fine, profits would have declined
in both quarters, reflecting the path
of petroleum prices. In transportation
and public utilities, lower petroleum
prices contributed to increased prof-
its.

In trade, most of the decline in
profits occured at the retail level, as
inventory prices increased and prices
of goods sold declined.

Profits of domestic financial corpo-
rations were up $2 billion, with prop-
erty and casualty insurance carriers
more than accounting for the in-
crease.

Profits from the rest of the world-
equal to inflows from the rest of the
world less outflows to the rest of the
world—were down $5% billion. In-
flows dropped $4 billion, with foreign
petroleum affiliates accounting for
much of the decline, and outflows in-
creased $1V2 billion.

Federal Budget Developments
When Congress enacted what

became known as the Gramm-
Rudman-Hollings Act 9 months ago, it
was believed that a course had been
found to bring the Federal deficit
under control. The course set by the
act was to eliminate the deficit by
fiscal year 1991 through budget
outlay reductions; the act did not pro-
vide for tax increases. The outlay re-
ductions were to result from legisla-
tive actions, or failing such actions,
through automatic cuts. It was also
believed at that time that the fiscal
year 1986 deficit would be in the low
$200 billion range, partly as a result
of $11.7 billion in outlays sequestered
under the act for that year. Two
months later, in the February submis-
sion of the fiscal year 1987 budget,
the fiscal year 1986 deficit was esti-
mated to be $202.8 billion. (See the
February 1986 SURVEY OF CURRENT
BUSINESS for a discussion of the act
and the 1987 budget.) Seven months
later, in the mid-session review of the
1987 budget, the 1986 deficit was esti-
mated to be $230.2 billion, $17.9 bil-
lion higher than the record 1985 defi-
cit.

This article first reviews budget de-
velopments since February on the
basis of the mid-session review of the
1987 budget and then, taking off from
the sequestration report submitted in
August, discusses the current status

Table 1.—Economic Assumptions Underlying the Mid-Session Review of the Fiscal Year 1987
Budget

GNP:
Current dollars
1982 dollars

Incomes:
Personal income

Wages and salaries
Corporate profits before taxes

GNP in current dollars:
Annual average
Fourth quarter

GNP in 1982 dollars:
Annual average
Fourth quarter

GNP deflator:
Annual average
Fourth quarter , . . . .

Consumer Price Index: 1

Annual average
Fourth quarter

Employment rate: 2

Annual average ,
Fourth quarter

Insured unemployment rate: 3
Annual average

Interest rates: 4
91-day Treasury bills
10-year Treasury notes . .

Calendar year

Actual

1984 1985

Estimates

1986 1987

Differences from
February

1986 1987

Billions of dollars

3,765
3,490

3,110
1,835

229

3,998
3,585

3,314
1,966

223

4,224
3,690

3,504
2,083

246

4,536
3,837

3,726
2,236

299

50
-5

18
5

-35

93
-5

-30
-11
-31

Percent change from preceding year

10.5
8.5

6.4
4.6

3.9
3.7

3.4
3.6

6.2
6.3

2.7
2.9

3.4
3.3

3.5
3.3

5.7
5.7

2.9
3.2

2.6
2.4

1.3 .
.6

7.4
8.1

4.0
4.2

3.3
3.7

2.8
3.7

1.3
-2.3

-.5
8

-.9
1.4

22
-3.1

-.9
-.2

".2

-.9
-.4

13
-.4

Percent

7.4
7.1

2.8

9.6
12.4

7.1
6.9

2.8

7.5
10.6

6.9
6.7

2.7

6.2
7.7

6.5
6.5

2.6

6.2
7.5

.2

1 1
-1.2

-.3
-1.0

1. Consumer Price Index for urban earners and clerical workers.
2. Percent of labor force, including armed forces residing in the United States.
3. Insured unemployment under the State regular unemployment insurance program, excluding recipients of extended

benefits, as percentage of covered employment under that program.
4. Average rate on new issues within a year. The estimates assume, by convention, that interest rates vary with the rate of

inflation. They do not represent a forecast of interest rates.
Source: "Mid-Session Review of the 1987 Budget."

of the Gramm-Rudman-Hollings legis-
lation and its role in determining the
1987 deficit.

The mid-session review

Revised estimates of Federal uni-
fied budget receipts and outlays for
fiscal years 1986 and 1987 were sub-
mitted to Congress by the Office of
Management and Budget in early
August. These estimates reflect re-
vised economic assumptions, reesti-
mates of tax collections and agency
spending based on more recent expe-
rience, policy changes, and legislation
passed by Congress since the Febru-
ary budget. The estimates do not in-
clude the proposed Tax Reform Act of
1986.

On the basis of the revised econom-
ic assumptions, real GNP increases
less in calendar year 1986 than ex-
pected earlier this year (table 1).
From the fourth quarter of 1985 to
the fourth quarter of 1986, real GNP
is expected to increase 3.2 percent,

almost a percentage point less than
estimated in February. This lower
growth is the result of a weaker-than-
expected first half of 1986. Real GNP
is expected to increase 4.0 percent
through the second half of 1986 and
to increase at 4.2 percent through
1987. According to the administration,
"the steep decline in oil prices and in-
terest rates, and the appreciation of
foreign currencies relative to the
dollar have improved the economic
outlook for 1987." Consumer prices
rise considerably less in 1986 than ex-
pected in February—0.6 percent com-
pared with 3.7 percent. The unem-
ployment rate is unchanged, and the
interest rate on 91-day Treasury bills
is lower than expected earlier.

For fiscal year 1986, a $230.2 billion
deficit is estimated, compared with
$202.8 billion in February (table 2).
Receipts are $11.9 billion lower; re-
vised economic assumptions—primari-
ly lower personal incomes and corpo-
rate profits—account for $11.0 billion
of the revision.
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Table 2.—Federal Government Receipts and Expenditures
[Billions of dollars]

Unified budget

Receipts
Outlays .

Surplus or deficit ( )

National income and product accounts

Receipts.... ;
Personal tax and nontax receipts
Corporate profits tax accruals
Indirect business tax and nontax accruals
Contributions for social insurance

Expenditures

Purchases of goods and services
National defense
Nondefense

Transfer payments
To persons
To foreigners

Grants-in-aid to State and local governments
Net interest paid
Subsidies less current surplus of government enterprises

Less' Wage accruals less disbursements

Surplus or deficit ( )

Fiscal year

Actual
1985

734.1
946.3
2123

774.6
340.2
71.7
56.5

306.2

962.1
341.1
253.6
87.5

374.1
360.8
13.4
97.7

128.3
20.9

1

1875

Estimates

1986

Feb.

777.1
979.9

-202.8

823.2
360.1
84.8
55.8

322.5

1,015.9
358.6
269.9
88.7

393.9
378.4
15.5

102.6
139.8
21.0

0

1927

Aug.

765.2
995.4

-230.2

810.4
356.7
77.0
51.8

324.9

1,024.6
367.0
272.8
94.2

392.6
379.2
13.3

104.9
136.6
23.5

0

-214.2

Differ-
ence
from
Feb.

-11.9
15.5

-27.4

12.8
-3.4
-7.8
-4.0

2.4

8.7
8.4
2.9
5.5

-1.3
.8

-2.2

2.3
-3.2

2.5

0

-21.5

1987

Feb.

850.4
994.0

^143.6

905.2
392.1
104.1
60.7

348.3

1,043.7
372.7
289.4
83.3

407.9
393.8
14.1
93.9

146.1

23.1
0

-138.6

Aug.

831.2
975.1

-143.9

889.7
391.5
92.0
55.6

350.5

1,033.1
374.7
290.3
84.4

401.8
390.5
11.3

97.3
138.4

20.9

0

-143.4

Differ-
ence
from
Feb.

19.2
-18.9

.3

-15.5
.6

-12.1
-5.0

2.2

10.6
2.0

.9
1.1
6.1

-3.3
2.8
3.4

-7.7
-2.2

0

4.9

Sources: "Mid-Session Review of the 1987 Budget" and the Bureau of Economic Analysis.

Table 3.—'Federal Government Receipts and Expenditures, NIPA Basis
[Billions of dollars, seasonally adjusted at annual rates]

Receipts

Personal tax and nontax receipts
Corporate profits tax accruals
Indirect business tax and nontax accruals . .
Contributions for social insurance

Expenditures

Purchases of goods and services
National defense . . . .
Nondefense

Transfer payments
To persons
To foreigners

Grants-in-aid to State and local governments
Net interest paid..

Subsidies less current surplus of government enterprises...
Less: Wage accruals less disbursements

Surplus or deficit ( )

Calendar year

Actual

1985

IV

805.8

355.6
77.2
56.0

317.0

1,023.4

380.9
268.0
112.9

385.9
370.4
15.4

101.6
133.9
21.1

0

-217.6

1986

I

800.0

350.3
71.2
52.7

325.8

1,001.5

355.7
266.4
89.3

389.3
378.8
10.5

103.5
135.0
18.0
0

-201.6

II

805.9

355.5
72.6
50.6

327.2

1,042.7

367.1
278.0
89.1

394.4
381.5

12.9
106.9
137.9
36.4
0

-236.9

Estimates

1986

III

832.6

368.1
84.7
48.1

331.6

1,030.9

364.2
278.6
85.6

400.8
386.4

14.4

107.6
139.3
19.0

0

-198.3

IV

862.2

383.0
87.4
53.5

338.3

1,026.8

363.3
280.4
82.9

400.1
385.8
14.3

103.1
138.5
21.8
0

-164.6

1987

I

880.8

385.5
89.4
55.7

350.2

1,036.8

372.1
287.4
84.7

400.4
390.1
10.3
96.4

138.3
29.6

0

-156.0

II

898.8

393.8
93.9
56.3

354.8

1,031.6

380.1
295.3
84.8

401.5
391.2
10.3
95.6

138.1
16.3
0

1328

III

916.1

402.4
97.5
57.0

359.2

1,036.3

383.0
298.1
84.9

405.2
394.9
10.3
94.5

137.9
15.7
0

1202

Outlays in 1986 are $15.5 billion
higher; upward revisions of $16.0 bil-
lion due to reestimates and policy
changes were partly offset by a $0.5
billion downward revision due to re-
vised economic assumptions. On a
program-by-program basis, the revi-
sion is the net of $24.9 billion in
upward revisions and $9.5 billion in
downward revisions. The largest
upward revisions were for national
defense ($5.6 billion) and for the Com-
modity Credit Corporation (CCC) ($5.1
billion). The sources of the revision in
national defense were not detailed.

The revision in CCC is due to changes
in the 1986 crop forecast. Other major
upward revisions are $2.6 billion for
the Federal Deposit Insurance Corpo-
ration, reflecting more bank failures
than expected earlier, and $1.2 billion
due to the delay in the sale of Con-
rail. The largest downward revision is
for net interest ($3.9 billion), largely
reflecting lower interest rates.

For fiscal year 1987, a deficit of
$143.9 billion is estimated, compared
with $143.6 billion in February. Re-
ceipts are $19.2 billion lower; down-
ward revisions of $19.7 billion and

$0.4 billion due to revised economic
assumptions and policy changes, re-
spectively, were partly offset by a $0.9
billion upward revision due to reesti-
mates.

Outlays in 1987 are $18.9 billion
lower—revised economic assumptions
contributed $12.7 billion; reestimates,
$3.9 billion; and policy changes, $2.3
billion. On a program-by-program
basis, the revision is the net of $30.3
billion in downward revisions and
$11.4 billion in upward revisions. The
largest downward revisions are for
net interest ($9.0 billion), largely re-
flecting lower interest rates; social se-
curity ($4.9 billion), which will be dis-
cussed later; medicare ($3.8 billion),
reflecting new payment regulations;
and CCC ($1.8 billion), reflecting the
revised crop forecast. The largest
upward revisions are for the outlays
against which Outer Continental
Shelf receipts are offset ($2.4 billion),
reflecting the effect of the drop in oil
prices on those receipts, and for the
Agricultural Credit Insurance Fund
($1.0 billion), reflecting lower-than-an-
ticipated loan repayments.

As pointed out in the preceding
paragraph, social security was revised
down $4.9 billion. This total reflects
two downward revisions—the removal
of a proposed 3.7-percent COLA, effec-
tive January 1, 1987 ($5.5 billion) and
fewer beneficiaries than previously es-
timated ($0.6 billion)—and an upward
revision from a proposed 0.8-percent
COLA in January 1987 ($1.2 billion).
Under current law, the social security
COLA is equal to the third-quarter-to-
third-quarter increase in the Con-
sumer Price Index (CPI) if the CPI in-
crease is 3 percent or more; if the in-
crease is less than 3 percent, no
COLA is triggered. According to the
revised economic assumptions, the
CPI will increase 0.8 percent from the
third quarter of 1985 to the third
quarter of 1986, compared with 3.7
percent in the earlier economic as-
sumptions. The administration pro-
poses to pay a 1987 COLA based on
the revised assumptions, although a
COLA is not required by law. (Inde-
pendently, Congress is considering a
similar action.)

Revised NIPA estimates.—BEA has
prepared estimates of the Federal
sector on the national income and
product account (NIPA) basis consist-
ent with the revised unified budget
estimates (table 2, and table 3 for the
quarterly pattern). On this basis,
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fiscal year 1986 receipts are $12.8 bil-
lion lower, expenditures are $8.7 bil-
lion higher, and the deficit is $21.5
billion higher than estimated in Feb-
ruary.

All categories of receipts, except
contributions for social insurance, are
revised down in fiscal year 1986. The
largest declines are in corporate prof-
its tax accruals ($7.8 billion), reflect-
ing lower profits in the revised eco-
nomic assumptions, and in indirect
business tax and nontax accruals ($4.0
billion), reflecting lower windfall
profit taxes.

The upward revision in expendi-
tures is largely accounted for by pur-
chases of goods and services. National
defense purchases are revised up $2.9
billion, and nondefense purchases are
revised up $5.5 billion. Within nonde-
fense purchases, the purchase of agri-
cultural commodities by the CCC are
revised up $3.8 billion, reflecting the
revised crop forecast, and all other
purchases are revised up $1.7 billion.
On balance, all other expenditures
are revised up $0.3 billion, the net of
$5.6 billion in upward revisions and
$5.4 billion in downward revisions.
The upward revisions are for subsi-
dies less the current surplus of gov-
ernment enterprises ($2.5 billion), re-
flecting higher agricultural subsidies;
for grants-in-aid to State and local
governments ($2.3 billion); and for
transfer payments to persons ($0.8 bil-
lion). Partly offsetting these increases
are downward revisions in net inter-
est paid ($3.2 billion), largely reflect-
ing lower interest rates, and in trans-
fer payments to foreigners ($2.2 bil-
lion).

For fiscal year 1987, receipts are
$15.5 billion lower, expenditures are
$10.6 billion lower, and the deficit is
$4.9 billion higher. The downward re-
vision in receipts is more than ac-
counted for by corporate profits taxes
($12.1 billion), down for the same
reason as in 1986, and by indirect
business taxes ($5.0 billion), reflecting,
in part, the windfall profit tax. In
February, receipts of this tax were es-
timated at $2.7 billion, but with the
steep decline in oil prices, it is now es-
timated that there will be no receipts
from this tax in 1987.

The revision in expenditures is the
net of $16.0 billion in downward revi-
sions and $5.4 billion in upward revi-
sions. The downward revisions are for
net interest ($7.7 billion), down for
the same reason as in 1986; for trans-

Table 4.—Relation of Federal Government Re-
ceipts in the National Income and Product
Accounts to the Unified Budget

[Billions of dollars]

Table 5.—Relation of Federal Government Ex-
penditures in the National Income and Prod-
uct Accounts to the Unified Budget

[Billions of dollars]

Unified budget receipts

Less: Coverage differences

Plus: Netting differences:
Contributions to government

employees retirement funds....
Other

Timing differences:

Federal and State
unemployment insurance
taxes

Withheld personal income tax
and social security
contributions

Excise taxes
Other...

Miscellaneous

Equals: Federal Government receipts,
NIPA's

Fiscal year

1985

734.1

1.3

32.3
14.7

5 8

.6
-.1

.1

774.6

1986

765.2

1.4

34.0
13.3

9

.7

-.3
1

810.4

1987

831.2

1.5

37.4
16.2

3.5

.2

2.7
.1

889.7

fer payments to persons ($3.3 billion),
reflecting the revised social security
COLA; for foreign transfers ($2.8 bil-
lion); and for subsidies less current
surplus ($2.2 billion), reflecting lower
agricultural subsidies. The upward re-
visions are for grants-in-aid ($3.4 bil-
lion) and for purchases of goods and
services ($2.0 billion).

Table 4 shows the relation between
unified budget receipts and NIPA re-
ceipts, and table 5 shows the relation
between unified budget outlays and
NIPA expenditures.

Cyclically adjusted deficit.—As
measured using cyclical adjustments
based on middle-expansion GNP, the
Federal deficit on the NIPA basis in-
creases $10.7 billion in calendar year
1986, a relatively modest increase
(table 6). On a quarterly basis, the
deficit peaks in the second quarter of
1986, then declines every quarter
through the end of fiscal year 1987.
The cyclically adjusted budget based
on middle-expansion trend GNP is as-
sociated with a middle-expansion
trend unemployment rate of 7.4 per-
cent. The cyclically adjusted deficit on
a 6-percent unemployment rate is
lower, but follows the same quarterly
pattern.

The sequestration report

In late August, the Congressional
Budget Office (CBO) and the Office of
Management and Budget (OMB) sub-
mitted to Congress the initial seques-
tration report for fiscal year 1987.
This report was the first step in the
Gramm-Rudman-Hollings process de-

Unified budget outlays

Less: Coverage differences:
Geographic
Other

Financial transactions:
Net lending
Other

Net purchases of land:
Outer Continental Shelf
Other

Plus: Netting differences:
Contributions to government

employees retirement
funds

Other . .

Timing differences:
National defense purchases
Other

Miscellaneous

Equals: Federal Government
expenditures, NIPA's

Fiscal year

1985

946.3

5.4
.4

29.1
23

-1.9
.2

32.3
14.7

1.4
-18

.1

962.1

1986

995.4

5.5
-1.4

18.2
-1.2

-1.9
.2

34.0
13.3

1.1

.2

1,024.6

1987

975.1

5.4
9

6.2
-3.2

-1.4
16

37.4
16.2

7.0
2.0

.1

1,033.1

signed to reduce the 1987 deficit, if
necessary, to the $144.0 billion deficit
limit. Under this process, CBO and
OMB were required to prepare eco-
nomic assumptions and a base-line
budget based on projections of re-
ceipts and outlays under current
laws. Spending or tax changes in the
proposed congressional budget recon-
ciliation were not included because
the resolution had not yet been
passed. Based on this base-line
budget, potential outlay reductions
needed to reduce the deficit to the re-
quired limit were calculated.

The original act required that the
sequestration report was to be trans-
mitted to the Comptroller General of
the General Accounting Office (GAO),
reviewed and changed, if necessary,
and then forwarded to the President
on August 25. However, the Supreme
Court, in early July, ruled this part of
the process unconstitutional, on the
ground that GAO's involvement vio-
lated executive authority. Under an-
other provision of the act, the 1987
report was sent, instead, directly to
Congress. A special budget committee,
comprised of members of the Senate
and House budget committees, are to
report a joint resolution affirming the
outlay cuts. The joint resolution
would then have to pass both cham-
bers and be signed by the President
(or be passed again over a veto) to
take effect. A revised sequestration
report reflecting congressional actions
is due October 5.
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Table 6.—Cyclically Adjusted Surplus or
Deficit (-),NIPA Basis

[Billions of dollars]

Table 7.—Economic Assumptions Underlying
the Fiscal Year 1987 Sequestration Report

Calendar year:

1984 .
1985 .
1986 ,

Quarters:

1984:
I
II
III
IV

1985:
I
II
Ill
IV

1986:
I
II
III
IV

1987:
I
II
Ill

Based on middle-
expansion trend

GNP

Level

-166.5
2033

-214.0

-142.9
1620
171 3

-189.9

-164.2
-217.2

2055
-226.1

-213.7
2440

-212.7
-185.5

1827
-165.0

1587

Change

-40.4
368

-10.7

-4.2
-19.1

93
-18.5

25.6
-53.0

11.7
-20.6

12.4
303
31.3
27.2

2.8
17.7
6.3

Bat,ed on 6-
percent

unemployment
rate trend GNP

Level

-135.8
-170.7

180 9

-112.6
-131.7

1405
-158.5

-130.8
-185.9
-172.7

193 4

-180.8
-211.7

179 5
-151.6

1487
-130.8
-124.2

Change

-38.7
-34.9

102

-3.3
-19.1

88
-18.0

27.7
-55.1

13.2
20 7

12.6
309
32.2
27.9

2.9
17.9
6.6

Table 7 shows the economic as-
sumptions underlying the sequestra-
tion report, and table 8 shows the
base-line budget and the proposed
specified outlay cuts for 1987. It
should be pointed out that the base-
line budget in the report and the uni-
fied budget estimate for 1987 in the
mid-session review are not the same.
As mentioned above, the base-line
budget is based on current laws as of
August 15; the unified budget esti-
mate includes administration fiscal
policy proposals.

According to the sequestration
report, the 1987 deficit will exceed the
limit by $19.4 billion and, therefore,
outlays will have to be cut by that
amount if Congress and the adminis-
tration fail to agree on an alternative
policy. National defense outlays that
are not exempt will have to be cut
$9.7 billion, or 5.6 percent across the
board. Nondefense outlays that are
not exempt will have to be cut $9.7
billion also, or 7.6 percent across the
board. National defense outlays sub-
ject to the across-the-board cut
amount to $169.0 billion; nondefense
outlays amount to $107.8 billion.
Within national defense, 1987 outlays
for military personnel are not exempt
as they were in 1986 and would incur
the largest dollar cut. According to
CBO, such a cut in military personnel
outlays would result in a furlough of
200,000 military personnel. Within
nondefense, the largest cuts would
occur in agriculture ($1.7 billion, in-

GNP:
Current dollars....
1982 dollars

GNP:
Current dollars...
1982 dollars
Quarterly change at annual

rate:
1986: IV
1987:1
1987:11
1987:111

GNP deflator
Consumer Price Index 1

Civilian unemployment rate 2

Interest rates: 2

91-day Treasury bills
10-year Treasury notes

Fiscal year 1987

Congressional
Budget Office

Office of
Management
and Budget

Billions of dollars

4,423
3,777

4,449
3,797

Percent change from pre-
ceding year (except as
noted)

6.2
3.2

3.6
3.9
3.7
3.3

2.9
2.6

6.8
3.7

4.0
4.2
4.2
4.2

3.0
2.1

Percent

6.8

6.3
7.7

6.7

6.2
7.5

1. Consumer Price Index for urban wage earners and clerical
workers.

2. Fiscal year average.
Source: "Sequestration Report for Fiscal Year 1987—A Joint

Report to the Congress of the United States."

eluding $0.9 billion for CCC), medi-
care ($1.3 billion), and international
affairs and income security ($0.8 bil-
lion each).

Congress can minimize the poten-
tial 1987 outlay cuts by applying a
$10.0 billion deficit limit margin pro-
vided by the act. Applying that
margin means that outlays would
have to be reduced only $9.4 billion to
reach a $154.0 billion deficit for 1987.
Congress could achieve that deficit in
either of two ways: (1) Allow an $11.0
billion receipts windfall in 1987 from
the proposed Tax Reform Act of 1986
to count as a deficit reduction meas-
ure, or (2) enact the fiscal year 1987
congressional budget resolution,
which mandates $9.2 billion in sav-
ings through reconciliation, in which
laws are changed to reduce spending
or increase taxes. Each way has prob-
lems, however. Counting the windfall
from the tax reform in 1987 implies
that a $17.0 billion shortfall in 1988
(the estimates are from the Joint
Committee on Taxation) would also
have to be counted, making it more
difficult to meet the 1988 deficit limit
of $108.0 billion. The budget resolu-
tion proposes $7-$9 billion in savings
in appropriation bills, but these bills
were, when Congress recessed, run-
ning about $1 billion over the resolu-
tion's combined target.

Table 8.—Base-Line Budget and Specified
Outlay Reductions for Fiscal Year 1987

[Billions of dollars]

Receipts
Outlays

Deficit limit
Deficit excess 1

Outlay reduction

National defense
Retirement cost-of-living

adjustment
Other

Military personnel
Operation and

maintenance
Procurement
Research, development,

test and evaluation
Other

Nondefense
Retirement and other cost-

of-living adjustments
Other . .

Special provisions
Other

Congres-
sional
Budget
Office

827.8
998.5
1706

13.3

.2
13.1

13.3

.2
13.1
1.4

11.7

Office of
Manage-

ment
and

Budget

826.4
982.6

-156.2

6.1

.1
5.9

6.1

.1
5.9
1.3
4.6

Aver-
age

827.1
990.5

-163.4
-144.0
-19.4

19.4

9.7

.2
9.5
3.7

3.2
1.0

1.0
.6

9.7

.2
9.5
1.4
8.1

1. The deficit excess is calculated from the average.
Source: "Sequestration Report for Fiscal Year 1987—A Joint

Report to the Congress of the United States."

Neither the administration nor
Congress desires to have the automat-
ic outlay cuts take effect. OMB has
stated that the defense cuts are not
acceptable, and one of the principal
sponsors of the act has stated that the
uniform cuts are "not going to
happen/' It is generally believed that
Congress will find an acceptable alter-
native way to reach the deficit limit.
It must be found soon, however, be-
cause Congress has scheduled October
3 as the target for adjournment.

As of late September, the Senate
had approved a bill that reduced the
deficit $13.3 billion, mostly by asset
sales, improved tax collection proce-
dures, and shifting of outlays into
fiscal year 1986. Asset sales include
$2.1 billion from the already-planned
sale of Conrail and $5.0 billion from
the sale of loans. The improved tax
collection procedures would increase
receipts about $4.0 billion, through
the acceleration of collections and
strengthened tax-collection efforts.
The bill also requires the Department
of Treasury to pay the fourth-quarter
payment ($680 million) of general rev-
enue sharing to local governments by
September 30—the end of fiscal year
1986. Legislation that generally paral-
leled the Senate bill was being pre-
pared in the House except that the
House version included an additional
$2.0 billion in deficit reductions,
largely through cuts in medicare and
other spending.
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Second-quarter NIPA revisions
The 75-day revisions of the national

income and product accounts esti-
mates for the second quarter of 1986
are shown in table 9. The revised esti-
mate of the second-quarter increase
in real GNP is unchanged from the
estimate issued a month ago; upward
revisions in some components were
offset by downward revisions in
others. The largest upward revision,
$3.5 billion, was in change in business
inventories, and the largest down-
ward revision, $3.4 billion, was in net
exports.

Table 9.—Revisions in Selected Component Series of the NIPA's, Second Quarter of 1986

GNP
Personal consumption expenditures
Nonresidential fixed investment.
Residential investment
Change in business inventories
Net exports
Government purchases

National income
Compensation of employees
Corporate profits with inventory valuation and capital

consumption adjustments
Other

Personal income . ..

GNP
Personal consumption expenditures
Nonresidential fixed investment
Residential investment
Change in business inventories
Net exports
Government purchases

GNP price index (fixed weights) .. ..
GNP price index (chained weights)
GNP implicit price deflator

Seasonally adjusted at annual rates

45-day
estimate

75-day
estimate Revision

Billions of current dollars

4,179.8
2,735.3

456.5
215.7
12.5

-100.2
860.0

3,379.5
2,480.1

291.2
608.1

3,486.5

4,175.6
2,732.0

457.5
215.3

14.5
-104.5

860.8

3,376.4
2,480.2

293.1
603.1

3,483.3

4.2
-3.3

1.0
4

2.0
-4.3

.8

3.1
.1

1.9
50

-3.2

Billions of constant (1982) dollars

3,661.5
2,410.4

455.2
192.3
11.6

-150.5
742.4

3,661.4
2,408.4

456.8
192.7
15.1

1539
742.2

-.1
20
1.6

.4
3.5

-3.4
-.2

Index numbers, 1982 = 100 *

115.0

114.2

114.9

114.0

-.1

-.2

Percent change from
preceding quarter at

annual rates

45-day
estimate

3.0
5.7

-2.3
21.9

11.6

4.7
3.1

-6.8
18.4

6.4

.6
6.5

-2.3
13.5

9.8

1.9
1.6
2.5

75-day
estimate

2.6
5.2
1.5

21.0

12.0

4.3
3.1

4.4
14.6

6.0

.6
6.2
-.9
14.5

9.7

1.7
1.5
1.8

1. Not at annual rates.
NOTE.—For the second quarter of 1986, the following revised or additional major source data became available: For personal

consumption expenditures, revised retail sales for June, used car sales for the quarter, consumer share of new car purchases for
June, and consumption of electricity for May; for nonresidential fixed investment, revised manufacturers' shipments of equipment
for June, revised construction put in place for June, and business share of new car purchases for June; for residential investment,
revised construction put in place for June; for change in business inventories, revised book values for manufacturing and trade for
June; for net exports of goods and services, revised statistical month merchandise exports and imports for June, and revised
service receipts for the quarter; for government purchases of goods and services, revised construction put in place for June; for
wages and salaries, revised employment, average hourly earnings, and average weekly hours for June; for net interest, financial
assets held by households for the quarter, and revised net interest received from abroad for the quarter; for corporate profits,
revised domestic book profits for the quarter, and revised profits from the rest of the world for the quarter; and for GNP prices,
revised residential housing prices for the quarter.
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the BUSINESS SITUATION

THE pace of U.S. production and the
rate of inflation both picked up some-
what in the third quarter of 1986.
Real GNP increased at an annual
rate of 2l/2 percent, following an in-
crease of l/2 percent in the second
quarter. The GNP price index (fixed
weights) increased at an annual rate
of 2Vz percent, following an increase
of ll/2 percent (chart I).1

1. Quarterly estimates in the national income and
product accounts are expressed at seasonally adjusted
annual rates, and quarterly changes in them are dif-
ferences between these rates. Quarter-to-quarter per-
cent changes are annualized. Real, or constant-dollar,
estimates are expressed in 1982 dollars.

The preliminary (15-day) GNP estimates for the
third quarter, prepared in mid-October, are based on
the following major source data: For personal con-
sumption expenditures (PCE), retail sales through Sep-
tember, and unit auto and truck sales through Sep-
tember; for nonresidential fixed investment, the same
information for autos and trucks as for PCE, July and
August construction put in place, and July and
August manufacturers' shipments of machinery and
equipment; for residential investment, July and
August construction put in place, and housing starts
through September; for change in business inventories,
July and August book values for manufacturing and
trade, and unit auto inventories through September;
for net exports of goods and services, July revised sta-
tistical month merchandise exports and imports,
August statistical month merchandise exports, and

Over the past several quarters, real
GNP has presented a picture of mod-
erate but uneven growth. Two other
aggregate economic measures, shown
in table 1, also shed light on the
recent course of U.S. economic activi-
ty. Real gross domestic purchases—a
measure of U.S. demand for goods
and services, whether produced in the
United States or abroad—has consist-
ently increased in the range of 3-4
percent for the past several quarters.
The growth rates for gross domestic
purchases were higher than for GNP
over the period, as a substantial por-
tion of the increase in U.S. demand
was met by imports. Command-basis
GNP—a measure of what the United
States could purchase with its current

fragmentary information on investment income for
the quarter; for government purchases of goods and
services, Federal unified budget outlays for July and
August, State and local construction put in place for
July and August, and State and local employment
through September; and for GNP prices, the Consumer
Price Index for July and August, the Producer Price
Index for July and August, and unit-value indexes for
exports and imports for July and August. Some of the
source data are subject to revision.

Looking Ahead . . .
• Foreign Transactions. An introduction to the concepts, sources, and

methods of foreign transactions in the national income and product ac-
counts will appear as an article in the November issue of the SURVEY. A
paper about foreign transactions, including this introduction, will appear
shortly thereafter as part of the BEA methodology series.

• NIPA Estimates, 1929-82. The volume containing the complete set of
revised estimates for 1929-82 is now available. These estimates incorpo-
rate the results of the comprehensive revision released in December 1985.
For order information, see the box on page 7.

• Input-Output Accounts. The 1981 annual input-output tables will be
presented in an upcoming issue of the SURVEY.

• International Sales of Services. Direct investment survey data for
1982-84 on international service transactions of U.S. multinational corpo-
rations and their foreign affiliates will be discussed in an upcoming issue
of the SURVEY.

• Pollution Abatement Plant and Equipment Expenditures. Estimates of
pollution abatement plant and equipment expenditures for 1985 will be
presented in an upcoming issue of the SURVEY.

Selected Measures:
Change From Preceding Quarter

Percent
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Note.—Percent change at annual rate from preceding quarter; based on
seasonally adjusted estimates.
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Table 1.—Selected Aggregate Economic Measures
[Seasonally adjusted at annual rates]

Gross national product

Less' Exports

Plus' Imports

Equals: Gross domestic purchases * .

Plus' Command-basis exports 2

Less' Imports

Equals: Command-basis gross national product

Billions of 1982 dollars

Level

1986:111

3,683.3

372.9

537.5

3,847.9

415.1

537.5

3,725.5

Change from preceding quarter

1985

IV

18.5

7.1

25.2

36.7

3.3

25.2

14.7

1986

I

33.6

6.3

.3

27.6

11.3

.3

38.7

II

5.5

-9.4

18.5

33.4

2.7

18.5

17.5

III

21.9

13.1

23.9

32.6

16.3

23.9

25.1

Percent change from preceding
quarter

1985

IV

2.1

8.2

23.3

4.0

3.5

23.3

1.6

1986

I

3.8

7.1

.2

3.0

12.3

.2

4.3

II

0.6

-9.8

15.8

3.6

2.8

15.8

1.9

III

2.4

15.4

20.0

3.5

17.4

20.0

2.7

1. Purchases in the United States of goods and services wherever produced.
2. Exports of goods and services deflated by the implicit price deflator for imports of goods and services. ;

NOTE.—Percent changes in major aggregates are found in the National Income and Product Accounts Tables, table 8.1. Dollar
levels are found in tables 1.6 and 1.11.

production—has increased more rap-
idly than real GNP in each of the
past three quarters. The higher
growth rates for command-basis GNP
reflected recent improvements in the
U.S. terms of trade—that is, the ratio
of the implicit price deflator for ex-
ports to the implicit price deflator for
imports. The improvements in the
terms of trade were primarily due to
steep drops in the price of imported
petroleum.

In the third quarter, sharp changes
in final sales of GNP and in inventory
investment were dominated by motor
vehicles (table 2). Almost two-thirds of
the $41V2 billion increase in final
sales was due to motor vehicles, pri-
marily reflecting increased consumer
purchases of new autos and trucks.
The $19V2 billion decline in inventory
investment was more than accounted
for by motor vehicles, primarily re-
flecting a sharp runoff in new auto in-
ventories. The constant-dollar motor
vehicle estimates, which are part of
the national income and product ac-
count estimates of auto and truck
output, are compiled by BEA mainly

Table 2.—Recent GNP Patterns
[Billions of 1982 dollars, seasonally adjusted at annual rates]

GNP
Motor vehicles
Other

Final sales
Motor vehicles
Other

Change in business

Motor vehicles
Other

Level

1986:111

3,683.3
150.0

3,533.3

3,687.8
172.3

3,515.5

4 5
-22.3

17.8

Change from preceding
quarter

1985

IV

18.5
-3.7
22.2

24.4
-20.5

44.9

5 9
16.8

-22.7

1986

I

33.6
-2.7
36.3

-11.4
-1.8
-9.6

45.1
-.9
46.0

II

5.5
-.5
6.0

30.2
5.1

25.1

248
-5'.6

-19.2

III

21.9
-1.1
23.0

41.5
26.1
15.4

19 6
-27.1

7.5

NOTE.—Motor vehicle estimates are from the National
Income and Products Accounts Tables, table 1.18 for auto
output and 1.20 for truck output.

from unit sales, inventory, and price
data from trade sources. A discussion
of recent developments in motor vehi-
cles, in terms of units, follows.

Motor vehicles.—The sharp third-
quarter increase in motor vehicle
sales and reduction in motor vehicle
inventories were largely in response
to extensive sales-incentive programs
that domestic manufacturers offered
beginning in late August. The incen-
tive programs were designed primari-
ly to liquidate inventories of 1986
models, which had built to high levels
last spring and remained high in
early summer. The programs, offered
through the manufacturers' finance
subsidiaries, featured financing rates
below 3 percent—more than 7 per-
centage points below prevailing
market rates—or rebates as high as
$1,500.

New car sales increased sharply to
a record 13.2 million units (seasonally
adjusted annual rate) in the third
quarter from 11.2 million in the
second (chart 2). The third-quarter in-
crease was largely accounted for by
new domestic car sales, which jumped
to 9.7 million from 8.1 million. Sales
of domestic cars had changed little
from April through early August, but
then moved up sharply in late August
and early September. In late Septem-
ber, pales returned to the previous
levels, in part due to shortages of
some models covered by the incentive
programs. Sales of imported cars in-
creased to a record 3.5 million units
in the third quarter from 3.1 million
in the second. Although sales of im-
ported cars increased, their share of
total car sales declined 1 percentage
point to 26V2 percent in the third
quarter.

Domestic car production fell to 7.3
million units (seasonally adjusted
annual rate) in the third quarter from
7.7 million in the second. In the first
part of the quarter, production was
cut by early closings for model-
changeover at a number of plants.

Reflecting the sharp jump in sales
and the decline in production, domes-
tic car inventories dropped to 1.12
million units (seasonally adjusted) in
the third quarter from 1.73 million in
the second. The inventory-sales ratio
fell to 1.5 in the third quarter—the
lowest ratio since estimates were
begun in 1967—from 2.6 in the
second.

Unit sales of new trucks increased
sharply to a record 5.4 million (sea-
sonally adjusted annual rate) in the
third quarter from 4.8 million in the

Retail Sales of New Cars
Million units

13

12

11

10

Total

, Imports

i i \ i i r i L I i i i
1982 1983 1984 1985 1986

Seasonally Adjusted at Annual Rates
Data: Motor Vehicle Manufacturers Association of the United States,
Inc. and Ward's Automotive Reports; seasonally adjusted by BEA.
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Table 3.—Price Indexes (Fixed Weights):
Change From Preceding Quarter

[Percent change at annual rates; based on index numbers
(1982=100), seasonally adjusted]

GNP

Less: Exports
Plus' Imports

Equals: Gross domestic purchases-

Less: Change in business
inventories ...

Equals: Final sales to domestic
purchasers

Personal consumption
expenditures
Food
Energy 1

Other personal consumption
expenditures ..

Other
Nonresidential structures
Producers' durable equipment-
Residential
Government purchases

1985

IV

4.0

-.2
48

4.5

4.5

4.7
62
10

50

39
3.1

.7
5.1
49

I

2.5

20
7'0

1.6

1.6

1.5
9

-121

33

16
-.3

.9
2.6
21

1986

II

1.7

-1.3
155

.4

.3

-.4
20

-33.0

3.0

1.7
1.5
2.6
4.7
10

III

2.5

-.8
9

2.7

2.6

3.1
78

-11.3

3.4

1.8
-.5
2.2
4.1
1.7

1. Gasoline and oil, fuel oil and coal, and electricity and gas.
NOTE.—Percent changes in major aggregates are found in

the National Income and Product Accounts Tables, table 8.1
Most index numbers levels are found in tables 7.1 and 7.3.

second. Sales of light domestic
trucks—which were, for the most
part, also covered by the incentive
programs—increased to 4.4 million
from 3.6 million. Sales of "other" do-
mestic trucks were 0.3 million in both
quarters. Imported truck sales
dropped sharply to 0.7 million in the
third quarter from 0.9 million in the
second.

Prices.—The prices of two aggregate
economic measures—GNP and gross
domestic purchases—accelerated to
increases of 2x/2 percent in the third
quarter (table 3). The price index for
gross domestic purchases had in-
creased less than the GNP price index
in the both the first and second quar-
ters. The l-lVa-percentage point dif-
ferences between the two price meas-
ures in those quarters were largely
due to the price of imported petrole-
um, which plunged 55 percent in the
first quarter and 86 percent in the
second. Imported petroleum is sub-
tracted out in deriving the production
measure but not in deriving the pur-
chases measure.

Most of the pickup in prices in the
third quarter was traceable to the
prices of personal consumption ex-
penditures (PCE), which increased 3
percent after a small decrease in the
second quarter. The turnaround was
mainly due to a sharp step-up in
prices of food, especially meat, dairy,
and poultry products. Largely reflect-
ing gasoline prices, energy prices
again declined, but considerably less

than in the second quarter. Other
PCE prices continued to register in-
creases in the range of 3-31/2 percent.
Changes in the prices of "other" com-
ponents were, for the most part, simi-
lar in the first and second quarters:
Prices of nonresidential structures
were down slightly after a modest in-
crease, prices of producers' durable
equipment and of residential struc-
tures increased slightly less than in
the second quarter, and prices paid by
government increased slightly more.

Components of Real GNP
Overall changes in the major com-

ponents of real GNP were in the same
direction and, for some, of similar
magnitude in the second and third
quarters. However, these changes
masked divergent movements within
the components that signal consider-
able differences between the two
quarters. PCE was up strongly in both
quarters, but much of the third-quar-
ter strength was in motor vehicles.
Fixed investment increased moderate-
ly in both quarters: Nonresidential
structures declined much less than in
the second quarter, and producers'
durable equipment increased much
less; residential investment increased
in both quarters, but the third-quar-
ter increase was confined to single-
family construction. Inventory invest-
ment fell sharply in both quarters,
but the third-quarter decrease was en-
tirely attributable to motor vehicles.
Net exports decreased in both quar-
ters, but less in the third as exports
increased after a decline. Government
purchases increased in both quarters,
but less in the third as national de-
fense purchases flattened.

Personal consumption expenditures
Real PCE again increased strong-

ly—7 percent after a 6-percent in-
crease in the second quarter (table 4).
Much of the third-quarter strength re-
flected the surge in purchases of new
cars and trucks. PCE excluding ex-
penditures for motor vehicles and
parts increased less in the third quar-
ter than in the second—3*/2 percent
compared with 5*/2 percent.

Although the unusually large third-
quarter increase in expenditures for
durable goods was mostly traceable to
motor vehicles, the other major cate-
gories of durable goods—furniture
and household equipment, and other

Table 4.—Real Personal Consumption Expend-
itures: Change From Preceding Quarter

[Percent change at annual rates; based on seasonally adjusted
annual rates]

Personal consumption
expenditures

Durables
Motor vehicles and parts
Furniture and household

equipment
Other durables

Nondurables
Food
Clothing and shoes
Energy 1

Other nondurables
Services

Housing
Household operation

Energy 2

Other . .
Transportation
Medical care . .
Other services

1985

IV

1.7

-11.1
-32.8

151
7.5
1.6

-.2
2.8
25
5.2
6.0
20
9.1

177
0
6.0
5.7
9.2

I

3.6

-1.8
-8.4

4.0
2.0
6.5
5.6

14.0
1.8
5.4
3.2
2.5

-12.6
227
-.5
3.4
2.8

12.2

1986

II

6.2

14.3
18.2

15.1
4.0
8.0
2.8

12.9
387

-2.3
2.6
3.0
4.4
38
5.0
4.9
o o
.2

III

7.2

38.4
76.5

13.6
12.1

.8
-4.2

2.8
14.3
3.2
3.5
2.8
7.7

11.0
4.4

10.9
3.8
.2

1. Gasoline and oil, and fuel oil and coal.
2. Electricity and gas.
NOTE.—Percent changes in major aggregates are found in

the National Income and Product Accounts Tables, table 8.1.
Dollar levels are found in table 2.3.

durables—contributed to the overall
strength of the component. Furniture
and household equipment continued
to register strong increases; other du-
rables increased considerably more in
the third quarter than in the second.

Expenditures for nondurable goods
increased much less than in the
second quarter. Most of the major cat-
egories contributed to the decelera-
tion: Expenditures for food decreased
in the third quarter after increasing
in the second; expenditures for cloth-
ing and shoes and for energy were up,
but less than in the second quarter,
when they had registered unusually
large increases. In contrast, other
nondurables increased moderately in
the third quarter after decreasing in
the second.

Expenditures for services, which ac-
count for almost one-half of PCE, in-
creased somewhat more in the third
quarter than in the second. House-
hold operation services and transpor-
tation services accelerated, because of
larger increases in expenditures for
energy and for airline travel, respec-
tively. Housing and medical care serv-
ices each increased about the same in
the third quarter as in the second.
Other services, restrained by declines
in brokerage services in both quar-
ters, again registered little change.

Nonresidential fixed investment
Real nonresidential fixed invest-

ment registered small changes—an
increase of % percent in the third
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Table 5.—Real Gross Private Domestic Fixed
Investment: Change From Preceding Quarter

[Percent change at annual rates; based on seasonally adjusted
annual rates]

3

Gross private domestic fixed
investment

Structures
Producers' durable

equipment
Residential

1985

IV

9.9

125
.3

18.7
34

I

-8.4

151
-10.8

-17.0
11.0

1986

II

3.5

9
-35.2

19.6
14.5

III

2.2

3
-9.3

4.4
7.2

NOTE.—Percent changes in major aggregates are found in
the National Income and Product Accounts Tables, table 8.1.
Dollar levels are found in tables 1.2.

quarter, following a decline of 1 per-
cent in the second (table 5). These
changes are broadly consistent with
those reported in last month's article
on BEA's plant and equipment
survey; the survey found that another
small increase in expenditures was
planned for the fourth quarter.
Within nonresidential fixed invest-
ment, structures declined, and pro-
ducers' durable equipment (PDE) in-
creased, in both the second and third
quarters.

Structures declined 91/2 percent in
the third quarter, following a 35-per-
cent decline in the second. Petroleum
exploration and drilling declined sub-
stantially, although less than in the
two preceding quarters; as discussed
in more detail in the "Business Situa-
tion" in April and July, the declines
reflected the effect of the sharp drops
in oil prices. Industrial buildings also
declined substantially in the third
quarter—the third consecutive quar-
ter of decline. Other types of struc-
tures contributed a small positive to
third-quarter investment in struc-
tures; commercial structures, which
had dropped sharply in the second
quarter, changed little in the third.

PDE increased 4x/2 percent in the
third quarter, following a 19V2-per-
cent increase in the second. Changes
in PDE in recent quarters have re-
flected the erratic path of information
processing equipment; this category
accounts for about one-third of PDE
but has accounted for more than two-
thirds of the quarter-to-quarter
change. In the third quarter, pur-
chases of communications equipment
were mainly responsible for a moder-
ate increase in purchases of informa-
tion processing equipment; purchases
of computers changed little after in-
creasing sharply in the second quar-
ter. Increased purchases of cars and
trucks both contributed to a second

Housing Starts
Millions of units
2.5

2.0

1.5

1.0

Total

i i i i i I i i i i i
1982 1983 1984 1985 1986

Data: Census
U.S. Department of Commerce, Bureau of Economic Analysis

consecutive sharp increase in pur-
chases of transportation equipment.
Reduced purchases of tractors and
construction machinery accounted for
most of a third-quarter decline in
other PDE.

Residential investment
Real residential investment in-

creased 7 percent in the third quar-
ter, following a HVk-percent increase
in the second. Single-family construc-
tion increased 23x/2 percent after a
12V2-percent increase; multifamily
construction declined 7 percent after
a 22-percent increase; and the other
component—which includes additions
and alterations, major replacements,
brokers' commissions on sales, and
mobile home sales—declined 5l/2 per-
cent after a 13y2-percent increase.

The strong third-quarter increase in
single-family construction occurred
despite recent declines—15,000 units
(seasonally adjusted annual rate) in
the second quarter and 87,000 units in
the third—in single-family starts
(chart 3). Two factors help explain the
apparent anomaly. First, although the
number of starts declined in the
second and third quarters, the con-
stant-dollar value of starts—(number
of starts) X (average value of units
started) -5- (price index of new one-
family houses)—increased in the
second quarter, indicating that al-
though fewer units were being start-
ed, they were bigger or had more

amenities than units started in the
first quarter. In the third quarter, the
constant-dollar value of starts slipped,
but by much less than the number of
starts. Second, reflecting the pattern
with which value is added over the
several months that it takes to con-
struct a house, units started in a par-
ticular quarter have a bigger impact
on construction in the following quar-
ter.

The drop in multifamily construc-
tion reflected a sharp falloff in multi-
family starts that began in May. Mul-
tifamily starts in the second and third
quarters averaged 640,000, down
83,000 from the preceding 6 months.

A decline in brokers' commissions
on the sale of new single-family
houses contributed to the drop in the
"other" component. These sales plum-
meted 155,000 units (seasonally ad-
justed annual rate) in July-August;
the August level of 594,000 was the
lowest in 2 years, despite continuing
favorable mortgage interest rates
(chart 4).

Inventory investment
Real inventory investment de-

creased $19 ¥2 billion in the third
quarter, as inventories decreased $4 Vfe
billion after an increase of $15 billion
in the second (table 6). Most of the de-
crease in investment was accounted
for by nonfarm inventories, mainly
inventories of retail auto dealers.
Retail auto dealers liquidated $16V2
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4

Selected Interest Rates
Percent
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Data: FRB, FHLMC.
U.S. Department of Commerce, Bureau of Economic Analaysis

billion of inventories in the third
quarter, following modest decumula-
tion in the second.2

Farm inventories were up only
slightly in the third quarter, following
moderate accumulations in the two
preceding quarters. The slowdown
may be related, in part, to a positive
swing in agricultural exports in the
third quarter (see next section on net
exports).

Nonfarm inventories other than
those held by retail auto dealers accu-
mulated only slightly less than in the
second quarter—$111/2 billion com-
pared with $13 billion. Manufacturing
inventories were down after a small
increase, but wholesale inventories
were up much more than in the
second quarter. In manufacturing, du-

1985 1986

rabies inventories again registered
substantial decumulation; in particu-
lar, inventories of primary metals and
nonelectrical machinery have de-
clined sharply over the past several
quarters. Nondurable manufacturing
inventories again accumulated, but
much less than in the second quarter;
the slowdown was largely in chemi-
cals and petroleum. In wholesale
trade, inventories held by petroleum
wholesalers, which include both crude
and refined oil, accumulated after
substantial decumulation in the
second quarter.

Reflecting changes in inventories
and final sales, the constant-dollar

Table 7.—Real Net Exports of Goods and
Services: Change From Preceding Quarter

[Percent change at annual rates; based on seasonally adjusted
annual rates]

Net exports of goods and services

Exports
Merchandise

Agricultural
Nonagricultural

Services
Imports

Merchandise
Petroleum
Nonpetroleum

Services

1985

IV

8.2
72

50.7
18
9.7

23.3
273
55.4
22.3
94

I

7.1
76

-12.4
112
6.4

.2
13

-43.8
13.5

-42

1986

II

-9.8
-8.0

-39.3
25

-12.8
15.8
222

166.0
4.9

-65

III

15.4
27.0
58.3
235

-2.7
20.0
24.4

101.5
11.1
3.2

NOTE.—Percent changes in major aggregates are found in
the National Income and Product Accounts Tables, tables 8.1.
Dollar levels are found in tables 4.2 and 4.4.

ratio of total inventories to total final
sales dropped from 3.23 to 3.19—the
lowest level recorded during the cur-
rent recovery and expansion. The
third-quarter drop in the ratio largely
reflected the impact of the develop-
ments in motor vehicles, which affect-
ed both inventories and sales.

Net exports
Real net exports of goods and serv-

ices decreased $10 MJ billion in the
third quarter, after decreasing $28 bil-
lion in the second. The decrease was
substantially less in the third quarter
because of a sharp swing in exports to
an increase of 15 Va percent from a de-
crease of 10 percent; imports in-
creased 20 percent, following an in-
crease of 16 percent (table 7).

The third-quarter increases in both
exports and imports were accounted
for by merchandise trade. Within
merchandise exports, both agricultur-
al and nonagricultural exports turned
up sharply. The upturn in agricultur-
al exports may reflect the increased
competitiveness of U.S. farm products
in world markets, aided by the Food
Security Act of 1985, which reduced
support prices on several major ex-
ported crops. Among nonagricultural

Table 6.—Change in Real Business Inventories

[Billions of 1982 dollars; seasonally adjusted at annual rates]

2. In general, the estimates for inventories of retail
auto dealers, which are derived from Census Bureau
book value inventory data, cover most auto invento-
ries—including inventories of new and used autos, do-
mestic and foreign—but do not Include those held by
manufacturers and wholesalers. The data for retail
auto dealers cover, in addition to autos, some trucks
and other motorized vehicles, and also parts. The
change in business inventory estimates for retail auto
dealers differ in terms of sources and coverage from
the change in inventories of autos and trucks that are
part of the motor vehicle output estimates.

Change in business inventories

Farm

Nonfarm
Manufacturing
Wholesale trade
Retail trade
Other

Level

1985

III

0.7

-.7
1.4

-6.1
-.6
5.1
3.0

IV

-5.2

213
16.1

-10.5
3.4

17.8
5.4

1986

I

39.9

2.9
37.0

-5.3
6.9

28.3
7.1

II

15.1

4.1
11.0
1.0
5.1
40
8.9

III

-4.5

.5
-5.0
-4.6
13.2

-15.4
1.8

Change from preceding quarter

1985

IV

-5.9

-20.6
14.7

-4.4
4.0

12.7
2.4

1986

I

45.1

24.2
20.9
5.2
3.5

10.5
1.7

II

-24.8

1.2
-26.0

6.3
-1.8

-32.3
1.8

III

-19.6

-3.6
-16.0
-5.6

8.1
-11.4
-7.1

NOTE.—Dollar levels for inventories are found in the National Income and Product Accounts Tables, table 5.11.
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Table 8.—Real Government Purchases of
Goods and Services: Change From Preceding
Quarter

[Percent change at annual rates; based on seasonally adjusted
annual rates]

Government purchases of goods
and services

Federal
National defense
Nondefense

Commodity Credit
Corporation inventory
change

Other
State and local

1985

IV

10.0

227
-47
130.2

26
3

I

— 12.3

275
-10

-67.1

16
26

1986

II

9.7

110
19.0

-10.3

16
87

III

3.6

5
8
.5

0
61

NOTE.—Percent changes in major aggregates are found in
the National Income and Product Accounts Tables, table 8.1.
Dollar levels are found in table 3.8B.

exports, much of the increase was in
capital goods, except autos, especially
civilian aircraft and business ma-
chines. Within merchandise imports,
petroleum was again up strongly, as
declining world oil prices continued to
stimulate U.S. demand. The increase
in nonpetroleum imports was wide-
spread.

Government purchases

Real government purchases in-
creased 3V2 percent in the third quar-
ter, following a 9V2-percent increase
in the second (table 8). The slowdown
was largely accounted for by Federal
national defense purchases, which
changed little after a substantial in-
crease. The second-quarter increase
had reflected large deliveries of mili-
tary equipment. Defense purchases,
which have trended up about 3 per-
cent over the past year, often fluctu-
ate sharply from quarter to quarter.

Federal nondefense purchases were
unchanged, following a modest de-
cline in the second quarter. Changes
in these purchases have often fluctu-
ated sharply due to operations of the
Commodity Credit Corporation (CCC),
but, in the first three quarters of
1986, net purchases of farm products
by the CCC stabilized in the range of
$4%-$6% billion. Nondefense pur-
chases other than by the CCC have
remained flat for the past several
quarters.

State and local government pur-
chases increased somewhat less than
in the second quarter. The pattern
largely reflected that of structures,
mainly highway construction. Other
State and local purchases have con-
tinued to increase in the range of
2V2-3 percent.

Personal Income
Personal income increased $18 Va

billion in the third quarter, substan-
tially less than the increases in the
past several quarters (table 9). The
slowdown was almost entirely attrib-
utable to farm proprietors' income,
which declined $18 billion after in-
creasing $15 billion.

Wage and salary disbursements in-
creased $23 billion in the third quar-
ter, $8 billion more than in the
second. The step-up was primarily
due to wages and salaries in the man-
ufacturing and distributive industries,
which increased after declines in the
second quarter. In manufacturing, the
turnaround was concentrated in dura-
bles. Average weekly hours in manu-
facturing increased after a decline;
employment continued to decline, and
average hourly earnings continued to
increase, at about the same pace as in
the second quarter. In the distributive
industries, the turnaround largely re-

Table 9.—Personal Income and Its Disposition:
Change From Preceding Quarter

[Billions of dollars; based on seasonally adjusted annual rates]

Wage and salary disbursements....
Manufacturing
Other commodity-producing
Distributive
Services
Government and government

enterprises
Other labor income
Proprietors' income

Farm
Nonfarm

Rental income of persons
Personal dividend income
Personal interest income
Transfer payments
Less: Personal contributions for

social insurance

Personal income

Less: Personal tax and nontax
payments

Equals: Disposable personal
income ,

Less' Personal outlays

Equals: Personal saving

Addenda: Special factors in
personal income:
In wages and salaries:

Federal Government and
Postal Service pay
adjustments

In farm proprietors' income:
Agricultural subsidy

payments
In transfer payments:

Social security retroactive
payments

Cost-of-living increases in
Federal transfer payments

In personal contributions for
social insurance:
Social security base and

rate changes .

1985

IV

36.8
68
2.6
65

13.5

74
29

12.8
78
50
10

.4
54
2.5

2.2

597

95

50.2

44.0

6.2

2.3

1.8

-2.3

I

31.3
30
1.3
63

15.0

5.6
2.8
3.2
50
82
45
2.4

.2
11.1

5.7

49.7

32

52.9

33.0

19.8

.1

.1

.5

67

35

1986

II

14.7
-1.7

.3
9

11.7

5.3
2.8

23.8
151
87
35
2.0

_.7
5.4

.9

50.7

73

43.4

36.1

7.5

0

15.4

-.5

III

22.8
1.3
0
36

11.9

5.9
3.1

-9.8
18 1
83
0

.9
-5.7

8.2

1.3

18.3

138

4.5

69.9

-65.6

.4

-13.5

2.6

NOTE.—Most dollar levels are found in the National Income
and Product Accounts Tables, table 2.1.

fleeted the impact of a strike in the
communications industry, which had
reduced wages and salaries in the
second quarter.

The sharp—$33 billion—swing in
farm proprietors' income largely re-
flected the pattern of Federal agricul-
tural subsidy payments. Subsidy pay-
ments had jumped $15 % billion to a
record $19 billion in the second quar-
ter, when they had included advance
deficiency payments on 1986 crops as
well as final deficiency payments on
the 1985 corn crop. Payments fell
$13 MJ billion in the third quarter.
Farm income excluding subsidies de-
clined for the third consecutive quar-
ter. Nonfarm proprietors' income in-
creased about the same amount in
both quarters.

Transfer payments increased $8 bil-
lion in the third quarter, somewhat
more than in the second. The larger
increase was mainly accounted for by
retroactive social security payments,
which amounted to $2% billion in the
third quarter. These payments result
from the recalculation of the earnings
base underlying benefits for retirees.

Among the remaining components
of personal income, personal interest
income declined substantially more
than in the second quarter; the de-
clines reflected lower interest rates.
Rental income of persons was un-
changed after an increase, and divi-
dends were up less than in the second
quarter. Other labor income contin-
ued to increase at about the same
pace as in the preceding several quar-
ters. Personal contributions for social
insurance, which are subtracted in de-
riving the total, registered small in-
creases in both quarters.

Personal tax and nontax payments
were up almost twice as much as in
the second quarter, reflecting, in part,
the improvement in wages and sala-
ries. The deceleration in personal
income, in combination with the ac-
celeration in personal taxes, led to a
sharp slowdown in disposable person-
al income (DPI). DPI increased $4V2
billion, or Va percent, in the third
quarter, following an increase of
$43 !/2 billion, or 6 percent, in the
second. Reflecting this slowdown and
the turnaround in PCE prices, real
DPI declined 2 percent in the third
quarter after a 7-percent increase.

Personal outlays—largely PCE—
were up substantially more than in
the second quarter. This pickup, along
with the slowdown in current-dollar
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DPI, led to a sharp swing in personal
saving—from a $7% billion increase
to a $651/2 billion decline. The person-
al saving rate dropped 2.2 percentage
points to 2.9 percent, the lowest rate
in 35 years.

Such a sharp drop in the saving
rate is not unprecedented; in the
third quarter of last year, the saving
rate dropped 2.3 percentage points. In

both cases, the drops were associated
with sharp declines in farm propri-
etors' income and sharp increases in
motor vehicle purchases. Changes in
farm proprietors' income have, his-
torically, had relatively little impact
on personal outlays. If it is assumed
that the third-quarter decline in farm
income had no effect on personal out-
lays, that income change by itself

would have lowered the saving rate
by about 0.5 percentage point. Histori-
cally, large changes in consumer pur-
chases of motor vehicles have coincid-
ed with changes in the opposite direc-
tion in the saving rate. These pur-
chases may, to some extent, represent
an alternative kind of saving—an ac-
cumulation of physical capital as op-
posed to financial capital.

NIPA Estimates, 1929-82

The National Income and Product Ac-
counts of the United States, 1929-82: Sta-
tistical Tables can be ordered from the
Superintendent of Documents, U.S. Gov-
ernment Printing Office, Washington,
DC 20402 at a price of $23.00. Order by
stock number: 003-010-00174-7; enclose
check or money order payable to Super-
intendent of Documents. The order can
also be made by telephone—(202) 783-
3238—and charged to MasterCard, VISA,
or a deposit account at the Superintend-
ent of Documents.
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the BUSINESS SITUATION

RiDEVISED (45-day) estimates show
that real GNP increased at an annual
rate of 3 percent in the third quarter
of 1986; preliminary (15-day) esti-
mates had shown a 2V2-percent in-
crease (table I).1 The upward revision
was more than accounted for by gov-
ernment purchases of goods and serv-
ices, in which Federal national de-
fense purchases were revised up (re-
flecting newly available September
data). Partly offsetting were down-
ward revisions in personal consump-
tion expenditures (PCE) (reflecting
September retail sales data) and busi-
ness inventory investment (reflecting
newly available manufacturing and
trade book value data for September
and revised data for August). The in-
crease in the GNP price index (fixed
weights) was essentially unrevised at
2l/2 percent.

The broad picture of the economy
was sketched in last month's "Busi-
ness Situation.".The step-up in real
U.S. production from a Ms-percent in-
crease in the second quarter was
more than accounted for by final
sales; inventory investment, which
had declined substantially in the
second quarter, did so again in the
third. Within final sales, PCE, which
had increased strongly in the second
quarter, increased even more in the
third. Much of the third-quarter
strength was in motor vehicles. Fixed
investment and government pur-
chases increased in both quarters, but
less in the third than in the second.
Net exports, which had declined
sharply in the second quarter, de-
clined much less in the third.

Table 1.—Revisions in Selected Component Series of the NIPA's, Third Quarter of 1986

1. Quarterly estimates in the national income and
product accounts are expressed at seasonally adjusted
annual rates, and quarterly changes in them are dif-
ferences between these rates. Quarter-to-quarter per-
cent changes are compounded to annual rates. Real,
or constant-dollar, estimates are expressed in 1982 dol-
lars.

GNP ....

Personal consumption expenditures
Nonresidential fixed investment
Residential investment
Change in business inventories
Net exports . . . . . . . .
Government purchases

National income

Compensation of employees
Corporate profits with inventory valuation and capital

consumption adjustments
Other

Personal income

GNP

Personal consumption expenditures

Residential investment

Net exports
Government purchases . ... .

GNP price index (fixed weights)
GNP price index (chained weights)
GNP implicit price deflator

Seasonally adjusted at annual rates

15-day
estimate

45-day
estimate Revision

Billions of current dollars

4,234.3

2,799.3
461.1
221.1

75
-110.1

870.4

2,507.8

588.1

3,501.6

4,241.1

2,795.9
461.0
221.9
-8.0

-108.2
878.5

3,396.7

2,507.3

299.6
589.9

3,501.6

6.8

-3.4
.1
.8

-.5
1.9
8.1

-.5

1.8

0

Billions of constant (1982) dollars

3,683.3

2,450.4
457.1
196.1
-4.5
1646
748.8

3,687.3

2,446.8
456.7
197.2
-5.7
163.6
756.0

4.0

-3.6
-.4
1.1
12
1.0
7.2

Index numbers, 1982=100 l

115.6

115.0

115.6

115.0

0

0

Percent change from
preceding quarter at

annual rates

15-day
estimate

5.7

10.2
3.2

11.2

4.5

4.5

9.6

2.1

2.4

7.2
.3

7.2

3.6

2.5
2.3
3.6

45-day
estimate

6.4

9.7
3.1

12.8

8.5

2.4

4.4

9.2
-8.4

2.1

2.9

6.5
.1

9.7

7.6

2.4
2.4
3.6

1. Not at annual rates.
NOTE.—For the third quarter of 1986, the following revised or additional major source data became available: For personal

consumption expenditures, revised retail sales for August and September; for nonresidential fixed investment, manufacturers'
shipments of equipment for August (revised) and September, construction put in place for August (revised) and September, and
partial information on actual plant and equipment expenditures for the quarter; for residential investment, construction put in
place for August (revised) and September; for change in business inventories, book values for manufacturing and trade for August
(revised) and September; for net exports of goods and services, August merchandise exports and imports on a revised statistical
month basis and September merchandise exports on a statistical month basis; for government purchases of goods and services,
Federal unified budget outlays for September, and State and local construction put in place for August (revised) and September;
for wages and salaries, revised employment, average hourly earnings, and average weekly hours for August and September; for
corporate profits, domestic book profits for the quarter; for GNP prices, the Consumer Price Index and the Producer Price Index
for September, unit-value indexes for exports and imports for September, export and import price indexes for September, and
residential housing prices for the quarter.

Looking Ahead . . .
• International Sales of Services. Data on sales of services by U.S. mul-

tinational corporations and their foreign affiliates, 1982-84, will be pre-
sented in the December issue of the SURVEY.

• Input-Output Accounts. The 1981 annual input-output tables will be
presented in an upcoming issue of the SURVEY.

• Pollution Abatement Plant and Equipment Expenditures. Estimates of
pollution abatement plant and equipment expenditures for 1985 will be
presented in an upcoming issue of the SURVEY.
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Corporate profits

Profits from current production-
profits before tax (PBT) plus invento-
ry valuation adjustment (IVA) and
capital consumption adjustment (CCAdj)
—increased $6% billion in the third
quarter, as PBT increased $10 billion
while IVA and CCAdj dropped $2V2
billion and $1 billion, respectively.

The repeal of the investment tax
credit as part of the Tax Reform Act
of 1986—signed into law October 22
—will necessitate revision of several
profits-related measures for the first
three quarters of the year; measures
in need of revision include PBT and
CCAdj but not profits from current
production or IVA. The revisions are
necessary because repeal of the in-
vestment tax credit will result in in-
creased depreciation charges, causing
downward revisions in PBT and
upward revisions in CCAdj; profits
from current production will not be
affected because the PBT and CCAdj
revisions will offset each other. Re-
vised estimates for PBT and CCAdj—
as well as for profits tax liability,
profits after tax, undistributed profits,
and cash flow—will be published in
the December SURVEY; estimates dis-
cussed in this issue are not revised.

For domestic nonfinancial corpora-
tions, profits from current production
increased $4Vfe billion in the third
quarter after a $x/2 billion increase,
and PBT with IVA—the quarterly
measure of profits available by indus-
try—increased $5V2 billion after a
$4V2 billion increase. The third-quar-
ter increases were largely the result
of a sharp increase in chemicals prof-
its (which more than accounted for
the increase in manufacturing profits)
and a rebound in wholesale trade
profits after a second-quarter decline.

For domestic financial corporations,
profits from current production and
PBT with IVA both increased $1 bil-
lion after $2 billion increases in the
second quarter. The third-quarter in-
creases were more than accounted for
by insurance companies. For the rest
of the world, both profits measures in-
creased $1 billion after a steep
second-quarter decline ($5 ¥2 billion)
related to the drop in oil prices.

Government sector

The fiscal position of the govern-
ment sector in the national income

and product accounts (NIPA's) im-
proved in the third quarter of 1986, as
the combined deficit of the Federal
Government and of State and local
governments declined $37 ¥2 billion
(table 2). The improvement was the
result of a decline in the Federal defi-
cit and an increase in the State and
local surplus.

The Federal sector.-The Federal
Government deficit declined $32 V2 bil-
lion in the third quarter to $206 bil-
lion, as receipts increased and ex-
penditures declined.

Receipts increased $18% billion,
compared with $7x/2 billion in the
second quarter. The acceleration was
largely accounted for by personal tax
and nontax receipts, which increased
at twice the pace of the second quar-
ter, and by indirect business tax and
nontax accruals, which increased
after a second-quarter decline. Contri-
butions for social insurance also con-

tributed to the acceleration by in-
creasing more than in the second
quarter. The larger gains in personal
taxes and in contributions were
mainly the result of higher incomes.
The swing in indirect business taxes
was mainly due to two components af-
fected by petroleum-related develop-
ments. First, windfall profit taxes,
which had declined $2Vfe billion in the
second quarter to $0.1 billion, did not
show any accruals in the third.
Second, nontaxes increased almost
$lx/2 billion due to payments from a
number of petroleum companies for
earlier violations of Federal pricing
regulations.

Expenditures declined $14 billion
after a $44 billion increase in the
second quarter. Farm programs oper-
ated by the Commodity Credit Corpo-
ration (CCC), which affected nonde-
fense purchases and subsidies less the
current surplus of government enter-
prises, accounted for much of the vol-

Table 2.—Government Sector Receipts and Expenditures: Change from Preceding Quarter
[Billions of dollars, based on seasonally adjusted annual rates]

Government sector

Receipts
Expenditures

Surplus or deficit ( )

Federal Government

Receipts
Personal tax and nontax receipts
Corporate profits tax accruals
Indirect business tax and nontax accruals .
Contributions for social insurance ..

Expenditures
Purchases of goods and services . .

National defense

Of which: Commodity Credit Corporation inventory change
Transfer payments

To persons

Grants-in-aid to State and local governments
Net interest paid
Subsidies less current surplus of government enterprises

Subsidies . . . . .
Of which' Agricultural subsidies

Less' Current surplus of government enterprises
Less' Wage accruals less disbursements

Surplus or deficit (— )

State and local governments

Receipts
Personal tax and nontax receipts
Corporate profits tax accruals
Indirect business tax and nontax accruals
Contributions for social insurance
Federal grants-in-aid

Expenditures
Purchases of goods and services

Of which: Structures
Transfer payments to persons
Net interest paid
Less: Dividends received by government
Subsidies less current surplus of government enterprises

Subsidies
' Less' Current surplus of government enterprises

Less: Wage accruals less disbursements

Surplus or deficit ( — )

Social insurance funds
Other

19*

III

47 3
295
111

368
32.9
6.9

-5.3
2.2

195
200
10.4
96
9.1
6.9
48
21
2.0
1 1

-7.3
-9.1

93
18
10

17.3

12.4

18
1.8
62

7
20

121
107
31
16

5
.4
4

0
4

0

.3

7
3

35

IV

203
375
17 1

132
6.5

.4
2.0
4.8

333
20.0
2.6

174
17.3
1.8

9
9

1.4
41
6.0
2.4
21
36
0

-20.1

8.5
34

.2
30

.6
14

55
59

-26
10

2
.4

1 2
0
13
0

2.9

6
23

I

80
155
235

-5.8

-5.3
-6.1
-3.3

8.8

-21.9
-25.2
-1.6
236

-23.1
3.4
84
50
1.9
1.1

-3.1
.1
.1

32
0

16.0

15.7

22
-1.2
123

.6
19

82
62

4
22

3
.4
2

0
2

0

7.5

6
69

1986

II

7.5
549

-47.4

7.7

5.1
3.2
2.0
1.4

44.2
11.9
12.0
— .1
-.1
7.4
2.8
4.6
3.4
3.1

18.5
19.1
19.1

.6
0

-36.5

3.2

2.1
1.0

-4.0
.7

3.4

14.1
12.3
7.1
20

.3

.3
2

0
3

0

-10.9

7
116

III

36.2
14

37.6

18.5
10.4
3.1
2.7
2.3

-13.8
5.2
8.1

-2.9
-2.4

3.2
5.9

-2.7
1.1
3.7

-19.6
-18.1
-17.9

1.6
0

32.3

18.8

3.8
1.0

12.2
.7

1 1

135

12.4
5.3
19
- 2

.3
3

0
3

0

5.2

7
45

NOTE.—Dollar levels are found in the National Income and Product Accounts Tables, tables 3.2 and 3.3.
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atility in expenditures in recent quar-
ters. These programs accounted for
over two-thirds of the third-quarter
swing and a similar amount of the op-
posite swing in the second quarter.

Nondefense purchases declined $3
billion after essentially no change in
the second quarter. The purchases of
agricultural commodities by the CCC
accounted for almost all of the third-
quarter decline, and they had been
unchanged in the second quarter.
Subsidies less the current surplus de-
clined $19 % billion after an $18 % bil-
lion increase in the second quarter.
Because the CCC is treated as a gov-
ernment enterprise, its current sur-
plus (or deficit) affected one part of
this net measure, and the subsidies it
paid affected the other. The CCC defi-
cit declined $1% billion in the third
quarter after a $% billion decline in
the second. Agricultural subsidies de-
clined $18 billion after a $19 billion
increase. In the second quarter, these
subsidies had included both final 1985
deficiency payments and advance
1986 deficiency payments.

Although programs of the CCC ac-
counted for the bulk of the negative
swing in expenditures, the other ex-
penditure categories, with one excep-
tion, also contributed. The exception
was transfer payments to persons,
which showed a larger increase in the
third quarter than in the second,
largely because of $2% billion of ret-
roactive social security payments.
Transfer payments to foreigners de-
creased following a second-quarter in-
crease that reflected large economic
and military assistance payments, in-
cluding a special payment of about $1
billion (at an annual rate) to the Phil-
ippines. Grants-in-aid to State and
local governments increased less than
in the second quarter. The second-
quarter increase had been boosted by
payments ($3% billion at an annual
rate) to five States for settlement of a
dispute between the Federal and
State governments over revenue from
leases of the Outer Continental Shelf
and from royalties paid on discovered
oil. The third-quarter increase was
more than accounted for by a $2x/2
billion increase in revenue sharing
grants to local governments, which
was due to an advance payment of
the fourth-quarter grant. (This was
the final payment under the local
government revenue sharing pro-
gram, which was terminated by legis-
lative action.)

Cyclically adjusted surplus or defi-
cit.—When measured using cyclical
adjustments based on middle-expan-
sion trend GNP, the Federal fiscal po-
sition moved from a deficit of $245 bil-
lion in the second quarter to a deficit
of $216 billion in the third (see table 2
on page 18).

The State and local sector.—The
State and local government surplus

1

State and Local Government
Structures Purchases:
Change From Preceding Quarter

Billion $

-1

-2

-3

CURRENTS

_L
III IV I II III IV I II

1984 1985 1986

U.S. Department of Commerce, Bureau of Economic Analysis

increased $5 billion in the third quar-
ter to $64x/2 billion, as receipts in-
creased more than expenditures. An
increase in the surplus of other than
social insurance funds accounted for
most of the total increase.

Receipts increased $19 billion, com-
pared with $3 billion in the second
quarter. The acceleration was ac-
counted for by a rebound in indirect
business tax and nontax accruals. The
second-quarter decline in indirect
business taxes was from a first-quar-
ter level that included payment of a
fine ($8 billion at an annual rate) by a
major petroleum corporation for earli-
er violation of Federal pricing regula-
tions. The large third-quarter increase
reflected two factors: (1) A sharp in-
crease in sales taxes—up $6% billion
compared with '$2% billion in the
second quarter—partly due to the
large third-quarter auto sales, and (2)
payments totaling $3 billion (at an
annual rate) from a number of petro-
leum companies for earlier violations
of Federal pricing regulations.

Expenditures increased $13V2 bil-
lion, only slightly less than in the
second quarter. Purchases of goods
and services increased $12% billion,
and all other expenditures, on bal-
ance, increased $1 billion. Within pur-
chases, structures increased $5.% bil-
lion after a $7 billion increase in the
second quarter.

Over the past 2 years, purchases of
structures have been a major factor
in the changes in State and local pur-
chases. From the third quarter of
1984 to the third quarter of 1986,
when total purchases increased at an
average annual rate of about 2 per-
cent, purchases of structures in-
creased at an average rate of about 4
percent. On a quarterly basis, pur-
chases of structures are generally
volatile, and, over the past 2 years,
much of that volatility was due to
fluctuations in highways (chart 1).
Highway construction increased as
often as it declined over the period.
All other structures have also been
volatile, but they increased in all but
one quarter and moderated the
swings in highway construction. Over
the 2-year period, all other struc-
tures-financed to a substantial extent
from the very large volume of munici-
pal borrowing that began in late 1983
and continued well into 1985-contrib-
uted more than highways to the
growth of total structures.
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the BUSINESS SITUATION

A ROFITS from current production—-
profits before tax with inventory valu-
ation adjustment (IVA) arid capital
consumption adjustment (CCAdj)—in-
creased $9 billion in the third quar-
ter, following a $3 Va billion decline in
the second.

Domestic profits of nonfinancial
corporations increased $7 billion, fol-
lowing a $x/2 billion increase, reflect-
ing higher real gross corporate prod-
uct and higher profits per unit. With
respect to the higher unit profits, an
increase in unit price more than
offset increases in unit labor and non-
labor costs.

Domestic profits of financial corpo-
rations changed little—up $% bil-
lion—following a $2 billion increase,
and profits from the rest of the world
rebounded $2 billion, following a $5V2
billion decline.

Profits before tax.—As explained in
the following section, profits before
tax (PBT) and a number of other prof-
its-related estimates have been adjust-
ed for the first three quarters of 1986
to reflect retroactive provisions of the
Tax Reform Act of 1986; the adjusted
figures are used in this discussion.

PBT increased $12y2 billion in the
third quarter, following an increase of
$5 billion in the second. The larger
third-quarter increase reflected a $7x/2
billion swing in profits from the rest
of the world; PBT of domestic corpo-
rations increased about $10 Vs billion
in both quarters.

The difference between the $12y2
billion increase in PBT and the $9 bil-
lion increase in profits from current
production is primarily due to the
IVA, which declined $4^2 billion; the
CCAdj increased $y2 billion. These ad-
justments convert depreciation and

inventories reported by business to
those used by BE A in the estimation
of profits from current production.
The decline in the IVA, from $10y2
billion to $6 billion, reflected smaller
decreases in inventory prices than in
the second quarter.

Profits with IVA but without
CCAdj.—The quarterly measure of
profits available by industry in-
creased $8 billion, following a decline
of $*/2 billion. Profits of domestic non-
financial corporations increased* $6y2
billion, as increased trade profits
more than offset a decline in manu-
facturing profits; in the second quar-
ter, when domestic profits of nonfi-
nancial corporations had increased
$3y2 billion, the opposite occurred: in-
creased manufacturing profits more
than offset lower trade profits.

Both retail and wholesale trade
contributed to the increase in trade
profits in the third quarter. Profits of
retailers increased moderately after a
second-quarter decline; retailers' prof-
its have seesawed in this fashion—up
one quarter and down the next—for
more than a year. Profits of wholesal-
ers increased sharply, rebounding to

year-earlier levels after several quar-
ters of weakness. The increase reflect-
ed the first substantial increase in
sales in a number of quarters.

In manufacturing, sizable declines
were widespread among durables pro-
ducers, although the largest of the
manufacturing declines was in petro-
leum, a nondurable; a number
of cor porations in this industry
engage in the extraction of crude oil
as well as in refining, and their prof-
its were damped by lower prices and
sluggish production of crude.

Rest-of-the-world profits, which are
expressed on a net (i.e., inflows minus
outflows) basis, increased $2 billion,
following a $5x/2 billion decline, as
outflows declined more than inflows.

*

Third-quarter NIP A revisions
The 75-day revisions of the national

income and product accounts esti-
mates for the third quarter of 1986
are shown in table 2 on page 16.

Looking Ahead . . .

• International Sales of Services. Data on sales of services by U.S. mul-
tinational corporations and their foreign affiliates, 1982-84, will be pre-
sented in the January issue of the SURVEY.

• Input-Output Accounts. The 1981 annual input-output tables will be
presented in the January issue of the SURVEY.

• Tax Reform Act of 1986. An analysis of major provisions of the Tax
Reform Act of 1986 and their impact on Federal sector receipts on a na-
tional income and product accounting basis will appear in an upcoming
issue of the SURVEY.
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Retroactive Effects of the Tax Reform Act of 1986 on the National
Income and Product Accounts Estimates

The Tax Reform Aet of 1986 was signed into law on October 22, 1986.
Most provisions of the act become effective January 1, 1987 and will be
discussed in an upcoming issue of the SURVEY OF CURRENT BUSINESS.
However, certain capital cost provisions are retroactive to January 1,
1986: (1) The investment tax credit is repealed for assets placed in service
in 1986, except for certain assets covered by transition rules; (2) the basis
for depreciation is restored to full cost from the 95 percent of cost re-
quired with the use of the investment tax credit under prior law, except
for certain assets covered by transition rules, for which the basis for de-

Table 1.—Effect of the Retroactive Capital Cost Provisions of the Tax
Reform Act of 1986, NIPA Basis

Capital consumption allowances with capital
consumption adjustment
Capital consumption allowances
Less' Capital consumption adjustment

Repeal of investment tax credit:
Restoration of depreciation basis to full cost 1..

Acceleration of depreciation

Nonfarm proprietors' income with capital consumption
adjustment
Nonfarm proprietors' capital consumption adjustment ..
Nonfarm proprietors' income

Repeal of investment tax credit:
Restoration of depreciation basis to full cost l

Acceleration of depreciation

Corporate profits with capital consumption adjustment ....
Corporate capital consumption adjustment
Profits before tax

Repeal of investment tax credit:
Restoration of depreciation basis to full cost * .....

Acceleration of depreciation

Profits tax liability
Repeal of investment tax credit:

Investment tax credit
Restoration of depreciation basis to full cost 1

Acceleration of depreciation
Profits after tax ,

Repeal of investment tax credit:
Investment tax credit
Restoration of depreciation basis to full cost x

Acceleration of depreciation

Billions of dollars

1986

0
5.2
5.2

1.1
4.1

0
.8
8

-.2
-.6

0
4.4
44

-.9
-3.5

5.3

7.6
-.4
18

-9.8

-7.6
-.5
17

Seasonally adjusted at annual
rates

1986

I

0
2.1
2.1

.4
1.6

0
.3

-.3

-.1
-.2

0
1.8
18

-.4
-1.4

6.6

7.5
-.2
__7

-8.3

75
-.2

7

II

0
4.2
4.2

.9
3.3

0
.6

-.6

-.1
5

0
3.5

-3.5

-.8
-2.8

5.7

7.5
-.4

-1.5
-9.2

75
-.4

-1.3

III

0
6.2
6.2

1.3
4.9

0
.9

-.9

-.2
7

0
5.3

-5.3

-1.1
4.2

5.0

7.7
-.5

-2.2
-10.3

77
-.6

-2.0

IV

0
8.4
8.4

1.8
6.6

0
1.3

-1.3

-.3
-1.0

0
7.1

-7.1

-1.5
-5.6

4.2

7.8
-.7

-2.9
11.2

-7.8
-.8

-2.7

1. Less a lower basis for depreciation required for transition rule assets under the" ne
law.

preciation is reduced from 95 to 90 percent; and (3) some assets not cov-
ered by transition rules and placed in service during the last five months
of 1986 are made eligible for accelerated (double-declining balance) depre-
ciation.

National income and product (NIPA) estimates for the first three quar-
ters of 1986 have been adjusted to reflect the retroactive provisions. The
retroactive provisions affect the NIPA measures of national income with-
out capital consumption adjustment, corporate profits, nonfarm propri-
etors' income, and capital consumption allowances (all without capital
consumption adjustment), cash flow, corporate profits tax liability, and
the capital consumption adjustment. The measures are in the following
NIPA tables: 1.9, 1.14, 1.16, 3.2, 3.3, 5.1, 6.3B, 6.18B, and 7,18.

The adjustments for retroactive provisions are based on preliminary
estimates for the year 1986 provided by the Treasury Department. Previ-
ously published estimates for the first three quarters of 1986 were based
on prior tax laws.

The adjustments are summarized in table 1 for the year 1986 and for
the four quarters.

• The adjustments increase capital consumption allowances by $5.2 bil-
lion for the year, and decrease income by the same amount (nonfarm
proprietors' income by $0.8 billion and corporate profits by $4.4 billion).
The restoration of the depreciation basis to full cost accounts for $1.1 bil-
lion, and the acceleration of depreciation accounts for $4.1 billion.

• The adjustments increase corporate tax liability by $5.3 billion in
1986. The repeal of the investment tax credit increases profits tax liabil-
ity by $7.6 billion, and the restoration of the depreciation basis to full
cost and the acceleration of depreciation decrease liability by $0.4 and
$1.8 billion, respectively.

• The adjustments decrease profits after tax by $9.8 billion.

No adjustments are required for other NIPA components. Because the
effects of the retroactive provisions on corporate profits, nonfarm propri-
etors' income, and capital consumption allowances are offset in the
NIPA's in their capital consumption adjustments, the corresponding esti-
mates with capital consumption adjustment are not affected. NIPA esti-
mates of farm proprietors' income, which are not developed from tax
return data, and estimates of rental income of persons, which are only
minimally based on such data, are also not affected. Because personal
tax and nontax payments are recorded in the NIPA's on a cash basis,
rather than a liability basis, they are not affected retroactively. The ret-
roactive provisions do not affect national income, personal income, dis-
posable personal income, personal saving, gross corporate product, or
GNP.
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the BUSINESS SITUATION

THE pace of U.S. production slowed
somewhat in the fourth quarter of
1986. Real GNP increased at an
annual rate of IVfe percent, following
'increases ranging from l/2 to 4 per-
cent in the first three quarters of the
year (chart 1). Inflation remained
moderate in the fourth quarter. The
GNP price index (fixed weights) in-
creased at an annual rate of 2% per-
cent, the same rate as in two of the
preceding three quarters.1 For the
year 1986, production increased 2.5
percent, about the same as in 1985;
inflation, at 2.8 percent, was about 1
percentage point less than in 1985
and the lowest in almost two decades.

Sharp quarterly changes in 1986 in
the major components of real GNP, of
GNP prices, and of personal income
reflected, in part, the effects of a

1. Quarterly estimates in the national income and
product accounts are expressed at seasonally adjusted
annual rates, and quarterly changes in them are dif-
ferences between these rates. Quarter-to-quarter per-
cent changes are annualized. Real, or constant-dollar,
estimates are expressed in 1982 dollars.

The preliminary (15-day) GNP estimates for the
fourth quarter, prepared in mid-January, are based on
the following major source data: For personal con-
sumption expenditures (PCE), retail sales through De-
cember, and unit auto and truck sales through Decem-
ber; for nonresidential fixed investment, the same in-
formation for autos and trucks as for PCE, October
and November construction put in place, and October
and November manufacturers' shipments of machin-
ery and equipment; for residential investment, October
and November construction put in place, and housing
starts through December; for change in business inven-
tories, October and November book values for manu-
facturing and trade, and unit auto inventories

number of major economic develop-
ments:

• Petroleum price declines.—Follow-
ing OPEC members' formal abandon-
ment of production quotas in late
1985, petroleum prices plunged to
their lowest level in more than a
decade. Energy prices fell substantial-
ly in each quarter of 1986 and led to a
slowing in inflation. Domestic invest-
ment in petroleum exploration and
drilling was sharply curtailed. Im-
ports of petroleum and petroleum
products, after dropping in the first
quarter, surged to the highest levels
since 1980.

• Motor vehicle sales incentives.—
Responding to an inventory buildup,
domestic motor vehicle manufacturers
offered extensive sales-incentive pro-
grams in the third quarter. New car
and truck sales jumped to record
levels, and inventories were liquidat-
ed. Sales fell back early in the fourth
quarter, when the programs were ter-
minated.

through December; for net exports of goods and serv-
ices, October revised statistical month merchandise ex-
ports and imports, November statistical month mer-
chandise exports, and fragmentary information on in-
vestment income for the quarter; for government pur-
chases of goods and services, Federal unified budget
outlays for October and November, State and local
construction put in place for October and November,
and State and local employment through December;
and for GNP prices, the Consumer Price Index for Oc-
tober and November, the Producer Price Index
through December, and statistical month unit-value
indexes for exports and imports for October and No-
vember. Some of the source data are subject to revi-
sion.

Looking Ahead . . . •

• Federal Fiscal Programs. An article discussing Federal fiscal pro-
grams, as presented in the fiscal 1988 Federal budget, will appear in the
February issue of the SURVEY.

• State and Local Fiscal Position. An article discussing the fiscal posi-
tion of State and local governments in 1986 will appear in the February
issue of the SURVEY.

CHART 1

Selected Measures:
Change From Preceding Quarter
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• Interest rate declines.-—In general,
interest rates fell throughout the
year, reaching their lowest levels in
nearly a decade. Lower interest rates
were favorable to investment in 1986.
Personal interest income dropped
sharply in the second half of the year.

• Dollar depreciation.—The U.S.
dollar depreciated sharply against the
currencies of Japan and most major
European trading partners, but depre-
ciated much less or not at all against
the currencies of Canada and most of
the newly industrialized countries in
Asia. U.S. exports strengthened in the
second half of the year. Although in-
creases in prices of imported goods
other than petroleum picked up in
1986, U.S. imports remained strong
throughout the year.

• Farm price declines.—Market
prices for farm products, particularly
crops, fell sharply over the year. De-
spite boosts from Federal subsidy pay-
ments, farm income was down sub-
stantially over the year. Farmers
placed large amounts of crops with
the Commodity Credit Corporation in
the fourth quarter.

• Federal tax law changes.—The
Tax Reform Act of 1986, after lengthy
debate, was signed into law in Octo-
ber. The upsurge in consumer spend-
ing on motor vehicles in December
may have been partly attributable to
consumers' response to provisions of
the act that affected deductions for
sales taxes and loan interest pay-
ments. Other major provisions may
have affected investment in 1986.

RealGNP
The increases in GNP in 1986 were

associated with sharp, and partly off-
setting, changes in final sales and in
inventory investment (table 1). There

Table 1.—Recent GNP Patterns
[Billions of 1982 dollars, seasonally adjusted at annual rates]

GNP
Motor vehicles
Other

Final sales .
Motor vehicles
Other

Change in business
inventories .....
Motor vehicles
Other

Level

1986:IV

3,702.4
156.8

3,545.6
3,713.9

153.4
3,560.5

-11.5
3.4

149

Change from preceding
quarter

1986

I

33.6
-2.7
36.3

-11.4
-1.8
-9.6

45.1
-.9
46.0

II

5.5
-.5
6.0

30.2
5.2

25.0

-24.8
-5.6
19 2

III

25.0
-3.0
28.0

40.4
23.0
17.4

-15.4
-25.9

10.5

IV

16.0
8.7
7.3

27.2
-15.8

43.0

-11.2
24.4
356

NOTE.—Motor vehicle estimates are from the National
Income and Products Accounts Tables, table 1.18 for auto
output and 1.20 for truck output.

were also sharp changes in the major
components of final sales. Personal
consumption expenditures registered
sizable increases through the first
three quarters but declined slightly in
the fourth quarter. Nonresidential
fixed investment declined each quar-
ter, with an especially large drop in
the first; residential investment in-
creased each quarter, although the in-
creases tapered in the second half of
the year. Net exports registered in-
creases in the first and fourth quar-
ters and decreases in the second and
third; on balance, the decreases ex-
ceeded the increases by a substantial
amount. Government purchases, after
a sharp decline in the first quarter,
increased in the following three quar-
ters.

Although considerable portions of
the third-quarter acceleration and the
fourth-quarter deceleration in final
sales were attributable to motor vehi-
cles, the corresponding movements in
GNP were not. On the contrary,
movements in motor vehicle output
countered those in GNP: Motor vehi-
cle output declined somewhat more in
the third quarter than it had in the
second; in the fourth quarter, it
swung to an increase.

Motor vehicles.—Real motor vehicle
output increased $8V2 billion in the
fourth quarter, following a $3 billion
decline in the third. The swing was
accounted for by auto output, which
increased after a decline; truck output
increased about the same in both
quarters. Final sales of both autos
and trucks increased sharply in the
third quarter and fell sharply in the
fourth. Investment in auto and truck
inventories decreased sharply in the
third quarter and increased sharply
in the fourth.

In terms of units, sales of new cars
fell to 11.5 million (seasonally adjust-
ed annual rate) from a record 13.2
million in the third quarter; sales had
been 11.2 million in the second quar-
ter (chart 2). The movements in sales
were largely accounted for by domes-
tic car sales; imported car sales were
up slightly in the fourth quarter, fol-
lowing a somewhat larger increase in
the third.

The pattern of domestic sales in the
third and fourth quarters largely re-
flected the impact of extensive sales-
incentive programs that manufactur-
ers offered beginning in late August.
These programs featured financing

rates considerably below prevailing
market rates and were designed pri-
marily to liquidate inventories of 1986
models, which had built to high levels
in the spring and summer. Domestic
car sales reached a record in Septem-
ber, and inventories plunged. Follow-
ing the end of the programs, sales
were particularly low in October and
November. Sales rebounded in Decem-
ber; the pickup appears to reflect con-
sumers1 response to prospective
changes in the Federal tax law. Effec-
tive January 1, 1987, the Tax Reform
Act of 1986 eliminated, for taxpayers
who itemize Federal income tax re-
turns, the deduction for State sales
tax and began phasing out the deduc-
tion for interest payments on con-
sumer loans.

CHART 2

Retail Sales of New Cars

1983 1984 1985 1986 1987
Seasonally Adjusted at Annual Rates

Data: Motor Vehicle Manufacturers Association of the United States,
Inc., and Wards Automotive Reports; seasonally adjusted by BEA.
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Unit sales of new trucks decreased
to 4.9 million in the fourth quarter
from a record 5.7 million in the third.
The pattern largely reflected sales of
light domestic trucks, which were cov-
ered by third-quarter incentive pro-
grams.

Personal consumption expenditures
Real personal consumption expendi-

tures (PCE) decreased x/2 percent in
the fourth quarter, following a 7-per-
cent increase in the third (table 2).
The decrease in the fourth quarter—
the first in PCE since the 1981-82 re-
cession—and most of the strength in
the third quarter were attributable to
motor vehicles and parts.

Expenditures for durable goods,
dominated by the fluctuations in
motor vehicles, decreased 10 percent
in the fourth quarter after an unusu-
ally large increase in the third. The
nonvehicle categories of durables con-
tinued to increase: Furniture and
household equipment increased by
less in the fourth quarter than in the
second and third quarters, and other
durables increased even more in the
fourth quarter than in the third. The
step-up in other durables was largely
attributable to purchases of gold
coins; the "American Eagle" coin, sold
largely through financial institutions,
was first offered for sale in the fourth
quarter.

Expenditures for nondurable goods
changed little for the second consecu-
tive quarter, following strong in-

Table 2.—Real Personal Consumption Expend-
itures: Change From Preceding Quarter

[Percent change at annual rates; based on seasonally adjusted
annual rates]

Personal consumption
expenditures...

Durables
Motor vehicles and parts
Furniture and household

equipment
Other durables . .

Nondurables
Food
Clothing and shoes
Energy 1

Other nondurables

Services
Housing
Household operation

Energy2...
Other ....

Transportation
Medical care '. ,
Other services

I

3.6

18
-8.4

40
2.0

6.5
56

140
18
54

32
2.5

-12.6
-22.7

-.5
3.4
2.8

122

19

II

6.2

143
18.2

151
4.0

8.0
28

129
387
23

26
3.0
4.4
3.8
5.0
4.9
3.3

2

86

III

6.7

446
91.4

126
19.3

-.9
56
1 5

122
11

2.4
2.8
6.3
8.7
4.3
8.3
2.8

-1.5

IV

— 0.5

-10.1
-31.1

3.1
33.0

.4
15
76

12.8
-4.4

2.3
2.7
.8

1.0
2.1
0
2.5
2.8

1. Gasoline and oil, and fuel oil and coal.
2. Electricity and gas,
NOTE.—Percent changes in major aggregates are found in

the National Income and Product Accounts Tables, table 8.1.
Dollar levels are found in table 2.3.

creases in the first two quarters. Only
energy, following the course of ex-
penditures for gasoline and oil,
showed any strength in the fourth
quarter. In response to declines in
gasoline prices, gasoline and oil regis-
tered a third large increase that put
the fourth-quarter level 14% percent
above that in the first quarter. Food
increased modestly after dropping in
the third quarter; clothing and shoes,
as well as other nondurables, de-
creased after small increases.

Expenditures for services increased
2x/2 percent, about the same as earlier
in the year. Household operation and
transportation changed little in the
fourth quarter after increases in the
third. The slowing in the former com-
ponent was due to lower expenditures
in the fourth quarter for electricity
and gas for home heating, reflecting
the mild weather in many parts of
the country; the slowing in the latter
component was due to air travel ex-
penditures, which declined after a
strong increase. Housing and medical
care increased about as much in the
fourth quarter as in the third, and
other services increased after a third-
quarter decrease that had included a
large drop in brokerage charges.

Nonresidential fixed investment
Real nonresidential fixed invest-

ment declined 3 percent in the fourth
quarter, following a 2-percent decline
in the third. Structures declined less
than in the third quarter, and produc-
ers' durable equipment (PDE) de-
clined after a small increase (table 3).

In structures, petroleum explora-
tion and drilling increased slightly
after a long and, earlier in 1986, steep
decline. The increase suggests that
most of the industry's retrenchment
in response to the sharply lower level
of petroleum prices has been complet-
ed. Evidence of an end to the free-fall
in exploration and drilling include
fourth-quarter increases in the
number of seismic crews employed
and of rotary rigs in operation. The
fourth-quarter decline in structures
other than petroleum was more than
accounted for by commercial struc-
tures; high vacancy rates, perhaps
combined with changes in the tax-
ation of income from real estate tax
shelters^ help explain the weakness.

In PDE, transportation equipment
declined, as drops in business pur-
chases of autos and trucks were ac-

companied by a sizable decline in pur-
chases of aircraft. A small increase in
information processing and related
equipment and a large increase in in-
dtistrial equipment only partly offset
the decline in transportation equip-
ment.

The 3-percent decline in nonresi-
dential fixed investment in the fourth
quarter contrasts markedly with the
sharp increase reported in BEA's
survey of plant and equipment (P&E)
expenditures. The two series frequent-
ly differ because of coverage and
timing, among other things, and be-
cause one is an estimate of plans and
the other is an estimate of realiza-
tions. Nevertheless, the difference be-
tween the two series in the fourth
quarter is unusually large and pre-
sumably reflects, at least in part, the
effect on fourth-quarter plans of can-
cellations and postponements earlier
in the year. When actual expendi-
tures fall short of plans early in the
year, as they did in 1986, survey re-
spondents apparently do not revise
annual P&E targets down by the full
amount of the shortfall; instead, plans
for subsequent quarters are raised,
perhaps to unrealizable levels.

Although most provisions of the
Tax Reform Act of 1986 did not
become effective before 1987, the ex-
pectation, and then the certainty, of
major tax changes may have had
some effect on the level, composition,
and timing of investment activity in
1986. The magnitude, and even the di-
rection, of this effect is difficult to es-
timate and may well have been
dwarfed by considerations such as low
levels of capacity utilization, high va-
cancy rates, declining interest rates,
low cash flow, and sharply lower pe-
troleum prices. Nevertheless, a brief
review of the ways in which changes
in the tax law could have affected in-
vestment may be useful.

Table 3.—Real Gross Domestic Fixed
Investment: Change From Preceding Quarter

[Percent change at annual rates; based on seasonally adjusted
annual rates]

Gross private domestic fixed
investment

Nonresidential
Structures
Producers' durable

equipment

Residential.

I

-8.4

-15.1
-10.8

170

11.0

19

II

3.5

-.9
-35.2

196

14.5

86

III

1.2

-2.1
-9.8

12

9.7

IV

-0.8

-^3.0
-3.4

28

4.3

NOTE.—Percent changes in major aggregates are found in
the National Income and Product Accounts Tables, table 8.1.
Dollar levels are found in table 1.2.
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Reference has already been made to
the possibility that the weakness in
commercial structures may have been
exacerbated by restrictions on the use
of real estate tax shelters. Other pro-
visions of the new tax law that might
have had direct effects on investment
last year include the retroactive
repeal of the investment tax credit,
the modification of depreciation
schedules, and the 1987 reduction in
the corporate income tax rate.

Repeal of the investment tax credit
effectively increased the cost of PDE;
businesses, therefore, had an incen-
tive to reduce purchases of PDE and,
perhaps, to substitute some invest-
ment in structures for PDE. This
effect was mitigated by the existence
of credits carried over from earlier
years.

The modified depreciation schedules
are less liberal than the previous
schedules for some types of assets and
more liberal for others. For assets
(such as autos and structures) that
are treated less liberally under the
new law, businesses had an incentive
to shift purchases from 1987 and sub-
sequent years into 1986 in order to
lock in the old depreciation schedules.
This incentive was mitigated by the
transition rules that are provided in
the new law. Assets for which busi-
nesses had signed binding contracts
on or before March 1, 1986, need not
be placed in service during 1986 in
order to qualify for the old deprecia-
tion schedules. For assets that are
treated more liberally under the new
law, businesses did not have a compa-
rable incentive to postpone purchases
because they had the option of elect-
ing either the old or the new sched-
ules for assets placed in service
during the last 5 months of the year.

The reduction in the corporate
income tax rate provides a clear in-
centive to shift investments from 1987
into 1986 because the higher the tax
rate, the more valuable a given
amount of depreciation. If, for exam-
ple, the tax rate is 46 percent, $100 of
depreciation reduces taxes (and in-
creases after-tax profits) by $46; if the
tax rate is 34 percent, taxes are re-
duced only $34.

Residential investment

Real residential investment in-
creased 4% percent in the fourth
quarter, following a 9y2-percent in-
crease in the third. The deceleration
was in single-family investment,
which was unchanged after a substan-
tial increase in the third quarter.

CHART 3
Housing Starts
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Multifamily investment and other
residential investment—which in-
cludes major additions and alter-
ations, mobile home sales, and bro-
kers' commissions on house sales—
both swung from small third-quarter
declines to moderate fourth-quarter
increases.

The path of single-family invest-
ment in 1986 was markedly different
from the path of single-family starts.
Single-family starts, after climbing to
a high level—1,253,000 units (season-
ally adjusted annual rate)—in the
first quarter, dropped 15,000 units in
the second quarter, 96,000 in the
third, and 15,000 in the fourth (chart
3). Single-family investment, in con-
trast, increased in both the second
and third quarters and, as noted
above, was flat in the fourth. Diver-
gent movements in starts and invest-
ment are not infrequent, and usually
arise from lags in the construction
process and from changes in the aver-
age value of new houses (which is
used in valuing starts in the estima-
tion of single-family investment).
Both factors were important in 1986.

Changes in average value were af-
fected by two kinds of shifts in the
composition of starts. Starts of units
for sale (i.e., speculative starts) were
an unusually large share of total
single-family starts in the first quar-
ter and declined to a more normal
share by the third; the converse was
true of units started under contract
(i.e., custom-built starts). During this

period, custom-built starts were
valued, on average, about 5 percent
higher than speculative starts. The
change in the composition of starts
during the year, therefore, pushed av-
erage values up and tended to offset,
in the investment estimates, the
effect of the decline in the number of
starts. A similar effect was produced
by changes in the geographical distri-
bution of starts. During the year, an
increasing share of starts was located
in the Northeast, where prices were
$36,000 higher than the national aver-
age in the first quarter and $44,000
higher in the third. The shift in activ-
ity toward the Northeast, therefore,
also tended to offset the decline in the
total number of starts.

Multifamily investment changed
little over the second half of the year
after increasing over the first half.
The slowdown is consistent with re-
ported overbuilding in many areas of
the country and with changes in tax-
ation of income from real estate tax
shelters.

The modest fourth-quarter increase
in "other" residential investment was
in brokers' fees on sales and in major
additions and alterations. Brokers'
fees reflected the path of house sales,
which were stimulated by declining
interest rates. The mortgage commit-
ment rate dropped from 10.68 percent
at the end of the second quarter to
10.01 percent at the end of the third,
and to 9.31 percent at the end of the
fourth (chart 4).
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CHART 4
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Inventory investment

Real inventory investment de-
creased $11 billion in the fourth quar-
ter, following even larger drops in the
preceding two quarters (table 4).
These changes reflected a substantial
and progressive movement in invento-
ries from an accumulation of $40 bil-
lion in the first quarter to a decumu-
lation of $11 x/2 billion in the fourth.

The progressive movement in total
inventories masked sharp changes
within the components, particularly
auto and farm inventories. As noted
earlier in the section on motor vehi-
cles, inventories built up in the spring
and plunged in the third quarter; in
the fourth quarter, they declined
Jlightly. For retail auto dealers, the
large changes amounted to plus $17
billion in the first quarter, and minus
$22 billion in the third quarter.2

Farm inventories decumulated
billion in the fourth quarter; accumu-
lation over the first three quarters of
the year had totaled about the same
amount. The fourth-quarter decumu-
lation occurred as farmers placed
large amounts of crops with the Com-
modity Credit Corporation (CCC)
under the commodity loan program.

Nonfarm inventories other than
those held by retail auto dealers regis-
tered increases ranging from $13 bil-
lion to $20 billion in the first three
quarters of the year, before tapering
off to a $5V2 billion increase in the
fourth. Most of the accumulations
over the year were in wholesale in-
ventories, mainly in inventories of
autos and food, and in retail invento-

ries other than those held by auto
dealers, in inventories of both durable
and nondurable goods. Manufacturing
inventories decreased slightly in the
fourth quarter and substantially in
two of the preceding three quarters.
The decumulations were largely in in-
ventories of durable goods, mainly in
primary metals and in nonelectrical
machinery.

The constant-dollar ratio of total in-
ventories to total final sales dropped
from 3.20 in the third quarter to 3.16
in the fourth. Most of the drop reflect-
ed the impact of farmers' stepped-up
placements of crops with the CCC,
which affected both inventories and
final sales. A variant of the ratio that
is adjusted for CCC inventory change
increased slightly in the fourth quar-
ter—to 3.31 from 3.30 in the third
quarter. (See the August 1986 "Busi-
ness Situation" for a discussion of this
variant and a guide as to when it may
provide useful perspective on the pub-
lished ratio.) Both ratios, however, in-
dicate that, from a historical perspec-
tive, inventories are low relative to

Net exports
Real net exports of goods and serv-

ices increased $7V2 billion in the
fourth quarter, following a decrease of
$9V2 billion in the third. Most of the
improvement was attributable to im-
ports, which increased much less than
in the third quarter.

Exports increased $14 billion, or 16
percent, in the fourth quarter, com-
pared with $11V2 billion, or 13V2 per-
cent, in the third (table 5). Within
merchandise, both agricultural and
nonagricultural exports increased
substantially for the second consecu-
tive quarter. The upturn in agricul-
tural exports, after declines in the
first half of the year, appears to be
partly due to increased price competi-
tiveness of U.S. farm products follow-
ing implementation of the Food Secu-
rity Act of 1985 for the 1986 crops.

Table 4.—Change in Real Business Inventories
[Billions of 1982 dollars; seasonally adjusted at annual rates]

2. In general, the estimates for inventories of retail
auto dealers, which are derived from Census Bureau
book value inventory data, cover most auto invento-
ries—including inventories of new and used autos, do-
mestic and foreign—but do not include those held by
manufacturers and wholesalers. The data for retail
auto dealers cover, in addition to autos, some trucks
and other motorized vehicles, and also parts. The
change in business inventory estimates for retail auto
dealers differ in terms of sources and coverage from
the change in inventories of autos and trucks that are
part of the motor vehicle output estimates.

Change in business inventories

Farm
Nonfarm

Manufacturing
Wholesale trade
Retail trade
Other

Level

1985

IV

-5.2

-21.3
16.1
105
3.4

17.8
5.4

1986

I

39.9

2.9
37.0
5 3
6.9

28.3
7.1

II

15.1

4.1
11.0
1.0
5.1
4 0
8.9

III

-0.3

8.3
8 6
65
9.7

13 1
1.2

IV

-11.5

-15.7
4.2

7
.1

4.5
.3

Change from preceding quarter

1986

I

45.1

24.2
20.9
5.2
3.5

10.5
1.7

II

-24.8

1.2
-26.0

6.3
-1.8

-32.3
1.8

III

-15.4

4.2
—19.6
-7.5

4.7
-9.1

77

IV

-11.2

-24.0
12.8
5.8

-9.6
17.6
-.9

NOTE.—Dollar levels for inventories are found in the National Income and Product Accounts Tables, table 5.11.

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

January 1987



6 SURVEY OF CURRENT BUSINESS January 1987

Table 5.—Real Net Exports of Goods and
Services: Change From Preceding Quarter

[Percent change at annual rates; based on seasonally adjusted
annual rates]

Net exports of goods and services...

Exports
Merchandise

Agricultural
Nonagricultural

Services

Imports
Merchandise

Petroleum
Nonpetroleum

Services

I

71
76

124
112
64

2
13

-43.8
13.5
42

19

II

98
80

393
25

128

158
222

166.0
4.9
65

86

III

13 3
220
693
167

7

173
24.4
92.5
12.3
89

IV

16 1
244
536
206
21

48
37

-147
8.8
97

NOTE.—Percent changes in major aggregates are found in
the National Income and Product Accounts Tables, table 8.1.
Dollar levels are found in tables 4.2 and 4.4.

From April through October, the
export price of major crops dropped
sharply: For example, cotton, by 37
percent; rice, by 33 percent; wheat, by
17 percent; and corn, by 29 percent.

Among nonagricultural exports, the
increase was widespread, lending sup-
port to the hypothesis that they have
begun to show the effect of the contin-
ued depreciation of the dollar against
the currencies of some of the major
U.S. trading partners. Within exports
of services, income on U.S. invest-
ment abroad decreased somewhat less
than in the third quarter; it had
dropped substantially in the second
quarter, when profits of foreign petro-
leum affiliates were cut sharply.

Imports increased $6 x/2 billion, or
4 % percent, in the fourth quarter,
compared with $21 billion, or 17 Mz
percent, in the third. The slowing was
more than accounted for by merchan-
dise, primarily petroleum and petrole-
um products.

Imports of petroleum declined $3 V*
billion, or 14V2 percent, in the fourth
quarter, following a $13 billion in-
crease in the third and an even larger
one in the second. These sharp
changes, as well as a drop in the first
quarter, were largely responses—after
allowance for delivery time and con-
tracting arrangements, and including
speculation about future price devel-
opments—to the changes in world pe-
troleum prices. In historical perspec-
tive, the third- and fourth-quarter
levels of petroleum imports were
high—the highest since 1980. These
levels were roughly midway between
the $105 billion level registered in the
3 years just before the runup in petro-
leum prices initiated in 1979 and the
$60 billion level to which imports had
fallen in 1982-85.

Imports of nonpetroleum products
increased $7 Vfe billion, or 9 percent,
compared with $10 billion, or 121/2
percent, in the third quarter. Al-
though the increase in the fourth
quarter was smaller than that in the
third, it was about the same as the
average for the first three quarters of
1986. Further, the strength persisted
despite several quarters of increasing
prices for most categories of nonpetro-
leum imports and a slowing in U.S.
demand—as measured by gross do-
mestic purchases—to an increase of 1
percent in the fourth quarter from in-
creases of 3 - 3% percent in earlier
quarters. Imports of services in-
creased in the fourth quarter after a
decline in the third; the fourth-quar-
ter increase reflected a higher level of
income payments on foreign portfolio
investment in the United States.

Government purchases

Real government purchases in-
creased 13 percent in the fourth quar-
ter, following a 4V2-percent increase
in the third (table 6). The sharp
changes in government purchases in
the past several quarters were largely
traceable to Federal national defense
purchases and to transactions of the
CCC in Federal nondefense purchases.

National defense purchases de-
clined in the fourth quarter, following
two quarters of strong increases. The
turnaround was due to a slowdown in
deliveries of military equipment and
to a decline after two quarters of in-
creases in services other than com-
pensation of employees.

The change in inventories of farm
products held by the CCG swung
sharply in the second half of 1986, fol-
lowing moderate increases in the first
half. In the third quarter, CCC inven-
tories declined $2V2 billion, as with-
drawals of crops exceeded additions.
The additions were primarily new
loans under the commodity loan pro-
gram. (Commodity loan transactions
are treated in the national income
and product accounts as a purchase
by the CCC with an offset in farm in-
ventories.) The withdrawals included
not only redemptions of crops previ-
ously placed under loan but also re-
demptions using certificates issued by
the CCC as deficiency payments in
lieu of cash. In the fourth quarter,
CCC inventories jumped $22x/2 billion,
mainly because of new loans for corn.
Other nondefense purchases were up

Table 6.—Real Government Purchases of
Goods and Services: Change From Preceding
Quarter

[Percent change at annual rates; based on seasonally adjusted
annual rates]

Government purchases of goods
and services .

Federal .
National defense
Nondefense

Commodity Credit
Corporation inventory
change

Other

State and local

I

-12.3

-27.5
10

671

16
26

19

II

9.7

11.0
190
103

-16
8.7

36

III

4.5

2.5
172
346

-5.3

6.1

IV

13.2

30.2
44

2387

2.2

1.1

NOTE.—Percent changes in major aggregates are found in
the National Income and Product Accounts Tables, table 8.1.
Dollar levels are found in table 3.8B.

slightly in the fourth quarter, follow-
ing several quarters of decline.

State and local government pur-
chases increased at a much slower
pace than in the preceding two quar-
ters. The pattern largely reflected
that of highway construction, which
declined after two quarters of strong
increases.

GNP Prices
The GNP price index (fixed

weights) increased at a moderate pace
throughout 1986, while the price
index for gross domestic purchases ac-
celerated in the second half of the
year (table 7). The different pattern
was largely attributable to prices of
imports, which are subtracted out in
deriving GNP prices but not in deriv-
ing gross domestic purchases prices.
The sharp declines in import prices in
the first half of the year were mainly
due to petroleum prices, which
plunged 55 percent in the first quar-
ter and 86 percent in the second. Pe-
troleum prices were down much less
in the third quarter and turned up in
the fourth following OPEC members'
agreement to reinstate production
quotas. Prices of nonpetroleum indus-
trial supplies and materials declined
in the first half of the year and in-
creased in the second. Prices of the
other end-use categories of imported
goods increased throughout the year;
prices of capital goods, consumer
goods, and other goods registered
larger increases in the second half of
the year than in the first.

PCE prices increased SYz percent in
both the third and fourth quarters,
following smaller changes in the first
half of the year. Food prices were up
less in the fourth quarter than in the
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Table 7.—Price Indexes (Fixed Weights):
Change From Preceding Quarter

[Percent change at annual rates; based on index numbers
(1982=100), seasonally adjusted]

GNP

Less' Exports
Plus' Imports

Equals: Gross domestic purchases ...
Less: Change in business

inventories ..

Equals: Final sales to domestic
purchasers
Personal consumption

expenditures
Food
Energy 1

Other personal consumption
expenditures

Other
Nonresidential structures
Producers' durable equipment-
Residential investment
Government purchases

I

2 5

20
70

1.6

1.6

1.5
9

121

33
16
-.3

.9
2.6
21

19

II

1 7
13

155

.4

.3

-.4
20

330

30
17
1.5
2.6
4.7
10

86

III

2 6
17

1

2.8

2.8

3.4
85

121

37
1.6
1.0
2.6
2.1
13

IV

2 6
5

94

3.4

3.3

3.5
52
99

43
30
1.0
2.3
1.9
39

1. Gasoline and oil, fuel oil and coal, and electricity and gas.
NOTE.—Percent changes in major aggregates are found in

the National Income and Product Accounts Tables, table 8.1
Most index numbers levels are found in tables 7.1 and 7.3.

third, but considerably more than in
the first half of the year. Energy
prices declined steeply throughout the
year. Prices of gasoline and oil and of
fuel oil and coal declined in each
quarter, with particularly sharp drops
in the second quarter; prices of elec-
tricity and gas changed little in the
first three quarters and declined in
the fourth. Other PGE prices acceler-
ated in the second half of the year.
The acceleration was concentrated in
several categories of goods, notably
motor vehicles, other durables, cloth-
ing and shoes, and other nondurables.

Increases in the prices of the invest-
ment components were quite similar
in the third and fourth quarters. For
the most part, these components had
registered small to moderate in-
creases in the first half of the year as
well. Prices paid by government in-
creased 4 percent in the fourth quar-
ter, considerably higher than in earli-
er quarters of the year. About 0.7 per-
centage point of the increase was due
to a one-time employer contribution
to a pension fund administered by Los
Angeles County; such contributions
are treated in the national income
and product accounts as a temporary
increase in the price of employee
services purchased by government.

Personal Income
Increases in personal income in the

third and fourth quarters of 1986
were weak relative to those in the
first half of the year. Personal income

increased $34 % billion in the fourth
quarter, following a $151/2 billion in-
crease in the third; increases in the
preceding two quarters had averaged
$50 billion (table 8). The weakness in
personal income was not traceable to
wages and salaries, which strength-
ened during the second half of the
year, but, rather, to the timing of ag-
ricultural subsidy payments and to a
sharp falloff in interest income.

Wage and salary disbursements in-
creased $30 billion in the fourth quar-
ter, following increases of $221/2 bil-
lion in the third and $14 V2 billion in
the second. The progressive improve-
ment was primarily accounted for by
wages and salaries in the manufactur-
ing and distributive industries, al-
though the other major private indus-
tries also contributed. In the fourth
quarter, the step-up in private wages
and salaries largely reflected stronger
increases in employment and average
hourly earnings; in the third, employ-
ment had picked up and average
weekly hours had increased after a
decline. Government wages and sala-
ries increased about the same in the
fpurth quarter as in earlier quarters.

Farm proprietors' income increased
$2*/2 billion in the fourth quarter, fol-
lowing a $20 billion decline in the
third. The sharp changes in farm
income in the past several quarters
largely reflected the pattern of Feder-
al agricultural subsidy payments.
These payments amounted to $3x/2 bil-
lion in the first quarter, a record $19
billion in the second, $4V2 billion in
the third, and $11 Vk billion in the
fourth. A major part of the fourth-
quarter payments were deficiency
payments—payments made when the
market price of a crop is below the
target price set by the CCC—on the
1986 wheat crop. Farm income exclud-
ing subsidies declined $4 billion, fol-
lowing declines in the preceding three
quarters. The weakness in 1986 re-
flected declines in both farm prices
and production. Nonfarm proprietors'
income increased somewhat less than
in preceding quarters, reflecting slow-
downs in construction and retail
trade.

Personal interest income dropped
sharply in the third and fourth quar-
ters— $6 % billion and $7 billion, re-
spectively—after changing little earli-
er in the year. The drops reflected
continued declines in interest rates in
1986, which reduced returns on finan-
cial assets with adjustable rates, such

Table 8.—Personal Income and Its Disposition:
Change From Preceding Quarter

[Billions of dollars; based on seasonally adjusted annual rates]

Wage and salary disbursements....
Manufacturing ....
Other commodity-producing .......
Distributive
Services
Government and government

enterprises
Other labor income

Proprietors' income
Farm
Nonfarm

Personal dividend income
Personal interest income

Transfer payments .
Less: Personal contributions for

social insurance ........

Personal income

Less: Personal tax and nontax
payments

Equals: Disposable personal

Less' Personal outlays

Equals' Personal saving'

Addenda: Special factors in
personal income:
In wages and salaries:

Federal Government and
Postal Service pay
adjustments. ,

In farm proprietors' income:
Agricultural subsidy

In transfer payments:
Social security retroactive

payments ..
Cost-of-living increases in

Federal transfer payments
In personal contributions for

social insurance:
Social security base and

rate changes

I

31.3
3.0
1.3
6.3

150

56

28
3.2

-5.0
8.2

45
24
.2

11.1

5.7

49.7

-3.2

52.9

330

19.8

.1

1

.5

67

3.5

19i

II

14.7
-1.7

.5
-.9
117

53

28
238
15.1
8.7
35
20
- 7

5.4

.9

50.7

7.3

434

361

7.5

0

154

-.5

$6

HI

22.3
1.2

-.2
4.0

113

5.9

3.1
-11.6
-19.9

8.4
1

.9
-6.3

8.4

1.3

15.5

14.2

1.4

70.3

-69.0

.4

14.2

2.0

IV

30.0
5.8
1.1
5.9

11.2

6.0
2.6

6.2
2.6
3.6

8
.7

-7.1
3.2

1.7

34.6

13.2

21.3

23.1

-1.8

.2

6.8

-2.0

NOTE.—Most dollar levels are found in the National Income
and Product Accounts Tables, table 2.1.

as money market accounts. Moreover,
interest rates have fallen to the
lowest level in several years; thus, as
intermediate-term assets, such as sav-
ings certificates, reached maturity,
funds were rolled over into assets
with considerably lower rates of
return.

Transfer payments increased $3 bil-
lion in the fourth quarter, following
an $8x/2 billion increase in the third.
Changes in transfer payments in the
past several quarters largely reflected
the impact of special factors. In the
first quarter of 1986, cost-of-living ad-
justments to social security and sever-
al other Federal programs amounted
to $6x/2 billion. Such adjustments
raise transfer payments to a perma-
nently higher level; thus, the change
in payments was boosted $6x/2 billion
in the first quarter and was unaffect-
ed thereafter. In the third quarter,
retroactive social security payments
amounting to $2 billion were made to
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recent retirees. Such payments are
one-time catch-ups; thus, the change
in payments was raised $2 billion in
the third quarter and reduced $2 bil-
lion in the fourth.

Fourth-quarter changes in the re-
maining components of personal
income were, for the most part, small
and similar to those in the third quar-
ter. Combined, these components, par-
ticularly rental income of persons and
personal dividend income, contributed
to the slowing in personal income in
the second half of the year.

Personal tax and nontax payments
were up strongly in the third and
fourth quarters—$14 billion and $13

billion, respectively. Reflecting the
weakness in personal income and the
strong increases in personal tax and
nontax payments, disposable personal
income (DPI) was considerably
weaker in the second half of the year
than in the first half. DPI increased
$21V2 billion in the fourth quarter,
following an increase of $lx/2 billion
in the third; increases in the first two
quarters of the year had averaged
nearly $50 billion. For real DPI, these
differences were augmented by the
course of PCE prices, which were up
somewhat more in the second half of
the year than in the first. Real DPI
declined l/2 percent in the fourth

quarter, following a 3-percent decline
in the third; real DPI had registered
increases of 6l/2 and 7 percent in the
first two quarters of the year.

Reflecting changes in current-dollar
DPI and personal outlays, personal
saving declined slightly in the fourth
quarter, following a huge decline in
the third; personal saving had in-
creased in the first half of the year.
The personal saving rate, which had
dropped sharply to 2.8 percent in the
third quarter from about 5 percent in
the first half of the year, declined a
bit further in the fourth. At 2.7 per-
cent, the saving rate was at its lowest
level in nearly 40 years.
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the BUSINESS SITUATION

IvEVISED (45-day) estimates show
that real GNP increased at an annual
rate of 1% percent in the fourth quar-
ter of 1986; preliminary (15-day) esti-
mates had shown about the same rate
of increase (table I).1 Among compo-
nents of GNP, there were substantial,
but largely offsetting, revisions. The
largest downward revision was in the
change in business inventories ($13
billion). The largest upward revisions
were in nonresidential fixed invest-
ment ($5 billion) and in net exports
($41/2 billion). The increase in the
GNP price index (fixed weights) was
unrevised at 2l/2 percent.

The revision in inventories largely
reflected newly available December
book value data for manufacturing
and trade. The revision in nonresiden-
tial fixed investment was more than
accounted for by producers' durable
equipment. A modification in the
usual quarterly estimating procedure
was needed in order to include in
fixed investment sizable purchases of
"off-the-shelf' equipment that came
to light in the December inventory
data, especially for wholesale trade.
The usual procedure takes into ac-
count manufacturers' shipments, ex-
ports, imports, and—to some extent—
Government purchases, but assumes
negligible changes in wholesale and
retail inventories of equipment. The
upward revision in net exports re-
flected incorporation of newly avail-
able revised statistical month data on
merchandise exports and imports for
November. Imports were revised
down more than exports. The box on
page 2 describes the new schedule for
the Census Bureau merchandise trade
statistics that will make it possible to

Table 1.—Revisions in Selected Component Series of the NIPA's, Fourth Quarter of 1986

1. Quarterly estimates in the national income and
product accounts are expressed at seasonally adjusted
annual rates, and quarterly changes in them are dif-
ferences between these rates. Quarter-to-quarter per-
cent changes are compounded to annual rates. Real,
or constant-dollar, estimates are expressed in 1982 dol-
lars.

GNP
Personal consumption expenditures....
Nonresidential fixed investment
Residential investment
Change in business inventories
Net exports
Government purchases

National income
Compensation of employees
Corporate profits with inventory valuation and capital

consumption adjustments
Other

Personal income

GNP
Personal consumption expenditures
Nonresidential fixed investment..
Residential investment
Change in business inventories
Net exports
Government purchases

GNP price index (fixed weights)
GNP price index (chained weights)
GNP implicit price deflator

Seasonally adjusted at annual rates

15-day
estimate

45-day
estimate Revision

Billions of current dollars

4,268.4
2,819.9

458.1
224.6
-8.3

-115.6
889.7

2,544.2

584.9

3,533.4

4,260.6
2,822.5

461.4
226.3

-22.5
-113.6

886.5

2,542.8

581.2

3,529.6

-7.8
2.6
3.3
1.7

-14.2
2.0

-3.2

- 1.4

-3.7

-3.8

Billions of constant (1982) dollars

3,702.4
2,445.1

451.0
199.3

-11.5
-155.6

774.1

3,698.3
2,447.4

455.9
200.2

-24.4
-151.1

770.3

-4.1
2.3
4.9
.9

-12.9
4.5

-3.8

Index numbers, 1982=100 1

116.4

115.3

116.4

115.2

0

-.1

Percent change from
preceding quarter at

annual rates

15-day
estimate

2.6
2.9
-.8
6.1

7.4

6.0

-1.2

4.0

1.7
-.5

-3.0
4.3

13.2

2.6
2.3
1.0

45-day
estimate

1.9
3.3
2.1
9.3

5.8

5.8

-3.7

3.6

1.3
-.1
1.3
6.2

11.0

2.6
2.4

.7

1. Not at annual rates. f •
NOTE.—For the fourth quarter of 1986, the following revised or additional major source data were incorporated: For personal

consumption expenditures, revised retail sales for November and December; for nonresidential fixed investment, manufacturers'
shipments of equipment for November (revised) and December, and construction put in place for November (revised) and
December; for residential investment, construction put in place for November (revised) and December; for change in business
inventories, book values for manufacturing and trade for November (revised) and December; for net exports of goods and services,
November merchandise exports and imports on a revised statistical month basis; for government purchases of goods and services,
Federal unified budget outlays for December, and State and local construction put in place for November (revised) and December;
for wages and salaries, revised employment, average hourly earnings, and average weekly hours for November and December; for
GNP prices, the Consumer Price Index for December, unit-value indexes for exports and imports for December, export and import
price indexes for December, and residential housing prices for the quarter.

Looking Ahead . . .

• Tax Reform Act of 1986. An analysis of major provisions of the Tax
Reform Act of 1986 and their impact on Federal sector receipts on a na-
tional income and product accounting basis will appear in the March
issue of the SURVEY.

• Plant and Equipment Expenditures. The regular article in the April
SURVEY will be limited to estimates of plant and equipment expenditures
for the industries surveyed quarterly. Estimates for the industries sur-
veyed only annually will be included in the June SURVEY.
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incorporate an additional month of
trade statistics in the preliminary
GNP estimates beginning in April.

Aggregate Price Measures
By either of two BEA aggregate

price measures, the GNP price index
or the gross domestic purchases price
index, inflation was lower in 1986
than in any year since the mid-1960's.
For the quarters of 1986, however, the
two measures showed different pat-
terns that underscored the impor-
tance of international developments
in assessing conditions in the U.S.
economy. Increases in the GNP price
index remained in the range of IVz-
2Vz percent throughout the year; in
contrast, increases in the gross domes-
tic purchases price index dipped to l/2
percent in the second quarter and ac-
celerated to 3V2 percent by the fourth.
The following paragraphs discuss con-
ceptual differences between the two
measures and analyze price patterns
in recent years, featuring a break-
down of the gross domestic purchases
index into its food, energy, and other
purchases components.

For many applications, the price
index for gross domestic purchases
may be preferable to the GNP price
index as a measure of inflation in the
U.S. economy. GNP prices measure
prices paid for goods and services pro-
duced by the U.S. economy: The GNP
price index (fixed weights) is derived
from the prices of final purchases-
personal consumption expenditures
(PCE), gross private domestic invest-
ment, net exports, and government
purchases. Gross domestic purchases
prices measure prices paid for goods
and services purchased in the U.S.
economy: The gross domestic pur-
chases index (fixed weights) is derived
from the prices of PCE, gross private
domestic investment, and government
purchases. Thus, the two indexes
differ with respect to coverage of the
prices of exported and imported goods
and services: Price changes in goods
and services produced by the U.S.
economy and sold abroad are reflected
in the GNP price measure but not in
the gross domestic purchases price
measure; price changes in goods and
services produced abroad and sold in

Change in BEA Release Schedules

The schedule for the release of the preliminary and first revised estimates of GNP for the
rest of 1987 has been changed. The change will allow BEA to incorporate an additional
month of data on merchandise trade. Thus, the preliminary GNP estimate will reflect 2
months of trade data, and the first revised estimate will reflect 3 months. (For some GNP
estimates during the year, the change in the schedule also will allow BEA to incorporate
additional information on housing starts and on producer prices.)

The availability of the additional month of merchandise trade data is the result of a
change in the release schedule by the Census Bureau and a speedup in the processing of
trade documents by the U.S. Customs Service. Beginning with the statistics for February,
the Census Bureau will delay the release approximately 2 weeks in order to eliminate most
of the timing problems associated with the "statistical month" statistics now released 30
days after the end of the month. The accuracy of statistical month statistics, primarily im-
ports, has been impaired recently by the inclusion of a substantial amount of shipments for
earlier months and the exclusion of a substantial amount of shipments for the current
month. The trade statistics to be released 45 days after the end of the month will not be
affected by these timing problems; they are expected to be as accurate as the "revised statis-
tical month" statistics now released about 60 days after the end of the month.

The delay in the release of the GNP estimates will affect the schedule for the release of
the monthly estimates of personal income and outlays. These estimates, which are prepared
as an integral part of the GNP estimates, are released shortly after the release of the GNP.

The schedule for the release of BEA's merchandise trade, balance of payments basis, for
the rest of 1987 has also been changed.

The new and old release dates are shown below. The full schedule of BEA releases is
shown on the back cover of this issue of the SURVEY.

GNP

Old New

April 17 April 23 1

May 20 May 22
June 17 June 17
July 22 July 24
August 19 August 21.
September 18 ... September 18 ....
October 21 October 23
November 19.... November 24
December 17 December 17

Personal income and outlays

Old New

April 20 April 24
May 21 May 26
June 18 June 18..
July 23 July 27..
August 20 August 24 . .
September 21 .... September 21 .
October 22 October 26
November 20 November 25
December 18 December 18

Merchandise trade, balance of
payments basis

Old New

May 27
June 10

August 26
September 9

November 24
December 9

1. Revised fourth-quarter 1986 corporate profits also will be released on April 23.

the United States are reflected in the
gross domestic purchases measure but
not the GNP measure.

For example, suppose that, in time
period 1, a particular model car is im-
ported into the United States from
Japan at a price of $10,000, a margin
of $1,000 is added by the importer/
dealer in the United States, and the
car is sold to a person for $11,000. In
time period 2, the U.S. dollar has de-
preciated against the Japanese yen,
so the same model car is imported at
the increased price of $11,500. In
order to remain competitive, the im-
porter/dealer decides to absorb some
of the increased price in the margin,
and the car is sold for $12,000. PCE
prices, and, thus, gross domestic pur-
chases prices, will reflect the $1,000
increase ($12,000 minus $11,000) in
the sales price. GNP prices, however,
will reflect not only the $1,000 in-
crease in PCE prices but also the
$1,500 increase ($11,500 minus
$10,000) in import prices, which are
subracted in deriving GNP prices.
Thus, GNP prices, as is appropriate
for a measure of U.S. production, will
reflect the $500 decrease in the
margin on sales.

Over the past two decades, differ-
ences between year-over-year percent
changes in the GNP price index and
in the gross domestic purchases price
index have, for the most part, been
small. In 1974 and in 1980, however,
purchases prices increased about 1
percentage point more than produc-
tion prices, largely because of sharp
runups in the price of imported petro-
leum. Since 1980, annual increases in
purchases prices have averaged sever-
al tenths of a percentage point less
than those in production prices (table
2); "In 1981-85, the differences were
due to import prices and mainly re-
flected widespread declines in the
prices of imported goods other than
autos. In 1986, purchases prices in-
creased 0.3 percentage point less than
production prices; the difference was
largely due to a sharp decline in the
price of imported petroleum.

Differences between changes in the
two price measures were relatively
large in the quarters of 1986—ranging
from —0.8 to +1.3 percentage points.
Moreover, the two measures show
somewhat different pictures of the
course of inflation: The GNP price
index increased at a moderate pace
throughout 1986, while the price
index for gross domestic purchases ac-
celerated in the second half of the
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Table 2.—Price Indexes (Fixed Weights):
Percent Change From Preceding Year

[Based on index numbers (1982=100)]

GNP

Less.' Exports .
Plus' Imports

Equals: Gross domestic
purchases. ..

1981

93

7 9
54

90

1982

62

24
1 5

58

1983

41

1 6
23

37

1984

4 0

29

^

3 7

1985

3 7

4
1 9

3 5

1986

2 8

2
4 0

2 g

NOTE.—Percent changes are found in the National Income
and Product Accounts Tables, table 8.1. Index number levels
are found in table 7.3.

year (table 3). The differences can be
traced to prices of imports, specifical-
ly merchandise imports. As shown in
the addenda to the table, changes in
merchandise import prices in 1986
largely mirrored changes in petrole-
um prices. Following OPEC members'
formal abandonment of production
quotas in late 1985, petroleum prices
plunged in the first three quarters of
1986. In mid-third quarter, OPEC

members agreed to reinstate produc-
tion quotas; petroleum prices re-
bounded strongly in the fourth quar-
ter. Prices of nonpetroleum imports
increased throughout the year: Prices
of capital goods, autos, consumer
goods, and other goods increased
strongly in each quarter; and prices of
industrial supplies and materials in-
creased in the second half of the year
after declines in the first half. To an
extent, the strength in nonpetroleum
import prices in 1986 reflected the cu-
mulative effects of dollar deprecia-
tion. For example, on a trade-weight-
ed average basis against the curren-
cies of 22 OECD countries, the dollar
depreciated 13 V* percent from its
peak in the second quarter of 1985 to
the third quarter of 1986.

Increases in the price of gross do-
mestic purchases have trended down
over the period 1981-86, with some

Gross Domestic Purchases Prices (Fixed Weights):
Change From Preceding Quarter

CHART 1

Percent
10

8

6

4

ootesm HI fteH/sses

20 p-

-20
1981 1982 1983 1984 1985 1986

pickup in the second half of 1986
(chart 1). Within purchases, food and
energy are shown separately; their
prices, which are particularly volatile,
are frequently affected by exogenous
factors, such as government farm
price support programs in the case of
food and OPEC price control agree-
ments in the case of energy. Over
most of the period, food and energy
prices tended to hold down inflation,
with energy having a particularly
large impact in 1986. Prices of pur-
chases other than food and energy
have been relatively stable over the
past 4 years—increases have re-
mained in the range of 3 to 4x/2 per-
cent.

Food, energy, and other products all
contributed to the pickup in pur-
chases prices in the second half of
1986. Food prices registered consider-
ably stronger increases in the second
half of the year. Meat prices had been
low in the first half of the year, per-
haps reflecting concerns about in-
creased cattle slaughter under the
Dairy Termination Program; prices
firmed in the second half, as a step-up
in Federal government meat pur-
chases largely offset increased sup-
plies. Energy prices fell in each quar-
ter; the declines lessened in the
second half of the year, as the impact
of the turnaround in petroleum prices
began to work through to final prod-
ucts, such as gasoline and heating oil.
Prices of purchases other than food
and energy picked up in the fourth
quarter. About one-half of the accel-
eration was due to a one-time employ-

Table 3.—Price Indexes (Fixed Weights):
Change From Preceding Quarter

[Percent change at annual rates; based on seasonally adjusted
index numbers (1982=100)]

GNP

Less' Exports
Plus: Imports

Equals: Gross domestic
purchases

Purchases of food products 1 ...
Purchases of energy

products 2

Purchases other than food
and energy

Addenda:
Merchandise imports

Petroleum and products
Other merchandise

I

2.5

20
-7.0

1.6

.9

147

3.0

-10.7
-54.9

6.4

19i

II

1.7

13
-15.5

.4

1.5

-35.4

3.2

-21.8
-86.0

6.5

*6

III

2.6

1.7
-.1

2.8

7.0

-14.2

-1.9
-43.4

5.4

IV

2.6

0
9.0

3.4

5.6

-8.1

3.8

12.1
59.0
7.3

Note — Percent change at an annual rate from preceding quarter; based
on seasonally adjusted index numbers (1982=100).

U.S. Department of Commerce, Bureau of Economic Analysis

1. Consists of all components of final purchases for which
separate estimates are prepared. The major component that is
not included is purchases of food by the Federal Government
other than transactions by the Commodity Credit Corporation
that are treated like purchases.

2. Consists of all components of final purchases for which
separate estimates are prepared. The major components that
are not included are the gasoline and motor oil portions of
inventories held by gasoline service stations and the energy
portions of inventories held by businesses that do not produce
energy for sale.

NOTE.—Percent changes in major aggregates are found in
the National Income and Product Accounts Tables, table 8.1.

87-2-1 Most index number levels are found in tables 7.3 and 7.15.
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er contribution to a pension fund ad-
ministered by Los Angeles County;
this contribution is treated in the na-
tional income and product accounts as
a temporary increase in the price of
employee services purchased by gov-
ernment.

Personal Income and Outlay
Account

At the turn of the year, the major
measures in the income and outlay
account of the personal sector (seen
most often as the table "Personal
Income and Its Disposition") regis-
tered unusual month-to-month
changes and contrasting patterns.
Special factors related to Federal pro-
grams and tax law changes had a sub-
stantial impact on each measure.

In January 1987, personal income
increased only $1.2 billion, following a
$22.8 billion increase in December
1986 (table 4). Changes in both De-
cember and January in farm propri-
etors' income were dominated by agri-
cultural subsidy payments. In Decem-
ber, subsidies increased $16 ¥2 billion
(at an annual rate), largely in defi-
ciency payments—payments made
when the market price of a crop has
been below the target price—on the
1986 wheat crop. In January, in the
absence of major deficiency payments,
subsidies declined $13 Vfe billion.

Other special factors had smaller
effects on personal income. In wage

and salary disbursements, the Janu-
ary change included $2.5 billion (at an
annual rate) for a 3-percent pay raise
for Federal civilian and military per-
sonnel. In transfers, the January
change included $3.6 billion (at an
annual rate) for cost-of-living adjust-
ments to benefits paid under social se-
curity and several other Federal re-
tirement and income support pro-
grams. In contributions for social in-
surance (which are deducted when
calculating personal income), the Jan-
uary change included $2.0 billion (at
an annual rate) for the combination
of an increase in the taxable wage
base for social security (from $42,000
to $43,800) and an increase in the
monthly premium (from $15.50 to
$17.90) for supplementary medical in-
surance, the voluntary program of
medicare that helps beneficiaries pay
for physician and other outpatient
care. Excluding all these special fac-
tors, personal income increased $10.5
billion in January and $6.4 billion in
December.

Personal tax and nontax payments
decreased $21.8 billion in January,
following a $9.4 billion increase in De-
cember. In both months, payments
were dominated by effects—direct and
indirect—of the Tax Reform Act of
1986. In January, a large reduction in
Federal income taxes' withheld was
due to provisions of the act. However,
the reduction was larger than would

Table 4.—Personal Income and Its Disposition
[Billions of dollars; based on seasonally adjusted annual rates]

Wage and salary disbursements
Manufacturing
Other commodity-producing
Distributive :
Services
Government and government enterprises

Other labor income . .. . . ...
Proprietors' income

Farm
Nonfarm

Rental income of persons
Personal dividend income . . . .
Personal interest income. . . . . .
Transfer payments. . . . .
Less' Personal contributions for social insurance

Personal income ••

Less' Personal tax and nontax payments . ..

Equals! Disposable personal income • .

Less' Personal outlays ••

Equals' Personal saving

Addenda: Special factors—-
In personal income:

In wages and salaries:
Federal Government pay raise . .

In farm proprietors' income:
Agricultural subsidy payments

In transfer payments:
Cost-of-living increases in Federal transfer payments.....

In personal contributions for social insurance:
Social security wage base and medicare premiums

In personal tax and nontax payments:
Tax Reform Act of 1986

Change from preceding month

1986

Oct.

14.3
6.6
.4

1.6
38.0
2.0

.8
-2.7
-2.3

.5
-.8

.1
-2.6

1.8
.9

10.1

4.9

5.3

-44.7

49.9

-1.5

Nov.

9.4
32
.7

4.4
55.0
2.1

.9
-1.8

32
1.5
-.5

.3
-2.6

.9

.6

6.0

5.0

1.0

6.0

-4.9

-2.0

Dec.

3.7
.7
.2

-2.1
2.9
1.9
.8

19.5
17.5
2.0
-.4

.2
-2.5

1.7
.1

22.8

9.4

13.4

62.2

-48.8

16.3

6.7

1987

Jan.

11.4
1.7
2.1
-.2
3.4
4.4
.8

-11.3
145
3.3
0
.6

-1.5
5.0
3.9

1.2

-21.8

22.9

-56.2

79.1

2.5

-13.4

3.6

2.0

-28.1

Level

1987

Jan.

2,126.8
476.5
155.4
493.6
590.5
410.8
214.6
286.0
18.8

267.3
14.3
83.5

461.2
528.1
166.6

3,548.0

521.1

3,026.8

2,908.4

118.4

2.5

7.8

3.6

2.0

-21.4

NOTE.—Most dollar levels are found on page S-l.

have occurred if there had not been a
delay in the filing of new W-4 forms.
Because new W-4 forms, which would
have adjusted the number of allow-
ances so that withholdings approxi-
mated liabilities, were not available
for calculating withholdings for most
employees, the number of allowances
associated with the graduated tax
tables in use in 1986 were applied to
the new graduated tax tables. This re-
duction in withheld income tax pay-
ments was partly offset by a large in-
crease in nonwithheld income tax
payments, which was also due to pro-
visions of the Tax Reform Act. Fur-
ther, as explained in the article
"State and Local Government Fiscal
Position in 1986," December pay-
ments of State and local taxes includ-
ed indirect effects of changes made by
the Tax Reform Act in the treatment
of capital gains and in the value of
the deducibility of State and and
local income taxes for the calculation
of Federal income tax. (The estimates
of tax payments for both months are
subject to large uncertainties because
they are based on fragmentary infor-
mation. Thus, they may be subject to
larger than usual revision as actual
payments data become available later
in 1987.)

Disposable personal income in-
creased $22.9 billion in January fol-
lowing a $13.4 billion increase in De-
cember, reflecting not only the
changes in personal income but also
the changes in personal tax and
nontax payments.

Personal outlays—personal con-
sumption expenditures, interest paid
by consumers to business, and person-
al transfer payments to foreigners
(net)—decreased $56.2 billion in Janu-
ary, in contrast to an increase of $62.2
billion in December. Motor vehicle
purchases—part of personal consump-
tion expenditures on durable goods-
accounted for much of the swing. A
sizable part of the December jump in
sales appears to reflect consumers' re-
sponse to prospective changes in Fed-
eral tax law/Effective January 1, the
Tax Reform Act eliminated, for tax-
payers who itemize Federal tax re-
turns, the deduction of State sales tax
and began phasing out the deduction
for interest payments on consumer
loans. The sales thus "borrowed"
from early 1987 were a factor in a
January drop in sales. As the differ-
ence between disposable personal
income and personal outlays, personal
saving also registered sharp
changes—a $79.1 billion increase in
January, following a $48.8 billion de-
crease in December.
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the BUSINESS SITUATION

data that became available
by mid-March rounded out the view
of economic developments in the
fourth quarter of 1986 provided by the
national income and product accounts
(NIPA's). Data on domestic corporate
profits become available for the
fourth quarter at the time of the
second revision of the NIPA's, rather
than the first revision, because most
corporations' fiscal years end in the
fourth quarter and additional time is
needed to complete their end-of-year
reports. This information, in combina-
tion with information on internation-
al investment income from BEA sur-
veys and other quarterly reports, pro-
vided the basis for the first direct esti-
mate of fourth-quarter corporate prof-
its on a NIPA basis. The corporate
profits estimates, in turn, made it pos-
sible to estimate profits taxes and
thus to complete the estimates of the
receipts side of the government sector
accounts, providing—in conjunction
with the expenditures side—a full
view of the government fiscal posi-
tion.

Corporate profits
Profits from current production—

profits before tax plus inventory valu-
ation adjustment (IVA) and capital
consumption adjustment (CCAdj)—in-
creased $8% billion to $310% billion
in the fourth quarter, following a $9
billion increase in the third.1

Domestic profits of nonfinancial
corporations increased $3 billion in
the fourth quarter, following a $7 bil-
lion increase in the third. Real gross
corporate product increased more
than twice as fast in the fourth quar-
ter as in the third, but profits per

unit of product leveled off in the
fourth after an increase in the third.
The leveling-off of unit profits reflect-
ed unchanged unit prices and unit
costs (a small increase in unit labor
costs was offset by a decline in unit
nonlabor costs).

Domestic profits of financial corpo-
rations increased $4 billion in the
fourth quarter, following a $x/2 billion
increase in the third. Profits from the
rest of the world increased $ll/2 bil-
lion, following an increase of $2 bil-
lion.

Profits before tax (PBT) increased
-$18% billion to $259 billion in the
fourth quarter, following a $12% bil-
lion increase. The $10 billion differ-
ence between the increase in PBT and
the increase in profits from current

production was more than accounted
for by the IVA, which declined .$13%
billion to negative $7 billion. The IVA
converts the value of inventory with-
drawals from the predominantly his-
torical costs that underlie PBT to cur-
rent replacement costs. When, as in
the fourth quarter, current replace-
ment cost of inventory withdrawals
are higher than the costs that under-
lie PBT, the IVA is negative in order
to remove the resulting capital-gains-
like element from profits.

Profits with IVA but without
CCAdj—the quarterly measure of
profits available by industry—in-
creased $5 billion in the fourth quar-
ter, following an $8 billion increase.

A $1 billion increase in the profits
of nonfinancial corporations was more

1. Quarterly estimates in the NIPA's are expressed
at seasonally adjusted annual rates, and quarterly
changes in them are differences between these rates.
Quarter-to-quarter percent changes are annualized.
Real, or constant-dollar, estimates are expressed in
1982 dollars.

Looking Ahead . . .
• State Personal Income. Estimates of fourth quarter 1986 personal

income and preliminary 1986 total and disposable personal income will be
presented in the April issue of the SURVEY.

• County and Metropolitan Area Personal Income. Estimates of 1985
personal income, which would normally be presented in the April
SURVEY, have been delayed while a comprehensive revision is in progress.
Revised estimates for 1969-84, as well as the 1985 and 1986 estimates,
will be presented in the April 1988 SURVEY.

• Plant and Equipment Expenditures. The regular article in the April
SURVEY will be limited to estimates of plant and equipment expenditures
for the industries surveyed quarterly. Estimates for the industries sur-
veyed only annually will be included in the June SURVEY.

• U.S. Affiliates of Foreign Companies: Operations in 1985. Data and
analysis of the operations in 1985 of foreign-owned U.S. companies, by in-
dustry and by country of foreign owner, will be presented in the May
SURVEY. Key measures by State will also be presented.

• U.S. Business Enterprises Acquired or Established by Foreign Direct
Investors in 1986. Data, by industry and by country, on the cost to foreign
direct investors of the ownership interests acquired or established in U.S.
business enterprises in 1986 will be presented in the May SURVEY. Select-
ed operating data of the U.S. business enterprises will also be presented.

• Pollution Abatement and Control Expenditures. Estimates of U.S. ex-
penditures for pollution abatement and control for 1982-85 will be pre-
sented in an upcoming issue of the SURVEY.
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than accounted for by a large increase
in profits in nondurable manufactur-
ing; a substantial drop in trade profits
was the major offset. Within nondura-
ble manufacturing, chemicals and pe-
troleum registered large increases. In
chemicals, the increase was the
fourth in succession and took profits
to a level four times as high as in the
depressed fourth quarter of 1985. In
petroleum, the increase was a re-
bound following a third-quarter drop
of similar magnitude; petroleum prof-
its, which include profits from explo-
ration and development by refiners
engaged in such activities, were buf-
feted by changes in the price of crude
oil throughout the year. In trade,
lower profits was traceable to in-
creased inventory prices; without the
IVA, profits would have increased.

A $2% billion increase in the prof-
its of financial corporations was large-
ly due to increased profits of insur-
ance carriers, particularly property
and casualty insurers, and reflected
reduced underwriting losses.

Profits from the rest of the world
increased $1V2 billion, largely reflect-
ing increased profits of foreign petro-
leum affiliates of U.S. corporations.

In general, fourth-quarter profits in
the NIPA's show more strength than
profits in corporate financial reports,
even though the NIPA estimates are
based on tabulations of financial re-
ports. A major reason for the dispari-
ty is that the NIPA measures exclude
(while financial reports include)
charges not attributable to current
production. In the fourth quarter,
these charges—for items such as asset
writedowns and anticipated expenses
associated with plant closings and cor-
porate restructurings—were unusual-
ly large.

Government sector

The fiscal position of the govern-
ment sector in the NIPA's improved
in the fourth quarter of 1986, as the
combined deficit of the Federal Gov-
ernment and of State and local gov-
ernments decreased $3V2 billion (table
1). The deficit of the Federal Govern-
ment declined $8 billion, and the sur-
plus of State and local governments
declined $4*/2 billion.

The Federal sector.—The Federal
Government deficit declined to $189
billion, as receipts increased more
than expenditures.

Receipts increased $21 billion, com-
pared with $19 Va billion in the third

quarter. Increases in personal tax and
nontax receipts and in contributions
for social insurance reflected gains in
wages and salaries; a sizable increase
in corporate profits tax accruals re-
flected the strong increase in profits
before tax. A fourth-quarter decline of
$1 billion in indirect business tax and
nontax accruals occurred mainly be-
cause the third quarter had included
a one-time payment from a number of
petroleum companies for earlier viola-
tions of Federal pricing regulations.

Expenditures increased $13 billion,
in contrast to a $15y2 billion decline
in the third quarter. Subsidies less
the current surplus of government en-
terprises more than accounted for the
increase in total expenditures; a $14
billion increase included a $9 billion
increase in the deficit of the Commod-
ity Credit Corporation (CCC) and a
$5V2 billion increase in subsidies to
farmers. Government purchases of

goods and services increased $3 bil-
lion; a $10 Vk billion increase in nonde-
fense purchases was partly offset by
an $8 billion decline in defense pur-
chases. Purchases of agricultural com-
modities (primarily corn) by the CCC
accounted for the increase in nonde-
fense purchases. Much of the recent
pattern in defense purchases is ex-
plained by the pattern of deliveries of
military equipment and purchases of
services other than compensation;
both increased sharply in the second
and third quarters and declined
sharply in the fourth.

Dominated by grants-in-aid to State
and local governments, all other ex-
penditures combined declined $4 bil-
lion. In grants, a $7 billion decline at-
tributable to the expiration of the rev-
enue sharing program was partly
offset by a $2V2 billion one-time pay-
ment to Louisiana in settlement of

Table 1.—Government Sector Receipts and Expenditures
[Billions of dollars, seasonally adjusted at annual rates]

Government sector

Receipts
Expenditures

Surplus or deficit ( )

Federal Government

Receipts. . . . .
Personal tax and nontax receipts
Corporate profits tax accruals
Indirect business tax and nontax accruals

Expenditures . . .
Purchases of goods and services

National defense
Nondefense

Of which: Commodity Credit Corporation inventory change
Transfer payments

To persons . . .
To foreigners . . . .

Net interest oaid
Subsidies less current surplus of government enterprises

Subsidies
Of which' Agricultural subsidies

Less' Current surplus of government enterprises .... . . .
Less' Wage accruals less disbursements

Surplus or deficit ( )

State and local governments

Receipts
Personal tax and nontax receipts
Corporate profits tax accruals
Indirect business tax and nontax accruals .. . .
Contributions for social insurance
Federal grants-in-aid

Expenditures . .
Purchases of goods and services

Of which' Structures
Transfer payments to persons
Net interest paid
Less: Dividends received by government
Subsidies less current surplus of government enterprises

Subsidies
Less: Current surplus of government enterprises

Less; Wage accruals less disbursements

Surplus or deficit ( )

Social insurance funds
Other

Change from preceding quarter

1985

IV

20.3
37.5
171

13.2
6.0

.4
2.0
4.8

33.3
20.0
2.6

17.4
17.3
1.8
.9
.9

1.4
4.1
6.0
2.4
2.1

-3.6
0

201

8.5
3.4

.2
3.0

.6
1.4

5.5
5.9

-2.6
1.0
.2
.4

-1.2
0
1.3
0

2.9

.6
2.3

1986

I

14.5
-15.6

30.1

.8
-5.3

.6
-3.3

8.8

-21.9
-25.2
-1.6
236

-23.1
3.4
8.4

-5.0
1.9
1.1

-3.1
.1
.1

3.2
0

22.7

15.7
2.2

-1.2
12.3

.6
1.9

8.2
6.2

.4
2.2
.3
.4

-.2
0

.2
0

7.5

.6
6.9

II

6.6
54.9
483

6.9
5.1
2.4

-2.0
1.4

44.2
11.9
12.0
_ i
-'.1
7.4
2.8
4.6
3.4
3.1

18.5
19.1
19.1

.6
0

-37.3

3.2
2.1
1.0

-4.0
.7

3.4

14.1
12.3
7.1
2.0
.3
.3

-.2
0
.3

0

109

.7
-11.6

III

361
39

40.0

19.6
10.4
4.1
2.7
2.4

-15.3
1.8
8.4
66

-5.9
6.3
5.9

.4
1.1
34

-21.1
-17.7
-17.6

3.4
0

34.9

17.7
3.8
1.3

10.8
.7

1.1

12.5
11.4
4.3
1.9

-.2
.3

-.3
0
.3

0

5.1

.7
4.4

IV

' 30.7
27.2
3.5

21.1
10.2
8.4
-.9
3.3

12.9
2.8
79

10.7
10.8

-1.1
0

-1.2
40
1.1

14.1
5.5
5.8

-8.6
0

8.2

5.7
5.8
1.8
-.4
2.5

-4.0

10.3
8.5

-1.9
2.8
-.3

.3
-.3
0
.3

0

47

2.6
-7.3

Level

1986.-IV

1,384.9
1,514.7
-129.8

854.2
376.1

92.7
52.5

332.9

1,043.4
372.1
278.8

93.3
10.4

401.8
387.5

14.3
104.1
135.9
29.5
26.4
11.2

-3.1
0

1892

634.8
158.9
21.9

300.4
49.5

104.1

575.4
513.2

64.6
110.2

-26.2
7.0

-14.7
.9

15.6
0

59.4

58.3
1.0

NOTE.—Dollar levels are found in the National Income and Product Accounts Tables, tables 3.2 and 3.3.
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disputed outer continental shelf oil
revenues.

Cyclically adjusted surplus or defi-
cit.—When measured using cyclical
adjustments based on middle-expan-
sion trend GNP, the Federal fiscal po-
sition moved from a deficit of $208 bil-
lion in the third quarter to a deficit of
$197 billion in the fourth. The cycli-
cally adjusted deficit as a percentage
of middle-expansion trend GNP de-
creased from 4.9 percent in the third
to 4.7 percent in the fourth.

The State and local sector.—The
State and local government surplus
declined $4V2 billion in the fourth
quarter to $59V2 billion, as expendi-
tures increased more than receipts.
The decline in the surplus reflected a
$2V2 billion increase in the social in-
surance funds surplus and a $7 x/2 bil-
lion decline in the other funds sur-
plus.

Receipts increased $5V2 billion,
compared with a $17 Va billion in-
crease in the third quarter. Personal
tax and nontax receipts included
about $2 billion (at an annual rate)
for State and local income taxes paid
in the fourth quarter, rather than in
early 1987, in order to take the Feder-
al income tax deduction for these pay-
ments against higher 1986 marginal
tax rates. Contributions for social in-
surance included a large one-time em-
ployer contribution ($1.8 billion at an
annual rate) to the retirement system
of Los Angeles County. The increase
in corporate profits tax accruals re-
flected an increase in the tax base, in
line with the Federal change. The de-
cline in indirect business tax and
nontax accruals occurred largely be-
cause the third quarter had included
a one-time oil-related payment ($3 bil-
lion at an annual rate) similar to the
payment made to the Federal govern-

ment. As noted earlier, Federal
grants-in-aid to State and local gov-
ernments declined $4 billion.

Expenditures increased $10 Vk bil-
lion, compared with $121/2 billion in
the third quarter. As in other quar-
ters of 1986, the quarter-to-quarter
fluctuation was largely attributable to
purchases of structures; they declined
$2 billion in the fourth quarter, fol-
lowing a $4x/2 billion increase in the
third. The pattern of change in struc-

tures largely reflected highway con-
struction, which declined $2Vfe billion
in the fourth quarter after two quar-
ters of increases totaling $7 billion.

Fourth-quarter NIPA revisions

The second revisions of the NIPA
estimates for the fourth quarter of
1986 are shown in table 2.

Table 2.—Revisions in Selected Component Series of the NIPA's, Fourth Quarter of 1986

GNP
Personal consumption expenditures
Nonresidential fixed investment
Residential investment
Change in business inventories
Net exports
Government purchases

National income
Compensation of employees
Corporate profits with inventory valuation and capital

consumption adjustments
Other

Personal income ....

GNP
Personal consumption expenditures
Nonresidential fixed investment . . .
Residential investment .
Change in business inventories .
Net exports . . . . . . . . . . .
Government purchases .

GNP price index (fixed weights)

GNP implicit price deflator

Seasonally adjusted at annual rates

First
revision

Second
revision Difference

Billions of current dollars

4,260.6
2,822.5

461.4
226.3

-22.5
-113.6

886.5

2,542.8

581.2

3,529.6

4,258.7
2,820.4

464.3
226.0

-27.1
-110.2

885.3

3,431.5
2,542.8

310.4
578.3

3,527.9

-1.9
-2.1

2.9
-.3

-4.6
3.4

-1.2

0

-2.9

-1.7

Billions of constant (1982) dollars

3,698.3
2,447.4

455.9
200.2

-24.4
-151.1

770.3

3,696.1
2,445.8

457.8
199.7

-28.5
-148.0

769.3

-2.2
-1.6

1.9
-.5

-4.1
3.1

-1.0

Index numbers, 1982= 100 *

116.4

115.2

116.4

115.2

0

0

Percent change from
preceding quarter at

annual rates

First
revision

1.9
3.3
2.1
9.3

5.8

5.8

36

3.6

1.3
-.1
1.3
6.2

11.0

2.6
2.4

.7

Second
revision

1.7
3.0
4.7
8.8

5.3

4.2
5.8

11.6
-5.5

3.4

1.1
.4

3.0
5.2

10.5

2.7
2.5
.7

1. Not at annual rates.
NOTE.—For the fourth quarter of 1986, the following revised or additional major source data became available: For personal

consumption expenditures, revised retail sales for December, used car sales for the quarter, and consumption of electricity for
December; for nonresidential fixed investment, revised manufacturers' shipments of equipment for December, revised construction
put in place for December, and partial information on actual plant and equipment expenditures for the quarter; for residential
investment, revised construction put in place for December; for change in business inventories, revised book values for
manufacturing and trade for December; for net exports of goods and services, revised statistical month merchandise exports and
imports for December, and revised service receipts for the quarter; for government purchases of goods and services, revised
construction put in place for December; for wages and salaries, revised employment, average hourly earnings, and average weekly
hours for December; for net interest, financial assets held by households for the quarter, and revised net interest received from
abroad for the quarter; for corporate profits, domestic book profits for the quarter, and revised profits from the rest of the world
for the quarter; and for GNP prices, revised residential housing prices for the quarter.
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the BUSINESS SITUATION

THE pace of U.S. production picked
up in the first quarter of 1987. Real
GNP increased at an annual rate of
4V2 percent, following an increase of 1
v^rcent in the fourth quarter of 1986
(chart I).1

U.S. demand also picked up, but
was weaker than U.S. production for
the second consecutive quarter. Real
gross domestic purchases increased

1. Quarterly estimates in the national income and
product accounts are expressed at seasonally adjusted
annual rates, and quarterly changes in them are dif-
ferences between these rates. Quarter-to-quarter per-
cent changes are annualized. Real, or constant-dollar,
estimates are expressed in 1982 dollars.

The preliminary GNP estimates for the first quarter
are based on the following major source data: For per-
sonal consumption expenditures (PCE), retail sales
through March, and unit auto and truck sales through
March; for nonresidential fixed investment, the same
information for autos and trucks as for PCE, construc-
tion put in place for January and February, and man-
ufacturers' shipments of machinery and equipment for
January and February; for residential investment, con-
struction put in place for January and February, and

2x/2 percent, following a V2-percent de-
cline in the fourth quarter.

Inflation, whether measured by
prices of U.S. production or by prices
of domestic purchases, accelerated 1
percentage point in the first quarter.
The GNP price index (fixed weights)
increased SVfe percent after a 2V2-per-
cent increase; the price index for
gross domestic purchases (fixed
weights) increased 4x/2 percent after a
3V2-percent increase.
housing starts through March; for change in business
inventories, book values for manufacturing and trade
for January and February, and unit auto inventories
through March; for net exports of goods and services,
merchandise exports and merchandise imports for
January and February, and fragmentary information
on investment income for the quarter; for government
purchases of goods and services, Federal unified
budget outlays for January and February, and State
and local construction put in place for January and
February; and for GNP prices, the Consumer Price
Index for January and February, the Producer Price
Index through March, and the unit-value index for pe-
troleum imports for January and February. Some of
the source data are subject to revision.

Looking Ahead . . .
• Pollution Abatement and Control Expenditures. Estimates of U.S. ex-

penditures for pollution abatement and control for 1982-85 will be pre-
sented in the May issue of the SURVEY.

• U.S. Affiliates of Foreign Companies: Operations in 1985. Data and
analysis of the operations in 1985 of foreign-owned U.S. companies, by in-
dustry and by country of foreign owner, will be presented in the May
SURVEY. Key measures by State will also be presented. Selected data will
be available as of May 10.

• U.S. Multinational Companies: Operations in 1985. Data and analysis
of the operations in 1985 of U.S. parent companies and their foreign affili-
ates, by industry and by country of foreign affiliate, will be presented in
the June SURVEY. Selected data will be available as of June 22.

• U.S. International Transactions and Investment Position. Revised esti-
mates of U.S. international transactions will be presented in the June
SURVEY, along with preliminary estimates of the first quarter of 1987.
The revisions cover 1982-86. For the first time, the services accounts will
include estimates of expenditures by foreign students and foreign medical
patients in the United States and of commissions on U.S. and foreign se-
curities transactions. The same issue will present preliminary estimates
for yearend 1986 of U.S. assets abroad and foreign assets in the United
States and the sources of change in the investment position.

• Annual Revisions in the National Income and Product Accounts. Re-
vised estimates will be presented in the July SURVEY. The revisions cover
the period beginning with the first quarter of 1984 and incorporate new
source data and seasonal factors.

CHART 1

Selected Measures:
Change From Preceding Quarter

Percent
15

10

5

0

-5

-10

15

10

REAL

-15

Note. — Percent change at annual rate from preceding quarter;
based on seasonally adjusted estimates.
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Real GNP
The increase in U.S. production in

the first quarter, for the most part,
went into inventories. With the excep-
tion of net exports, the major compo-
nents of real final sales of GNP de-
clined in the first quarter. A substan-
tial decline in government purchases
was due to transactions of the Com-
modity Credit Corporation (CCC);
other government purchases in-
creased. Net exports registered a siza-
ble increase due to a drop in imports;
exports declined moderately.

Real inventory investment—that is,
change in business inventories—in-
creased $59*/2 billion in the first quar-
ter, as inventories swung from a decu-
mulation of $28Vfe billion in the fourth
quarter to an increase of $31 billion
in the first (table 1). Together, farm
inventories and motor vehicle inven-
tories accounted for more than four-
fifths of the first-quarter swing in in-
ventories. Most of the $22 billion
swing in farm inventories was due to
transfers of crops between farmers
and the CCC; thus, for GNP, the farm
inventory swing was nearly offset by
a $21 billion swing in the opposite di-
rection in CCC inventories in govern-
ment purchases.

Largely reflecting the pattern of
net crop placements with the CCC,
farm inventories increased $31/2 bil-
lion in the first quarter after an $18V2
billion decrease in the fourth. In the
fourth quarter, farmers had placed
large amounts of crops with the CCC
under the commodity loan program;
in the first quarter, crop placements
were substantially smaller. Commodi-
ty loan transactions are treated in the

Table 1.—Recent Patterns in Real Business
Inventories and Final Sales

[Billions of 1982 dollars, seasonally adjusted at annual rates]

Change in business
inventories
Farm.....
Motor vehicles
Other

Final sales
CCC inventory change

in government
purchases

Motor vehicles
Other

Level

1986

III

-0.3
8.3

-21.0
12.4

3,686.7

-2.5
169 2

3,520.0

IV

-28.5
-18.7

5.8
-15.6

3,724.5

22.2
1505

3,551.8

1987

I

31.0
3.4

34.1
-6.5

3,704.1

1.4
129 6

3,573.1

Change

preceding

1986

IV

-28.2
-27.0

26.8
-28.0

37.8

24.7
187
31.8

1987

I

59.5
22.1
28.3
9.1

-20.4

-20.8
209
21.3

NOTE.—Motor vehicle estimates are found in the National
Income and Product Accounts Tables, table 1.18 for autos and
1.20 for trucks. The other estimates are found in tables 1.2,
1.4, and 3.8B.

national income and product accounts
(NIPA's) as a purchase by the CCC
with an offset in farm inventories.
Largely reflecting net crop place-
ments, CCC inventories increased
$1V2 billion in the first quarter after
a $22 billion increase in the fourth.

Motor vehicle inventories increased
$34 billion after a $6 billion increase
in the fourth quarter. The increases
came as motor vehicle output contin-
ued at a brisk pace despite sharp de-
clines in sales. A discussion of recent
developments in motor vehicles, in
terms of units, follows.

Motor vehicles.—Sales of new cars
fell to 9.4 million units (seasonally ad-
justed annual rate) in the first quar-
ter from 11.5 million in the fourth;
sales had been a record 13.2 million
in the third quarter (chart 2). The
first-quarter decline was about evenly
divided between domestic and import-
ed cars.

Sales of domestic cars fell sharply
from 9.7 million in the third quarter
to 7.9 million in the fourth and to 6.8
million in the first. Record sales in
the third quarter had resulted pri-
marily from extensive incentive pro-
grams offered by automakers from
mid-August through September; sales
may have been "borrowed" from the
fourth quarter and the first part of
1987. When the programs were elimi-
nated at the end of the third quarter,
sales fell sharply, although there was
a rebound at yearend that may have
reflected, to some extent, consumers'
response to prospective changes in the
Federal tax law. (Effective January 1,
1987, the Tax Reform Act of 1986
eliminated the deduction for State
sales tax and began phasing out the
deduction for interest payments on
consumer loans.) First-quarter sales
were dampened by the elimination of
the tax advantages and the absence of
extensive incentive programs. Fur-
ther, some consumers may have post-
poned purchases, anticipating that ex-
tensive incentive programs may be of-
fered again later in the model year.

Despite declining sales, domestic
automakers maintained production
levels; inventories, most of which are
held by dealers, built up. Domestic
car production increased slightly to
8.2 million units in the first quarter
from 7.9 million in the fourth; produc-
tion had been 7.3 million in the third.
Domestic car inventories increased
sharply to 1.71 million units in the
first quarter from 1.30 million in the

fourth; inventories had been 1.18 mil-
lion in the third. Reflecting declining
sales and rising inventories, the in-
ventory-sales ratio rose to 3.0 in the
first quarter, the highest level since
the fourth quarter of 1981. The ratio
had been 2.0 in the fourth quarter of
1986 and 1.5 in the third. Faced with
the large buildup in inventories, man-
ufacturers have scheduled a cutback
in production in the second quarter.

Sales of imported cars declined to
2.6 million—the lowest level in 2
years—from 3.6 million in the fourth
quarter. The decline was mainly in
sales of Japanese cars, for which
prices have increased rapidly, largely
due to the depreciation of the dollar
against the yen. Inventories of Japa-
nese cars have also built up substan-
tially.

CHARTS

Retail Sales of New Cars

1983 1984 1985 1986 1987
Seasonally Adjusted at Annual Rates

Data: Motor Vehicle Manufacturers Association of the United States,
Inc., and Wards Automotive Reports; seasonally adjusted by BEA.

U.S. Department of Commerce, Bureau of Economic Analysis 37-4-2
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Unit sales of new trucks declined to
4.4 million in the first quarter from
4.7 million in the fourth. Sales of do-
mestic trucks were 3.7 million in both
quarters; sales of imported trucks de-
clined to 0.7 million from 1.0 million.

Personal consumption expenditures
Real personal consumption expendi-

tures (PCE) decreased l/2 percentage
point in the first quarter, the same as
in the fourth; in the third quarter,
PCE had increased 6 Vz percent (table
2). The recent quarterly changes in
PCE have been dominated by large,
erratic movements in motor vehicles,
which were, at least in part, related
to the timing of incentive programs.
If total expenditures for autos and
trucks during the past four quarters
are spread evenly over this period,
real PCE increased 2 to 2l/2 percent in
the third, fourth, and first quarters.

Expenditures for durable goods de-
creased lll/2 percent in the first quar-
ter after a decrease of 11 percent in

the fourth. Motor vehicles and parts
dropped sharply in both quarters.
Furniture and household equipment
increased somewhat less than in the
fourth quarter. Other durables de-
creased, following a sharp fourth-
quarter increase that was partly at-
tributable to purchases of the newly
issued "American Eagle" gold coin.

Nondurable goods increased 1 per-
cent in the first quarter after chang-
ing little in the fourth. This slight in-
crease was the net result of larger, di-
vergent movements in the major com-
ponents. An acceleration in expendi-
tures on food may have been related
to a deceleration in food prices. Cloth-
ing and shoes increased strongly after
a decrease of similar magnitude.
Energy—gasoline and oil, and fuel oil
and coal—plunged after a strong in-
crease; these sharp changes may have
been related to recent large fluctua-
tions in energy prices. Other nondura-
bles increased sharply after a moder-
ate decrease.

Table 3.—Real Gross Private Domestic Fixed Investment
[Seasonally adjusted at annual rates]

Gross private domestic fixed investment

Nonresidential
Structures
Producers' durable equipment....

Residential

Billions of 1982 dollars

Level

1987:1

638.4

442.4
120.4
321.9

196.0

Change from preceding quarter

1986

II

5.5

1 0
152
14.2

6.4

III

2.0

24
34
1.0

4.5

IV

5.8

3.4
18
5.2

2.5

1987

I

-19.0

154
73
82

37

Percent change from preceding
quarter

1986

II

3.5

9
-35.2

19.6

14.5

III

1.2

2 1
98
1.2

9.7

IV

3.6

3.0
54
6.6

5.2

1987

I

11 1

128
210
96

72

NOTE.—Percent changes in major aggregates are found in the National Income and Product Accounts Tables, table 8.1. Dollar
levels are found in table 1.2.

Table 2.—Real Personal Consumption Expenditures
[Seasonally adjusted at annual rates]

Personal consumption expenditures

Durables
Motor vehicles and parts
Furniture and household equipment
Other durables

Nondurables
Food
Clothing and shoes
Energy 1

Other nondurables

Services
Housing . .
Household operation

Energy 2

Other
Transportation
Medical care
Other services

Billions of 1982 dollars

Level

1987:1

2,443.1

362.5
147.0
146.3
69.2

877.7
443.9
157.6
120.3
156.0

1,202.9
357.6
150.9
75.8
75.0
88.5

251.3
354.7

Change from preceding quarter

1986

II

35.7

11.7
6.4
4.8

.6

16.7
3.1
4.7
9.8
-.9

7.4
2.6
1.6

.7

.9
1.0
2.0

.2

III

39.6

34.5
27.5
4.2
2.8

-1.9
-6.3

.6
3.5
.4

7.0
2.4
2.3
1.6
.8

1.7
1.7

-1.3

IV

2.2

112
182
1.9
5.1

-.3
.8

-2.4
2.6

-1.3

9.2
2.5

.2

.6
-.4

.3
2.1
4.2

1987

I

-2.7

-17.9
-18.3

1.1
-.8

2.6
5.2
2.3

-9.5
4.6

12.7
2.5

-1.7
2.2

.3
2.2
2.5
7.3

Percent change from preceding
quarter

1986

II

6.2

14.3
18.2
15.1
4.0

8.0
2.8

12.9
38.7

-2.3

2.6
3.0
4.4
3.8
5.0
4.9
3.3

.2

III

6.7

44.6
91.4
12.6
19.3

.9
5.6
1.5

12.2
1.1

2.4
2.8
6.3
8.7
4.3
8.3
2.8
1.5

IV

-0.4

-11.0
-34.2

5.4
35.3

-.1
.7

-6.0
8.4
3.4

3.2
2.9
.5

3.1
-2.1

1.4
3.4
5.0

1987

I

-0.4

-17.5
-37.5

3.1
-4.5

1.2
4.8
6.1

26.2
12.7

4.3
2.8

-4.4
-10.8

1.6
10.6
4.1
8.3

1. Gasoline and oil, and fuel oil and coal.
2. Electricity and gas.
NOTE.—Percent changes in major aggregates are found in the National Income and Product Accounts Tables, table 8.1. Dollar

levels are found in table 2.3.

Services increased 4V2 percent in
the first quarter, following a 3-percent
increase in the fourth. The accelera-
tion was largely in transportation
services, where the introduction of
large discounts by many major air-
lines appears to have stimulated
travel, and in other services, due to a
sharp increase in brokerage commis-
sions as stock market activity picked
up. Housing services and medical care
services each registered an increase
similar to that in the fourth quarter.
Household operation services de-
creased after changing little in the
fourth quarter; electricity and gas de-
clined in the first quarter because of
mild winter weather in many parts of
the country.

Nonresidential fixed investment
Real nonresidential fixed invest-

ment declined 13 percent in the first
quarter, following a 3-percent in-
crease in the fourth (table 3). Both
structures and producers' durable
equipment (PDE) registered sizable
drops: Structures continued a down-
trend, and PDE reversed itself after
increases.

In structures, declines were wide-
spread in the first quarter, but com-
mercial and industrial buildings ac-
counted for the bulk of the drop.
Within commercial structures, office
buildings once again were weak, re-
flecting previous overbuilding and
high vacancy rates. Petroleum explo-
ration and drilling declined, after in-
creasing in the fourth quarter for the
first time in seven quarters.

In PDE, motor vehicles—which ac-
count for about 15 percent of the
total—accounted for about 40 percent
of the decline; an increase in truck
purchases was more than offset by a
drop in automobiles. Declines were
also substantial in information proc-
essing equipment and general indus-
trial equipment. Some of the decline
in nonmotor vehicle PDE appears to
reflect efforts of businesses late in
1986 to accelerate purchases of equip-
ment—i.e., to shift planned purchases
from 1987 into the fourth quarter of
1986—in order to qualify for deprecia-
tion in 1986.

Residential investment
Real residential investment de-

clined 7 percent in the first quarter,
following a 5-percent increase in the
fourth. Multifamily construction ac-
counted for more than one-half of the
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decline; single-family construction
dipped only slightly. Other residential
investment—which includes major ad-
ditions and alterations, mobile home
sales, and brokers' commissions on
house sales—also declined.

The sharp drop in multifamily con-
struction followed modest declines in
the previous two quarters. The weak-
ness reflected the lagged impact of
sharp declines in multifamily starts
last year (chart 3). At 542,000 (season-
ally adjusted annual rate) in the first
quarter, multifamily starts were 24
percent below the year-earlier level.
The drop in starts, in turn, represent-
ed a reaction to high vacancy rates,
particularly in regions heavily de-
pendent on energy production and ag-
ribusiness.

The slight dip in single-family con-
struction followed eight consecutive
quarterly increases and occurred de-
spite a small increase in starts in the
fourth quarter (according to revised
Census Bureau data) and a large in-
crease in the first. The dip reflected
the lagged impact of weak starts in
the third quarter of last year and a
decrease in the average value of new
houses in the first quarter. Mortgage
interest rates continued to decline,
but the pace slowed markedly during
the quarter (chart 4).

The decline in other residential in-
vestment was largely accounted for by
a drop in brokers' commissions. Sales
of both new and existing houses de-
clined from the fourth quarter to Jan-
uary-February.

Inventory investment

Real inventory investment swung
to an increase of $59V2 billion in the
first quarter, as inventories registered
substantial accumulation after sub-
stantial decumulation in the fourth
quarter (table 4). Both farm and non-
farm inventories contributed to the
swing. Changes in farm inventories,
as described earlier in the article,
largely reflected net placements of
crops with the CCC.

Nonfarm inventories accumulated
$27% billion in the first quarter, fol-
lowing decumulation in the two pre-
ceding quarters. Most of the first-
quarter accumulation was accounted
for by retail auto dealers' inventories,
which increased $24 billion after two

CHART 3

Housing Starts
Millions of units

1983

Data: Census

U.S. Department of Commerce, Bureau of Economic Analysis

1984 1985 1986

Seasonally Adjusted at Annual Rates
1987

quarters of decline.2 The accumula-
tion in nonfarm inventories other
than those held by retail auto dealers
amounted to $3Vfe billion in the first
quarter after a decumulation of $8%
billion in the fourth.

The swing in other nonfarm inven-
tories was accounted for by wholesale
trade. Inventories of both merchant
wholesalers of durables and nonmer-
chant wholesalers of nondurables ac-
cumulated after declining in the
fourth quarter. The first-quarter accu-

2. The estimates for inventories of retail auto deal-
ers, which are derived from Census Bureau book value
inventory data, cover most auto inventories—includ-
ing inventories of new and used autos, domestic and
foreign—but do not include those held by manufactur-
ers and wholesalers. The data for retail auto dealers
cover, in addition to autos, some trucks and other mo-
torized vehicles, and also parts. The change in busi-
ness inventory estimates for retail auto dealers differ
in terms of sources and coverage from the changes in
inventories of autos and trucks that are part of the
motor vehicle output estimates.

mulation for merchant wholesalers
apparently reflected efforts to restock
off-the-shelf machinery and equip-
ment items, following a sharp runoff
at the end of 1986. The accumulation
for nonmerchant wholesalers was in
inventories held in petroleum bulk
terminals and stations. Manufactur-
ing inventories continued to decumu-
late, but the rate slowed. The decu-
mulation was largely in inventories of
durable goods, mainly primary metals
arid nonelectrical machinery.

Reflecting rising inventories and
declining sales, the constant-dollar
ratio of total inventories to total final
sales increased to 3.18 in the first
quarter from a low of 3.13 in the
fourth. A variant of the ratio that is
adjusted for the impact of CCC inven-
tory transactions on both inventories
and final sales increased to 3.31 in
the first quarter from 3.28 in the

Table 4.—Change in Real Business Inventories
[Billions of 1982 dollars; seasonally adjusted at annual rates]

Change in business inventories

Farm
Nonfarm

Manufacturing
Wholesale trade
Retail trade
Other

Level

1986

I

39.9

2.9

37.0
-5.3

6.9
28.3
7.1

II

15.1

4.1

11.0
1.0
5.1
40
8.9

III

-0.3

8.3

-8.6
-6.5

9.7
131
1.2

IV

-28.5

187

-9.8
-3.3
-5.2

20
.7

1987

I

31.0

3.4

27.7
-2.0

8.6
21.2
-.2

Change from preceding quarter

1986

II

-24.8

1.2

260
6.3

-1.8
-32.3

1.8

III

-15.4

4.2

196
-7.5

4.6
-9.1

77

IV

-28.2

-27.0

-1.2
3.2

-14.9
11.1
-.5

1987

I

59.5

22.1

37.5
1.3

13.8
23.2
-.9

NOTE.—Dollar levels for inventories are found in the National Income and Product Accounts Tables, table 5.11.
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CHART 4

Selected Interest Rates
Percent
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Data: FRB, FHLMC.

U.S. Department of Commerce, Bureau of Economic Analysis

fourth. (See the August 1986 "Busi-
ness Situation" for a discussion of this
variant and a guide as to when it may
provide useful perspective on the pub-
lished ratio.) Both the ratio and the
variant indicate that, from a histori-
cal perspective, inventories remained
on the low side relative to sales.

Net exports
Real net exports of goods and serv-

ices increased $14 billion in the first
quarter, following an increase of

1986 1987

$15% billion in the fourth. The first-
quarter increase was more than ac-
counted for by a substantial decline in
imports; exports declined moderately
in the first quarter. The fourth-quar-
ter increase in net exports, in con-
trast, had been almost entirely ac-
counted for by a substantial increase
in exports.

Imports declined $15V2 billion, or 11
percent, in the first quarter, com-
pared with a slight decline in the
fourth (table 5). The dropoff was
largely accounted for by merchandise

Table 5.—Real Net Exports of Goods and Services
[Seasonally adjusted at annual rates]

Net exports of goods and services

Exports
Merchandise

Agricultural
Nonagricultural

Services

Imports
Merchandise

Petroleum
Nonpetroleum

Services

Billions of 1982 dollars

Level

1987:1

-134.2

384.2
248.3

32.0
216.3
135.9

518.4
416.5

67.4
349.1
101.9

Change from preceding quarter

1986

II

-28.0

94
48

-3.5
-1.3
-4.6

18.5
20.2
16.1
4.0
17

III

9.4

11.4
11.6
3.7
7.9
-.2

20.9
23.2
13.2
10.0
23

IV

15.3

14.6
13.0
3.9
9.1
1.6

7
3 5

-8.4
5.0
2.8

1987

I

13.8

-1.6
-3.5
-1.9
-1.6

1.9

154
160

-11.6
-4.5

.6

Percent change from preceding
quarter

1986

II

-9.8
-8.0

-39.3
-2.5
128

15.8
22.2

166.0
4.9

-6.5

III

13.3
22.0
69.3
16.7
-.6

17.3
24.4
92.5
12.3

-8.8

IV

16.7
23.6
63.0
18.6
4.9

5
-3.2

-33.2
5.9

11.9

1987

I

-1.6
54

20 6
-2.9

5.8

-11.1
-14.0
-47.0

50
2.4

NOTE.—Percent changes in major aggregates are found in the National Income and Product Accounts Tables, table 8.1. Dollar
levels are found in tables 4.2 and 4.4.

imports, both petroleum and nonpe-
troleum products.

Imports of petroleum dropped $11 Va
billion in the first quarter, following a
decrease of $8V2 billion in the fourth;
in the two preceding quarters, im-
ports had jumped to unusually high
levels. These sharp changes were
largely responses to movements in
world petroleum prices.

Imports of nonpetroleum products
decreased $4x/2 billion in the first
quarter, in contrast to an increase of
$5 billion in the fourth. The first-
quarter decrease, which was largely
in autos and in capital goods except
autos, appears to reflect the effects of
several quarters of increasing prices.

Imports of services were up less
than in the fourth quarter. The slow-
down was in both investment income
and other services.

Exports decreased $1% billion, or
1V2 percent, in the first quarter, in
contrast to double-digit increases in
the two preceding quarters. The first-
quarter decline was primarily in mer-
chandise exports, both agricultural
and nonagricultural. The decline in
nonagricultural exports was largely
in industrial materials and supplies
and in capital goods except autos.
Some major U.S. export markets con-
tinued to experience sluggish demand.
Demand for U.S. exports by several
Latin American countries remains
constrained by their foreign debt
burden, and that by oil-exporting de-
veloping countries by relatively low
oil prices. Demand for U.S. exports by
Cananda, Mexico, and the newly in-
dustrialized Asian countries has not
had price stimulus from a declining
dollar, because its value has not
changed appreciably against the cur-
rencies of those countries. Further,
those countries provide stiff competi-
tion for U.S. products in other export
markets.

Agricultural exports declined $2 bil-
lion, following strong increases in the
third and fourth quarters. Although
U.S. farm products have been more
price competitive in foreign markets
in recent quarters as a result of the
decline in the dollar and the imple-
mentation of the Food Security Act of
1985, U.S. exports continued to be re-
strained by an oversupply of grains in
the world market. Moreover, the U.S.
dollar has not significantly declined
against the currencies of some of its
major competitors, such as Australia,
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Canada, and, more recently, Argenti-
na and Brazil.

U.S. exports of services increased
about the same as in the fourth quar-
ter. Investment income was up slight-
ly after a decline, and other services
increased less than in the fourth
quarter.

Government purchases
Real government purchases de-

clined $12V2 billion, or 6l/2 percent, in
the first quarter, following an in-
crease of $19 billion, or 10 Vk percent,
in the fourth (table 6). These changes
reflected the pattern of net crop
placements with the CCC; govern-
ment purchases less CCC inventory
change increased in the first quarter
after declining in the fourth.

Federal national defense purchases
increased in the first quarter after de-
clining in the fourth. Both the in-
crease and the decline were spread
across the categories of durables
goods, nondurable goods, and services
other than compensation of employ-
ees. Federal nondefense purchases
other than CCC inventory change con-
tinued a downtrend that has persisted
for six quarters. The first-quarter de-
cline was widespread among the cate-
gories of goods and services.

State and local government pur-
chases increased more than in the
fourth quarter. The pickup was due to
a turnaround in highway construc-
tion, which increased $lVfe billion in
the first quarter after a decline of
that amount in the fourth.

Prices
GNP prices and gross domestic pur-

chases prices both accelerated 1 per-
centage point in the first quarter
(table 7). At 4x/2 percent, the increase
in the price index for gross domestic
purchases remained 1 percentage

point higher than that for GNP; the
difference reflected the much larger
increase in import prices than in
export prices. (Import prices are sub-
tracted out in deriving GNP prices
but not in deriving gross domestic
purchases prices; export prices are in-
cluded in GNP prices but not in gross
domestic purchases prices. For a dis-
cussion of conceptual differences be-
tween the two price measures, see the
section on "Aggregate Price Meas-
ures" in the February 1987 "Business
Situation/') A sharp acceleration in
merchandise import prices in the first
quarter was due to petroleum prices,
which surged 138 ¥2 percent after a
54V2-percent increase in the fourth
quarter. The large increases came
after OPEC members had agreed to
reinstate production quotas in
August. Other merchandise import
prices increased at about the 7-per-
cent rate registered in the fourth
quarter.

The acceleration in gross domestic
purchases prices in the first quarter
was largely attributable to a sharp
turnaround in energy prices, which
increased 23V2 percent after six quar-
ters of decline. Food prices increased
about one-half as much as in the
fourth quarter. The slowdown was
evident in meat prices, which had in-
creased strongly in the second half of
1986, and in milk and fresh vegetable
prices.

Prices of other gross domestic pur-
chases were affected in both the
fourth and first quarters by develop-
ments relating to compensation of
government employees. In the fourth
quarter, prices were boosted a few
tenths of a percentage point by a one-
time employer contribution to a pen-
sion fund administered by Los Ange-
les County; this contribution is treat-
ed in the NIPA's as a temporary in-
crease in the price of employee serv-

Table 6.—Real Government Purchases of Goods and Services
[Seasonally adjusted at annual rates]

Government purchases of goods and services

Federal
National defense. ..
Nondefense ... .

Commodity Credit Corporation inventory
change .

Other

State and local

Billions of 1982 dollars

Level

1987:1

756.9

332.3
258.4
73.9

1.4
72.5

424.6

Change from preceding quarter

1986

II

17.0

8.5
10.6

-2.2

1 9
3

8.5

III

8.2

2.0
10.1
80

70
1 0

6.2

IV

18.9

17.7
-6.9
24.6

24.7
I

1.2

1987

I

-12.4

-16.3
5.9

222

208
1 4

3.9

Percent change from preceding
quarter

1986

II

9.7

11.0
19.0
103

-1.6

8.7

III

4.5

2.5
17.2
346

53

6.1

IV

10.5

23.2
102

226.3

-.5

1.1

1987

I

-6.3

174
9.7

-65.0

-7.3

3.8

ices purchased by State and local gov-
ernment. In the first quarter, prices
were boosted about Vfe percentage
point by a 3-percent pay raise for Fed-
eral civilian and military personnel;
such a pay raise is treated in the
NIPA's as an increase in the price of
employee services purchased by the
Federal Government. If the volatile
food and energy categories and the
developments related to government
employee compensation are excluded
from gross domestic purchases prices,
inflation in each of the past two quar-
ters was about SVfe percent.

The increase in PCE prices picked
up to 5 percent in the first quarter;
the acceleration was accounted for by
energy prices—particularly gasoline
and oil prices, and fuel oil and coal
prices. Increases in the prices of the
nonresidential fixed investment com-
ponents remained small to moderate;
residential investment prices acceler-
ated to 5l/2 percent. Prices paid by
government again accelerated, but in-
creases in both quarters were affected
by the developments related to em-
ployee compensation. Excluding these
developments, prices paid by govern-
ment increased 3 percent in the
fourth quarter and 3x/2 percent in the
first.

Table 7.—Price Indexes (Fixed Weights):
Change From Preceding Quarter

[Percent change at annual rates; based on seasonally adjusted
index numbers(1982=100)]

GNP

Plus' Imports

Equals: Gross domestic purchases...

Less: Change in business

Equals: Final sales to domestic
purchasers

Personal consumption
expenditures

Nonresidential structures
Producers' durable equipment
Residential investment
Government purchases

Addenda: Categories of gross
domestic purchases:
Food 1

Energy 2

Other

II

1.7

-13
-15.5

.4

.3

- 4
1.5
2.6
4.7
1.0

1.5
-354

3.2

1986

III

2.6

— 1.7
-.1

2.8

2.8

3.4
1.0
2.6
2.1
1.3

7.0
-142

3.3

IV

2.7

-.2
8.4

3.5

3.4

3.5
1.7
2.3
3.7
3.8

5.6
-8.0

3.9

1987

I

3.6

3.1
13.5

4.4

4.4

4.8
2.5

.2
5.6
4.7

2.6
23.5
3.7

NOTE.—Percent changes in major aggregates are found in the National Income and Product Accounts Tables, table 8.1. Dollar
levels are found in table 3.8B.

1. Consists of all components of gross domestic purchases for
which separate estimates are prepared. The major component
that is not included is purchases of food by the Federal
Government other than transactions by the Commodity Credit
Corporation.

2. Consists of all components of gross domestic purchases for
which separate estimates are prepared. The major components
that are not included are the gasoline and motor oil portions
of inventories held by gasoline service stations and the energy
portions of inventories held by businesses that do not produce
energy for sale.

NOTE.—Percent changes in major aggregates are found in
the National Income and Product Accounts Tables, table 8.1.
Most index number levels are found in tables 7.1 and 7.3.
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Personal Income
Personal income increased $57 ¥2

billion in the first quarter, following a
$29 billion increase in the fourth
(table 8). Nearly all of the major com-
ponents of personal income contribut-
ed to the step-up. Disposable personal
income jumped in the first quarter, as
the strong increase in personal
income was augmented by a decline
in personal tax and nontax payments.
Personal saving increased after two
quarters of decline.

Wage and salary disbursements
continued to pick up in the first quar-
ter—to a $32V2 billion increase from a
$28 Vb billion increase in the fourth
quarter. All of the major private in-
dustry components except manufac-
turing strengthened, largely reflect-
ing further gains in employment.
Manufacturing wages and salaries
were up less than in the fourth quar-
ter, when they had been boosted $2

Table 8.—Personal Income and Its Disposition:
Change From Preceding Quarter

[Billions of dollars; seasonally at adjusted annual rates]

Wage and salary disbursements
Manufacturing
Other commodity-producing
Distributive
Services
Government and government

enterprises
Other labor income
Proprietors' income ...

Farm
Nonfarm

Rental income of persons
Personal dividend income. . .
Personal interest income
Transfer payments ....
Less: Personal contributions for

social insurance

Personal income

Less: Personal tax and nontax
payments 1

Equals: Disposable personal
income

Less: Personal outlays

Equals' Personal saving

Addenda: Special factors in
personal income:
In wages and salaries:

Federal Government and
Postal Service pay
adjustments

In farm proprietors' income:
Agricultural subsidy payments..

In transfer payments:
Social security retroactive

payments
Cost-of-living increases in

Federal transfer payments
In personal contributions for

social insurance:
Social security base changes

and increase in premium for
supplementary medical
insurance

II

14.7
17
.5
9

11 7

53
28

238
15 1
87
3 5
20

7

54

9

507

73

43.4

36.1

7 5

0

15.4

-.5

1986

III

22.3
12
-.2
40

113

5.9
31

116
199
84

9̂
63
84

13

155

14.2

1.4

70.3

690

4

-14.2

2.0

IV

28.7
54
1.1
56

106

60
26
57
1 4
4.2
1 4

7
86
33

16

29 1

159

13.1

23.0

99

2

4.7

— 2.0

1987

I

32.4
24
2.2
67

126

86
24

147
7 4
73

3
14
23
89

52

57 4

-117

69.0

34.1

350

2.7

10.4

.3

3.6

20

1. For more information on personal tax and nontax pay-
ments, see table 9.

NOTE.—Most dollar levels are found in the National Income
and Product Accounts Tables, table 2.1.

billion by special bonus payments to
auto workers. The step-up in govern-
ment wages and salaries in the first
quarter was accounted for by the pay
raise for Federal civilian and military
personnel.

Federal agricultural subsidy pay-
ments again were a significant factor
in farm proprietors' income, which in-
creased $7V2 billion in the first quar-
ter after increasing $1% billion in the
fourth. In the first quarter, subsidy
payments—largely final deficiency
payments on the 1986 cotton and rice
crops and initial deficiency payments
on all 1987 program crops—amounted
to $20 billion. (Deficiency payments
are payments by the government to
farmers when the market price of a
crop is below the target price set by
the CCC.) In the fourth quarter, subsi-
dy payments—largely final deficiency
payments on the 1986 wheat crop—
had totaled $9x/2 billion. Farm income
excluding subsidies declined for the
fifth consecutive quarter; the $3 bil-
lion first-quarter decline reflected
both lower production and lower
prices. Nonfarm proprietors' income
increased somewhat more than in the
fourth quarter, reflecting pickups in
construction, retail trade, and serv-
ices.

Personal interest income turned
around after four consecutive quar-
ters of decline. The increase, which
amounted to $2V2 billion, largely re-
flected the leveling off in the decline
in interest rates.

The step-up in transfer payments—
to a $9 billion increase—was largely
due to cost-of-living adjustments
(COLA's) to benefits paid under social
security and several other Federal re-
tirement and income support pro-
grams. The COLA's, which became ef-
fective in January, added $3V2 billion
to transfer payments in the first quar-
ter.

First-quarter changes in most of the
remaining components of personal
income were relatively small. Among
these components, rental income of
persons and personal dividend income
contributed to the step-up in personal
income in the first quarter. Personal
contributions for social insurance,
which are subtracted in deriving the
personal income total, increased con-
siderably more than in the fourth
quarter; first-quarter contributions
were boosted $2 billion by an increase
in the taxable wage base for social se-
curity from $42,000 to $43,800 and an
increase in the monthly premium for

supplementary medical insurance
from $15.50 to $17.90.

A substantial decline in personal
tax and nontax payments in the first
quarter largely reflected direct and
indirect effects of the Tax Reform Act
of 1986. Estimates of these effects are
shown in table 9. (For an analysis of
major provisions of the act, see the ar-
ticle "The Tax Reform Act of 1986" in
the March 1987 SURVEY.)

Federal tax payments dropped
sharply, as the impact of the tax law
change more than offset an increase
in taxes due to growth in the taxable
earnings base. A large reduction in
Federal withheld income taxes in the
first quarter came about in two ways.
First, the tax act, on balance, lowered
withholdings by reducing rates, by in-
creasing the personal exemption, and
by replacing the zero bracket amount
with a standard deduction. Second,
underwithholding occurred in the
first quarter because the new Internal
Revenue Service graduated withhold-
ing tax tables were applied to the
number of allowances on file for 1986.
The 1986 allowances were used by
many employers in calculating the
initial 1987 withholding because most
employees had not yet filed a new
Form W-4, which is designed to bring
withholding closer to tax liability. In
contrast, the tax act, on balance,
raised declarations (estimated tax
payments) and net settlements (final
tax payments less refunds of the pre-
ceding year's taxes) in the first quar-
ter. Declarations and net settlements

Table 9.—Personal Tax and Nontax Payments:
Change From Preceding Quarter

[Billions of dollars, seasonally adjusted at annual rates]

Personal tax and nontax payments

Federal
Tax Reform Act of 1986 1

Withheld income taxes
Declarations and net settlements

Income deferral and deduction
acceleration

Acceleration of capital gains
realizations

Other provisions
Estate and gift taxes

Other

State and local
Tax Reform Act of 1986 2

Other

1986

IV

15.9

10.3

10.3

5.8
2.2
3.6

1987

I

-11.7

-11.0
221
336
12.4

-13.8

15.6
10.6

9
11.1

-.8
-3.6

2.8

1. The estimate of the impact of the Tax Reform Act of 1986
on withheld income taxes differs from that shown in table 1 of
the March 1987 Survey article "The Tax Reform Act of 1986"
because BEA has made an independent estimate to incorporate
the new IRS tax table and to take into account the timing of
filings of the new Form W-4.

2. Estimate of indirect effects of the Tax Reform Act of 1986
on State and local personal tax payments.

NOTE.—The estimates of tax payments in this table are
subject to large uncertainties. They are based on fragmentary
information and thus are subject to larger than usual revision
as actual payments data become available later in 1987.
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were reduced to the extent that tax-
payers, faced with a 2-year phased re-
duction in tax rates and the elimina-
tion—or limitation—of many deducti-
bles, deferred income and/or acceler-
ated deductions to minimize their tax
liability in 1986; declarations and net
settlements were raised to the extent
that taxpayers shifted realization of
capital gains into 1986 to take advan-
tage of the lower tax rate. In addition,
other tax act effects, particularly the
repeal of the investment tax credit,
raised declarations and net settle-
ments in the first quarter.

State and local tax payments de-
creased in the first quarter, following
an unusually large increase in the
fourth. Fourth-quarter payments had
included indirect impacts of the
changes in the Federal tax law; pay-
ments were raised to the extent that
taxpayers elected to pay State taxes
on capital gains—as well as other
State income taxes—in the fourth
quarter in order to maximize the
State income tax deduction on the
Federal tax return for liability year
1986, when the Federal marginal tax
rates were higher. In the first quar-
ter, payments were lowered to the
extent that taxpayers deferred income
and/or accelerated deductions to min-
imize their tax liability in 1986.

Reflecting the strength in personal
income and the decrease in personal
tax and nontax payments, disposable
personal income (DPI) jumped $69 bil-
lion, or 9x/2 percent, in the first quar-
ter, following an increase of $13 bil-
lion, or 2 percent, in the fourth. With-
out the special factors affecting
income and taxes, DPI still would
have accelerated—to a $29 billion in-
crease from a $12% billion increase.

Despite some acceleration in prices,
real DPI improved considerably after
two quarters of deterioration. Real
DPI increased 4 percent in the first
quarter after a IVk-percent decline in
the fourth.

Personal outlays—largely PCE—
were up somewhat more than in the
fourth quarter, but the difference
paled alongside that for DPI. As a
result, personal saving swung sharp-
ly—to a $35 billion increase from a
$10 billion decline in the fourth quar-
ter. The personal saving rate climbed
1.1 percentage points to 3.6 percent in
the first quarter.

CHART 5

Profits From Current Production
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Corporate Profits in 1986

Profits from current production—
profits before tax plus inventory valu-
ation adjustment (IVA) and capital
consumption adjustment (CCAdj)—in-
creased $20 billion in 1986, the fourth
year of economic recovery and expan-
sion, following increases of $16 billion
in 1985, $51 billion in 1984, and $63y2
billion in 1983 (chart 5).3

A little more than one-half of the
1986 increase—$10% billion—was in
domestic profits of financial corpora-
tions, primarily insurance. Domestic
profits of nonfinancial corporations
increased $6 billion, reflecting a
modest increase in real product com-
bined with a small increase in unit
profits (although profit margin—unit
profits as a percent of unit price—
slipped slightly). The increase in unit
profits reflected a slightly larger in-
crease in unit prices than in unit
costs. Profits from the rest of the
world increased $3V2 billion.

3. Definitions of IVA and CCAdj are available in a
number of sources, including U.S. Department of Com-
merce, Bureau of Economic Analysis, The National
Income and Product Accounts of the United States,
1929-82: Statistical Tables (Washington, DC: GPO,
September 1986), pp. x-xi.

Profits before tax (PBT) increased
$14% billion in 1986; profits tax li-
ability, $11 % billion; and profits after
tax, $2% billion. One-half of the rela-
tively sharp increase in tax liability
resulted from retroactive provisions of
the Tax Reform Act of 1986.

The IVA increased $7 billion, from
negative $¥2 billion to $6% billion.
The last time the annual IVA was
positive—indicating a decline in in-
ventory prices—was 1963, and the last
time a positive IVA amounted to
more than 1 percent of PBT was 1938.
The Producer Price Index, which is a
major source for estimating the IVA,
declined 2.9 percent.

A steep drop in petroleum prices
dominated the decline in inventory
prices. As a result, the increase in
IVA was concentrated in industries
with substantial stocks of petroleum
and petroleum products, especially
the refining, public utility, chemicals,
and transportation industries. Togeth-
er, these four industries accounted for
about 80 percent of the increase in
total IVA.

The CCAdj declined $1% billion, to
$56x/2 billion; it was the first annual
decline since 1980. Two factors con-
tributed importantly to the decline.
First, 1986 was the first year since

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

April 1987



April 1987 SURVEY OF CURRENT BUSINESS

the enactment of the Economic Recov-
ery Tax Act of 1981 in which a cohort
of the 5-year-recovery class of assets
was removed from the depreciation
base. Second, prices of capital assets
increased considerably less in 1986
than the average rate at which they
had increased during the period that
the capital stock had been acquired.

Profits by industry.—PET with IVA
and CCAdj is not available by indus-
try; PBT with IVA alone, the best
measure of industry profits available,
increased $21% billion in 1986, to
$244 billion. Domestic profits of nonfi-
nancial corporations increased $9%
billion; domestic profits of financial
corporations, $8% billion; and profits
from the rest of the world, $3% bil-
lion.

For nonfinancial corporations, prof-
its of communications and utilities in-
creased sharply; manufacturing prof-
its increased $3 billion, with individ-
ual manufacturing industries register-
ing changes ranging from negative
$4% billion (petroleum) to $3 billion
(chemicals).

In communications, the increase in
profits was shared by both local
phone companies and long distance
carriers. Profits were boosted by pro-
ductivity increases and by contribu-
tions of subsidiaries in fields ranging
from publishing to finance.

The decline in petroleum prices
contributed to smaller losses in pri-
mary metals and to higher profits in
utilities and chemicals—industries
that use large amounts of petroleum
as boiler fuel and feedstock. In pri-

mary metals, a major producer's ap-
plication for bankruptcy protection
also contributed to profits by lowering
costs of debt service and pension fund-
ing; in addition, a long strike at a
major steel producer classified in the
petroleum industry probably resulted
in increased demand for steel from
other producers that are classified in
primary metals. In chemicals, profits
were also boosted by higher rates of
capacity utilization and increased for-
eign demand; profits in 1986 were the
highest since 1981 and followed a very
depressed 1985. Because many refin-
ers are deeply involved in petroleum
exploration and development, the
large drop in crude oil prices was re-
flected in sharply lower refiners' prof-
its—the fifth consecutive year of
sharp decline. From a level of $36%
billion in 1981, petroleum profits
dropped to $8% billion in 1986.

Profits increased $3 billion in food
manufacturing and declined almost as
much in tobacco manufacturing. As a
result of major merger and acquisi-
tion activity, a substantial portion of
the tobacco industry (and tobacco
profits) was moved into the food in-
dustry. The increased profits in food
also reflected declines in prices of
farm products. For example, prices re-
ceived by farmers for food grains
dropped 18 percent; for fruit, 8 per-
cent.

The $8% billion increase in domes-
tic profits of financial corporations
was accounted for largely by proper-
ty/casualty insurance companies,
which recorded positive profits after 2
years of losses. In 1986, premiums in-

creased 20 percent while claims and
related expenses increased 13 percent,
producing sharply lower underwriting
losses and accounting for most of the
improvement in profits; investment
income (dividends and interest) in-
creased moderately. The largest re-
ductions in underwriting losses were
registered in commercial multiperil,
homeowners' multiperil, and automo-
bile insurance. Premium increases
were sharp for the first of these and
modest for the second; for both types,
claims fell, reflecting an unusually
small number of natural catastrophes.
In automobile insurance, most of the
reduction in underwriting loss was at-
tributable to commercial, as opposed
to private, insurance. The only major
line of property/casualty insurance
not experiencing improved underwrit-
ing results was workers' compensa-
tion insurance.

The $3% billion increase in rest-of-
world profits reflected both increased
receipts and (more importantly) re-
duced payments. A decline in receipts
from foreign petroleum subsidiaries of
U.S. corporations was more than
offset by an increase in receipts from
nonpetroleum subsidiaries, especially
those located in Europe and Japan.
The drop in payments was concentrat-
ed in the third quarter, and was espe-
cially pronounced in petroleum, bank-
ing, and wholesale trade subsidiaries
of foreign corporations; by area, pay-
ments to the six original members of
the European Economic Communities
and to Canada declined most, more
than accounting for the drop in total
payments.
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the BUSINESS SITUATION

DEVISED estimates show that real
GNP increased at an annual rate of
4x/2 percent in the first quarter of
1987; the preliminary estimates had
shown about the same rate of in-
crease (table I).1 Several components
of real GNP registered offsetting revi-
sions, although the broad picture of
the economy, as sketched in last
month's "Business Situation,"
changed little. The largest upward re-
visions were in inventory investment
($4 billion) and in noiiresidential fixed
investment ($4 billion). The largest
downward revisions were in personal
consumption expenditures ($4 billion)
and in net exports ($3 billion). In net
exports, an upward revision in im-
ports overshadowed an upward revi-
sion in exports. The increase in the
GNP price index (fixed weights) was
revised up, to 4 percent, from the 3V2-
percent preliminary estimate. The
upward revision largely reflected
newly available data on export arid
import prices.

The -revision in inventories largely
reflected newly available March data
for manufacturing and trade. The re-
vision in nonresidential fixed invest-
ment largely reflected revised Census
construction put-in-place data for Jan-
uary and February. The bulk of the
downward revision in personal con-
sumption expenditures, which was
spread across major subcomponents,
reflected revised retail sales data for
February and March. The downward
revision in net exports reflected
newly available March data on mer-
chandise exports and imports.

Corporate Profits
Profits from current production—

profits before tax with inventory valu-
ation adjustment (IVA) and capital
consumption adjustment (CCAdj)—in-
creased $221/2 billion in the first quar-
ter of 1987, following a $9 billion in-
crease in the fourth quarter of 1986.
Domestic profits of nonfinancial cor-
porations accounted for all of the
first-quarter increase after accounting
for less than one-half of the fourth-
quarter increase. Small changes in do-
mestic profits of financial corpora-
tions and in profits from the rest of
the world were offsetting.

Profits before tax (PBT) increased
$7 billion in the first quarter, follow-
ing an increase of $19 billion in the
fourth. The much larger increase in
profits from current production than
in PBT is due to the CCAdj, which in-
creased $15V2 billion. The CCAdj, like
the IVA (which changed little in the

first quarter), is reflected in the cur-
rent production measure but not in
PBT.

The CCAdj is the difference be-
tween depreciation based largely on
tax accounting, on the one hand, and
economic depreciation as defined by
BEA, on the other. The Tax Reform
Act of 1986 (TEA) permitted more ac-
celerated depreciation for tax pur-
poses. An increase in tax-based depre-
ciation, which was not matched by a
similar increase in economic deprecia-
tion, produced the very large increase
in CCAdj in the first quarter.

Profits after tax (PAT) declined $8
billion in the first quarter. The differ-
ence between the $8 billion decline in
PAT and the $7 billion increase in
PBT reflected a $15 billion increase in
corporate profits tax liabilities. The
increase in tax liabilities occurred de-
spite a substantial reduction in statu-
tory tax rates under the TRA; the
effect of the reduction in statutory

1. Quarterly estimates in the national income and
product accounts are expressed at seasonally adjusted
annual rates, and quarterly changes in them are dif-
ferences between these rates. Quarter-to-quarter per-
cent changes are compounded to annual rates. Real,
or constant-dollar, estimates are expressed in 1982 dol-
lars.

Looking Ahead . . .

• U.S. Multinational Companies: Operations in 1985. Data and analysis
of the operations in 1985 of U.S. parent companies and their foreign affili-
ates, by industry and by country of foreign affiliate, will be presented in
the June SURVEY. Selected data will be available as of June 22.

• U.S. International Transactions and Investment Position. Revised esti-
mates of U.S. international transactions will be presented in the June
SURVEY, along with preliminary estimates of the first quarter of 1987.
The revisions cover 1982-86. For the first time, the international services
accounts will include estimates of expenditures by foreign medical
patients in the United States and of commissions on U.S. and foreign se-
curities transactions. The same issue will present preliminary estimates
for yearend 1986 of U.S. assets abroad and foreign assets in the United
States and the sources of change in the investment position.

• Annual Revisions in the National Income and Product Accounts. Re-
vised estimates will be presented in the July SURVEY. The revisions cover
the period beginning with the first quarter of 1984 and incorporate new
source data and seasonal factors.

• State Quarterly Personal Income. Revised estimates for 1969-79, pre-
pared as part of a comprehensive revision of the regional estimates, will
be presented in the July SURVEY. Estimates for 1980-85 appeared in the
October 1986 SURVEY.
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rates was more than offset by the
effect of increases in the tax base.
(The interplay of TRA provisions and
profits measures will be discussed in
next month's "Business Situation.")'".

Government Sector
The fiscal position of the govern-

ment sector in the NIPA's improved
in the first quarter of 1987, as the
combined deficit of the Federal Gov-
ernment and of State and local gov-
ernments decreased .$6%. billion (table
2). The deficit of the Federal Govern-
ment declined $14 Va billion, and the
surplus of State and local govern-
ments declined $8 billion.

The Federal sector.—The Federal
Government deficit declined to $174 Vk
billion, as receipts increased more
than expenditures.

Receipts increased $19% billion,
compared with $21 Va billion in the
fourth quarter. The first-quarter in-
crease was the result of $7Vfe billion
due to law changes, largely the Tax

Reform Act of 1986 (TRA), and $11%
billion due to larger tax bases. Two-
thirds of the total increase was ac-
counted for by corporate profits tax
accruals. The $13 billion increase in
corporate taxes was more than ac-
counted for by an $18 billion increase
due to various provisions of TRA. (For
a discussion of the major provisions of
TRA, see the March 1987 SURVEY OF
CURRENT BUSINESS.)

Most of the remainder of the total
increase was accounted for by contri-
butions for social insurance. The in-
crease in contributions included $2
billion for an increase in the social se-
curity tax base—to $43,800 from
$42,000—and $1 billion for an in-
crease in the medicare supplementary
medical insurance premium—to
$17.90 from $15.50 per month.

A $1 billion decline in personal tax
and nontax payments was the net
result of a $14 billion decline due to
TRA and a $13 billion increase due to
higher incomes. (The revised estimate
of first-quarter personal taxes is $9.9

Table 1.—Revisions in Selected Component Series of the NIPA's, First Quarter of 1987

GNP ..
Personal consumption expenditures
Nonresidential fixed investment
Residential investment
Change in business inventories
Net exports
Government purchases

National income
Compensation of employees
Corporate profits with inventory valuation and capital

consumption adjustments
Other . . . .

Personal income ..

GNP.,... ..
Personal consumption expenditures
Nonresidential fixed investment
Residential investment
Change in business inventories
Net exports
Government purchases

GNP price index (fixed weights)
GNP price index (chained weights)
GNP implicit price deflator

Seasonally adjusted at annual rates

Prelimi-
nary

First
revision Difference

Billions of current dollars

4,339.2
2,854.3

447.0
225.0

32.7
-112.0

892.1

2,577.5

594.8

3,585.3

4,348.4
2,850.7

451.4
226.7

40.0
-111.9

891.4

3,507.4
2,578.1

333.5
595,7

3,586.2

9.2
36
4.4
1.7
7.3
.1

-.7

.6

.9

.9

Billions of constant (1982) dollars

3,735.2
2,443.1

442.4
196.0

31.0
1342
756.9

3,735.9
2,438,9

446.3
197.5

35.0
1372
755.2

.7
-4.2

3.9
1.5
4.0

-3.0
-1.7

Index numbers,1982=100 '

117.4

116.2

117.5

116.4

.1

.2

Percent change from
preceding quarter at

annual rates

Prelimi-
nary

7.8
4.9

14.1
-1-8

3.1

5.6

11,8

6.7

4.3
4

-12.8
-7.2

-6.3

3.6
3.3
3.5

First
revision

8.7
4.4

-10.7
1.2

2.8

9.0
5.7

31.9
12.5

6.8

4.4
-1.1
-9.7
-4.3

-7.1

3.9
3.8
4.2

1. Not at annual rates.
NOTE.—For the first quarter of 1987, the following revised or additional major source data were incorporated: For personal

consumption expenditures, revised retail sales for February and March; for nonresidential fixed investment, manufacturers'
shipments of equipment for February (revised) and March, construction put in place for January and February (revised) and
March, and partial information on actual plant and equipment expenditures for the quarter; for residential investment,
construction put in place for February (revised) and March; for change in business inventories, book values for manufacturing and
trade for February (revised) and March; for net exports of goods and services, merchandise exports and merchandise imports for
March; for government purchases of goods and services, Federal unified budget outlays for March, and State and local construction

month of each quarter), unit-value indexes for petroleum imports for March and for merchandise exports and nonpetroleum
merchandise imports for January and February, and residential housing prices for the quarter.

billion larger than the preliminary es-
timate issued in April. The revision
was largely in nonwithheld income
taxes—declarations (estimated tax
payments) and net settlements (final
tax payments less refunds on the pre-
ceding year's taxes)—and resulted
from the incorporation of additional
collections data from the Treasury
Department.)

Expenditures increased $5 billion,
compared to $13 billion in the fourth
quarter. The first-quarter increase re-
flected several large, partly offsetting
changes in the components. One of
the large increases was in national
defense purchases of goods and serv-
ices, which had declined in the fourth
quarter. The increase was concentrat-
ed in purchases of services, which
were up $6 billion and included $2 bil-
lion for a 3-percent military and civil-
ian pay raise, effective January 1,
1987. Subsidies less the current sur-
plus of government enterprises also
recorded a large increase, the net
result of a $13 billion increase in sub-
sidies to farmers and a $5 billion de-
crease in the deficit of the Commodity
Credit Corporation (CCC). Transfer
payments to persons increased $4 Vfe
billion, including $3V2 billion for a 1.3
percent cost-of-living adjustment for a
number of programs; the largest—
$2x/2 billion—was for social security
benefits.

Of the declines, the largest was in
nondefense purchases of goods and
services. The $12 billion decline was
accounted for by purchases of agricul-
tural commodities by the CCC. The
nondefense pay raise—$1 billion—was
offset by declines in other purchases.
Transfer payments to foreigners de-
clined $4 billion; the decline was in
both economic and military aid.
Grants-in-aid to State and local gov-
ernments declined $lx/2 billion from a
fourth-quarter level that had included
a one-time payment ($2x/2 billion at
an annual rate) to Louisiana in settle-
ment of disputed outer continental
shelf oil revenues. All other grants,
on balance, increased $1 billion; the
largest increase was for highways
($lx/2 billion), and the largest de-
creases were for education and for
food and nutrition ($¥2 billion each).

Cyclically adjusted surplus or defi-
cit.—When measured using cyclical
adjustments based on middle-expan-
sion trend GNP, the Federal deficit
on the national income and product
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account basis declined from $196.6 in
the fourth quarter to $189.3 in the
first. The cyclically adjusted deficit as
a percentage of middle-expansion
trend GNP decreased from 4.6 per-
cent in the fourth to 4.4 percent in
the first.

State and local sector.—State and
local government surplus declined $8
billion in the first quarter to $51 ¥2
billion, as expenditures increased
more than receipts. The decline in the
surplus was concentrated in other
funds, which swung from a small sur-
plus in the fourth quarter to a $5x/2
billion deficit in the first; the social
insurance funds surplus declined $1
billion to $57 billion.

Receipts increased $3V2 billion,
compared with $5x/2 billion in the
fourth quarter. Indirect business tax
and nontax accruals—including $1V2
billion for sales tax increases in Ne-
braska, Texas, and Virginia—and cor-
porate profits tax accruals increased.
Partly offsetting these increases were
declines in Federal grants-in-aid, con-
tributions for social insurance, and
personal tax and nontax receipts. The
decline in contributions was from a
fourth-quarter level that included a
one-time employer contribution ($1.8
billion at an annual rate) to the Los
Angeles County retirement system.
The decline in personal taxes was due
to the indirect effects of TRA on State
and local income taxes.

Expenditures increased $11V2 bil-
lion, compared with $10% billion in
the fourth quarter. Most of the in-
crease was in purchases of goods and
services, which increased at about the
same pace as in the fourth quarter.
Excluding the Los Angeles County re-
tirement contribution, which was in-

cluded in compensation in the fourth
quarter, purchases increased $11 bil-
lion, compared with $6x/2 billion in
the fourth quarter. That step-up was

largely due to purchases of structures;
construction of highways had declined
in the fourth quarter but resumed an
upward trend in the first.

Table 2.—Government Sector Receipts and Expenditures
[Billions of dollars, seasonally adjusted at annual rates]

Government sector

Receipts >
Expenditures <

Surplus or deficit ( — )

Federal Government

Receipts ... . .
Personal tax and nontax receipts
Corporate profits tax accruals
Indirect -business tax and nontax accruals
Contributions for social insurance

Expenditures
Purchases of goods and services

National defense
Nondefense

Of which: Commodity Credit Corporation inventory change
Transfer payments

To persons
To foreigners -

Grants-in-aid to State and local governments
Net interest paid
Subsidies less current surplus of government enterprises

Subsidies... „
Of which Agricultural subsidies

Less: Current surplus of government enterprises....
Less: Wage accruals less disbursements :

Surplus or deficit (— )

State and local governments

Receipts
Personal tax and nontax receipts
Corporate profits tax accruals ,
Indirect business tax and nontax accruals
Contributions for social insurance
Federal grants-in-aid

Expenditures
Purchases of goods and services

Of which: Structures . .
Transfer payments to persons
Net interest paid
Less' Dividends received by government

Subsidies.
Less' Current surplus of government enterprises

Less' Wage accruals less disbursements

Surplus or deficit (— )

Social insurance funds
Other

Change from preceding quarter

1986

I

14.5
156
30.1

.8
53
.6

33
8.8

219
-25.2
-1.6

-23.6
-23.1

3.4
8.4

-5.0
1.9
1.1

-3.1
.1
.1

3.2
0

22.7

15.7
2.2

-1.2
12.3

.6
1.9

8.2
6.2

.4
2.2

.3

.4
2

0
.2

0

7.5

.6
6.9

II

6.6
54.9
483

6.9
5.1
2.4
20
1.4

44.2
11.9
12.0

1
-.1
7.4
2.8
4.6
3.4
3.1

18.5
19.1
19.1

.6
0

-37.3

3.2
2.1
1.0

-4.0
.7

3.4

14.1
12.3
7.1
2.0
.3
.3
2

. 0
.3

0

109

.7
-11,6

HI

36.1
39

40.0

19.6
10.4
4.1
2.7
2.4

-15.3
1.8
8.4

-6.6
-5.9

6.3
5.9

.4
1.1

, -3.4
^21.1
-17.7
-17.6

3.4
0

34.9

17.7
3.8
1.3

10.8
.7

1.1

12.5
11.4
4.3
1.9

2
' .3

3
0

.3
0

5.1

.7
4.4

IV

31.1
27.2
3.9

21.4
10.2
8.8

9
3.3

12.9
2.8
79

10.7
10.8
1 1
0

-1.2
-4.0

1.1
14.1
5.5
5.8

-8.6
0

8.5

5.7
5.8
1.9

_ 4
2.5

-4.0

10.3
8.5
19
2.8

3
.3
3

o'
.3

0

46

2.6
-7.2

1987

I

24.4
17.9
6.5

19.3
-1.1
13.1
1.0
6.3

4.9
29
9.1

-12.0
-11.9

.6
4.7
40
17
1.6
7.3

12.6
13.0
5.3
0

14.4

3.4
8

1.8
5.2
12

-1.7

11.4
9.1
1.4
3.1
-.2

.3
3

0
;3

0

8.0

12
-6.8

Level

1987:1

1,409.7
1,532.6
-122.9

873.8
375.0
106.1

53.4
339.3

1,048.2
369.2
287.9
81.3

-1.5
402.5
392.2

10.3
102.4
137.4

36.8
39.0
24.2
2.2
0

-174.4

638.3
158.1
23.8

305.6
48.4

102.4

586.8
522.2

66.0
113.3

-26.4
7.3

-15.0
.9

15.9
0

51.5

57.1
56

NOTE.—Dollar levels are found in the National Income and Product Accounts Tables, tables 3.2 and 3.3.
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the BUSINESS SITUATION

JT ROFITS from current production—
profits before tax (PBT) with invento-
ry valuation adjustment (IVA) and
capital consumption adjustment
(CCAdj)—increased $24 billion in the
first quarter of 1987, following a $9
billion increase in the fourth quarter
of 1986. Domestic profits of nonfinan-
cial corporations increased $20 billion,
and domestic profits of financial cor-
porations increased $lVfe billion; in
the fourth quarter, both had in-
creased $4 billion. Profits from the
rest of the world were up $2% billion,
following a $1V2 billion increase.

PBT increased $8 billion in the first
quarter, following an increase of $19
billion in the fourth. The much larger
increase in profits from current pro-
duction than in PBT was due to the
CCAdj, which increased $16 billion.
The CCAdj, like the IVA (which
changed little in the first quarter), is
reflected in the current production
measure but not in PBT.

The CCAdj is the difference be-
tween depreciation based largely on
tax accounting, on the one hand, and
economic depreciation as defined by
BEA, on the other. The Tax Reform
Act of 1986 (TEA) permitted more ac-
celerated depreciation for tax pur-
poses by providing that, in most cases,
assets can be depreciated under a 200-
percent, rather than a 150-percent,
declining balance method. The result-
ing increase in tax-based depreciation
produced the very large increase in
CCAdj in the first quarter.

Corporate profits tax liability in-
creased $13 Vk billion. This increase, in
conjunction with the $8 billion in-
crease in PBT, produced a $5% billion
decline in profits after tax.

The much sharper increase in taxes
than in PBT reflects the impact of the
TRA. Although the more accelerated
depreciation and lower statutory tax
rates of the TRA had the effect of re-
ducing first-quarter taxes, this effect
was more than offset by other provi-

sions of the act that either resulted in
more income being subject to tax—
such as the enactment of a minimum
tax and limitations on certain busi-
ness expense deductions—or shifted
the timing of income and expense rec-
ognition—such as the changes in ac-
counting procedures related to capi-
talization rules and the treatment of
installment sales and bad debt re-
serves.1

The changes mandated by the TRA
necessitate adjustments to the meth-
odologies used to estimate PBT and
corporate tax liability in the national
income and product accounts
(NIPA's).2

( Usually, quarterly taxes are derived
by applying an effective tax rate to
PBT. For 1987, the resulting estimate
is modified by BEA's estimates of the
tax impact of changes in depreciation

1. For a detailed discussion of the tax law changes
and Treasury Department estimates of the revenue ef-
fects, see "The Tax Reform Act of 1986," SURVEY OF
CURRENT BUSINESS 67 (March 1987): 18-25.

2. For a description of the methodologies, see U.S.
Department of Commerce, Bureau of Economic Analy-
sis, Corporate Profits: Profits Before Tax, Profits Tax
Liability, and Dividends, Methodology Paper Series
MP-2, (Washington, DC: GPO), May 1985.

schedules and of the repeal of the in-
vestment tax credit and by the Treas-
ury Department's estimates of the
impact of other changes in the tax
law.

Quarterly estimates of PBT are ob-
tained by extrapolating largely on the
basis of reports to the Census Bureau,
to regulatory agencies, to trade asso-
ciations, and to stockholders. Incom-
plete information available to BEA at
this time suggests that corporations,
by and large, did not implement the
TRA's new accounting procedures in
these reports in the first quarter; in
the few instances where BEA deter-
mined that the new accounting proce-
dures were used, however, adjust-
ments were made to remove their ef-
fects from PBT. BEA will continue to
monitor these reports for changes in
corporate accounting practice and will
continue to make adjustments as re-
quired.

Internal Revenue Service (IRS) tab-
ulations of tax return data on 1987
corporate profits will not become
available to BEA until early 1990 and
will not be incorporated into BEA es-
timates until July of that year. These
data, presumably, will fully reflect

Looking Ahead . . .
• Annual Revisions in the National Income and Product Accounts. Re-

vised estimates will be presented in the July SURVEY. The revisions cover
the period beginning with the first quarter of 1984 and incorporate new
source data and seasonal factors.

• State Quarterly Personal Income. Revised estimates for 1969-79, pre-
pared as part of a comprehensive revision of the regional estimates, will
be presented in the July SURVEY. Estimates for 1980-85 appeared in the
October 1986 SURVEY.

• Capital Stock. A volume containing revised and updated estimates of
fixed reproducible tangible wealth in the United States for 1925-85, in-
cluding estimates of fixed nonresidential private capital by industry, will
be available soon from the Government Printing Office. Upcoming issues
of the SURVEY will contain order information.
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the new accounting procedures, neces-
sitating changes in estimation meth-
odology. Some of the new accounting
procedures (such as those relating to
installment sales and bad debt re-
serves) will bring IRS and NIPA defi-
nitions of profits into closer conformi-
ty and, as a result, obviate the adjust-
ments that BEA has heretofore made
to IRS data. Other procedures (such
as limitations on business expense de-
ductions and certain aspects of the
uniform capitalization rules) will

drive the IRS and NIPA definitions
further apart and, as a result, necessi-
tate a new set of adjustments to the
IRS data.

Profits by industry.—PET with IVA
and CCAdj is not available by indus-
try; PBT with IVA alone, the best
measure of industry profits available,
increased $8Vfe billion in the first
quarter, following an $6 billion in-
crease. Domestic profits of nonfinan-
cial corporations increased $4x/2 bil-

Table 1.—Revisions in Selected Component Series of the NIPA's, First Quarter of 1987

GNP
Personal consumption expenditures
Nonresidential fixed investment
Residential investment
Change in business inventories
Net exports
Government purchases

National income
Compensation of employees
Corporate profits with inventory valuation and capital

consumption adjustments
Other .

Personal income

GNP.....
Personal consumption expenditures
Nonresidential fixed investment .. .
Residential investment
Change in business inventories
Net exports
Government purchases

GNP price index (fixed weights)
GNP price index (chained weights)
GNP implicit price deflator

Seasonally adjusted at annual rates

First
revision

Second
revision Difference

Billions of current dollars

4,348.4
2,850.7

451.4
226.7
40.0

-111.9
891.4

3,507.4
2,578.1

333.5
595.7

3,586.2

4,352.1
2,850.4

451.5
226.4
44.2

-107.9
887.6

3,510.9
2,579.0

335.4
596.6

3,587.9

3.7
3
.1

-.3
4.2
4.0

-3.8

3.5
.9

1.9
.8

1.7

Billions of constant (1982) dollars

3,735.9
2,438.9

446.3
197.5
35.0

1372
755.2

3,739.4
2,438.8

446.3
197.3
40.7

-133.7
750.1

3.5
-.1
0
-.2
5.7
3.5

-5.1

Index numbers, 1982=100 1

117.5

116.4

117.5

116.4

0

0

Percent change from
preceding quarter at

annual rates

First
revision

8.7
4.4

-10.7
1.2

2.8

9.0
5.7

31.9
12.5

6.8

4.4
-1.1
-9.7
-4.3

-7.1

3.9
3.8
4.2

Second
revision

9.1
4.3

-10.6
.7

1.0

9.5
5.8

34.9
13.2

7.0

4.8
-1.1
-9.7
-4.7

-9.6

3.9
3.7
4.2

1. Not at annual rates.
NOTE.—For the first quarter of 1987, the following revised or additional major source data were incorporated: for personal

consumption expenditures, revised retail sales for March, used car sales for the quarter, consumer share of new car purchases for
March, and consumption of electricity for March; for nonresidential fixed investment, revised manufacturers' shipments of
equipment for March, revised construction put in place for March, business share of new car purchases for March, and actual
plant and equipment expenditures for the quarter; for residential investment, revised construction put in place for March; for
change in business inventories, revised book values for manufacturing and trade for March; for net exports of goods and services,
revised service receipts for the quarter; for government purchases of goods and services, revised construction put in place for
March; for wages and salaries, revised employment, average hourly earnings, and average weekly hours for March; for net
interest, financial assets held by households for the quarter, and revised net interest from the rest of the world for the quarter;
for corporate profits, revised domestic book profits for the quarter, and revised profits from the rest of the world for the quarter;
and for GNP prices, revised residential housing prices for the quarter.

lion; domestic profits of financial cor-
porations, $1 billion; and profits from
the rest of the world, $21/2 billion.

In nonfinancial corporations, trade
profits were up $8 billion and manu-
facturers' profits were down $6 ¥2 bil-
lion. The increase in trade profits fol-
lowed a $5J/2 billion decline in the
fourth quarter and extended the up-
and-down pattern around a rising
trend that has characterized profits in
the industry since mid-1985. In manu-
facturing, a modest increase in profits
of durable manufacturers was more
than offset by a decline in profits of
nondurables manufacturers. In non-
durables, declines were widespread
but most pronounced in petroleum.
Contributing to the drop in petroleum
profits was a 24V2-percent increase in
refiners' acquisition cost of crude oil;
the Producer Price Index for finished
petroleum products, in contrast, in-
creased 15 percent.

Profits of property and casualty in-
surance companies more than ac-
counted for the increase in profits of
financial corporations. In rest-of-
world-profits, an increase in inflows
from foreign affiliates of U.S. corpora-
tions more than offset an increase in
outflows from U.S. affiliates of foreign
corporations; both petroleum and non-
petroleum affiliates of U.S. corpora-
tions contributed to the higher level
of inflows.

First-quarter NIPA revisions
Table 1 shows the second revision

of the NIPA estimates for the first
quarter of 1987.
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the BUSINESS SITUATION

J. HE pace of U.S. production slowed
in the second quarter. Real GNP in-
creased at an annual rate of 2Va per-
cent, following an increase of 4Va per-
cent in the first quarter (chart I).1

The first-quarter estimates of real
GNP and other national income and
product account (NIPA) estimates
have been revised as part of the regu-
lar annual revision presented later in
this issue.

U.S. demand also slowed and, for
the third consecutive quarter, in-
creased less than U.S. production. As
measured by real gross domestic pur-
chases, demand increased IVk percent,
following a 2V2-percent increase in
the first quarter. The difference be-
tween U.S. production and U.S.
demand is net foreign demand for
U.S. goods and services (that is, net

1. Quarterly estimates in the national income and
product accounts are expressed at seasonally adjusted
annual rates, and quarterly changes in them are dif-
ferences between these rates. Quarter-to-quarter per-
cent changes are annualized. Real, or constant-dollar,
estimates are expressed in 1982 dollars.

The preliminary GNP estimates for the second
quarter are based on the following major source data:
For personal consumption expenditures (PCE), retail
sales through June, and unit auto and truck sales
through June; for nonresidential fixed investment, the
same information for autos and trucks as for PCE,
construction put in place for April and May, and man-
ufacturers' shipments of machinery and equipment for
April and May; for residential investment, construc-
tion put in place for April and May, and housing
starts through June; for change in business invento-
ries, book values for manufacturing and trade for
April and May, and unit auto inventories through
June; for net exports of goods and services, merchan-
dise exports and merchandise imports for April and
May, and fragmentary information on investment
income for the quarter; for government purchases of
goods and services, Federal unified budget outlays for
April and May, and State and local construction put
in place for April and May; and for GNP prices, the
Consumer Price Index for April and May, the Produc-
er Price Index through June, and the unit-value index
for petroleum imports for April and May. Some of the
source data are subject to revision.

exports). Net foreign demand has in-
creased substantially in the past
three quarters, largely reflecting the
cumulative depreciation of the dollar;
in the second quarter, real net ex-
ports increased $7V2 billion after a
$16V2 billion increase in the first and
a $10 billion increase in the fourth
quarter of 1986.

Both the GNP price index (fixed
weights) and the price index for gross
domestic purchases (fixed weights) in-
creased 4V2 percent in the second
quarter; in the first quarter, the GNP
price index had also increased at this
rate, while the purchases price index
had increased 5% percent.

Real GNP

Personal consumption expenditures
Real personal consumption expendi-

tures (PCE) increased 2 percent in the
second quarter after declining slightly
in the first; increased expenditures on
durables and services more than
offset lower expenditures on nondura-
bles (table 1).

Although PCE for motor vehicles
and parts accounts for only about 7
percent of total PCE, movements in
this item have shaped the quarterly
path of total PCE in recent quarters.
If PCE expenditures for motor vehi-
cles and parts are excluded, a decel-
eration is apparent over the past sev-
eral quarters; in the second quarter,
the increase in PCE excluding motor
vehicles and parts slowed to 1 percent
from 3 percent in the first quarter. (A
discussion of motor vehicles, in terms
of units, appears at the end of this ar-
ticle.)

Looking Ahead . . .
•Evaluation of the GNP Estimates. BE A recently submitted a perform-

ance evaluation of the GNP estimates to the Office of Management and
Budget. Such evaluations, which are required for each principal economic
indicator, cover reliability of the estimates, documentation of methodolo-
gy, release schedules, and security before release. Parts of the GNP eval-
uation will be presented in the August issue of the SURVEY.

CHART 1
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Durable goods increased HMj per-
cent after a sharp decline. Motor ve-
hicles and parts increased after two
quarters of large declines, furniture
and household equipment increased
about as much as in the first quarter,
and other durables increased moder-
ately after a sharp drop.

Nondurable goods declined 4 ¥2 per-
cent in the second quarter after a
modest increase in the first. Declines
in food and in clothing and shoes
were responsible; expenditures for
energy—gasoline and oil, and fuel oil
and coal—increased after a decline,

while other nondurables increased
slightly less than in the first quarter.

Services increased 4 percent in the
second quarter after a larger increase
in the first. The deceleration was at-
tributable to the other services cate-
gory; brokerage charges declined after
a sharp increase. In contrast, house-
hold operation services—which in-
cludes electricity and gas—increased
moderately after a sharp drop, and
medical care services accelerated.
Nonresidential fixed investment

Real nonresidential fixed invest-
ment increased 8 percent in the

Table 1.—Real Personal Consumption Expenditures
[Seasonally adjusted at annual rates]

Personal consumption expenditures

Durables
Motor vehicles and parts
Furniture and household equipment
Other durables

Nondurables
Food
Clothing and shoes
Energy 1

Other nondurables

Services
Housing
Household operation

Energy2

Other
Transportation
Medical care
Other services

Billions of 1982 dollars

Level

1987:11

2,488.7

386.2
166.4
152.4
67.3

873.6
438.9
155.5
123.4
155.7

1,228.9
357.7
151.1
75.9
75.1
88.2

264.0
368.0

Change from preceding quarter

1986

III

43.2

35.9
27.3
5.8
2.9

-.2
-5.1

1.4
3.2
.3

7.5
2.1
2.8
2.7
.1

1.5
2.0
-.8

IV

3.0

-6.5
-15.2

2.4
6.3

.5
1.8

-2.0
.8

_ }

8.9
2.0
-.1
-.2

.1

.3
3.9
2.9

1987

I

-4.6

-23.1
-21.0

.8
-2.9

2.9
3.5
2.0

-4.0
1.4

15.8
2.2

-2.8
-2.4
-.4
1.4
2.4

12.4

II

12.8

10.3
8.3

.9

.9

-9.6
-8.6
-4.9

2.6
1.2

12.0
2.4
1.1
.1
.9

1.3
5.3
2.0

Percent change from preceding
quarter

1986

III

7.3

44.9
83.2
17.3
20.7

-.1
-4.5

3.6
11.0

.8

2.6
2.4
7.7

15.0
.5

7.4
3.2
-.9

IV

0.5

-6.3
-27.8

6.6
46.4

.2
1.6

-4.9
2.6
-.3

3.0
2.3
-.3

-1.0
.5

1.4
6.3
3.3

1987

I

-0.7

-21.2
-39.3

2.1
-15.7

1.3
3.2
5.1

-12.2
3.7

5.4
2.5

-7.1
-11.7
-2.1

6.7
3.8

14.8

II

2.1

11.4
22.7
2.4
5.5

-4.3
-7.5

-11.7
8.9
3.1

4.0
2.7
3.0
.5

4.9
6.1
8.5
2.2

1. Gasoline and oil, and fuel oil and coal.
2. Electricity and gas.
NOTE.—Percent changes in major aggregates are found in the National Income and Product Accounts Tables, table 8.1. Dollar

levels are found in table 2.3.

Table 2.—Real Gross Private Domestic Fixed Investment
[Seasonally adjusted at annual rates]

Gross private domestic fixed investment

Nonresidential
Structures
Producers' durable equipment

Residential

Billions of 1982 dollars

Level

1987:11

632.2

434.2
120.2
314.1

198.0

Change from preceding quarter

1986

III

1.2

33
-5".7

2.4

4.6

IV

6.6

5.5
1.9
3.6

1.1

1987

I

21.1

-17.2
-4.2

-13.0

-4.0

II

8.0

8.2
-.2
8.5

-.2

Percent change from preceding
quarter

1986

III

0.8

-3.0
-16.6

3.1

9.7

IV

4.2

5.1
6.3
4.7

2.2

1987

I

12.5

-14.6
-12.8
-15.3

-7.7

II

5.2

7.9
-.7
11.6

-.4

NOTE.—Percent changes in major aggregates are found in the National Income and Product Accounts Tables, table 8.1. Dollar
levels are found in table 1.2.

Table 3.—Change in Real Business Inventories
[Billions of 1982 dollars; seasonally adjusted at annual rates]

Change in business inventories

Farm

Nonfarm
Manufacturing
Wholesale trade
Retail trade
Other

Level

1986

II

28.1

4.2

23.9
-2.9

4.4
3.8

18.6

III

6.1

6.0

.1
-8.1
10.3

-8.2
6.0

IV

14.4

166

2.3
-4.9
-5.9

6.7
6.4

1987

I

47.6

3.7

43.9
5.3
6.6

25.2
6.8

II

41.2

18.6

22.5
3.9
6.3
5.4
7.0

Percent change from preceding
quarter

1986

III

-22.0

1.8

-23.8
-5.2

5.9
120

-12.6

IV

-20.5

-22.6

2.2
3.2

16.2
14.9

.4

1987

I

62.0

20.3

41.6
10.2
12.5
18.5

.4

II

-6.4

14.9

-21.4
-1.4
-.3

-19.8
.2

NOTE.—Dollar levels for inventories are found in the National Income and Product Accounts Tables, table 5.11.

second quarter, following a 14 Ms-per-
cent decline in the first (table 2).
Structures—which have been weak
for a number of quarters—changed
little, while producers' durable equip-
ment resumed its upward path after a
drop in the first quarter.

In structures, office buildings once
again registered the largest decline,
as previous overbuilding and high va-
cancy rates continued to inhibit new
construction. The drop in office build-
ings was largely offset by a rebound
in public utilities; other types of con-
struction changed little, although pe-
troleum exploration and drilling in-
creased for the third consecutive
quarter.

In producers' durable equipment,
motor vehicles—which account for
about 15 percent of the total—ac-
counted for about 40 percent of the
increase. Most of the second-quarter
increase was in trucks. Information
processing equipment accounted for
the rest of the increase.
Residential investment

Real residential investment de-
clined l/2 percent in the second quar-
ter, following a 7 Viz-percent decline in
the first. Multifamily construction re-
corded its fourth consecutive quarter-
ly decline, and single-family construc-
tion its seventh consecutive increase.
Other residential investment—which
includes major replacements, addi-
tions and alterations, mobile home
sales, and brokers' commissions on
house sales—changed little.

The continued decline in multifam-
ily construction reflected the long and
sometimes sharp decline in multifam-
ily starts (chart 2). At 472,000 (season-
ally adjusted annual rate) in the
second quarter, multifamily starts
were 33 percent below the year-earli-
er level.

The increase in single-family con-
struction reflected the lagged impact
of the large increase in starts in the
first quarter. In the second quarter,
starts dropped 116,000, and mortgage
interest rates increased almost 11/4
percentage points (chart 3).

In other residential investment, in-
creases in major replacements and in
additions and alterations offset the
decline in brokers' commissions that
resulted from a drop in house sales.

Inventory investment
Real inventory investment declined

$6V2 billion in the second quarter, as
the rate of inventory accumulation
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slowed to $41 billion in the second
quarter from $47% billion in the first
(table 3). Nonfarm inventory invest-
ment declined $21% billion while
farm inventory investment increased
$15 billion.

The increase in farm inventory in-
vestment largely reflected transac-
tions under CCC loan programs; net
redemptions of crops under loan—re-
demptions less placements—increased
sharply as corn and wheat prices re-
ceived by farmers increased. A de-
cline in crop sales also contributed to
the increase in inventories.

In nonfarm inventory investment,
retail auto dealers' inventories de-
clined $3% billion, following an in-
crease of $21% billion. Other nonfarm
inventories increased $26 billion, fol-
lowing an increase of $22% billion;
the second-quarter increase was ac-
counted for by durable goods. More
than one-half of the increase was at
the wholesale and retail levels—and
included a sizable increase in import-
ed motor vehicles and parts held by
merchant wholesalers.

The second-quarter increases in
both inventories and final sales left
the constant-dollar ratio of total in-
ventories to total final sales little
changed at 3.22. Similar levels had
been recorded in the first and second
quarters of 1986, before sales-incen-
tive programs offered by auto manu-
facturers during the second half of
1986 helped reduce the ratio by the
end of the fourth quarter to 3.14—the
lowest level registered during the cur-
rent recovery and expansion.
Net exports

Real net exports of goods and serv-
ices increased $7% billion in the
second quarter, following an increase
of $16% billion in the first; exports
increased $13 billion—13% percent—
and imports increased $5% billion—4
percent (table 4).

The increase in exports was pre-
dominantly in merchandise, with both
agricultural and nonagricultural
products contributing. Agricultural
exports have increased in three of the
last four quarters; the uptrend re-
flects lower loan rates under Federal
price support programs, dollar depre-
ciation, and increasing foreign
demand. (The first-quarter decline
can be traced, in large part, to a drop
in soybean exports as Brazil's new
crop became available.) In the second
quarter, sales of corn and wheat to
the Soviet Union contributed to the

increase. In nonagricultural exports, kets resulting from dollar deprecia-
the increase was widespread among tion. Exports of services increased
end-use categories and is largely slightly after a big first-quarter jump
traceable to the increasing competi- that was largely due to foreign mili-
tiveness of U.S. exports in world mar- tary sales.

CHART 2
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The increase in imports was more
evenly split between merchandise and
services. Petroleum imports account-
ed for much of the increase in mer-
chandise imports, increasing 17 per-
cent after two consecutive quarterly
declines of well over 30 percent each.
The increase in petroleum imports,
despite an increase in its price, is
traceable to relatively stable demand
at a time of declining domestic pro-
duction. An increase in imports of
services was in factor incomes.

Government purchases
Real government purchases in-

creased $21/2 billion, or ll/2 percent, in
the second quarter, following a de-
cline of $12 billion, or 6 percent, in
the first (table 5). These changes
largely reflected the pattern of CCC
transactions in Federal nondefense
purchases; government purchases less
CCC inventory change increased $9
billion in each quarter.

Among other Federal purchases,
national defense purchases registered
another strong increase; as in the
first quarter, the increase was concen-
trated in military hardware and in

services other than compensation of
employees. Nondefense purchases
other than CCC inventory change in-
creased slightly, following three quar-
ters of decline.

State and local government pur-
chases increased less than in the first
quarter. The slowdown was in struc-
tures, as highway construction de-
clined slightly after a $2 billion in-
crease in the first quarter.

GNP Prices
The GNP price index (fixed

weights) increased 4V2 percent in the
second quarter, the same rate as in
the first (table 6). The price index for
gross domestic purchases also in-
creased 4Mz percent in the second
quarter, following a 5 Mi-percent in-
crease in the first. (Both price meas-
ures were boosted about l/z percent-
age point in the first quarter by a 3-
percent pay raise for Federal civilian
and military personnel; such a pay
raise is treated in the NIPA's as an
increase in the price of employee
services purchased by the Federal
Government.) The difference (1 per-
centage point) in the first-quarter in-

Table 4.—Real Net Exports of Goods and Services
[Seasonally adjusted at annual rates]

Net exports of goods and services

Exports ... .
Merchandise

Agricultural
Nonagricultural

Services

Imports
Merchandise

Petroleum . .
Nonpetroleum

Services

Billions of 1982 dollars

Level

1987:11

-127.8

410.7
271.1
33.4

237.7
139.6

538.5
428.6
72.3

356.2
109.9

Change from preceding quarter

1986

III

-14.8

9.4
10.0
3.8
6.2
-.6

24.2
27.7
14.3
13.5
35

IV

9.8

8.7
8.6
2.9
5.6

.2

I 1
-5.4
-8.2

2.7
4.4

1987

I

16.6

9.5
2.0

-2.5
4.5
7.5

-7.1
-10.5
-9.0

15
3.3

II

7.4

12.9
12.4
2.2

10.3
.4

5.5
3.4
2.8
.5

2.1

Percent change from preceding
quarter

1986

III

10.6
17.9
69.3
12.3

-1.8

20.1
29.6

105.6
16.8

-12.8

IV

9.5
14.6
43.3
10.7

.6

-.8
-4.8

-32.8
3.1

18.8

1987

I

10.2
3.2

-26.5
8.3

24.8

-5.2
-9.3

-38.6
-1.7
13.2

II

13.6
20.6
31.3
19.4
1.2

4.2
3.2

17.1
.6

8.0

NOTE.—Percent changes in major aggregates are found in the National Income and Product Accounts Tables, table 8.1. Dollar
levels are found in tables 4.2 and 4.4.

Table 5.—Real Government Purchases of Goods and Services
[Seasonally adjusted at annual rates]

Government purchases of goods and services

Federal .
National defense
Nondefense

Commodity Credit Corporation inventory

Other

State and local
Structures
Other . .

Billions of 1982 dollars

Level

1987:11

762.2

326.3
262.4
63.9

-9.1
73.0

435.9
57.1

378.8

Change from preceding quarter

1986

III

5.6

2.0
9.7

-7.6

-6.2
-1.4

3.6
.3

3.3

IV

14.6

12.0
-7.1
19.1

19.5
-.4

2.5
.7

3.2

1987

I

-12.2

-17.3
4.7

-22.0

-21.3
__7

5.2
2.2
3.0

II

2.6

-1.0
5.0

-6.0

-6.6
.6

3.6
.4

3.2

Percent change from preceding
quarter

1986

III

3.0

2.4
16.4

-32.8

-7.3

3.5
2.2
3.7

IV

7.9

15.2
-10.5
153.9

2.2

2.4
-5.0

3.5

1987

I

-6.2

-18.6
7.6

-66.5

-3.8

5.0
17.2
3.3

II

1.4

-1.2
8.0

-30.2

3.4

3.4
2.9
3.5

creases in the two price measures had
reflected a large—12 % percent—in-
crease in import prices. (Prices of im-
ported goods are subtracted out in de-
riving GNP prices but not in deriving
prices of gross domestic purchases.)
Prices of imported petroleum had
jumped 127 Va percent in the first
quarter; in the second quarter, they
increased 23 Vb percent. Other mer-
chandise import prices increased 4
percent in the second quarter, follow-
ing a 7-percent increase in the first.

PCE prices increased 5 percent in
the second quarter, following a 5%-
percent increase in the first. The
small deceleration was attributable to
energy prices, which were up much
less than in the first quarter. Food
prices increased more than in the
first quarter; the pickup was largely
in meat and in fresh fruit and vegeta-
bles. Prices of structures, both nonre-
sidential and residential, continued to
accelerate in the second quarter.
Prices paid by government were up
less than in the first quarter; most of
the difference was accounted for by
the Federal pay raise.

Personal Income
Personal income increased $54Vfe

billion in the second quarter, follow-
ing a $68% billion increase in the
first (table 7). The deceleration was
largely accounted for by a sharp
swing in subsidy payments to farm
proprietors. Due to a sharp jump in
personal tax and nontax payments,
disposable personal income was up
much less than personal income in
the second quarter. Personal saving
fell sharply after a substantial in-
crease.

Table 6.—Price Indexes (Fixed Weights):
Change From Preceding Quarter

[Percent change at annual rates; based on seasonally adjusted
index numbers(1982=100)]

GNP. ..

Less: Exports
Plus' Imports

Equals: Gross domestic purchases-

Less: Change in business
inventories

Equals: Final sales to domestic
purchasers

Personal consumption
expenditures

Nonresidential structures
Producers' durable equipment
Residential investment
Government purchases..

19

III

26

— 1.2
6

2.9

2 8

3.6
1 1
2.2
13
1.7

86

IV

2 3

0
87

3.1

3 1

3.0
13
2.6
35
3.8

19

I

4 5

40
125

5.3

53

57
33

.9
53
5.8

87

II

43

49
77

4.5

4 5

5.0
39
-.1
66
4.0

NOTE.—Percent changes in major aggregates are found in the National Income and Product Accounts Tables, table 8.1. Dollar
levels are found in table 3.8B.

NOTE.—Percent changes in major aggregates are found in
the National Income and Product Accounts Tables, table 8.1.
Most index number levels are found in tables 7.1 and 7.3.
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Wage and salary disbursements in-
creased $28 Va billion, following a $35
billion increase in the first quarter.
Government wages and salaries,
which had been boosted $2 ¥2 billion
in the first quarter by the pay raise
for Federal employees, accounted for
part of the deceleration. The rest of
the deceleration was spread across
the major private industry compo-
nents except in the distributive indus-
tries; in the distributive industries,
wages and salaries were up more
than in the first quarter. The increase
in private wages and salaries in both
quarters largely reflected continued
gains in employment and average
hourly earnings.

Farm proprietors' income changed
little after a first-quarter jump of
$14% billion, to a level of $51 VE bil-
lion. In the first quarter, subsidy pay-
ments—largely final deficiency pay-
ments on 1986 crops and initial defi-
ciency payments on 1987 crops—had
jumped $12 billion to a level of $20
billion. (Deficiency payments are pay-
ments by the government to farmers
when the market price of a crop is
below the target price set by the
CCC.) In the second quarter, subsidies

declined $11 ¥2 billion but farm
income excluding subsidies increased
by the same amount, as prices re-
ceived by farmers increased. (Crop
prices were up even more than in the
first quarter, and livestock prices in-
creased after a decline.) Nonfarm pro-
prietors' income increased somewhat
less than in the first quarter.

Personal interest income was up
$6V2 billion, about twice as much as
in the first quarter. Personal holdings
of financial assets continued to in-
crease, and the decline in interest
rates subsided.

Transfer payments were up $8 bil-
lion, slightly more than in the first
quarter. Cost-of-living adjustments to
benefits paid under social security
and several other Federal retirement
and income support programs added
$3V2 billion to the first-quarter in-
crease; retroactive social security pay-
ments to recent retirees added $lVa
billion to the second-quarter increase.

Among the remaining components
of personal income, other labor
income, rental income of persons, and
personal dividend income registered
somewhat larger increases than in
the first quarter. The second-quarter

Table 7.—Personal Income and Its Disposition
[Billions of dollars; seasonally adjusted at annual rates]

Wage and salary disbursements
Manufacturing
Other commodity-producing
Distributive
Services
Government and government enterprises

Other labor income
Proprietors' income

Farm
Nonfarm

Rental income of persons ;
Personal dividend income
Personal interest income
Transfer payments . . . . ..
Less: Personal contributions for social insurance

Personal income

Less: Personal tax and nontax payments 1

Equals: Disposable personal income ...

Less' Personal outlays

Equals: Personal saving

Addenda: Special factors in personal income:

In wages and salaries:
Federal Government and Postal Service pay adjustments

In other labor income:
Initial Federal Government payment to employee savings fund...

In farm proprietors' income:
Agricultural subsidy payments . . .

In transfer payments:
Social security retroactive payments
Cost-of-living increases in Federal transfer payments

In personal contributions for social insurance:
Social security base changes and increase in premium for

supplementary medical insurance

Level

1987:11

2,191.6
478.9
156.0
519.2
619.4
418.1
209.5
327.6
51.8

276.1
21.8
86.3

506.3
541.6
168.3

3,716.4

577.9

3,138.5

3,037.9

100.6

Change from preceding quarter

1986

III

23.3
1.3
.3

4.9
10.7
6.1
2.5

-5.6
-11.8

6.1
-.2
1.1
19
9.1
1.3

27.0

11.1

15.8

73.0

57.1

.4

-12.8

2.6

IV

30.6
4.5
1.1
6.1

12.8
6.1
2.1
5.3
.3

5.0
1.2
.8

13
3.0
1.7

40.0

16.7

23.4

23.3

.1

.2

2.7

-2.2

1987

I

34.8
2.7
1.8
6.8

15.1
8.4
2.3

23.1
14.7
8.5
1.6
1.6
3.0
7.1
4.9

68.4

4.1

64.3

34.9

29.4

2.7

11.9

.2
3.6

2.0

II

28.3
1.7
.3

7.7
12.7
5.9
2.8
6.7

.2
6.4
1.8
1.8
6.5
7.9
1.6

54.4

41.8

12.6

50.4

-37.8

.2

.6

-11.3

1.3

increase in other labor income includ-
ed a $l/2 billion initial payment by the
Federal Government to a savings
fund established by the Federal Re-
tirement System Act of 1986; the pay-
ment was largely for Government em-
ployees hired after December 31,
1983, and equaled 1 percent of their
earnings for 1984 through 1986. Per-
sonal contributions for social insur-
ance, which are subtracted in deriv-
ing the personal income total, in-
creased considerably less than in the
first quarter, when they had been
boosted $2 billion by increases in the
taxable wage base for social security
and in the monthly premium for sup-
plementary medical insurance.

Personal tax and nontax payments
surged $42 billion in the second quar-
ter, following a $4 billion increase in
the first; this pattern was the result
of direct and indirect effects of the
Tax Reform Act of 1986. In the second
quarter, taxes were increased more by
the act than by the growth in the tax-
able earnings base (table 8). In the
first quarter, the act largely offset an
increase in taxes due to growth in the
earnings base.

Federal tax payments increased $34
billion in the second quarter, follow-
ing a $5 billion increase in the first.
Federal withheld income taxes added
to the change in taxes in the second
quarter after reducing them in the

Table 8.—Personal Tax and Nontax Payments:
Change From Preceding Quarter

[Billions of dollars; seasonally adjusted at annual rates]

Personal tax and nontax payments
Tax Reform Act of 1986
Other

Federal
Tax Reform Act of 1986 1

Withheld income taxes
Declarations and net settlements

Acceleration of capital gains
realizations

Income deferral and deduction
accelerations

Other provisions
Estate and gift taxes

Other

State and local
Tax Reform Act of 1986 2

Other

1986

IV

16.7
2.2

14.5

112

112

5.5
2.2
0 O

19

I

4.2
-14.1

18.3

52
105

-30.2
206

20.4

-9.9
10.1

9
15.7

-1.0
-3.6

2.6

87

II

41.8
25.6
16.2

341
20.7
9.8

10.9

27.2

-13.8
-2.5

13.4

7.7
4.9
2.8

1. For more information on personal tax and nontax payments, see table 8.
NOTE.—Most dollar levels are found in the National Income and Product Accounts Tables, table 2.1.

1. The estimates of the impact of the Tax Reform Act of
1986 differ from that shown in table 1 of the March 1987
SURVEY article "The Tax Reform Act of 1986" because BEA
has made independent estimates of the January 1, 1987 rate
reduction and of the impact for the acceleration of capital
gains realizations and for the income deferral and deduction
acceleration.

2. Estimates of indirect effects of the Tax Reform Act of
1986 on State and local personal tax payments.

NOTE.—The estimates of tax payments resulting from the
Tax Reform Act of 1986 differ from those shown in table 9 of
the "Business Situation" in the April 1987 SURVEY because of
additional information on individual income tax collections,
particularly for the months of the second quarter. The esti-
mates of other tax payments differ because of the annual
revision of the NIPA's.
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first quarter. In the first quarter, a
large reduction occurred in withheld
income taxes due to the tax act; this
reduction came about as the act, on
balance, lowered withholdings and as
underwithholding occurred because
most employees had not yet filed a
new Form W-4 (see the April "Busi-
ness Situation"). As more new forms
were filed, the amount of underwith-
holding was reduced as employers ad-
justed withholdings to match expected
liabilities more closely. Declarations
(estimated tax payments) and net set-
tlements (final tax payments less re-
funds of the preceding year's taxes)
continued to add, on balance, to tax
payments in the second quarter, re-
flecting the acceleration of capital
gains realizations into 1986; they were
partly offset by lower payments due
to income deferral and deduction ac-
celerations.

State and local tax payments in-
creased in the second quarter, follow-
ing a small decline in the first. In the
first quarter, payments were lowered
to the extent that taxpayers deferred
income and/or accelerated deductions
to minimize their tax liability in 1986.
In the second quarter, as in the first,
payments were raised to the extent
that taxpayers shifted realization of
capital gains into 1986 to take advan-
tage of the lower tax rate.

Reflecting the changes in personal
income and in personal tax and
nontax payments, disposable personal
income (DPI) increased $12 Va billion
in the second quarter, following a
$641/2 billion increase in the first.
Without the special factors affecting
income and taxes in the two quarters,
DPI would have accelerated to a $47
billion increase in the second quarter
from a $35 billion increase in the
first.

The sharp changes in DPI carried
through to real DPI, which declined 3
percent in the second quarter after in-
creasing 2x/2 percent in the first.
Without the special factors, the quar-
terly pattern in real DPI would have
been reversed—increasing ll/2 percent
in the second after declining IVfe per-
cent in the first.

Reflecting both the sharp decelera-
tion in DPI and an acceleration in
personal outlays, personal saving fell
$38 billion in the second quarter after
increasing $29x/2 billion in the first.
The personal saving rate dropped 1.2
percentage points to 3.2 percent in
the second quarter.

Motor Vehicles

Sales of new cars increased to 10.0
million units (seasonally adjusted
annual rate) from 9.5 million in the
first quarter; sales of domestic cars in-
creased to 7.0 million from 6.7 mil-
lion, and sales of imports increased to
3.0 million from 2.8 million. Domestic
car inventories were unchanged at
1.80 million units in the second quar-
ter, and the inventory-sales ratio fell
to 3.08 from 3.21 in the first; although
still substantially above the 2.0 level
generally considered normal by indus-
try observers, the ratio may not be so
very far out of line with industry
wishes in light of upcoming labor ne-
gotiations at two of the major U.S.
automakers.

New car sales remained consider-
ably below the sales levels for most of
the 1984-86 period despite the second-
quarter increase. A number of factors
contributed to this weakness. Sales-in-
centive programs and tax law changes
in 1986 resulted in some sales being
made last year that otherwise would

have occurred early in 1987; most of
this effect probably had dissipated by
the middle of the second quarter of
this year. In the second quarter, how-
ever, consumers may have postponed
purchases in anticipation of new in-
centive programs; a recent survey
commissioned by a domestic automak-
er found that nearly one-half of all
potential car buyers expect incentive
programs to become more attractive
over the next several months. More-
over, in recent years, consumers have
substituted purchases of light trucks
(including pickups, recreational vehi-
cles, and vans) for cars; sales of light
trucks increased to 4.7 million units—
considerably above the sales levels for
most of the 1984-86 period—in the
second quarter from 4.1 million in the
first. Finally, the weakness in auto
sales may have reflected the weak-
ness in real disposable personal
income that has damped overall con-
sumer spending for the past several
quarters and concern about debt posi-
tions on the part of potential buyers.

Inventories remain high despite a
cut in production to 7.1 million units
in the second quarter from 7.9 million
in the first; further cuts are likely:
production schedules call for a decline
to 6.4 million in the third quarter.
The second-quarter cut was accom-
plished by temporary plant closings
and by early and extended plant con-
versions for new models.

Unit sales of new trucks increased
to 5.0 million in the second quarter
from 4.4 million in the first; light
trucks accounted for the increase.
Sales of domestic trucks increased to
4.1 million in the second quarter from
3.7 million in the first. Sales of im-
ported trucks increased to 0.9 million
from 0.7 million.
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the BUSINESS SITUATION

R,DEVISED estimates show that real
GNP increased at an annual rate of
2l/2 percent in the second quarter of
1987; the preliminary estimates had
shown about the same rate of in-
crease (table I).1 Although the broad
picture of the economy, as sketched in
last month's "Business Situation,"
changed little, some major compo-
nents registered offsetting revisions.
The largest downward revision was in
net exports '($5% billion). The largest
upward revision was in Federal gov-
ernment purchases of goods and serv-
ices ($5l/2 billion). The increase in the
GNP price index (fixed weights) was
unrevised at a 4V2-percent annual
rate.

The downward revision in net ex-
ports largely reflected newly available
merchandise import data for June.
The upward revision in Federal gov-
ernment purchases reflected data on
Federal unified budget outlays for
June and was more than accounted
for by purchases other than those of
the Commodity Credit Corporation.

Corporate profits
Profits from current production-

profits before tax with inventory valu-
ation adjustment (IVA) and capital
consumption adjustment (CCAdj)—in-
creased $2l/2 billion in the second
quarter, following a $13 billion in-
crease in the first. Domestic profits of
nonfinancial corporations increased
$1 billion after a $9 billion increase,
domestic profits of financial corpora-
tions were unchanged after a $1 bil-
lion increase, and profits from the
rest of the world increased $1 ¥2 bil-
lion after a $3 billion increase.

Table 1.—-Revisions in Selected Component Series of the NIPA's, Second Quarter of 1987

1. Quarterly estimates in the national income and
product accounts are expressed at seasonally adjusted
annual rates, and quarterly changes in them are dif-
ferences between these rates. Quarter-to-quarter per-
cent changes are compounded to annual rates. Real,
or constant-dollar, estimates are expressed in 1982 dol-
lars.

GNP

Personal consumption expenditures
Nonresidential fixed investment
Residential investment
Change in business inventories
Net exports . . .
Government purchases

National income

Compensation of employees .
Corporate profits with inventory valuation and capital

consumption adjustments ..
Other

Personal income .

GNP

Personal consumption expenditures
Nonresidential fixed investment
Residential investment
Change in business inventories
Net exports
Government purchases

GNP price index (fixed weights)
GNP price index (chained weights)
GNP implicit price deflator

Seasonally adjusted at annual rates

Prelimi-
nary

First
revision Difference

Billions of current dollars

4,448.8

2,944.0
429.7
229.1

43.5
-108.6

911.2

2,623.4

681.8

3,716.4

: 4,447.7

2,947.3
432.3
228.1

40.4
-118.6

918.2

3,597.8

2,623.7

296.5
677.7

3,713.4

-1.1

3.3
2.6

-1.0
-3.1

-10.0
7.0

.3

-4.1

-3.0

Billions of constant (1982) dollars

3,796.4

2,488.7
434.2
198.0

41.2
1278
762.2

3,793.7

2,489.0
435.6
197.1

37.8
-133.3

767.5

-2.7

.3
1.4

9
34
55
5.3

Index numbers, 1982=100 1

118.7

ii'7.2

118.7

117.2

0

0

Percent change from
preceding quarter at

annual rates

Prelimi-
nary

6.7

7.1
6.7
6.7

6.9

5.3

10.8

6.1

2.6

2.1
7.9

4

i.4

4.3
4.0
3.8

First
revision

6.6

7.6
9.3
4.9

10.2

5.7

5.3

3.4
8.2

5.7

2.3

2.1
9.3

-2.2

4.2

4.3
3.9
3.8

1. Not at annual rates.
NOTE.—For the second quarter of 1987, the following revised or additional major source data were incorporated: For personal

consumption expenditures, revised retail sales for May and June; for nonresidential fixed investment, manufacturers' shipments of
equipment for May (revised) and June, construction put in place for May (revised) and June, and partial information on actual
plant and equipment expenditures for the quarter; for residential investment, construction put in place for May (revised) and
June; for change in business inventories, book values for manufacturing and trade for May (revised) and June; for net exports of
goods and services, merchandise exports and merchandise imports for June; for government purchases of goods and services,
Federal unified budget outlays for June, and State and local construction put in place for May (revised) and June; for wages and
salaries, revised employment, average hourly earnings, and average weekly hours for May and June; for corporate profits,
domestic^ book profits for the quarter; for GNP prices, the Consumer^Price Index for June, merchandise export and import price

[ prices for the
indexes for June (these indexes are prepared only for the last month of each quarter), unit-value indexes for petroleum imports
for June and for merchandise exports and nonpetroleum merchandise imports for May, and residential housing ] '
quarter.

Looking Ahead ...
• Tax Reform Act of 1988, An analysis of revised estimates of the

impact of the Tax Reform Act of 1986 based on the mid-session review of
the fiscal year 1988 unified budget will be presented in a forthcoming
issue of the SURVEY OF CURRENT BUSINESS.

• Plant and Equipment Expenditures. Revised plant and equipment ex-
penditures (F&E) estimates will be published in the September SURVEY.
The current- and constant-dollar estimates will incorporate revised sea-
sonal adjustment factors from 1984 to date. In addition, the constant-
dollar estimates will incorporate . revised "P&E implicit price deflators
from 1973 to date.

• Pollution Abatement Plant and Equipment Expenditures. Pollution
abatement plant and equipment expenditures estimates for 1986 will be
published in the October SURVEY.
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In nonfinancial corporations, real
gross product increased but profits
per unit declined. Manufacturing
profits increased substantially; petro-
leum accounted for most of the in-
crease. Nonmanufacturing profits de-
clined; a sharp drop in trade profits
was responsible.

Profits before tax (PBT) increased
$10 billion in the second quarter after
an increase of $9 billion in the first.
The much smaller increase in profits
from current production than in PBT
was due to the IVA, which declined
$7V2 billion (to negative $19 billion).
The IVA converts the value of inven-
tory withdrawals from the predomi-
nantly historical costs that underlie
PBT to current replacement costs.
When current replacement costs of in-
ventory withdrawals are higher than
costs that underlie PBT, the IVA is

negative in order to remove the re-
sulting capital-gains-like element
from profits.

Government sector

The fiscal position of the government
sector in the national income and
product accounts improved consider-
ably in the second quarter of 1987, as
the combined deficit of the Federal
Government and of State and local
governments declined $37 billion to
$92 % billion, the lowest level in 3
years (table 2). The deficit of the Fed-
eral Government declined $28 Vz bil-
lion, and the surplus of State and
local governments increased $8V2 bil-
lion. The decline in the combined defi-
cit was due to a large increase in re-
ceipts, which, in turn, was due to tem-
porary behavioral responses to the
Tax Reform Act of 1986.

Table 2.—Government Sector Receipts and Expenditures
[Billions of dollars, seasonally adjusted at annual rates]

Government sector

Receipts
Expenditures .

Surplus or deficit (— )

Federal Government

Receipts . . . . . . ..
Personal tax and nontax receipts -
Corporate profits tax accruals
Indirect business tax and nontax accruals
Contributions for social insurance

Expenditures
Purchases of goods and services

National defense . . . .
Nondefense

Of which: Commodity Credit Corporation inventory change
Transfer payments . . . .

To persons .. .... . .. ..
To foreigners

Grants-in-aid to State and local governments
Net interest paid
Subsidies less current surplus of government enterprises

Subsidies
Of which' Agricultural subsidies

Less' Current surplus of government enterprises
Less.' Wage accruals less disbursements. . ...

Surplus or deficit ( )

State and local governments

Receipts
Personal tax and nontax receipts . . . .
Corporate profits tax accruals ... .
Indirect business tax and nontax accruals
Contributions for social insurance
Federal grants-in-aid

Expenditures
Purchases of goods and services

Of which: Structures . ..
Transfer payments to persons . . . . ..
Net interest paid ... .
Less' Dividends received by government
Subsidies less current surplus of government enterprises

Subsidies
Less: Current surplus of government enterprises

Less: Wage accruals less disbursements

Surplus or deficit ( )

Social insurance funds
Other

Change from preceding quarter

1986

II

8.5
49.5

-41.1

9.3
4.8
2.6
-.5
2.3

43.4
11.8
11.6

.2
-.7
8.3
3.6
4.7
4.2
1.0

18.1
18.8
19.0

.7
0

-34.1

3.4
1.9
1.4
44
.3

4.2

10.3
8.6
2.4
2.1

3
.1

0
0
0
0

-6.9

.2
7 2

III

30.3
-.6
31.0

15.4
7.6
3.0
2.2
2.6

-11.0
2.8
9.4
66

-5.1
7.7
6.9
.7

-0.1
-1.7

-19.6
16.6
16.5
3.0
0

26.5

14.7
3.5
1.0
9.8

.4
1

10.3
8.6

.5
2.0

2
.1

0
0
.1

0

4.4

.3
4.1

IV

29.7
23.6
10.0

20.1
11.2
6.2

-1.0
3.7

5.1
-2.6
-8.5

5.9
6.2
-.2
1.0

-1.2
67
3.6

11.0
3.5
3.5

-7.5
0

15.0

2.8
5.5
1.6
.1

2.3
67

11.8
10.4

-1.0
1.9
.2
.1

-.1
0

.2
0

-9.0

2.2
-11.2

1987

I

30.4
21.8
8.6

26.8
5.2

12.4
2.2
7.0

8.6
-1.7

8.5
-10.1
-10.9

1.0
4.9
39

6
1.8
8.0

14.1
14.1
6.1
0

18.2

3.0
-1.0

1.7
4.2
12

6

12.6
11.6
2.6
1.8

3
.2
3

0
.3

0

-9.6

12
8 4

II

57.4
20.2
37.2

42.5
34.2
3.7
.8

3.8

13.9
13.4
7.8
5.6

-1.5
5.5
5.5
0
3.7

.8
-9.6

-11.2
-11.4
-1.6

0

28.6

18.7
7.7

.9
5.8

.5
3.7

10.1
8.6

-1.2
2.0

3
.2

0
0
0
0

8.6

.6
8.0

Level

1987:11

1,466.6
1,558.9

92.3

921.8
415.7
106.7

54.2
345.2

1,063.7
380.3
295.3
85.1

-5.1
412.3
401.5
10.8

106.0
140.4
24.7
27.5
12.8
2.7
0

1419

650.8
162.3

26.0
310.8

45.7
106.0

601.2
537.8
62.9

116.9
-32.5

6.1
150

.9
15.9
0

49.6

50.7
1 1

NOTE.—Dollar levels are found in the National Income and Product Accounts Tables, tables 3.2 and 3.3.

The Federal sector.—The Federal
Government deficit declined to $142
billion, as receipts increased more
than expenditures.

Receipts increased $42x/2 billion, fol-
lowing a $27 billion increase in the
first quarter when corporate profits
tax accruals recorded a large gain as
a result of the Tax Reform Act. The
bulk of the second-quarter increase
was in personal tax and nontax re-
ceipts, which increased $34 billion,
compared with $5 billion in the first
quarter. Federal withheld income
taxes added to the change in taxes in
the second quarter after reducing
them in the first. In the first quarter,
a large reduction occurred in with-
held income taxes due to the tax act;
this reduction came about as the act,
on balance, lowered withholdings and
as underwithholding occurred because
most employees had not yet filed a
new Form W-4. (For more informa-
tion, see the detailed discussion in the
April "Business Situation" and table
8 in the July "Business Situation.")
As more new forms were filed, the
amount of underwithholding was re-
duced as employees adjusted with-
holdings to match expected liabilities
more closely. Declarations (estimated
tax payments) and net settlements
(final tax payments less refunds of
the preceding year's taxes) continued
to add, on balance, to tax payments in
the second quarter, reflecting the
shifting of capital gains realizations
into 1986; the capital gains taxes were
partly offset by lower payments due
to income deferrals and deduction ac-
celerations.

The other categories of receipts con-
tributed $8x/2 billion to the second-
quarter increase. Both a $4 billion in-
crease in contributions for social In-
surance and a $3V2 billion increase in
corporate profits tax accruals were
the result of higher incomes.

Expenditures increased $14 billion,
compared with $8y2 billion in the
first quarter. Purchases of goods and
services accounted for almost the
entire increase; all other expendi-
tures, on balance, increased less than
$1 billion. National defense purchases
increased $8 billion, and nondefense
purchases increased $5J/2 billion. The
national defense increase was concen-
trated in purchases of services, which
increased $5V2 billion. Within nonde-
fense purchases, purchases of agricul-
tural commodities by the Commodity
Credit Corporation (CCC) continued to

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

August 1987



August 1987 SURVEY OF CURRENT BUSINESS

decline and all other purchases in-
creased $7 billion; large increases oc-
curred in a number of agencies.

The small increase in all other ex-
penditures combined reflected large
increases in transfer payments to per-
sons ($5 MJ billion) and in grants-in-aid
to State and local governments ($3 V*
billion) offset by a large decline '($9V2
billion) in subsidies less the current
surplus of government enterprises.
The increase in transfer payments to
persons was the net result of a $41/2
billion increase in social security (in-
cluding medicare), a $lx/2 billion in-
crease in Federal civilian employee
retirement benefits, and a $x/2 billion
decline in unemployment benefits.
The increase in retirement benefits
included over $1 billion for an alter-
native annuity option, effective in
March 1987, that allowed new retirees
to withdraw—in a single payment—
the contribution they had made as an
employee and receive a reduced annu-
ity. The increase in grants-in-aid was
accounted for by medicaid ($3 billion)
and food and nutrition ($*/2 billion).
The decline in subsidies less the cur-

rent surplus was more than account-
ed for by an $11 ¥2 billion decline in
subsidies to farmers.

Cyclically adjusted surplus or defi-
cit—When measured using cyclical
adjustments based on middle-expan-
sion trend GNP, the Federal deficit
on the national income and product
account basis declined from $1881/2
billion in the first quarter to $164 bil-
lion in the second (see table 2 on page
4). The cyclically adjusted deficit as
a percentage of middle-expansion
trend GNP decreased from 4.4 per-
cent in the first quarter to 3.7 percent
in the second.

State and local sector.—The State
and local government surplus in-
creased $8V2 billion in the second
quarter to $49 Vk billion, as receipts
increased more than expenditures.
The increase in the surplus was con-
centrated in other funds, which
moved from a large deficit in the first
quarter to a $1 billion deficit in the
second; the social insurance funds
surplus increased $l/2 billion.

Receipts increased $18% billion,
compared to $3 billion in the first

quarter. Personal tax and nontax re-
ceipts increased $7 Vk billion, following
a small decline in the first. In the
first quarter, tax payments on 1986
incomes were lowered to the extent
that taxpayers deferred income from
1986, accelerated deductions, or both,
to minimize their tax liability in 1986.
In the second quarter, final 1986 pay-
ments were raised to the extent that
taxpayers shifted realization of cap-
ital gains into 1986 to take advantage
of the lower tax rate. Indirect busi-
ness tax and nontax accruals in-
creased $6 billion, of which $3Vfe bil-
lion was for sales taxes. Federal
grants-in-aid increased $3V2 billion;
combined, all other categories of re-
ceipts increased $lVa billion.

Expenditures increased $10 billion,
compared with $12 ¥2 billion in the
first quarter. Most of the increase was
in purchases of goods and services,
which increased $8 Va billion, $3 bil-
lion less than in the preceding quar-
ter. The deceleration was due to pur-
chases of structures; they declined $1
billion, following a $2V2 billion in-
crease.

Reconciliation and Other Special Tables

Table 1.—Reconciliation of Changes in Compensation Per Hour in the Business Economy Other
Than Farm and Housing and Average Hourly Earnings in the Private Nonfarm Economy,
Seasonally Adjusted

1. Compensation per hour of all persons in the business economy other than farm and
housing (percent change at annual rate) 1 . . . .

2. Less: Contribution of supplements

3. Plus: Contribution of housing and nonprofit institutions

4. Less: Contribution of employees of government enterprises, unpaid family workers, and
the self-employed

5. Equals: Wages and salaries per hour of employees in the private nonfarm economy
(percent change at annual rate)

7. Less: Contribution of non-BLS data, detailed weighting, and seasonal adjustment

8. Equals: Average hourly earnings, production and nonsupervisory workers in the
private nonfarm economy (percent change at annual rate)

19

III

2.7
-.1

0

2

2.6
1

1.5

1.2

86

IV

4.2

-.4

-.2

1

4.2
4

1.1

3.6

19

lr

1.4

-.3

0

3

2.0
2

.2

2.0

87

II "

2.5
-.1

.1

1

2.6
3

.6

2.3

r Revised.
p Preliminary.
1. BLS estimates of changes in hourly compensation in the nonfarm business sector for the four quarters are 2.8, 4.0, 1.1, and

2.9 percent.

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

August 1987



the BUSINESS SITUATION

IT ROFITS from current production—
profits before tax (PBT) with invento-
ry valuation adjustment (IVA) and
capital consumption adjustment
(CCAdj)—increased $3 billion in the
second quarter, following a $13 billion
increase in the first.1 Domestic profits
of nonfinancial corporations increased
$2Vfc billion after a $9 billion increase,
domestic profits of financial corpora-
tions were flat after a $1 billion in-
crease, and profits from the rest of
the world were up $Vz billion after a
$3 billion increase.

PBT increased $11% billion in the
second quarter after an increase of $9
billion in the first. The much smaller
increase in profits from current pro-
duction than in PBT was due to the
IVA, which declined $8Vfe billion. The
IVA, like the CCAdj (which changed
little in the second quarter), is reflect-
ed in the current production measure
but not in PBT. The IVA converts the
value of inventory withdrawals from
the predominantly historical costs
that underlie PBT to current replace-
ment costs. When current replace-
ment costs of inventory withdrawals
are higher than costs that underlie
PBT, the IVA is negative in order to
remove the resulting capital-gains-
like element from profits.

Profits by industry.—PBT with IVA
and CCAdj is not available by indus-
try; PBT with IVA alone, the best
measure of industry profits available,
increased $3 billion in the second
quarter after a $6Vfe billion increase
in the first.

In nonfinancial corporations, profits
of petroleum refiners increased $10 V2
billion (to $12 ¥2 billion), more than

accounting for the increase in manu-
facturing profits. The increase in
manufacturing profits, however, was
more than offset by a decline of $11
billion (to $45 billion) in trade profits.
Over the past four quarters, move-
ments in petroleum and trade profits
have been large, choppy, and more or
less offsetting. In each of these quar-
ters, petroleum registered the largest
change of any manufacturing indus-
try, and trade, the largest of any non-
manufacturing industry. For both in-
dustries, an increase in one quarter
was followed by a decline in the next,
and a decline in one quarter, by an
increase in the next. In each of the
last four quarters, the large changes
in petroleum and trade profits have
been in opposite directions.

The choppiness in trade profits mir-
rors changes in the sales of wholesale
and retail trade firms. The choppiness
in petroleum profits is not susceptible
to brief explanation because of the
complex structure of the industry; the
same economic developments affect
disparate segments of the industry
differently. For example, other things
equal, a substantial increase in crude
oil prices such as occurred this year
squeezes the profits of refiners. In
contrast, for integrated firms the
effect on profits from extraction
would offset the effect on profits from
refining; however, if the extraction
occurs overseas, profits from the rest
of the world would increase, not prof-

its in the domestic petroleum indus-
try. A further complication arises be-
cause integrated firms typically sell
some crude to nonaffiliated refiners
while purchasing some from nonaffi-
liated producers; a change in the rela-
tionship between crude and product
prices, if it affected the amounts sold
and purchased, would affect profits.

In financial corporations, profits
changed little. Major banks made
very large additions to loss reserves
in the second quarter in connection
with their outstanding foreign loans.
Profits in the national income and
product accounts (NIPA's), however,
are not affected until loans are actu-
ally charged against reserves by the
banks.

Federal Budget Developments
Revised estimates of Federal uni-

fied budget receipts and outlays for
fiscal years 1987 and 1988 were sub-
mitted to Congress by the Office of
Management and Budget in mid-
August. The revised deficit for 1987 is
$158.4 billion, and for 1988, $123.3 bil-
lion. Both are higher than the targets
specified in the Gramm-Rudman-Hol-
lings Act (formally, the Balanced
Budget and Emergency Deficit Con-
trol Act of 1985).

In February 1986, the administra-
tion submitted a fiscal year 1987
budget with a deficit slightly under
the $144.0 billion target for that year.

1. Quarterly estimates in the national income and
product accounts are expressed at seasonally adjusted
annual rates, and quarterly changes in them are dif-
ferences between these rates. Quarter-to-quarter per-
cent changes are compounded to annual rates. Real,
or constant-dollar, estimates are expressed in 1982 dol-
lars.

Looking Ahead . . .

• Pollution Abatement Plant and Equipment Expenditures. Pollution
abatement plant and equipment expenditures estimates for 1986 will be
published in the October SURVEY.

• NIPA Index. The index of items appearing in the NIPA tables will
soon be available as a separate publication. See page 68 of this issue for
more information.

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

September 1987



SURVEY OF CURRENT BUSINESS September 1987

Both the Congress' June 1986 concur-
rent resolution on the 1987 budget
and the administration's August 1986
mid-session review contained esti-
mates under $144.0 billion. In Janu-
ary 1987, the administration's 1988
budget submission contained an esti-
mate of $173.2 billion for the 1987 def-
icit—$29.2 billion more than the
target. Stronger-than-expected tax col-
lections in the spring of 1987 helped
to bring the estimate in the August
1987 mid-session review considerably
closer to the target.

The administration's January 1987
budget estimate for the fiscal year
1988 deficit was just under the
Gramm-Rudman-Hollings $123.3 bil-
lion target, and the June 1987 concur-
rent resolution on the 1988 budget
met the target by continuing to use
the administration's January econom-
ic assumptions. The new mid-session
review estimates, however, exceed the
1988 target by $15.3 billion. Congress
has not yet passed a revised budget
resolution, but during debates in
August concerning a debt ceiling ex-
tension, the Senate approved a re-
vised target of $150.0 billion and
House conferees on the bill offered a
target of $144.0 billion. As of mid-Sep-
tember, Congress was debating
changes to the Gramm-Rudman-Hol-
lings Act to strengthen the enforce-
ment mechanisms and raise the
target deficits.

The mid-session review
The new estimates of unified

budget receipts and outlays for fiscal
years 1987 and 1988 reflect revised
economic assumptions, legislation en-
acted by Congress this year, policy
changes, and reestimates of tax collec-
tions and agency spending based
largely on experience since the Janu-
ary 1987 budget. (See the February
1987 SURVEY OF CURRENT BUSINESS
for a discussion of the January
budget.)

Two pieces of legislation enacted
since January had a substantial
impact on the budget estimates. In
April, Congress overrode a presiden-
tial veto to enact the Surface Trans-
portation and Uniform Relocation As-
sistance Act of 1987; the act provided
for more spending from the highway
trust fund than the administration
had requested. In July, the 1987 Sup-
plemental Appropriations Act appro-
priated more for several programs
than the administration requested.

On the basis of the revised econom-
ic assumptions, real GNP increases
one-half a percentage point less in
calendar year 1987 than expected ear-
lier this year, but at the same rate—
3.2 percent—from the fourth quarter
of 1986 to the fourth quarter of 1987
as expected earlier (table 1). From the
fourth quarter of 1987 to the fourth
quarter of 1988, real GNP increases
3.5 percent, slightly less than expect-
ed earlier. In both years, personal
income is higher than expected earli-
er and corporate profits before taxes
are lower. Reflecting higher-than-ex-
pected inflation during the first half
of 1987, consumer prices rise more
than expected earlier; the interest
rate on 10-year Treasury notes is also
higher. The unemployment rate, re-
flecting the recent larger-than-expect-
ed drop, is lower than expected earli-
er.

Unified budget.—For fiscal year
1987, a $158.4 billion deficit is esti-
mated, compared with $173.2 billion
estimated in January (table 2). Re-

ceipts are $16.1 billion higher; an
upward revision of $21.9 billion due to
reestimates—including reestimates of
the impact of the Tax Reform Act of
1986 (see the next section)—is partly
offset by a downward revision of $6.4
billion due to revised economic as-
sumptions. Among the major catego-
ries of receipts, there are large, partly
offsetting revisions in the two income
tax components. Individual income
taxes are revised up $28.8 billion to
$392.8 billion, and corporate income
taxes are revised down $15.2 billion to
$89.6 billion.

Outlays in 1987 are $1.3 billion
higher; upward revisions of $3.5 bil-
lion due to policy changes and $0.9
billion due to economic assumptions
are partly offset by a downward revi-
sion of $3.1 billion due to reestimates.
On a program-by-program basis, the
revision is the net of $11.0 billion in
upward revisions and $9.7 billion in
downward revisions. The largest
upward revision is for net interest
($2.1 billion), reflecting a different

Table 1.—Economic Assumptions Underlying the Mid-Session Review of the Fiscal Year 1988
Budget

GNP:
Current dollars
1982 dollars

Incomes:
Personal income

Wages and salaries
Corporate profits before taxes

GNP in current dollars:
Annual average
Fourth quarter

GNP in 1982 dollars:
Annual average
Fourth quarter

GNP deflator:
Annual average
Fourth quarter

Consumer Price Index: 1

Annual average
Fourth quarter

Unemployment rate: 2

Annual average
Fourth quarter

Insured unemployment rate:
Annual average

Interest rate: 4

91-day Treasury bills
10-year Treasury notes

Calendar year

Actual

1985 1986

Estimates

1987

Differences from
January

1988

Billions of dollars

4,010
3,608

3,327
1,975

225

4,235
3,713

3,534
2,089

232

4,491
3,811

3,745
2,212

273

4,830
3,936

4,002
2,365

317

- 2
17

45
2

- 3 6

61
- 6

-24

Percent change from preceding year

6.3
6.5

3.0
3.3

3.2
3.1

3.5
3.3

5.6
4.5

2.9
2.2

2.6
2.2

1.6
.9

6.1
7.6

2.6
3.2

3.3
4.2

3.6
4.7

7.5
7.6

3.3
3.5

4.1
4.0

4.4
4.4

- . 2
- . 2

Percent

7.1
6.9

2.8

7.5
10.6

6.9
6.7

2.8

6.0
7.7

6.2
6.1

2.5

5.7
8.0

5.9
5.8

2.3

5.5
7.6

- . 5
- . 4 - .4

- . 1

- . 1
1.0

1. Consumer Price Index for urban wage earners and clerical workers.
2. Percent of labor force, including armed forces residing in the United States.
3. Insured unemployment under the State regular unemployment insurance program, excluding recipients of extended

benefits, as percentage of covered employment under that program.
4. Average rate on new issues within a year. The estimates assume, by convention, that interest rates vary with the rate of

inflation. They do not represent a forecast of interest rates.
Source: "Mid-Session Review of the 1988 Budget."
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mix of borrowing than had been ex-
pected earlier and higher interest
rates. The other major upward revi-
sions are $1.3 billion for Federal
Housing Administration mortgage in-
surance, $1.1 billion for medicare, $1.0
billion for medicaid, and $1.0 billion
for the foreign military sales trust
fund. The largest downward revisions
are $3.3 billion for the Federal Depos-
it Insurance Corporation (FDIC) and
$2.1 billion for the Commodity Credit
Corporation (CCC). The revision for
the FDIC is due to lower cash outlays

per bank closing; the revision for the
CCC is due to changes in the supply
and demand estimates for crops.

For fiscal year 1988, a $123.3 billion
deficit is estimated, compared with
$107.8 billion estimated in January.
Receipts are $7.6 billion lower; a
downward revision of $9.4 billion due
to revised economic assumptions is
partly offset by a $2.0 billion upward
revision due to reestimates. Among
the major categories of receipts, the
largest revisions are an $11.8 billion
reduction in corporate income taxes

Table 2.—Federal Government Receipts and Expenditures

[Billions of dollars]

Unified budget

Receipts
Outlays

Surplus or deficit ( - ) . .

National income and product accounts

Receipts

Personal tax and nontax receipts
Corporate profits tax accruals
Indirect business tax and nontax accruals
Contributions for social insurance

814.2

358.0
80.3
51.7

324.1

1,027.8

368.4
275.3

93.1
394.8
380.5

14.3

107.4
134.3

22.9

0

Surplus or deficit ( - ) -213.6

Expenditures

Purchases of goods and services..
National defense
Nondefense

Transfer payments
To persons
To foreigners

Grants-in-aid to State and local governments
Net interest paid

Subsidies less current surplus of government enterprises ....

Less: Wage accruals less disbursements

Fiscal year

Actual
1986

769.1
989.8

-220.7

842.4
1,015.6
-173.2

874.6

368.7
108.9
53.8

343.2

1,060.5

384.8
291.0
93.8

409.5
395.3

14.2

104.6
138.5

25.1

2.0

Aug.

858.5
1,016.9
-158.4

899.4

398.0
103.8
53.5

344.1

1,061.4

376.1
291.1

85.0
411.6
398.3

13.3

106.7
140.7

29.0

2.7

Differ-
ence
from
Jan.

16.1
1.3

14.8

29.3
- 5 . 1

- . 3

.9

-8 .7
.1

-8 .8
2.1
3.0

- . 9

2.1
2.2

3.9

.7

916.6
1,024.3
-107.8

968.1

396.5
130.2
56.6

384.8

1,088.6

301.0
93.8

427.2
412.9

14.3

100.0
140.5

26.1

0

-120.5

Aug.

909.0
1,032.3
-123.3

959.9

402.0
116.2
57.0

384.7

1,098.3

392.8
300.4
92.4

432.2
418.5

13.7

104.8
145.6

22.9

0

Differ-
ence
from
Jan.

-7 .6
8.0

-15.5

-8 .2
5.5

-14.0
.4

- . 1

9.7

-2 .0
- . 7

-1 .4
5.0
5.6

- . 6

4.8
5.1

- 3 . 2

Sources: "Mid-Session Review of the 1988 Budget" and the Bureau of Economic Analysis.

Table 3.—Federal Government Receipts and Expenditures, NIPA Basis
[Billions of dollars, seasonally adjusted at annual rates]

Receipts . . . .

Personal tax and nontax receipts
Corporate profits tax accruals
Indirect business tax and nontax accruals
Contributions for social insurance

Expenditures

Purchases of goods and services
National defense ....
Nondefense . . .

Transfer payments
To persons
To foreigners

Grants-in-aid to State and local governments
Net interest paid

Subsidies less current surplus of government enterprises...

Less' Wage accruals less disbursements

Surplus or deficit (—)

Actual

1986

IV

852.5

376 4
90.5
51.1

334.5

1,041.2

368.6
279.0

89.6

405 7
3910

14.7

102.8
137.8

26.3

0

-188.7

1987

I

879.3

381 5
103.0
53.3

341.5

1,049.8

366.9
287.5
79.4

406.7
396.0

10.7

102.2
139.5

34.3

\ 0

-170.5

II

922.9

415.6
107.9
54.2

345.2

1,062.1

379.6
294.5
85.1

412.0
401.5

10.5

106.0
139.8

24.8

0

-139.2

Calend ar year

1987

III

929.9

405.8
115.0
55.3

353.8

1,085.4

388.3
302.0

86.3

422.0
405.0

17.0

115.8
144.0

26.0

10.7

-155.5

IV

943.6

407.1
118.7
57.9

359.9

1,096.8

394.3
300.9
93.4

420.4
405.8

14.6

106.6
144.7

30.8

0

-153.2

Estimates

I

958.5

407.6
113.3
56.3

381.3

1,105.8

392.8
301.0

91.8

434.0
420.6

13.4

104.6
145.4

29.0

0

-147.3

1988

II

969.1

408.3
115.4
56.6

388.8

1,096.1

392.1
300.0

92.1

436.9
423.5

13.4

104.1
145.9

17.1

0

-127.0

III

965.2

394.8
117.2
57.0

396.2

1,095.0

392.1
299.5
92.6

437.8
424.4

13.4

103.9
146.4

14.8

0

-129.8

and a $3.3 billion increase in individ-
ual income taxes.

Outlays in 1988 are $8.0 billion
higher; upward revisions of $4.3 bil-
lion due to policy changes and $5.7
billion due to revised economic as-
sumptions are partly offset by a $1.8
billion downward revision due to rees-
timates. On a program-by-program
basis, the revision in outlays is the
net of $17.3 billion in upward revi-
sions and $9.3 billion in downward re-
visions. The largest upward revision
is for net interest ($5.7 billion), most
of which is attributable to higher in-
terest rates. Other upward revisions
include $1.5 billion for medicaid, re-
flecting higher actual and estimated
State benefits, and $1.1 billion for
Social Security, reflecting the effect of
the revised assumption about con-
sumer prices on the January 1988
cost-of-living increase (a 4.2-percent
instead of a 3.5-percent increase). The
largest downward revision is for the
CCC ($5.3 billion), attributable to
changes in the supply and demand es-
timates for crops. Lower unemploy-
ment rates reduce unemployment in-
surance benefits by $1.1 billion, and
lower cash outlays per bank closing
reduce FDIC outlays by $1.1 billion.

Revised NIPA estimates.—BE A has
prepared estimates of the Federal
sector on the national income and
product account (NIPA) basis consist-
ent with the revised unified budget
estimates (table 2, and table 3 for the
quarterly pattern). On this basis,
fiscal year 1987 receipts are $24.8 bil-
lion higher than estimated in Janu-
ary, expenditures are $0.9 billion
higher, and the deficit is $23.9 billion
lower.

The upward revision in receipts is
more than accounted for by an
upward revision of $29.3 billion in
personal tax and nontax receipts;
$16.3 billion of this revision is attrib-
utable to nonwithheld income tax
payments, $11.0 billion to withheld
income tax, and $1.9 billion to estate
and gift taxes and personal nontaxes.
The most important factor in the revi-
sion to nonwithheld taxes is higher-
than-expected payments in 1987 by
taxpayers who had realized capital
gains in 1986 in order to benefit from
preferential treatment of that income;
under a provision of the Tax Reform
Act of 1986, capital gains realized
after 1986 will be taxed as ordinary
income. Partly offsetting the upward
revisions is a downward revision of
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Table 4.—Relation of Federal Government Re-
ceipts in the National Income and Product
Accounts to the Unified Budget

[Billions of dollars]

Unified budget receipts

Less: Coverage differences

Plus: Netting differences:
Contributions to government

employees retirement funds....
Other . . . .

Timing differences:
Corporate income tax
Federal and State

unemployment insurance
taxes

Withheld personal income tax
and social security
contributions

Excise taxes
Other

Miscellaneous

Equals: Federal Government receipts,
NIPA's

Fiscal year

1986

769.1

1.2

33.7
12.6

- . 2

.7

.2
- . 7

.2
_ 2

814.2

1987

858.5

1.5

35.7
13.3

-1 .7

0

-4 .0
- . 9

899.4

1988

909.0

1.7

40.6
20.0

-3 .6

-1 .4

-2 .8
— 2

959.9

Table 5.—Relation of Federal Government Ex-
penditures in the National Income and Prod-
uct Accounts to the United Budget

[Billions of dollars]

Table 6.—Cyclically Adjusted Surplus or
Deficit ( - ) , NIPA Basis

$5.1 billion in corporate profits tax ac-
cruals, largely due to lower corporate
profits.

The revision in expenditures is the
net of $11.3 billion in upward revi-
sions and $10.4 billion in downward
revisions (including a revision to wage
accruals less disbursements, a catego-
ry that is subtracted in deriving total
expenditures). The largest upward re-
vision is for subsidies less the current
surplus of government enterprises
($3.9 billion), reflecting higher esti-
mates for agricultural subsidies and
for the CCC deficit. The other large
upward revisions are for transfer pay-
ments to persons ($3.0 billion), net in-
terest ($2.2 billion), and grants-in-aid
to State and local governments ($2.1
billion). The revision in transfer pay-
ments to persons reflects higher medi-
care benefits, and the revision in
grants-in-aid reflects higher grants for
medicaid, education, and several
other programs. The largest down-
ward revision—$8.8 billion—is in non-
defense purchases and reflects lower
net purchases of agricultural com-
modities by the CCC.

For fiscal year 1988, receipts are
$8.2 billion lower than estimated in
January, expenditures are $9.7 billion
higher, and the deficit is $17.9 billion
higher. The downward revision in re-
ceipts is more than accounted for by a
$14.0 billion downward revision in
corporate profits taxes, largely attrib-
utable to lower corporate profits. An
upward revision in personal tax and

Unified budget outlays

Less: Coverage differences:
Geographic
Other.

Financial transactions:
Net lending
Other

Net purchases of land:
Outer Continental Shelf
Other

Plus: Netting differences:
Contributions to government

employees retirement
funds

Other

Timing differences:
National defense purchases
Other

Miscellaneous

Equals: Federal Government
expenditures, NIPA's

Fiscal year

1986

989.8

5.4
-1 .6

14.3
-2 .9

-2 .1
.2

33.7
12.6

4.0
1.1

- . 2

1,027.8

1987

1,016.9

5.6
-1 .2

8.7
- 4 . 5

-1 .6
.2

35.7
13.3

4.9
- 2 . 3

.1

1,061.4

1988

1,032.3

5.6
- . 4

3.2
-5 .1

-1 .2
-2 .7

40.6
20.0

3.6
.9

.2

1,098.3

nontax receipts ($5.5 billion) is a par-
tial offset.

The revision in expenditures is the
net of $15.5 billion in upward revi-
sions and $5.8 billion in downward re-
visions. The largest upward revision—
$5.6 billion—is for transfer payments
to persons, reflecting higher medicare
benefits and the larger January 1988
cost-of-living increase for Social Secu-
rity and other programs. Net interest
paid is revised up $5.1 billion, reflect-
ing higher interest rates. Grants-in-
aid are revised up $4.8 billion; the
upward revisions are in education,
medicaid, highways, and several other
programs. The largest downward revi-
sion—$3.2 billion—is for subsidies less
the current surplus of government en-
terprises and primarily reflects lower
agricultural subsidies. Nondefense
purchases are revised down $1.4 bil-
lion; a $3.4 billion reduction in CCC
purchases is partly offset by upward
revisions in purchases for other pro-
grams. Transfer payments to foreign-
ers and national defense purchases
are each revised slightly.

Table 4 shows the relation between
unified budget receipts and NIPA re-
ceipts, and table 5 shows the relation
between unified budget outlays and
NIPA expenditures.

Cyclically adjusted deficit.—As
measured using cyclical adjustments
based on middle-expansion trend

[Billions of dollars; quarters at seasonally adjusted e
rates]

Calendar year:

1985
1986
1987

Quarters:

1985:
I
II
III....
IV....

1986:
I
II
III....
IV....

1987:
I
II
Ill....
IV....

1988:

II
III....

Based on middle-
expansion trend

GNP

Level

-202.3
-218.6
-177.6

-166.1
213.4
203.9

-225.8

-215.1
-243.8
-216.0
-199.6

-188.7
-161.8
-179.3
-180.7

-178.7
-161.7
-167.9

Change

-37.1
-16.3

41.0

20.4
-47.3

9.5
-21.9

10.7
-28.7

27.8
16.4

10.9
26.9

-17.5
-1 .4

2.0
17.0

-6 .2

innual

Based on 6-
percent

unemployment
rate trend GNP

Level

-171.7
-187.9
-146.1

-134.8
-183.8
-173.0
-195.1

-184.1
-213.2
-185.4
-168.7

-158.0
-129.8
-147.6
-149.0

-147.2
-130.2
-136.9

Change

-35.6
-16.2

41.8

22.2
-49.0

10.8
-22.1

11.0
-29.1

27.8
16.7

10.7
28.2

-17.8
-1 .4

1.8
17.0

-6 .7

GNP, the Federal deficit on the NIPA
basis decreases $41.0 billion in calen-
dar year 1987 (table 6). On a quarter-
ly basis, the pattern of the cyclically
adjusted deficit is similar to the pat-
tern in the NIPA deficit. The cyclical-
ly adjusted budget based on middle-
expansion trend GNP is associated
with a middle-expansion trend unem-
ployment rate of 7.4 percent. The cy-
clically adjusted deficit based on a 6-
percent unemployment rate is lower,
but follows the same quarterly pat-
tern.

Tax Reform Act of 1986: Revised esti-
mates

The March 1987 SURVEY contains a
discussion of the Tax Reform Act of
1986 and its impact on Federal Gov-
ernment receipts and expenditures on
a NIPA basis. Table 7 presents re-
vised annual and quarterly estimates
based on the mid-session review of the
budget; these estimates incorporate
revised economic assumptions as well
as later tax collection experience.

Total NIPA receipts are revised up
$6.2 billion in 1987, down $1.3 billion
in 1988, and down $6.4 billion in 1989.
Personal tax and nontax receipts are
revised up $7.5 billion in 1987, up $1.1
billion in 1988, and down $6.6 billion
in 1989. The 1987 revision includes an
upward revision of $15.1 billion in
nonwithheld income tax, which is
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partly offset by a $7.6 billion down-
ward revision in withheld income tax.
The most important factor in the revi-
sion to nonwithheld income tax is
higher-than-expected payments in
1987 by taxpayers who had realized
capital gains in 1986 in order to bene-
fit from preferential treatment of that
income; under this act, capital gains

realized after 1986 will be taxed as or-
dinary income. Corporate profits tax
accruals are revised down $1.3 billion
in 1987, down $2.4 billion in 1988, and
up $0.2 billion in 1989. The estimates
of the impact on indirect business tax
and nontax accruals and on contribu-
tions for social insurance are not re-
vised.

Second-quarter NIPA revisions

The second revisions of the NIPA
estimates for the second quarter of
1987 are shown in table 8, on page 19.

Table 7.—Impact of the Tax Reform Act of 1986 on Federal Government Receipts and Expenditures, NIPA Basis
[Billions of dollars]

Line

Calendar year

1987 1989

Seasonally adjusted at annual rates

I III IV

1988

III IV

51

Receipts

Personal tax and nontax receipts-

Withheld income taxes

Basic rate structure *
Pensions and employee benefits-
Business expenses
Consumer interest expense
Other itemized deductions
Other

Declarations and net settlements

Basic rate structure l

Capital gains
Capital cost recovery system:

Investment tax credit
Other

Minimum tax
Pensions and employee benefits:

Limit individual retirement accounts
Other

Tax shelters and real estate
Consumer interest expense

Other itemized deductions.
Exclusions from income
Other

Estate and gift taxes

Corporate profits tax accruals

Basic rate structure
Capital cost recovery system:

Investment tax credit:
Regular
Carryforward and transition....
Carrybacks

Depreciation and expensing
Other

Accounting rules:
Uniform capitalization
Installment method limits
Bad debt reserves
Other

Minimum tax
Insurance companies
Employee stock ownership
Foreign taxes
Business expenses
Research and development
Financial institutions
Capital gains
General Utilities rule
Tax-exempt bonds
Tax shelters and real estate
Other

Indirect business tax and nontax accruals..

Contributions for social insurance

Expenditures

-11.7

-35 .5

-41.3
3.2

.8

.7

.7

.4

24.7

-13.8
24.1

4.9
- . 5
1.4

.2
1.1
1.1
.7
.5
.5
.3

4.2

-10.6

15.8
.2

- 2 . 4
.5

9.1
2.2
1.7
1.2
4.5
2.2
1.8
1.6
1.5

-1 .4
.8
.7
.5
.5

- . 1
1.1

-5 .0

-28.5

-43.9

-50.1
3.3

.8
1.1
.7
.3

16.0

-15.0
- 2 . 8

4.8
- 1 . 2

3.6

4.8
.9

4.2
2.1
4.5
5.9
1.0
3.2

20.1
2.1

- . 6
-2 .0

.6

-42.6

-47.7

-54.5
3.5

.9
1.6
.7
.1

6.5

-25.7
-1 .5

5.2

- 2 6 . 4

24.0
1.5

16.9

-14.6

-41.6

-47 .3
3.2

.7

.4

27.9

-15.7
29.0

4.9
4

L4

L5
.8
.7
.5
.5
.3

4.5

31.1

-10.3

15.4
.2

42.6

10.8

-32.5

-38.3
3.2

.8

.7

.7

.4

44.2

-36.3
68.4

4.9
- . 5
1.4

- 2 . 5
1.5
1.0
.7
.5
.5
.3

4.3

31.4

-10.5

15.6
.2

10.8

-21.1

-39.3
3.2

.8

.7

.7

.4

13.4

-1 .5
- . 5

4.9
- . 5
1.4

1.6
.7

1.2
.7
.5
.5
.3

4.1

31.5

-10.7

16.0
.2

10.1

-21.9

-34.4

-40.3
3.2

-1 .7
- . 5

4.9
- . 6
1.4

1.8
.7

1.4
.7
.5
.5
.3

3.9

31.6

-10.9

16.2
.2

8.5
1.4
1.5
1.1
4.7
2.5

.2
2.0
1.5

-1 .2
1.4
.9

1.2
.5

- . 5
1.5

.2

.7

7.3
1.3
1.5
1.3
4.8
2.8

.1
2.3
1.7

- . 5
1.8
1.1
1.5
.4

- . 9
1.2

- 2 . 4
.5

9.4
2.6
1.7
1.2
4.4
2.1
1.8
1.5
1.5

- 1 . 3
.5
.6
.2
.5

- . 1
1.1

-2 .4
.5

9.2
2.4
1.7
1.2
4.5
2.2
1.8
1.6
1.5

-1 .4
.7
.7
.4
.5

- . 1
1.1

-2 .4
.5

9.0
2.1
1.7
1.2
4.5
2.2
1.8
1.6
1.5

-1 .4
.9
.7
.6
.5

- . 1
1.1

-2 .4
.5

1.7
1.7
1.2
4.6
2.3
1.8
1.7
1.5

-1.5
1.1

.5
- . 1
1.1

-48.6
3.3

.8
1.0
.7
.3

25.0

-5 .4
- 3 . 3

4.8
-1 .2

4.0

4.7
.9

3.6
1.8
4.5
6.1
1.0
3.5

- . 6

- 2 3 . 0

19.8
2.1

- . 6
-2 .0

.6

-49.6
3.3

.8
1.1
.7
.3

- 6 . 3
- 3 . 0

4.8
-1 .4

3.7

4.9
.9

4.0
2.0
4.5
6.0
1.0
3.3

- . 5

-23.9

20.0
2.1

- . 6
-2 .0

.6

-50.6
3.3

.8
1.1
.7
.3

7.6

- 2 3 . 7
- 2 . 6

4.8
-1 .0

3.3

4.9
.9

4.4
2.2
4.5
5.8
1.0
3.1

- 2 4 . 8

20.2
2.1

- . 6
-2 .0

.6

-51.6
3.3

.8
1.2
.7
.3

- 2 4 . 7
- 2 . 3

4.8
- . 7
3.0

4.7
.9

4.8
2.4
4.5
5.7
1.0
2.9

-25.9

20.4
2.1

- . 6
-2 .0

.6

-53.0
3.4

.8
1.3
.7
.1

7.6

-23.6
- 2 . 1

4.9
- . 4
1.3

4.6
.9

5.5
2.6
4.6
5.5
1.1
2.7

28.5

-24.2

22.4
1.5

- 4 7 . 3

-54.0
3.5

.9
1.5
.7
.1

7.7

-24.0
-1 .7

5.1
- . 3

.9

4.6
.9

5.7
2.9
4.6
5.4
1.1
2.5

- 1 . 3

-25.6

23.4
1.5

-48.1

-55.0
3.5

.9
1.7
.7
.1

5.1

-27.4
- 1 . 3

5.3
- . 3

.6

-27.1

24.6
1.5

8.7
1.4
1.5
1.1
4.7
2.4

.2
1.9
1.5

- 1 . 5
1.1

.5
- . 2
1.5

8.6
1.4
1.5
1.1
4.7
2.5

.2
2.0
1.5

- 1 . 3
1.3
.9

1.1
.5

- . 4
1.5

.4

Transfer payments to persons:
Earned income credit

8.4
1.4
1.5
1.1
4.7
2.5

.2
2.0
1.5

- 1 . 1
1.5
.9

1.3
.5

- . 6
1.5

.4

1.5

8.3
1.4
1.5
1.1
4.7
2.6

.2
2.1
1.5

- . 9
1.7
1.0
1.5
.5

- . 8
1.5

.2

.7

7.9
1.3
1.5
1.2
4.8
2.7

.1
2.2
1.6

- . 7
1.7
1.1
1.5

.5
- . 8
1.3

.2

.1

.2

.7

7.5
1.3
1.5
1.3
4.8
2.8

.1
2.3
1.7

- . 5
1.8
1.1
1.5
.4

- . 9
1.2

.2

.7

7.1
1.3
1.5
1.3
4.8
2.8

.1
2.3
1.7

4

L8
1.1
1.5
.4

- . 9
1.2

-56.0
3.6
1.0
1.9
.7
.1

5.7

-27.8

5.5
- . 2

.4

4.6
.9

6.1
3.6
4.6
5.3
1.1
2.4

26.7

-28.7

25.6
1.5

.2

.7

6.7
1.3
1.5
1.4
4.8
2.9

.1
2.4
1.8

- . 4
1.9
1.1
1.5
.3

-1 .0
1.1

2.6

2.6

1. Additional detail shown for this category in the March 1987 SURVEY is not available at this time.
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the BUSINESS SITUATION

THE pace of U.S. production picked
up in the third quarter of 1987. Real
GNP increased at an annual rate of 4
percent, following an increase of 2 ¥2
percent in the second quarter (chart
I).1

1. Quarterly estimates in the national income and
product accounts are expressed at seasonally adjusted
annual rates, and quarterly changes in them are dif-
ferences between these rates. Quarter-to-quarter per-
cent changes are annualized. Real, or constant-dollar,
estimates are expressed in 1982 dollars.

The preliminary GNP estimates for the third quar-
ter are based on the following major source data: For
personal consumption expenditures (PCE), retail sales
through September, and unit auto and truck sales
through September; for nonresidential fixed invest-
ment, the same information for autos and trucks as
for PCE, construction put in place for July and
August, and manufacturers' shipments of machinery
and equipment for July and August; for residential in-
vestment, construction put in place for July and
August, and housing starts through September; for
change in business inventories, manufacturing and
trade inventories for July and August, and unit auto
inventories through September; for net exports of
goods and services, merchandise exports and merchan-
dise imports for July and August, and fragmentary in-
formation on investment income for the quarter; for
government purchases of goods and services, Federal
unified budget outlays for July and August, and State
and local construction put in place for July and
August; and for GNP prices, the Consumer Price Index
for July and August, the Producer Price Index
through September, the unit-value index for petrole-
um imports for July and August, and unit-value in-
dexes for merchandise exports and nonpetroleum mer-
chandise imports for July. Some of the source data are
subject to revision.

U.S. demand also picked up, in-
creasing more than U.S. production
for the first time since the third quar-
ter of last year. Real gross domestic
purchases increased 4x/2 percent, fol-
lowing a 2-percent increase in the
second quarter.

Inflation, whether measured by the
prices of goods and services produced
or by the prices of goods and services
purchased, slowed in the third quar-
ter. The GNP price index (fixed
weights) increased 2l/2 percent after a
4-percent increase; the price index for
gross domestic purchases (fixed
weights) increased 3 percent after a
4V2-percent increase.

Foreign transactions continued to
register substantial changes. To ana-
lyze the impact of these changes on
U.S. production and demand, exports
and imports must be examined sepa-
rately. Exports—goods and services
provided by U.S. residents to foreign-
ers—are added in the calculation of
GNP but not in the calculation of
gross domestic purchases. Imports—
goods and services provided by for-
eigners to U.S. residents—are sub-
tracted in the calculation of GNP but
not in that of gross domestic pur-
chases. Thus, as shown in table 1,
GNP minus exports plus imports is
equal to gross domestic purchases.

Looking Ahead . . .

• Motor Vehicles. A review of developments in the 1987 model year will
appear in the November issue of the SURVEY. The article, based on units
data, covers domestic and imported autos and trucks.

• Composite Indexes. A summary presentation of BEA's composite in-
dexes of leading, coincident, and lagging indicators will appear in the
SURVEY beginning in the November issue.

• GNP Methodology. The paper GNP: An Overview of Source Data and
Estimating Methods is available as the fourth in BEA's methodology
paper series. See page 42 for information about this and other recent
BE A publications.

CHART 1

Selected Measures:
Change From Preceding Quarter

Percent
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Note.—Percent change at annual rate from preceding quarter; based on
seasonally adjusted estimates.

U.S. Department of Commerce, Bureau of Economic Analysis 87-10-1
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Table 1.—U.S. Production and U.S. Demand
[Seasonally adjusted at annual rates]

Gross national product

Less: Exports

Plus' Imports

Equals: Gross domestic purchases l

Billions of 1982 dollars

Level

1987:111

3,831.2

430.6

568.5

3,969.1

Change from preceding quarter

1986

IV

13.5

8.7

-1.1

3.7

1987

I

40.7

9.5

-7.1

24.1

II

23.1

16.7

14.2

20.5

III

35.9

16.1

21.3

41.2

Percent change from preceding
quarter

1986

IV

1.5

9.5

-.8

.4

1987

I

4.4

10.2

-5.2

2.5

II

2.5

17.9

11.1

2.1

III

3.8

16.5

16.5

4.3

1. Purchases in the United States of goods and services wherever produced.
NOTE.—Percent changes in major aggregates are found in the National Income and Product Accounts Tables, table 8.1. Dollar

levels are found in table 1.6.

Real exports increased strongly in
both the second and third quarters—
$161/2 billion in the second and $16
billion in the third—and continued to
be a major contributor to GNP
growth. Over the two quarters com-
bined, exports, which make up one-
ninth of GNP, accounted for more
than one-half of the $59 billion in-
crease in GNP.

Real imports also increased strong-
ly in both quarters—$14 billion in the
second and $211/2 billion in the
third—and continued to meet a siza-
ble portion of the increase in U.S.
demand. Almost all of the third-quar-
ter increase was due to a surge in pe-
troleum imports. Over the two quar-
ters combined, imports, which make
up one-seventh of gross domestic pur-
chases, accounted for more than one-
half of the $61 Vk billion increase in
gross domestic purchases.

Although imports are subtracted in
the calculation of GNP, one cannot
simply add them back to determine
what U.S. production would have
been in the absence of imports. As-
sessing the effect of imports on U.S.
production is more complex, involving
questions such as the extent to which
the imported goods and services could
and would have been produced domes-
tically instead and the extent to
which U.S. exports would have been
affected.

Components of Real GNP
Changes in most of the major com-

ponents of real GNP were in the same
direction in the third quarter as they
had been in the second. Personal con-
sumption expenditures and nonresi-
dential fixed investment increased in
both quarters, but each was up con-

Table 2.—Real Personal Consumption Expenditures
[Seasonally adjusted at annual rates]

Personal consumption expenditures

Durables
Motor vehicles and parts
Furniture and household equipment
Other durables

Nondurables
Food
Clothing and shoes
Energy l

Other nondurables

Services
Housing
Household operation

Energy 2

Other
Transportation
Medical care
Other services

Billions of 1982 dollars

Level

1987:111

2,517.0

403.3
182.7
153.8

66.8

878.4
439.9
162.5
120.3
155.6

1,235.4
360.0
154.7

78.0
76.7
87.4

265.1
368.2

Change from preceding quarter

1986

IV

3.0

-6.5
-15.2

2.4
6.3

.5
1.8

-2.0
.8

-.1

8.9
2.0
-.1
-.2

.1

.3
3.9
2.9

1987

I

-4.6

-23.1
-21.0

.8
-2.9

2.9
3.5
2.0

-4.0
1.4

15.8
2.2

-2.8
-2.4
-.4
1.4
2.4

12.4

II

11.6

9.5
8.3
1.0
.1

-4.2
-5.9
-3.1

2.7
2.1

6.2
2.4
1.4
.3

1.1
.6

3.3
-1.5

III

29.5

17.9
16.3
1.3
.3

-.6
-1.7

5.2
-3.2
-1.0

12.3
2.3
3.3
1.9
1.4

-^
3^1
3.7

Percent change from preceding
quarter

1986

IV

0.5

-6.3
-27.8

6.6
46.4

.2
1.6

-4.9
2.6
-.3

3.0
2.3
-.3

-1.0
.5

1.4
6.3
3.3

1987

I

-0.7

-21.2
-39.3

2.1
-15.7

1.3
3.2
5.1

-12.2
3.7

5.4
2.5

-7.1
-11.7
-2.1

6.7
3.8

14.8

II

1.9

10.5
22.7

2.7
.6

-1.9
-5.2
-7.5

9.2
5.5

2.1
2.7
3.8
1.6
6.1
2.8
5.2

-1.6

III

4.8

19.9
45.3

3.5
1.8

-.3
-1.5
13.9

-10.0
-2.5

4.1
2.6
9.0

10.4
7.6
-.5
4.8
4.1

1. Gasoline and oil, and fuel oil and coal.
2. Electricity and gas.
NOTE.—Percent changes in major aggregates are found in the National Income and Product Accounts Tables, table 8.1. Dollar

levels are found in table 2.3.

siderably more in the third. Residen-
tial investment was weak in both
quarters. The change in business in-
ventories declined in both quarters,
but was down considerably more in
the third. Net exports declined after a
small increase: Exports were up
strongly in both quarters; imports
were up more strongly in the third
quarter than in the second. Govern-
ment purchases increased by about
the same amount in both quarters.

Personal consumption expenditures
Real personal consumption expendi-

tures (PCE) increased 5 percent in the
third quarter after increasing 2 per-
cent in the second. Durable goods and
services each increased more than in
the second quarter, and nondurable
goods decreased less than in the
second quarter (table 2).

Over the three quarters of 1987, in-
creases in PCE have averaged 2 per-
cent, considerably less than in 1986.
The smaller increases were consistent
with the mixed economic picture for
consumers. In 1987, income gains
have not kept pace with expenditures:
Real PCE has increased twice as
much as real disposable personal
income. Consumers have stretched
spending with the help of stock
market gains and added debt. Con-
sumer confidence, as measured by the
Index of Consumer Sentiment pre-
pared by the University of Michigan's
Survey Research Center, has re-
mained high, reflecting steady job
growth, personal tax cuts, and moder-
ate inflation. Although consumers
still viewed their financial situations
and the economy in a generally posi-
tive light, they may have become
more cautious about borrowing. Quar-
terly percent increases in consumer
installment credit outstanding in 1987
were well below the double-digit in-
creases in 1986. (Conventional meas-
ures of borrowing and debt burden,
however, do not capture the increas-
ing use of home equity lines of credit
in the past several quarters.)

Chart 2 compares quarterly percent
changes over the past 3 years in total
PCE with those in PCE excluding
motor vehicles and parts. Although
motor vehicles and parts make up less
than one-tenth of PCE, they have
dominated the quarterly pattern of
the total. In particular, manufactur-
ers' sales-incentive programs in the
third quarters of 1985, 1986, and 1987
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boosted sales substantially. (A discus-
sion of motor vehicles, in terms of
units, appears at the end of the "Busi-
ness Situation.")

Expenditures for durable goods in-
creased 20 percent in the third quar-
ter, following an increase of 10 ¥2 per-
cent in the second. The acceleration
was largely attributable to motor ve-
hicles and parts. Expenditures for fur-
niture and household equipment and
for other durables accelerated slight-
ly.

Expenditures for nondurable goods
decreased slightly in the third quar-
ter, following a 2-percent decrease in
the second. In recent quarters,
changes in the components of nondur-
ables have been erratic; the large
swings have tended to offset one an-
other in the total. Food declined in
the third quarter, but less than in the
second. Clothing and shoes swung
from a sharp decrease to an even
sharper increase. Energy decreased
sharply after an increase of similar
magnitude. Other durables decreased
after an increase.

Expenditures for services increased
4 percent in the third quarter, follow-
ing a 2-percent increase in the second.
Household operation services acceler-
ated, largely due to a pickup in ex-
penditures for electricity and gas. Re-
flecting brokerage services, other
services increased moderately after a

Table 3.—Real Gross Private Domestic Fixed Investment
[Seasonally adjusted at annual rates]

CHART 2

Real Personal Consumption
Expenditures: Change From
Preceding Quarter

Percent

I
m Total

D Excluding Motor Vehicles
and Parts

Gross private domestic fixed investment

Nonresidential
Structures
Producers' durable equipment

Residential

Billions of 1982 dollars

Level

1987:111

658.4

461.8
124.9
336.8

196.7

Change from preceding quarter

1986

IV

6.6

5.5
1.9
3.6

1.1

1987

I

-21.1

-17.2
-4.2

-13.0

-4.0

II

10.5

11.9
0

11.9

-1.4

III

23.7

23.9
4.5

19.3
_ i

Percent change from preceding
quarter

1986

IV

4.2

5.1
6.3
4.7

2.2

1987

I

-12.5

-14.6
-12.8
-15.3

-7.7

II

6.9

11.7
0

16.5

-2.8

III

15.8

23.7
15.8
26.6

-.2

NOTE.—Percent changes are found in the National Income and Product Accounts Tables, table 8.1. Dollar levels are found in
table 1.2.

1985 1986 1987

Based on Seasonally Adjusted Annual Rates

U.S. Department of Commerce, Bureau of Economic Analysis 87-10-2

decline in the second quarter. Hous-
ing and medical care registered in-
creases similar to those in the second
quarter, and transportation decreased
slightly after an increase.

Nonresidential fixed investment

Real nonresidential fixed invest-
ment increased 23l/2 percent in the
third quarter, following an HMz-per-
cent increase in the second (table 3).
Structures, which had been weak in
the first half of the year, increased 16
percent in the third quarter. Produc-
ers' durable equipment, which had
bounced back in the second quarter
after a first-quarter decline, increased
26 V2 percent.

In structures, petroleum explora-
tion and drilling, which makes up
one-fifth of nonresidential structures,
accounted for two-thirds of the in-
crease. This component has been buf-
feted in recent years by sharp
changes in crude petroleum prices. In-
creased exploration and drilling in
the past four quarters reflect the
better-than-50-percent increase in the
Producer Price Index for crude petro-
leum over the period. Public utilities,
which also make up one-fifth of non-
residential structures, more than ac-
counted for the rest of the increase.
Office buildings increased slightly, fol-
lowing eight consecutive quarterly de-
clines, but persistently high vacancy
rates (in the neighborhood of 20 per-
cent, nationally) cast doubt on the
sustainability of the upswing.

In producers' durable equipment,
increases were widespread but were
especially large in information proc-
essing and related equipment. This
category, which makes up two-fifths
of the total, accounted for two-thirds
of the increase. This category's largest
component—office, computing, and
accounting machinery—increased

very sharply, following several quar-
ters of sluggish sales.

Factors usually cited in assessments
of investment conditions gave mixed
signals for the third quarter. On the
one hand, capacity utilization contin-
ued to increase, unfilled orders for
nondefense capital goods were very
high, export demand was strong, cor-
porate cash flow had been quite high
relative to investment expenditures in
the first half of the year, and capital
appropriations had increased sharply
in the first half. On the other hand,
capacity utilization—although in-
creasing—was still substantially
below the peak levels reached in pre-
vious expansions, interest rates had
increased since the spring, and con-
sumer demand had been sluggish in
the first half of the year.

Residential investment

Real residential investment was un-
changed in the third quarter, follow-
ing a 3-percent decline in the second.
In the third quarter, an increase in
single-family construction was offset
by a decline in multifamily construc-
tion. In single-family construction, the
increase was relatively modest, 6V2
percent, but larger than the increases
of 3V2-4 percent earlier in the year;
in multifamily construction, the de-
cline was large, 23 percent, but small-
er than the 33-percent drops earlier
in the year. The other component of
residential investment—which in-
cludes major replacements, additions
and alterations, mobile home sales,
and brokers' commissions on house
sales—changed little.

The third-quarter increase in
single-family construction largely re-
flected two offsetting developments in
the second quarter. (Almost one-half
of the value of construction put in
place in a given quarter depends on

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

October 1987



SURVEY OF CURRENT BUSINESS October 1987

the value of units started in the im-
mediately preceding quarter.) First,
the number of single-family units
started dropped 9 percent in the
second quarter (chart 3). (Percentages
in this paragraph are not at annual
rates.) Second, the average value of
starts increased sharply in the second
quarter. One indication of the in-
crease in average value is shown by
the differing behavior of two price
measures. The price index for new
one-family houses sold—a measure
that attempts to remove the effect of
changes in size and amenities—in-
creased 1 percent, while the average
sales price of new one-family houses
actually sold—a measure that reflects
changes in size and amenities—in-
creased 5 percent. In the third quar-
ter, the number of starts was flat,
while the average value appears to
have increased again.

The commitment rate on fixed-rate
first mortgages increased 1.18 per-
centage points in the second quarter
and another 0.18 point in the third
(chart 4). The effect of these increases
on house sales (which determine bro-
kers' commissions and influence
future construction plans) was only
partly blunted by the availability of
adjustable-rate mortgages carrying
initial rates 1 to 2 percentage points
lower than fixed-rate mortgages.
Sales of both new and existing resi-
dences in July-August were about 6

Table 4.—Change in Real Business Inventories
[Billions of 1982 dollars; seasonally adjusted at annual rates]

Change in business inventories

Farm

Manufacturin
Wholesale trade
Retail trade

Auto dealers .
Other retail trade

Other

Addendum:
Nonfarm less auto dealers

Level

1986

III

6.1

6.0

.1

-8.1
10.3

-8.2
-17.8

9.6
6.0

17.9

IV

-14.4

-16.6

2.3

-4.9
-5.9

6.7
4.1
2.6
6.4

-1.9

1987

I

47.6

3.7

43.9

5.3
6.6

25.2
21.3

3.9
6.8

22.6

II

39.0

16.3

22.7

-4.4
5.6

15.5
3.0

12.5
6.0

19.7

III

18.1

8.9

9.2

8.7
-4.1
-2.3
-9.2

6.9
6.9

18.4

Change from preceding quarter

1986

IV

-20.5

-22.6

2.2

3.2
-16.2

14.9
21.9

-7.0
.4

-19.8

1987

I

62.0

20.3

41.6

10.2
12.5
18.5
17.2
1.3

.4

24.5

II

-8.6

12.6

-21.2

-9.7
-1.0
-9.7

-18.3
8.6
-.8

-2.9

III

-20.9

-7.4

-13.5

13.1
-9.7

-17.8
-12.2
-5.6

.9

-1.3

NOTE.—Dollar levels for most inventories are found in the National Income and Product Accounts Tables, table 5.11.

percent below first-quarter levels,
with the drop in sales of new units oc-
curring in the second quarter and the
drop in sales of existing units occur-
ring in July-August. The difference in
the timing of the declines in new and
existing sales is probably, in part, a
statistical mirage; sales of existing
units are based on a mixture of sales
contracts and closings, and, thus,
would tend to trail sales of new units,
which are based on sales contracts
alone.

The third-quarter decline in multi-
family construction reflected—as did
declines earlier in the year—changes
in tax laws and high vacancy rates re-
sulting from previous overbuilding. At
ll/2 percent, the national rental va-

CHART 3

Housing Starts
Millions of units
2.5

2.0

1.5

1.0

Total

Multifamily

1983

Data: Census

U.S. Department of Commerce, Bureau of Economic Analysis

1984 1985 1986

Seasonally Adjusted at Annual Rates
1987

cancy rate was about 2 percentage
points above its longrun average, im-
plying, according to one estimate, an
excess of approximately 600,000 units.

Inventory investment

Real inventory investment declined
$21 billion, as inventory accumulation
slowed to $18 billion in the third
quarter from $39 billion in the second
(table 4). Inventory investment had
declined $81/2 billion in the second
quarter. Both farm and nonfarm in-
ventory investment declined in the
third quarter—$7 V2 billion and $131/2
billion, respectively.

Farm inventories accumulated in
both the second and third quarters—
$16 Vk billion and $9 billion, respec-
tively. Not only were open market
sales of crops below current produc-
tion in the two quarters but, also, sub-
stantial amounts of crops were re-
deemed from the Commodity Credit
Corporation, especially in the second
quarter.

Among nonfarm inventories, inven-
tories of retail auto dealers declined
$9 billion after an increase of $3 bil-
lion. The decline, which was concen-
trated in inventories of domestic cars,
reflected enhanced sales-incentive
programs and cuts in production.

Nonfarm inventories excluding
those held by retail auto dealers—
shown as an addendum in table 4—in-
creased $18V2 billion, following in-
creases of $191/2 billion and $22 Ms bil-
lion in the second and first quarters,
respectively. The steady accumula-
tions in this total masked sharp
movements in manufacturing and
trade inventories. Manufacturing in-
ventories increased $81/2 billion after
a decline of $4x/2 billion; the increase
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Table 5.—Real Net Exports of Goods and Services
[Seasonally adjusted at annual rates]

Net exports of goods and services

Exports
Merchandise

Agricultural
Nonagricultural

Services

Imports .
Merchandise

Petroleum
Nonpetroleum

Services

Billions of 1982 dollars

Level

1987:111

-137.9

430.6
288.2

39.8
248.5
142.4

568.5
453.7

91.4
362.3
114.7

Change from preceding quarter

1986

IV

9.8

8.7
8.6
2.9
5.6

.2

-1.1
-5.4
-8.2

2.7
4.4

1987

I

16.6

9.5
2.0

-2.5
4.5
7.5

-7.1
-10.5
-9.0
-1.5

3.3

II

2.5

16.7
11.8

2.9
9.0
4.8

14.2
7.6
2.6
5.0
6.6

III

-5.2

16.1
17.7
5.7

12.1
-1.6

21.3
20.9
19.3

1.6
.3

Percent change from preceding
quarter

1986

IV

9.5
14.6
43.3
10.7

.6

-.8
-4.8

-32.8
3.1

18.8

1987

I

10.2
3.2

-26.5
8.3

24.8

-5.2
-9.3

-38.6
-1.7

13.2

II

17.9
19.5
42.7
16.8
14.5

11.1
7.3

15.8
5.7

26.8

III

16.5
28.9
85.6
22.1

-4.4

16.5
20.8

158.3
1.8
1.1

NOTE.—Percent changes in major aggregates are found in the National Income and Product Accounts Tables, table 8.1. Dollar
levels are found in tables 4.2 and 4.4.

was concentrated in transportation
equipment other than motor vehicles,
petroleum, and nonelectrical machin-
ery. Wholesale trade inventories de-
clined $4 billion after an increase of
$5l/2 billion; the third-quarter decu-
mulation was mostly in durables, es-
pecially in metals and minerals and
in electrical goods. Among nondura-
bles, strong buildups in petroleum
and products and in groceries were
largely offset by runoffs in farm prod-
ucts and in apparel and dry goods.
Retail trade inventories (excluding
autos) increased $7 billion after an in-
crease of $12 Vk billion. Among dura-
bles, the increase was concentrated in
furniture and appliances; among non-
durables, food and beverages in-
creased moderately, and nondurables
other than food increased sharply.

Reflecting the third-quarter in-
crease in inventories and the even
stronger increase in final sales, the
constant-dollar ratio of total invento-
ries to total final sales declined. At
3.18, down from 3.21 in the first and
second quarters, the ratio was near
the lower end of the range within
which it has moved in recent years.

Net exports

Real net exports declined $5 billion
in the third quarter, following in-
creases in the preceding three quar-
ters (table 5). Exports and imports
both increased substantially in the
third quarter; the larger increase in
imports was due to a surge in petrole-
um imports.

Imports increased $211/2 billion, fol-
lowing a somewhat smaller increase
in the second quarter. In the third
quarter, as in two of the three preced-
ing quarters, the change in merchan-

dise imports was dominated by petro-
leum. Petroleum imports were up
$19 ¥2 billion in the third quarter, the
largest increase on record. The third-
quarter surge followed an increase of
$2V2 billion in the second quarter and
substantial declines in each of the two
preceding quarters. The unusually
large increase, in the face of rising
crude oil prices, may have reflected
some precautionary building of stocks
due to increased uncertainty about oil
supplies from the Middle East. Fur-

ther, domestic crude oil production
continued to decline and growth in
U.S. economic activity continued to
boost oil demand.

Nonpetroleum merchandise imports
increased $1V2 billion, following a $5
billion increase. The increases were
more than accounted for by sharp
gains in imports of capital goods,
except autos. The other major end-use
categories remained weak—below or
no higher than year-ago levels. The
weakness reflected, to some extent,
substantial increases in prices (see the
section on prices later in the "Busi-
ness Situation"), which were largely
due to depreciation of the dollar.

Imports of services increased $¥2
billion, following a $6l/2 billion in-
crease. The slowdown was in factor
income and mirrored movements in
interest rates on portfolio investment.

Exports increased $16 billion, fol-
lowing a similar increase in the
second quarter. Merchandise exports,
both agricultural and nonagricultural,
increased strongly in both quarters.
The third-quarter increase in agricul-
tural exports, mainly in soybean ex-
ports, reflected the growing competi-
tiveness of U.S. agricultural products

CHART 4

Selected Interest Rates
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in the world market due to lower
prices and reduced competitor sup-
plies.

Increases in nonagricultural ex-
ports in the second and third quarters
averaged $10 ¥2 billion, twice the aver-
age increase in the preceding four
quarters. The second- and third-quar-
ter increases were spread across most
of the major end-use categories, but
were especially sharp in exports of
capital goods, except autos. The
strength in nonagricultural exports
reflected, to some extent, the cumula-
tive effects of dollar depreciation.

Exports of services declined $1V2
billion, following a $5 billion increase
in the second quarter. Factor income
increased less than in the second
quarter, mirroring movements in in-
terest rates on portfolio investment;
other services declined after an in-
crease.

Government purchases

Real government purchases in-
creased $9 billion, or 4x/2 percent, in
the third quarter, following an in-
crease of $7 billion, or 4 percent, in
the second (table 6). Federal Govern-
ment purchases increased by about
the same amount in the third quarter
as in the second; State and local gov-
ernment purchases increased more
than in the second quarter.

Within Federal Government pur-
chases, national defense purchases in-
creased much less than in the second
quarter; the slowdown was concen-
trated in services other than employ-
ee compensation and in military hard-
ware. Nondefense purchases increased
after a small decline; the swing re-
flected the pattern of changes in in-
ventories held by the Commodity
Credit Corporation (CCC). The level of
CCC inventories declined in each of
the past three quarters, but the de-
cline was considerably larger in the
second quarter than in the first or
third quarters. Withdrawals from
CCC inventories, particularly in the
second quarter, included not only re-
demptions by farmers of crops they
had previously placed under loan but
also redemptions using certificates
initially issued to farmers by the CCC
in lieu of cash subsidy payments.
Other nondefense purchases resumed
a slight downtrend that had been in-
terrupted in the second quarter by a
bulge in services other than employee
compensation.

Table 6.—Real Government Purchases of Goods and Services
[Seasonally adjusted at annual rates]

Government purchases of goods and services

Federal. ... . . . .
National defense
Nondefense...

Commodity Credit Corporation inventory

Other

State and local
Structures
Other

Billions of 1982 dollars

Level

1987:111

775.5

338.3
264.9
73.4

-4.3
77.7

437.3
55.5

381.8

Change from preceding quarter

1986

IV

14.6

12.0
-7.1
19.1

19.5
-.4

2.5
-.7
3.2

1987

I

-12.2

-17.3
4.7

-22.0

-21.3
-.7

5.2
2.2
3.0

II

7.1

5.3
6.1
-.8

-6.6
5.8

1.8
-1.4

3.2

III

8.8

5.7
1.4
4.3

4.8
-.5

3.2
.2

3.0

Percent change from preceding
quarter

1986

IV

7.9

15.2
-10.5
153.9

-2.2

2.4
-5.0

3.5

1987

I

-6.2

-18.6
7.6

-66.5

-3.8

5.0
17.2
3.3

II

3.8

6.6
9.8

-4.5

36.1

1.7
-9.5

3.5

III

4.7

7.0
2.1

27.3

-2.5

3.0
1.5
3.2

NOTE.—Percent changes in major aggregates are found in the National Income and Product Accounts Tables, table 8.1. Dollar
levels are found in table 3.8B.

Within State and local government
purchases, structures changed little
after a decline in the second quarter.
The pattern largely reflected changes
in two components: Buildings changed
little after a $1 billion decline, and
highways increased $¥2 billion after a
$J/2 billion decline.

Prices
GNP prices and gross domestic pur-

chases prices both decelerated ll/2
percentage points in the third quar-
ter—to increases of 2l/2 percent and 3
percent, respectively (table 7). The
continued higher increases in the pur-
chases price measure largely reflected
substantial increases in the prices of
merchandise imports. As shown in

Table 7.—Price Indexes (Fixed Weights):
Change From Preceding Quarter

[Percent change at annual rates; based on seasonally adjusted
index numbers (1982=100)]

GNP

Less: Exports
Plus: Imports

Equals.- Gross domestic purchases..

Less: Change in business
inventories

Equals: Final sales to domestic
purchasers

Personal consumption
expenditures
Food..
Energy
Other personal consumption

expenditures
Nonresidential structures
Producers' durable equipment
Residential investment
Government purchases

Addenda:
Merchandise imports

Petroleum and products
Other merchandise

1986

IV

2.3

0
8.7

3.1

3.1

3.0
4.7

-10.8

39
1.3
2.6
3.5
3.8

11.8
57.1
7.1

I

4.5

4.0
12.5

5.3

5.3

5.7
2.6

27.2

4.7
3^3

.9
5.3
5.8

14.6
126.3

3.9

1987

II

4.1

4.4
11.3

4.7

4.7

5.2
5.9
8.9

4.7
3^8
0
6.7
4.6

13.6
50.4
8.5

III

2.7

3.1
8.3

3.2

3.2

3.5
2 3
s!i
3 4

!?
.3

1.6
3.8

10.7
28.5
7.9

NOTE.—Percent changes in major aggregates are found in
the National Income and Product Accounts Tables, table 8.1.
Most index number levels are found in tables 7.1 and 7.3.

the addenda to the table, prices of
merchandise imports have increased
at double-digit rates in recent quar-
ters. The sharp, although decelerat-
ing, increases in petroleum prices
during the period are most notable,
but prices of other imported goods
have registered strong increases as
well. Over the past three quarters, in-
creases in prices of industrial supplies
and materials, excluding petroleum,
averaged 11 ¥2 percent; increases in
prices of capital goods, except autos,
averaged 61/2 percent; and increases
in prices of consumer goods averaged
9 percent.

The third-quarter slowdown in in-
flation was widespread. Prices of PCE,
fixed investment, and government
purchases all increased less than in
the second quarter.

PCE prices increased 3 l/z percent,
following a 5-percent increase in the
second quarter. Food prices were up
moderately after a strong second-
quarter increase, when prices of meat
and of fruits and vegetables had been
up sharply. Increases in meat prices
slowed in the third quarter; in par-
ticular, retail prices of beef leveled
off, after a 5-year high in June. Prices
of fruits and vegetables fell in the
third quarter. Energy prices, largely
reflecting gasoline prices, increased a
little less in the third quarter than in
the second. Other PCE prices were up
less than in the second quarter. The
slowdown was largely accounted for
by prices of clothing and shoes; these
prices, which often fluctuate sharply
from quarter to quarter, declined in
the third quarter after a double-digit
increase in the second.

Among the investment components,
increases in the prices of structures—
both nonresidential and residential—
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decelerated sharply in the third quar-
ter. PDE prices have changed little in
the past three quarters.

Prices paid by government in-
creased 4 percent, slightly less than
in the second quarter. Prices of Feder-
al defense purchases—primarily re-
flecting missiles, aircraft, and employ-
ee compensation—increased consider-
ably less than in the second quarter.
Prices of nondefense purchases were
up somewhat less than in the second
quarter, and prices of State and local
government purchases were up some-
what more.

Personal Income
Personal income increased $51 bil-

lion in the third quarter, following a
$46V2 billion increase in the second
(table 8). The acceleration was largely
accounted for by stronger increases in
wage and salary disbursements and in
personal interest income. Disposable
personal income jumped in the third

quarter, as personal tax and nontax
payments fell after a sharp increase
in the second.

Wage and salary disbursements in-
creased $35 V2 billion in the third
quarter, following a $28 billion in-
crease in the second. The step-up was
concentrated in wages and salaries in
the manufacturing and services indus-
tries, although the other major pri-
vate industries also contributed. Em-
ployment, average weekly hours, and
average hourly earnings in the pri-
vate industries all increased more
than in the second quarter. Govern-
ment wages and salaries increased by
about the same amount as in the
second quarter. (Treatment in the na-
tional income and product accounts of
a shift in pay days for military per-
sonnel is described in the accompany-
ing explanatory note.)

Farm proprietors' income decreased
$8 billion in the third quarter, follow-
ing a decrease of $4 billion in the
second. Federal agricultural subsidy

Table 8.—Personal Income and Its Disposition
[Billions of dollars; seasonally adjusted at annual rates]

Wage and salary disbursements
Manufacturing
Other commodity-producing
Distributive
Services
Government and government enterprises

Other labor income

Proprietors' income
Farm
Nonfarm

Rental income of persons . .
Personal dividend income
Personal interest income

Transfer payments

Less: Personal contributions for social insurance

Personal income

Less' Personal tax and nontax payments
Impact of Tax Reform Act of of 1986 1

Other

Equals: Disposable personal income

Less: Personal outlays

Equals: Personal saving

Addenda: Special factors in personal income:

In wages and salaries:
Federal Government and Postal Service pay adjustments

In other labor income:
Initial Federal Government payment to employee savings

fund

In farm proprietors' income:
Agricultural subsidy payments

In transfer payments:

Cost-of-living increases in Federal transfer payments

In personal contributions for social insurance:
Social security base changes and increase in premium for

supplementary medical insurance

Level

1987:111

2,227.0
484.9
156.6
526.9
634.4
424.2

211.1

322.1
39.1

283.0

18.5
88.7

517.6

545.4

170.8

3,759.7

566.2

3,193.5

3,098.9

94.6

Change from preceding year

1986

IV

30.6
4.5
1.1
6.1

12.8
6.1

2.1

5.3
.3

5.0

1.2
.8

-1.3

3.0

1.7

40.0

16.7
2.2

14.5

23.4

23.3

.1

2

2.7

-2.2

1987

I

34.8
2.7
1.8
6.8

15.1
8.4

2.3

23.1
14.7
8.5

1.6
1.6
3.0

7.1

4.9

68.4

4.1
-13.2

17.3

64.3

34.9

29.4

2.7

11.9

3.6

2.0

II

28.1
1.8
.3

7.4
12.6
5.9

2.8

2.2
-4.0

6.1

-1.1
1.8
6.5

7.8

1.7

46.6

41.9
25.7
16.2

4.7

49.9

-45.2

.1

.6

-9.3

1.8

III

35.6
5.9

.6
8.0

15.1
6.1

1.6

-1.0
-8.2

7.2

-.4
2.4

11.3

3.9

2.4

51.1

-11.8
-25.6

13.8

62.9

61.5

1.4

-.6

-5.0

-1.8

payments to farmers declined in both
quarters—$5 billion in the third and
$9x/2 billion in the second; farm
income excluding subsidies declined
$3 billion in the third quarter after a
$5x/2 billion increase in the second.
The swing in farm income excluding
subsidies was largely attributable to
changes in prices received by farmers;
crop prices were down in the third
quarter after a strong increase in the
second, and livestock prices increased
much less in the third than in the
second. Nonfarm proprietors' income
was up somewhat more in the third
quarter than in the second; the
pickup reflected increases in the serv-
ices and real estate industries after
declines in the second quarter.

Personal interest income was up
$111/2 billion in the third quarter, fol-
lowing a $6V2 billion increase in the
second. The step-up reflected contin-
ued increases in interest rates.

Transfer payments were up less in
the third quarter than in the second.
In the second quarter, retroactive
social security payments amounting
to $2 billion were made to recent re-
tirees. These retroactive payments are
one-time payments; thus, the change
in transfer payments was raised $2
billion in the second quarter and re-
duced $2 billion in the third.

Third-quarter changes in the re-
maining components of personal
income were small and were similar
to those in the second quarter. Other
labor income and personal dividend
income increased, and rental income
declined. Personal contributions for

1. Estimates of the impact of the Tax Reform Act of 1986 on Federal Government personal tax payments and indirect effects
on State and local personal tax payments.

NOTE.—Most dollar levels are found in the National Income and Product Accounts Tables, table 2.1.

Shift in Military Pay Days
Recently enacted legislation has result-

ed in some shifting of the end-of-the
month pay days for military personnel.
Previously, these pay days were the last
nonholiday weekday of each month. Be-
ginning with September 1987, these pay
days are shifted to the first day of the
next month if the first falls on a nonholi-
day weekday. Thus, it is possible for
some months to have one pay day more
than normal and some months to have
one less. Because these shifts would
result in large month-to-month changes
in personal income that have little eco-
nomic significance, wages paid to mili-
tary personnel on the first of a month
will be recorded in the national income
and product accounts in the prior month.
Shifts in pay days for other employees
are treated in a similar manner.
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social insurance, which are subtracted
in deriving the personal income total,
registered a small increase.

Personal tax and nontax payments
decreased $12 billion in the third
quarter, following a $42 billion surge
in the second. The swing reflected the
direct and indirect effects of the Tax
Reform Act of 1986 on Federal and on
State and local tax payments. These
effects subtracted $25% billion from
the change in tax payments in the
third quarter after adding $25 ¥2 bil-
lion to the second-quarter change.
Most of the third-quarter swing in
Federal tax payments resulted from a
sharp dropoff in declarations (estimat-
ed tax payments) and net settlements
(final tax payments less refunds on
the preceding year's taxes). These
payments had been large in the first
half of the year, reflecting the accel-
eration of capital gains realizations
into 1986. The third-quarter swing in
State and local tax payments reflect-
ed the indirect effects of the tax act,
which had raised second-quarter pay-
ments to the extent that taxpayers
shifted realizations of capital gains
into 1986. (For more information, see
the discussion in the July 1987 "Busi-
ness Situation/')

Largely reflecting the sharp swing
in personal tax and nontax payments,
disposable personal income (DPI)
jumped $63 billion in the third quar-
ter, following a $41/2 billion increase
in the second. Real DPI increased 4x/2
percent in the third quarter, following
a 4V2-percent decline in the second;
the swing reflected both the sharp ac-
celeration in DPI and the deceleration
in PCE prices.

Personal outlays—largely PCE—
were up about the same as DPI in the
third quarter; they had been up much
more than DPI in the second. As a
result, personal saving swung sharply
from a $45 billion decrease to a $1V2
billion increase. The personal saving
rate, after dropping 1.4 percentage
points to 3.0 percent in the second
quarter, was unchanged in the third.

Motor Vehicles
Sales of new cars, boosted by manu-

facturers' sales-incentive programs,
jumped 1.5 million units to 11.5 mil-
lion (seasonally adjusted annual rate)
in the third quarter (chart 5). The
third-quarter increase was the largest
since the 1.9-million jump in the third

quarter of 1986, which had also been
spurred by incentive programs.

Two-thirds of the third-quarter in-
crease was in sales of domestic cars,
which were up to 8.0 million from 7.0
million in the second quarter. The
sharp increase reflected the introduc-
tion of sales-incentive programs offer-
ing interest rates as low as 1.9 per-
cent. However, third-quarter sales
were well below the record of 9.5 mil-
lion in the third quarter of 1986; the
lower level of sales in the third quar-
ter of this year reflected the weakness
in domestic car sales in 1987 and the
fact that the recent sales-incentive
programs were less attractive than
those offered in the third quarter of
1986.

Domestic car sales averaged 6.9 mil-
lion in the first half of 1987, com-
pared with 7.8 million in the first half
of 1986. The weakness in 1987 sales
was due to several factors, including a
saturation in the new car market, a
slight decline in consumer confidence,
and a substitution by consumers of
purchases of light trucks (pickups,
recreational vehicles, and vans) for
cars. Further, incentive programs in
the third quarter of 1987 may have
had a different effect on quarterly
sales patterns than programs in the
third quarters of 1985 and 1986. Pro-
grams in 1985 and 1986, which were
not expected by consumers, shifted
sales only from future quarters. In
the first and second quarters of 1987,
consumers, anticipating enhanced in-
centive programs at the end of the
model year, may have postponed pur-
chases.

The third-quarter 1987 incentive
programs were similar to, but less at-
tractive than, programs offered in the
third quarter of last year. The recent
programs were not as dramatically
different from programs in preceding
quarters, and, because the interest
rates offered were not as far below
prevailing market rates, the incen-
tives amounted to a smaller portion of
a consumer's total outlay for a new
car.

In addition to offering enhanced in-
centive programs in the third quarter
of 1987, domestic automakers cut pro-
duction to reduce inventories. Domes-
tic car production declined to 6.3 mil-
lion units from 7.1 million in the
second quarter. Domestic car invento-
ries declined sharply to 1.36 million
units from 1.80 million in the second
quarter. Reflecting higher sales and

reduced inventories, the inventory-
sales ratio fell sharply to 2.1 in the
third quarter, the lowest level since
1.7 in the third quarter of 1986. The
ratio had been 3.1 in the second quar-
ter.

Sales of imported cars increased to
a record 3.6 million in the third quar-
ter from 3.0 million in the second.
The increase reflected, in part, incen-
tive programs offered by foreign auto-
makers in an attempt to compete
with the domestic programs.

Unit sales of new trucks increased
to 5.3 million in the third quarter
from 5.0 million in the second. Sales
of domestic trucks increased to 4.4
million from 4.1 million; sales of im-
ported trucks were 0.9 million in each
quarter.

Retail Sales of New Cars
CHART 5

3 -

1983 1984 1985 1986 1987

Seasonally Adjusted at Annual Rates
Data: Motor Vehicle Manufacturers Association of the United
States, Inc., and Wards Automotive Reports; seasonally
adjusted by BEA.

U.S. Department of Commerce, Bureau of Economic Analysis 37-10-5
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BUSINESS SITUATION

DEVISED estimates show that real
GNP increased at an annual rate of 4
percent in the third quarter of 1987;
the preliminary estimates had shown
about the same rate of increase (table
I).1 The broad picture of the economy
as sketched in the last month's "Busi-
ness Situation" was essentially unal-
tered even though components of
GNP underwent revisions.

The largest upward revision was in
farm inventory investment ($6 bil-
lion), and the largest downward revi-
sion was in Federal nondefense pur-
chases ($5V2 billion). These offsetting
revisions reflected the September
data on transactions of the Commodi-
ty Credit Corporation.

The increase in the GNP price
index (fixed weights) was revised up
to 3V2 percent from 2x/2 percent. The
revision was mostly due to upward re-
visions in prices of residential and
nonresidential structures and of per-
sonal consumption expenditures, espe-
cially food, clothing, and services.

Corporate profits
Profits from current production—

profits before tax with inventory valu-
ation adjustment (IVA) and capital
consumption adjustment (CCAdj)—in-
creased $17 billion in the third quar-
ter, following a $3 billion increase in
the second. In both quarters, domestic
nonfinancial corporations dominated
the movement in profits; small-to-
moderate declines in domestic profits
of financial corporations were largely
offset by increases in profits from the
rest of the world.

Table 1.—Revisions in Selected Component Series of the NIPA's, Third Quarter of 1987

1. Quarterly estimates in the national income and
product accounts are expressed at seasonally adjusted
annual rates, and quarterly changes in them are dif-
ferences between these rates. Quarter-to-quarter per-
cent changes are compounded to annual rates. Real,
or constant-dollar, estimates are expressed in 1982 dol-
lars.

GNP
Personal consumption expenditures
Nonresidential fixed investment
Residential investment
Change in business inventories
Net exports
Government purchases . ..

National income
Compensation of employees
Corporate profits with inventory valuation and capital

Other

Personal income ..

GNP
Personal consumption expenditures
Nonresidential fixed investment

fhanffp in business inventories
Net exnorts
Government purchases ..

GNP price index (fixed weights)
GNP price index (chained weights)
GNP implicit price deflator

Seasonally adjusted at annual rates

Prelimi-
nary

First
revision Difference

Billions of current dollars

4,512.0
3,003.7

452.8
228.3
15.5

-121.7
933.5

2,664.3

680.1

3,759.7

4,520.5
3,006.7

456.8
228.1
22.5

-119.8
926.1

3,654.2
2,663.8

313.7
676.7

3,756.7

8.5
3.0
4.0

2
7.0
1.9

-7.4

5

-3.4

-3.0

Billions of constant (1982) dollars

3,831.2
2,517.0

461.8
196.7
18.1

-137.9
775.5

3,833.4
2,517.2

464.2
193.8
24.1

1349
769.1

2.2
.2

2.4
29
6.0
3.0
6.4

Index numbers, 1982 = 100 1

119.4

117.8

119.6

117.9

.2

.1

Percent change from
preceding quarter at

annual rates

Prelimi-
nary

6.2
8.4

17.8
1.1

7.3

6.4

4.2

5.6

3.8
4.8

23.7
2

4.7

2.7
2.5
2.4

First
revision

7.0
8.8

22.1
.7

4.0

7.0
6.3

24,8
2.2

5.3

4.1
4.9

26.3
60

1.3

3.3
3.3
2.8

1. Not at annual rates.
NOTE.—For the third quarter of 1987, the following revised or additional major source data were incorporated: For personal

consumption expenditures, revised retail sales for August and September; for nonresidential fixed investment, manufacturers'
shipments of equipment for August (revised) and September, construction put in place for July and August (revised) and
September, and partial information on actual plant and equipment expenditures for the quarter; for residential investment,
construction put in place for August (revised) and September; for change in business inventories, manufacturing and trade
inventories for August (revised) and September; for net exports of goods and services, merchandise exports and merchandise
imports for September; for government purchases of goods and services, Federal unified budget outlays for September, and State
and local construction put in place for August (revised) and September; for wages and salaries, revised employment, average
hourly earnings, and average weekly hours for August and September; for corporate profits, domestic book profits for the quarter;
and for GNP prices, the Consumer Price Index for September, merchandise export and import price indexes for September (these
indexes are prepared only for the last month of each quarter), unit-value indexes for petroleum imports for September and for
merchandise exports and nonpetroleum merchandise imports for August, and residential housing prices for the quarter.

Looking Ahead . . .

• Input-Output Accounts. The 1982 annual input-output tables will be
available early next year. The annual accounts are prepared using basi-
cally the same procedures as used in the 1977 benchmark tables, but with
less comprehensive and less reliable source data.
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Profits before tax (PBT) increased
$13y2 billion in the third quarter
after an increase of $11 ¥2 billion in
the second. The third-quarter differ-
ence between profits from current
production and PBT is due to the
IVA, which increased $4 billion (to
negative $16 billion) after a decline of
$8% billion. The IVA, which is not re-
flected in PBT, converts the value of
inventory withdrawals from the pre-
dominantly historical costs that un-
derlie PBT to current replacement
costs. Largely due to decelerations in
petroleum and wholesale food prices,
current replacement costs of invento-
ry withdrawals were closer to the
costs that underlie PBT in the third
quarter than they were in the second
quarter.

In nonfinancial corporations, both
real gross product and profits per unit
increased. The increase in unit profits
was associated with a modest increase
in unit prices and flat unit costs. Prof-
its as a share of gross product in-
creased to 10 percent, the highest
level in more than 2 years. Cash flow
from current production—undistrib-
uted profits with IVA and CCAdj plus
capital consumption allowances with
CCAdj—increased $11 billion after
three consecutive quarterly declines.

Trade profits rebounded partially
after a very sharp drop in the second
quarter; the increase was largely in
wholesale trade and retail automobile
dealers. In manufacturing, profit in-
creases were large and widespread;
only motor vehicles registered a sub-
stantial decline, perhaps partly re-
flecting sales incentive programs in
the third quarter. (See "Motor Vehi-
cles, Model Year 1987," elsewhere in
this issue.)

Government sector
The fiscal position of the govern-

ment in the national income and
product accounts deteriorated in the
third quarter of 1987, as the combined
deficit of the Federal Government
and of State and local governments
increased $3 billion (table 2). The de-
terioration was the result of a decline
in the State and local surplus.

The Federal sector.—The Federal
Government deficit declined $2 billion
in the third quarter to $137 billion, as
expenditures declined more than re-
ceipts.

Receipts declined $2 billion, follow-
ing a $43V2 billion increase in the
second quarter. This unusually large

swing was due to the effects of the
Tax Reform Act of 1986 on personal
tax and nontax receipts. This act sub-
tracted $22 billion from the change in
personal tax payments in the third
quarter after adding $21 billion to the
second-quarter change. Most of the
swing resulted from a sharp drop in
declarations (estimated tax payments)
and net settlements (final tax pay-
ments less refunds). These payments
were large in the first half of the
year, reflecting the acceleration of
capital gains realizations into 1986.
(For more information, see the discus-
sion in the July 1987 "Business Situa-
tion.")

Corporate profits tax accruals and
contributions for social insurance in-
creased $5 billion each, reflecting
growth in incomes. Indirect business
tax and nontax accruals declined

slightly as a result of a $x/2 billion de-
cline in customs duties.

Expenditures declined $4 billion,
following a $12% billion increase in
the second quarter, when purchases
of goods and services and grants-in-
aid to State and local governments re-
corded strong increases. National de-
fense purchases increased only $1 bil-
lion in the third quarter, compared
with $7 billion in the second; the de-
celeration was in services other than
compensation. Nondefense purchases
declined $2 billion in the third quar-
ter, following a $5V2 billion increase
in the second; the swing was in pur-
chases other than for agricultural
commodities. Purchases of agricultur-
al commodities by the Commodity
Credit Corporation declined about the
same amount in both quarters.
Grants-in-aid declined $2 Vk billion in

Table 2.—Government Sector Receipts and Expenditures

[Billions of dollars, seasonally adjusted at annual rates]

Government sector

Receipts
Expenditures

Surplus or deficit ( )

Federal Government

P rsonal tax and nontax recei ts
Corporate profits tax accruals
Indirect business tax and nontax accruals
Contributions for social insurance

Expenditures

National defense
Nondefense

Of which: Commodity Credit Corporation inventory change

To persons ••.
To foreigners • ••• <

Net interest paid
Subsidies less current surplus of government enterprises

Of which' Agricultural subsidies
Less' Current surplus of government enterprises

Less' Wage accruals less disbursements ... . ....

State and local governments

Receipts

Corporate profits tax accruals
Indirect business tax and nontax accruals
Contributions for social insurance
Federal grants-in-aid

Expenditures ,
Purchases of goods and services ....

Of which' Structures
Transfer payments to persons
Net interest paid
Less' Dividends received by government
Subsidies less current surplus of government enterprises

Subsidies . ..
Less' Current surplus of government enterprises

Less: Wage accruals less disbursements

Surplus or deficit ( )

Social insurance funds
Other . .. ..

Change from preceding quarter

1986

III

30.3
-.6
31.0

15.4
7.6
3.0
2.2
2.6

-11.0
2.8
9.4
66

-5.1
7.7
6.9

.7
-.1

-1.7
196

-16.6
-16.5

3.0
0

26.5

14.7
3.5
1.0
9.8

.4
1

10.3
8.6

.5
2.0

2
.1

0
0
.1

0

4.4

.3
4.1

IV

29.7
23.6
10.0

20.1
11.2
6.2

-1.0
3.7

5.1
-2.6
-8.5

5.9
6.2
-.2
1.0

-1.2
67
3.6

11.0
3.5
3.5

-7.5
0

15.0

2.8
5.5
1.6
.1

2.3
67

11.8
10.4

-1.0
1.9

2
.1

-.1
0

.2
0

90

2.2
-11.2

1987

I

30.4
21.8
8.6

26.8
5.2

12.4
2.2
7.0

8.6
17
8.5

-10.1
-10.9

1.0
4.9
3.9

6
1.8
8.0

14.1
14.1
6.1
0

18.2

3.0
10
1.7
4.2

-1.2
.6

12.6
11.6
2.6
1.8

3
.2

-.3
0

.3
0

-9.6

-1.2
-8.4

II

59.1
18.2
40.8

43.6
34.1
4.9

.9
3.7

12.3
12.7
7.0
5.6

-1.5
5.3
5.5

.3
3.7

.2
-9.5

-11.2
11.4

-1.7
0

S1.3

19.2
7.7
1.3
6.0

.5
3.7

9.6
8.3

-1.2
2.0

5
.3
.1

0
1

0

9.6

.8
8.8

III

6.4
9.2

-2.9

19
115
4.8

.3
5.0

-3.9
-.8
1.2

-2.0
-1.1

4.9
2.1
2.7

-2.5
3.5

-9.0
-7.1
-7.0

1.9
0

2.0

5.8
-.9
1.5
7.0

.6
-2.5

10.6
9.8
-.8
1.8

4
.3

-.1
0

.2
0

49

1.1
-6.0

Level

1987:111

1,474.6
1,566.1
-91.5

921.0

404.2
112.7
53.9

350.2

1,058.2
378.8
295.7
83.0

-6.1
416.9
403.7

13.2
103.5
143.2
15.8
20.4

5.7
4.6
0

1372

657.0

161.4
27.9

318.0
46.3

103.5

611.3

547.3
61.9

118.7
331
6.5

-15.0
1.0

16.0
0

45.7

52.1
-6.4

NOTE.—Dollar levels are found in the National Income and Product Accounts Tables, tables 3.2 and 3.3.
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the third quarter, following a $3Va bil-
lion increase in the second; the swing
was largely due to medicaid grants.
On balance, all other expenditures,
taken together, declined $1V2 billion;
increases in transfer payments and
net interest paid were offset by a de-
cline in subsidies less the current sur-
plus of government enterprises. The
decline in the latter category was
largely accounted for by a decline in
agricultural subsidies.

Cyclically adjusted surplus or deft-
cit.—When measured using cyclical
adjustments based on middle-expan-
sion trend GNP, the Federal fiscal po-
sition moved from a deficit of $161.8
billion in the second quarter to a defi-
cit of $166.9 billion in the third (see
table 2 on page 18). The cyclically ad-
justed deficit as a percentage, of
middle-expansion trend GNP in-
creased from 3.7 percent in the second
quarter to 3.8 percent in the third.

The State and local sector.—The
State and local government surplus
declined $5 billion in the third quar-
ter to $45x/2 billion, as expenditures
increased more than receipts. An in-
crease in the deficit of other than
social insurance funds more than ac-
counted for the total decline.

Receipts increased $6 billion, com-
pared with $19 billion in the second
quarter. The deceleration was due to
the indirect effects of the Tax Reform
Act of 1986 on personal tax and
nontax receipts and the decline in

Federal grants-in-aid. Personal taxes
declined $1 billion, following a $7V2
billion increase in the second quarter.
The tax act raised second-quarter pay-
ments to the extent that taxpayers
shifted realizations of capital gains
into 1986. Indirect business taxes in-
creased $7 billion, somewhat more
than in the second quarter, and corpo-
rate profits tax accruals and contribu-
tions for social insurance increased at
about the same pace as in the second
quarter.

Expenditures increased $10 Vk bil-
lion, compared with $91/2 billion in
the second quarter. Most of the in-
crease was in purchases of goods and
services, which increased $10 billion,
$1V2 billion more than in the preced-
ing quarter. The acceleration was
partly due to purchases of structures,
which declined less in the third quar-
ter.

Leading Indicators
BEA's composite index of leading

indicators declined 0.2 percent in Oc-
tober according to estimates based on
9 of its 11 component series, following
no change in September. The stock
price index made, by far, the largest
negative contribution (table 3). The
unusually large negative contribution
of the stock price index, —1.06, will
be reduced to —0.87 in the revised es-
timate to be released next month
when the two missing series—change
in inventories and change in credit—

become available. (Elsewhere in this
issue, "Composite Indexes of Leading,
Coincident, and Lagging Indicators"
describes the methodology used to
construct the composite indexes and
explains, among other things, how the
calculation of net contribution is af-
fected by the number of series that
are available.)

Six of the other eight components
increased in October, with average
workweek making the largest positive
contribution. Average workweek
bounced back up to 41.1 hours after a
0.6 drop in September; the September
decline reflected the fact that the
survey on which the data are based
was taken during the week that in-
cluded Labor Day.

Because the October decline in the
stock price index was so large and be-
cause a similar decline in November
will affect next month's leading
index, this component of the leading
index is discussed in some detail
below. Before turning to this topic,
however, it may be helpful to consider
some general aspects of interpreting
changes in the leading index.

Interpreting changes in the index.—
Analysts following the cyclical indica-
tors approach interpret cyclical peaks
and troughs in the leading index as
signals of subsequent cyclical peaks
and troughs in aggregate economic ac-
tivity. The first task facing the ana-
lyst, then, is to identify cyclical turn-
ing points in the leading index.

Table 3.—Net Contributions of the Individual Components to Changes in the Leading Index

Average workweek, production workers, manufacturing
(hours)

Average weekly initial claims, State unemployment
insurance (thousands) .

New orders, manufacturing consumer goods and
materials (billions of 1982 dollars)

Vendor performance, companies receiving slower
deliveries from vendors (percent)

Contracts and orders, plant and equipment (billions of
1982 dollars)

Building permits (index* 1967 — 100)

Change in inventories on hand and on order (annual
rate billions of 1982 dollars)

Stock prices, 500 common stocks (index: 1941-43=100)....

Money supply (M2) (billions of 1982 dollars)

Change in credit — business and consumer borrowing
(annual rate percent)

a g g

19

Nov.

008

.01

r 09

09

01

o

02

48

.22

.10

-.22

83

86

Dec.

0

-.12

r 37

0

.16

36

13

25

.10

.25

.51
r2.19

Jan.

008

-.03

31

04

-.30

-.39

28

28

.42

.05

-.30
r-.70

Feb.

0.17

-.02

27

13

.06

.05

27

35

.41

-.15

.47
r.27

Mar.

-016

.17

06

13

.10

08

33

19

.27

-.10

.09

.91

Apr.

-025

.15

10

09

08

- 24

05

01

-.07

.01

.28

.16

19

May

033

-.02

02

13

.08

22

03

33

0

-.11

r-.12
r.53

87

June

0

-.01

10

13

07

05

14

38

.28

-.11

r 09

101

July

0

0

09

22

13

06

r 02

18

.19
ro

30

42

Aug.

0

29

r 02

09

14

03

r 23

06

.41

r.02

24

57

Sept.

050

11

r 12

39

r 01

o

p 33

r 09

-.22
r 11

" 26
ro

Oct.

P071

03

p 05

05

" 04

10

02

-1.06

" 08

n a

p ig

n.a. Not available.
" Preliminary.
r Revised.

NOTE.—The net contribution of an individual component is that component's share in the com-
posite movement of the group. The percent change in the index equals (except for rounding dif-
ferences) the sum of the net contributions of the individual components plus the trend adjust-
ment factor of 0.139 for the leading index.
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Not every decline after a protracted
upward movement in the leading
index indicates that a cyclical peak
has been passed. On the basis of re-
vised estimates, 10 peaks may be
identified in the leading index for the
period 1948-86, yet upward move-
ments in the index were interrupted
by a decline 41 times in that period;
in other words, only 25 percent of
these declines in the leading index
were actually associated with incipi-
ent contractions in the index. After a
protracted upward movement in the
index, two or three consecutive
monthly declines are far more likely
to signal a downturn: Two consecutive
declines occurred 14 times in 1948-86,
and three consecutive declines, 12
times.

For the subperiod April 1975 (when
the index in its current form was in-
troduced) through December 1986, the
leading index registered 2 peaks. In
this subperiod, revised estimates reg-
istered 20 1-month declines, 4 2-
month declines, and 4 3-month de-
clines. (Estimates available to contem-
poraneous observers attempting to
identify turning points showed a
roughly similar pattern: 28 1-month
declines, 6 2-month declines, and 3 3-
month declines.)

In general, then, the more protract-
ed the decline in the leading index,
the more likely that a cyclical peak
has been passed, but focusing only on
the most recent change in the index
or on the number of consecutive de-
clines would mislead analysts: All cy-
clical peaks in the index would be
identified by such a procedure, but
some erratic movements in the index
would be interpreted, Incorrectly, as
indicating that a peak had occurred.
Thus, in attempting to identify turn-
ing points, analysts go beyond such
mechanical procedures to consider not
only the direction of the index's move-
ment but also the movement's depth,
duration, and diffusion—the "3 DV
of the indicator approach. (These "3
DV are candidates for discussion in a
future issue of the SURVEY.)

When a peak in the leading index
has been identified, the analyst infers
that a decline in economic activity is
likely. Over 1948-86, however, two
peaks (and troughs) in the revised
leading index were not followed by
peaks (and troughs) in aggregate eco-
nomic activity. Thus, it is by no
means certain that a peak in the lead-
ing index, once it is identified, will be
followed by a peak in aggregate eco-
nomic activity. It should be noted,

however, that while the two "false"
peaks in the leading index, in 1950
and 1966, were not followed by peaks
in aggregate economic activity, they
were followed by noticeable slow-
downs.

At least two other aspects of the in-
dicators approach deserve mention.
First, analysts interpret a peak in the
leading index as signaling a subse-
quent peak in aggregate economic ac-
tivity, but "subsequent" is not precise-
ly defined. On average over 1948-86,
peaks in economic activity occurred
9x/2 months after a peak in the com-
posite index. This average, however,
conceals almost as much as it reveals;
downturns in economic activity
trailed downturns in the leading
index by as little as 3 months and as
much as 23 months. Second, the size
of changes in the leading index is not
always indicative of the size of subse-
quent changes in aggregate economic
activity. Thus, for example, the rela-
tively mild recession of 1953-54 was
preceded by a very sharp drop in the
leading index, but the relatively
severe recession of 1973-75 by only a
moderate decline.

Stock prices in the leading index.—
Stock prices are represented in the
leading index by the monthly average
of daily closing levels of Standard and
Poor's index of stock prices, 500
common stocks. This index is broad-
based (comprising the stock of 400 in-
dustrial, 40 utility, 20 transportation,
and 40 financial corporations) and
closely approximates the average
price level of all the stocks listed on
the New York Stock Exchange.2

From the recession trough in No-
vember 1982 to August of this year,
the stock price index included in the
leading index increased 138 percent,
far exceeding the gains that had been
made 57 months after any of the pre-
vious seven business cycle troughs.
Even after a fall in stock prices in
September and the dramatic decline
in October that took the index back to
its February 1987 level, stock prices
were still 103 percent higher than in
November 1982.

As was seen in table 3, the stock
price index made substantial contri-

2. The Standard and Poor's index, rather than some
other stock price index, was selected for inclusion in
the leading index because of its breadth of coverage,
its availability over a long period, and its performance
as a leader. The index is included in the blue pages of
the SURVEY (p. S-16) as well as in Business Conditions
Digest (pp. 13, 69). For a more detailed description of
the index, see Handbook of Cyclical Indicators, pp. 24-
25.

butions to the upward path of the
leading index through August. In 2 of
the first 10 months shown in the
table, it was responsible for the larg-
est net contribution of any compo-
nent; in 4 other months, the second
largest. If the stock price index were
removed from the leading index, how-
ever, the month-to-month direction of
change in the composite would have
been altered in only 1 month (Febru-
ary).

The stock price index has led busi-
ness cycle turns, on average, by 9
months at peaks and 4x/2 months at
troughs. Of the last 16 business cycle
turns, the index signaled all but one
peak and one trough (namely, the
peak and trough of the very short re-
cession of 1980). However, the index
has also given eight false signals of
business cycle turns—four in the
1960's, two in the late 1970's, and two
in the 1980's.

At least two economic rationales
(not mutually exclusive) may be of-
fered for the tendency of the stock
price index to reach cyclical peaks
and troughs in advance of aggregate
economic activity.

First, the traditional rationale is
that stock price changes may reflect
expectations that influence future
economic behavior. The precise
nature of the "expectations-stock
prices-economic behavior" mechanism
is rarely described in detail, but one
possible scenario may be sketched. In-
vestors' expectations of future profits
may fall—perhaps because actual
profits are lower than had been an-
ticipated or because of increases
(actual or anticipated) in interest
rates. To the extent that stock prices
are determined by expected profits,
stock prices fall. Lower expected prof-
its also induce businesses to revise
downward their investment and
hiring plans. The lower investment
and employment that result when
these plans are implemented initiate
a contraction in aggregate economic
activity. Note that in this rationale it
is expected profits that are a causal
force; stock prices simply mirror those
expectations.

A second rationale for why the
stock price index leads aggregate eco-
nomic activity is more straightfor-
ward and attributes causation to
stock prices themselves. Changes in
stock prices cause changes in wealth;
these wealth changes, in turn, affect
spending decisions, but the full extent
of this effect is not felt immediately.
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PRCIOFITS and related measures reg-
istered robust increases in the third
quarter. Profits from current produc-
tion—profits before tax with invento-
ry valuation adjustment (IVA) and
capital consumption adjustment
(CCAdj)—increased $18 billion, follow-
ing a $3 billion increase in the second
quarter, and profits before tax (PBT)
increased $16 billion, following an in-
crease of $11V2 billion.

The third-quarter increase in PBT
was somewhat smaller than the in-
crease in profits from current produc-
tion because inventory profits de-
clined, mainly as the result of a drop
in wholesale food prices and a decel-
eration in petroleum prices. (Invento-
ry profits, which are included in PBT
but not in profits from current pro-
duction, arise when the current cost
of replacing inventories exceeds the
cost at which they had been ac-
quired.) In the national income and
product accounts (NIPA's), the IVA is
an estimate of inventory profits with
sign reversed. In the third quarter,
the IVA increased $2 Vb billion, to neg-
ative $171/2 billion.

Cash flow from current production,
a profits-related measure of the inter-
nally generated funds available to
corporations for investment, increased
$10 billion after three consecutive
quarterly declines.

Nonfinancial corporations.—Domes-
tic profits of nonfinancial corpora-
tions dominated the movement in
profits in both the second and third
quarters; changes in domestic profits
of financial corporations and in prof-
its from the rest of the world were
small.

Both real gross product and profits
per unit of nonfinancial corporations
increased in the third quarter. The in-
crease in product was moderate; the

increase in unit profits, large. The in-
crease in unit profits was associated
with a modest increase in unit prices
and flat unit costs (NIPA table 718).
Profit margins increased along with
unit profits/The profit margin—cal-
culated as unit profits as a percent of
unit prices—increased to 10 percent
from the 9 % percent it had been at
for almost 2 years. (The highest profit
margin registered thus far in the cur-
rent expansion was lOVfe percent, in
the second quarter of 1984.)

Manufacturing profits surged $15
billion in the third quarter, following
a $10 billion increase in the second.
Prior to these two increases, which
took the level of profits to a record
$1001/2 billion, manufacturing profits
had been drifting erratically sideways
for at least 2 years. All but one of the
manufacturing industries for which
quarterly profits figures are published
in NIPA table 6.18B registered third-
quarter increases, most of them large.
The one manufacturing industry in
which profits did not increase was
motor vehicles, which posted a $3y2
billion decline that presumably re-
flected, at least in part, the substan-
tial liberalization of motor vehicle
sales-incentive programs by manufac-
turers in the quarter. (See "Motor Ve-
hicles, Model Year 1987,"-in the No-
vember SURVEY.) In the other manu-

facturing industries, increases took
profits either to record levels or, at
least, to levels that had not been
reached in a year or more. Record
profits were registered in fabricated
metals, food, and chemicals. Electrical
machinery profits were higher than
at any time since the second quarter
of 1986; petroleum, since the fourth
quarter of 1985; and nonelectrical msi?
chinery, since the second quarter of
1984.

Trade profits rebounded after a
very sharp drop in the second quar-
ter. In retail trade, profits of food
stores and auto dealers more than ac-
counted for the third-quarter in-
crease. In food, higher profit margins
more than offset a drop in constant-
dollar sales; for auto dealers, the in-
crease in profit was another reflection
of the manufacturers' sales-incentive
programs. In wholesale trade, two fac-
tors contributing to the increase in
profits were a deceleration in invento-
ry prices and an increase in constant-
dollar sales.

Third-quarter NIPA revisions

Table 2 on page 15 shows the
second revisions of the NIPA esti-
mates for the third quarter of 1987.

Looking Ahead . . .
• Input-Output Accounts. The 1982 annual input-output tables will be

available early next year. The annual accounts are prepared using basi-
cally the same procedures as used in the 1977 benchmark tables, but with
less comprehensive and less reliable source data.

• Federal Fiscal Programs. A translation of the fiscal year 1989 budget
to a national income and product accounting basis will appear in an up-
coming issue of the SURVEY.
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the BUSINESS SITUATION

PRODUCTION continued at a
brisk pace in the fourth quarter of
1987: Real GNP increased at an
annual rate of 4 percent, following an
increase of 4x/2 percent in the third
quarter (chart 1). In the fourth quar-
ter, as during most of the year, the in-
crease in GNP went either into non-
farm business inventory investment
or into exports.

U.S. demand slowed sharply in the
fourth quarter: Real gross domestic
purchases increased at an annual rate
of 3 percent, following an increase of
5 percent in the third quarter. Among
its final sales components, personal
consumption expenditures and fixed
investment both declined in the
fourth quarter; the decline in person-
al consumption expenditures was sub-
stantial. Government purchases were
up in the fourth quarter; however,
much of the increase reflected net
placements of crops by farmers with
the Commodity Credit Corporation,
which were offset by a decline in farm
inventory investment.

Inflation, whether measured by the
prices of U.S. production of goods and
services or by the prices of goods and
services purchased in the United
States, continued at about the same
rate in the fourth quarter as in the
third: The GNP price index (fixed
weights) again increased at an annual

rate of 3 Vz percent, and the price
index for gross domestic purchases
(fixed weights) again increased 4 per-
cent.1

The next section of the "Business
Situation" compares changes in U.S.
production, demand, and inflation
from the fourth quarter of 1986 to the
fourth quarter of 1987 with changes
during the preceding four-quarter

1. Quarterly estimates in the national income and
product accounts are expressed at seasonally adjusted
annual rates, and quarterly changes in them are the
differences between these rates. Quarter-to-quarter
percent changes are annualized. Real, or constant-
dollar, estimates are expressed in 1982 dollars.

The preliminary GNP estimates for the fourth quar-
ter are based on the following major source data: For
personal consumption expenditures (PCE), retail sales
through December, and unit auto and truck sales
through December; for nonresidential fixed invest-
ment, the same information for autos and trucks as
for PCE, construction put in place for October and No-
vember, and manufacturers' shipments of machinery
and equipment for October and November; for residen-
tial investment, construction put in place for October
and November, and housing starts through December;
for change in business inventories, manufacturing and
trade inventories for October and November, and unit
auto inventories through December; for net exports of
goods and services, merchandise exports and merchan-
dise imports for October and November; for govern-
ment purchases of goods and services, Federal unified
budget outlays for October and November, and State
and local construction put in place for October and
November; and for GNP prices, the Consumer Price
Index through December, the Producer Price Index
through December, the unit-value index for petroleum
imports for October and November, and unit-value in-
dexes for exports and for nonpetroleum imports for
October. Some of the source data are subject to revi-
sion.

Looking Ahead . . .
• Federal Fiscal Programs. A translation of the fiscal year 1989 budget

to a national income and product accounting basis will appear in the Feb-
ruary issue of the SURVEY.

• Release Dates for 1988. A list of 1988 release dates for BEA's esti-
mates is on the back cover. The composite indexes, gross national prod-
uct, corporate profits, and plant and equipment expenditures are released
at 8:30 AM Eastern time; State personal income is released at 9:00 AM
Eastern time; and all other estimates are released at 10:00 AM Eastern
time.

• Subscription Price for the SURVEY OF CURRENT BUSINESS. The Gov-
ernment Printing Office has reduced the price of annual subscriptions to
the SURVEY OP CURRENT BUSINESS. See page 32 for more information.

1
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period. It provides perspective for the
sections that follow on the compo-
nents of real GNP, prices, and person-
al income, which focus on develop-
ments in the fourth quarter and over
the course of 1987.

The year in perspective

U.S. production.— The fourth-quar-
ter increase in real GNP capped off a
year of faster growth in U.S. produc-
tion. From the fourth quarter of 1986
to the fourth quarter of 1987, real
GNP increased 4 percent; from the
fourth quarter of 1985 to the fourth
quarter of 1986, real GNP had in-
creased 2 percent (table 1). The
strength during 1987 was also evident
in other principal measures associat-
ed with production. Employment, as
measured by the Bureau of Labor Sta-
tistics household survey, increased 3.1
million from December 1986 to De-
cember 1987, compared with a 2.5 mil-
lion increase during the preceding 12
months; the unemployment rate fell
to 5.8 percent by the end of 1987, the
lowest rate in more than 8 years. The
Federal Reserve Board index of indus-
trial production increased 5 percent
from December 1986 to December
1987, compared with a 1-percent in-
crease during the preceding 12
months; the manufacturing capacity

utilization rate moved up to 82.1 per-
cent by the end of 1987, the highest
rate in nearly 8 years.

Much of the increased U.S. produc-
tion in 1987 either went into business
inventories or was exported. To assess
inventory developments over the
recent 2-year period, it is more useful
to compare the fourth-quarter levels
of real business inventories than to
compare the fourth-quarter levels of
change in real business inventories
that are shown in table 1. (Levels for
constant-dollar business inventories,
business final sales, and ratios of in-
ventories to final sales are shown in
the National Income and Product Ac-
counts Tables, table 5.11.) Real busi-
ness inventories increased from $846
billion in the fourth quarter of 1986
to $888 billion in the fourth quarter
of 1987—a substantial accumulation
of $42 V2 billion. During 1986, busi-
nesses had added $14 billion to their
inventories. The buildup in invento-
ries during 1987 combined with a
slowing in final sales to push up the
constant-dollar ratio of total invento-
ries to total final sales to the highest
level in 2 % years.

Exports stepped up sharply during
1987: Real exports of goods and serv-
ices increased 17 percent from the
fourth quarter of 1986 to the fourth
quarter of 1987, following an increase

Table 1.—Fourth Quarter Over Fourth Quarter Changes in Real GNP and GNP Prices

[Seasonally adjusted at annual rates]

GNP

Personal consumption expenditures..
Durable goods
Nondurable goods
Services

Gross private domestic investment ....
Fixed investment

Nonresidential
Structures
Producers' durable equipment..

Residential
Change in business inventories ,..

Nonfarm
Farm

Net exports
Exports

Merchandise
Services

Imports
Merchandise
Services

Government purchases of goods
and services
Federal.

National defense
Nondefense

State and local

Addenda:
Final sales of GNP ...
Gross domestic purchases
Final sales to domestic purchasers-
Disposable personal income

Real GNP

Billions of 1982 dollars

Level

1985:IV

3,650.9

2,383.2
355.1
855.7

1,172.5

643.3
644.9
465.2
147.2
318.0
179.7
-1.6
16.7

-18.2

-129.3
366.5
232.7
133.8
495.8
392.3
103.5

753.7
345.3
241.1
104.2
408.4

3,652.5
3,780.2
3,781.8
2,565.5

1986:IV

3,731.5

2,480.5
399.0
880.3

1,201.1

631.0
645.4
443.2
124.6
318.6
202.2

-14.4
2.3

-16.6

-151.8
388.3
256.7
131.7
540.1
435.7
104.5

771.8
344.6
252.7
91.9

427.1

3,745.8
3,883.3
3,897.6
2,656.7

1987:IV

3,875.1

2,496.6
384.4
865.6

1,246.6

714.2
655.9
459.6
129.2
330.4
196.3
58.3
53.7
4.6

-130.7
453.8
307.3
146.5
584.5
460.9
123.6

795.0
354.5
267.8
86.7

440.5

3,816.7
4,005.8
3,947.5
2,709.7

Dollar change

1985.-IV-
1986:IV

80.6

97.3
43.9
24.6
28.6

-12.3
.5

-22.0
-22.6

.6
22.5

-12.8
-14.4

1.6

-22.5
21.8
24.0

-2.1
44.3
43.4

1.0

18.1
ij

n'.e
-12.3

18.7

93.3
103.1
115.8
91.2

1986:IV-
1987:IV

143.6

16.1
-14.6
-14.7

45.5

83.2
10.5
16.4
4.6

11.8
-5.9
72.7
51.4
21.2

21.1
65.5
50.6
14.8
44.4
25.2
19.1

23.2
9.9

15.1
-5.2
13.4

70.9
122.5
49.9
53.0

Percent change

1985:IV-
1986:IV

2.2

4.1
12.4
2.9
2.4

-1.9
.1

-4.7
-15.4

.2
12.5

5.9
10.3

-1.6
8.9

11.1
1.0

2.4
-.2
4.8

-11.8
4.6

2.6
2.7
3.1
3.6

1986:IV-
1987:IV

3.8

.6
-3.7
-1.7

3.8

13.2
1.6
3.7
3.7
3.7

-2.9

16.9
19.7
11.2
8.2
5.8

18.3

3.0
2.9
6.0

-5.7
3.1

1.9
3.2
1.3
2.0

GNP Prices

Percent change

1985:IV-
1986:IV

2.3

2.1
1.9

— .7
4.2

1.6
1.4

-.2
2.3
2.4

0
-2.3

2.8
-3.2
-6.5

5.2

2.1
-.5
-.2

-1.3
3.9

2.3
2.1
2.0

1986:IV-
1987:IV

4.0

4.7
3.1
5.6
4.5

2.6
1.5
3.7

.4
5.5

3.4
3.8
2.9
9.0

10.4
5.8

4.7
4.1
3.7
4.6
5.1

3.9
4.4
4.4

of 6 percent during the preceding
year. Merchandise exports surged
during 1987, almost doubling the in-
crease during the preceding year; the
pickup reflected, to some extent, the
improved price competitiveness of
U.S. goods resulting from the depre-
ciation of the dollar since early 1985
against most foreign currencies.

The step-up in exports led to a
turnaround in real net exports of
goods and services, which improved
$21 billion over the quarters of 1987
after a deterioration of $22 Vk billion
during 1986. Imports again increased
strongly: Real imports of goods and
services increased 8 percent, only
slightly less than during the preced-
ing year. Merchandise imports, how-
ever, decelerated sharply, increasing
just over one-half as much as during
1986; the slowdown reflected, to some
extent, price increases resulting from
the depreciation of the dollar.

U.S. demand.—U.S. demand also
picked up during 1987, but by much
less than U.S. production. As shown
in the addenda to table 1, real gross
domestic purchases increased 3 per-
cent from the fourth quarter of 1986
to the fourth quarter of 1987, com-
pared with a 2 Ms-percent increase
during 1986. In contrast, U.S. demand
for final goods and services—that is,
excluding investment in business in-
ventories—slowed: Real final sales to
domestic purchasers increased only
1V2 percent over the quarters of 1987,
compared with 3 percent during 1986.

The weakening in U.S. final
demand during 1987 was in consumer
spending. Real personal consumption
expenditures increased only ¥2 per-
cent from the fourth quarter of 1986
to the fourth quarter of 1987, follow-
ing a 4-percent increase during 1986.
A major factor in the slowdown was a
deceleration in income: Real dispos-
able personal income increased 2 per-
cent after an increase of 3x/2 percent.

Both fixed investment and govern-
ment purchases did somewhat better
during 1987 than during 1986. Real
fixed investment increased modestly
during 1987 after virtually no change
during 1986; the pickup was in busi-
ness purchases of both structures and
equipment. Real government pur-
chases increased a little more than
during 1986; the pickup was in Feder-
al purchases, both national defense
and nondefense.

U.S. inflation.— Inflation picked up
during 1987. The GNP price index in-
creased 4 percent from the fourth
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quarter of 1986 to the fourth quarter
of 1987, following an increase of 21/2
percent during 1986. The acceleration
was sharper in prices paid by U.S.
purchasers: The price index for gross
domestic purchases increased 4V2 per-
cent during 1987, following a 2-per-
cent increase during 1986.

For the major components shown in
table 1, prices were up considerably
more over the quarters of 1987 than
during 1986. Increases in prices paid
both by consumers and by govern-
ment more than doubled to 4V2 per-
cent, and fixed investment prices
picked up moderately to 2l/2 percent.

Components of Real GNP
Personal consumption expenditures

Real personal consumption expendi-
tures (PCE) decreased 4 percent in the
fourth quarter after increasing 51/2
percent in the third (table 2). The
fourth-quarter drop was the largest
since the second quarter of 1980, as
broadly based decreases in both dura-
ble and nondurable goods more than
offset an increase in services.

Since the third quarter of 1985,
motor vehicles and parts have domi-
nated the quarterly pattern of total
PCE. Manufacturers' sales-incentive
programs boosted sales in the third
quarters of 1985, 1986, and 1987 rela-
tive to sales in adjoining quarters.
(For a detailed discussion of motor ve-
hicles, see "Motor Vehicles, Model
Year 1987" in the November 1987
SURVEY.) As chart 2 shows, PCE ex-
cluding motor vehicles and parts con-

tinued the weak performance of
recent quarters, decreasing 1 percent
in the fourth quarter after increasing
2l/2 percent in the third.

The marked weakness in total PCE
since late 1986 is attributable to sev-
eral factors. Gains in real disposable
personal income were modest during
1987. Particularly after the stock
market slumped in the third and
fourth quarters, consumers may have
become more cautious about spend-
ing, preferring to add to savings and
hesitating to borrow to finance pur-
chases. Consumer confidence, as
measured by the Index of Consumer
Sentiment prepared by the University
of Michigan's Survey Research
Center, slipped early in the fourth
quarter.

Expenditures for durable goods de-
creased 20 Vk percent in the fourth
quarter after an even larger increase
in the third. In the fourth quarter, as
earlier in the year, motor vehicles
and parts accounted for most of the
change in durables. However, both
furniture and household equipment
and other durable goods contributed
to the fourth-quarter decrease.

Expenditures for nondurable goods
decreased 4x/2 percent in the fourth
quarter after a smaller decrease in
the third. The fourth-quarter de-
crease, the most substantial in recent
quarters, was spread across all of the
major subcategories of nondurable
goods.

Expenditures for services increased
3 percent in the fourth quarter after
a somewhat larger increase in the

Table 2.—Real Personal Consumption Expenditures
[Seasonally adjusted at annual rates]

Personal consumption expenditures

Durables
Motor vehicles and parts
Furniture and household equipment.
Other durables

Nondurables
Food...
Clothing and shoes
Energy l

Other nondurables

Services.
Housing
Household operation

Energy 2

Other .
Transportation
Medical care
Other services.

Billions of 1982 dollars

Level

1987:IV

2,496.6

384.4
168.6
1517
641

865.6
434.1
156.6
121.1
153.7

1,246.6
3622
156.8

79.1
77.7
89.6

267.2
370.7

Change from preceding quarter

i nan
1987

I

-4.6

-23.1
-21.0

8
-2.9

2.9
3.5
2.0

-4.0
14

15.8
2.2

-28
-2.4
- 4
1.4
2.4

12.4

II

11.6

9.5
8.3
1.0
.1

-4.2
-5.9
-3.1

2.7
2.1

6.2
2.4
1.4
.3

1.1
.6

3.3
-1.5

III

33.2

21.5
20.2

1.6
-.3

-3.3
-4.5

4.4
-2.2
-1.0

15.0
2.3
5.1
3.7
1.4
1.1
3.2
3.3

IV

-24.1

-22.5
-18.0
-2.4
-2.1

-10.1
-3.0
-5.1
-.2

-1.9

8.5
2.2

.3
-.7
1.0
1.0
2.0
2.9

Percent change from preceding
quarter

1987

I

-0.7

-21.2
-39.3

2.1
-15.7

1.3
3.2
5.1

-12.2
3.7

5.4
2.5

-7.1
-11.7
-2.1

6.7
3.8

14.8

II

1.9

10.5
22.7

2.7
.6

-1.9
-5.2
-7.5

9.2
5.5

2.1
2.7
3.8
1.6
6.1
2.8
5.2

-1.6

III

5.4

24.3
58.1
4.3

-1.8

-1.5
-4.0
11.7

-6.9
-2.5

5.0
2.6

14.2
20.9
7.6
5.1
5.0
3.7

IV

-3.8

-20.4
-33.4
-6.1

-12.1

-4.5
-2.7

-12.0
-.7

-4.8

2.8
2.5

.8
-3.5

5.3
4.6
3.1
3.2

third. The slowdown was mainly in
energy services, which had increased
sharply in the third quarter.

Nonresidential fixed investment
Real nonresidential fixed invest-

ment declined B1/* percent in the
fourth quarter, following a 26-percent
increase in the third (table 3). In the
fourth quarter, an increase in pur-
chases of structures was more than
offset by a decline in purchases of
producers' durable equipment (PDE);
in the third quarter, both components
had registered large increases.

The fourth-quarter deceleration in
structures was traceable to oil well
drilling and to construction by public
utilities. In the third quarter, both
components had increased strongly; in
the fourth, both posted much smaller
increases. In contrast, construction of
commercial buildings accelerated, re-
cording a second consecutive increase
after six quarters of decline. Construc-
tion of industrial buildings also in-
creased again in the fourth quarter.

Despite the increases in the two
most recent quarters, construction of
commercial and of industrial build-
ings was lower in the fourth quarter
of 1987 than a year earlier. Weakness
early in the year probably reflected
an oversupply of office buildings and
the changes in depreciation schedules
and in the tax treatment of passive
investment income mandated by the

Real Personal Consumption
Expenditures: Change F

2

rom
Preceding Quarter

Percent

• Total

D Excluding Motor Vehicles and Parts

, i I . , , I ,

1. Gasoline and oil, and fuel oil and coal.
2. Electricity and gas.
NOTE.—Percent changes in major aggregates are found in the National Income and Product Accounts Tables, table 8.1. Dollar

levels are found in table 2.3.

1985 1986 1987

Based on Seasonally Adjusted Annual Rates

U.S. Department of Commerce, Bureau of Economic Analysis 88-1-2
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Table 3.—Real Gross Private Domestic Fixed Investment
[Seasonally adjusted at annual rates]

Gross private domestic fixed investment

Nonresidential
Structures
Producers' durable equipment

Residential

Billions of 1982 dollars

Level

1987-.IV

655.9

459.6
129.2
330.4

196.3

Change from preceding quarter

1987

I

-21.2

-17.2
-4.2

-13.0

-4.0

II

10.5

11.9
0

11.9

-1.4

III

22.6

25.9
6.8

19.1

-3.3

IV

-1.4

-4.2
2.0

-6.2

2.8

Percent change from preceding
quarter

1987

I .

-12.5

-14.6
-12.8
-15.3

-7.7

II

6.9

11.7
0

16.5

-2.8

III

15.0

25.8
24.6
26.3

-6.5

IV

-0.8

-3.6
6.4

-7.2

5.9

NOTE.—Percent changes are found in the National Income and Product Accounts Tables, table 8.1. Dollar levels are found in
table 1.2.

Tax Reform Act of 1986. Oil well drill-
ing and construction by public utili-
ties were both substantially higher at
the end of 1987 than at the end of
1986. Oil well drilling increased in
each quarter of 1987, reflecting the
expectation of increased profitability
resulting from the partial recovery in
oil prices.

The fourth-quarter swing in PDE
was evident in all four major catego-
ries—information processing, trans-
portation, industrial, and other equip-
ment. Despite its fourth-quarter de-
cline and a decline in the first quar-
ter, PDE at yearend was 31/2 percent
above its year-earlier level. The first-
quarter decline may have reflected, at
least in part, a shifting of purchases
into the fourth quarter of 1986 for
reasons related to the new tax law.
Increases in the middle quarters of
1987 were consistent with increasing
capacity utilization rates and export
demand and with high levels of un-
filled orders for capital goods and of
corporate cash flow relative to invest-
ment expenditures.

The fourth-quarter decline in PDE
may appear surprising in light of
other information on capital goods:
Census Bureau data on shipments of
nondefense capital goods increased
moderately in the quarter, and re-
sponses to BEA's latest plant and
equipment expenditures survey indi-
cated that businesses had been plan-
ning a large increase in capital
spending for the quarter.

BEA's estimate of PDE declined in
the fourth quarter while the Census
Bureau's estimate of nondefense cap-
ital goods shipments increased, even
though both estimates are drawn, in
part or in whole, from monthly data
in the Census Bureau report "Manu-
facturers' Shipments, Inventories, and
Orders" (frequently referred to as the
M3 report). Three factors account for
this divergence. First, nondefense cap-

ital goods excludes certain types of
equipment (such as motor vehicles, in-
struments, photocopy equipment, and
agricultural machinery) that are in-
cluded in PDE; purchases of these
products decreased, accounting for
more than one-half of the total de-
crease in PDE. Second, shipments
data in the M3 report include ship-
ments of some products (such as inter-
mediate goods) that are excluded from
PDE; shipments of these products in-
creased more than the fourth-quarter
increase in shipments of nondefense
capital goods. Third, BEA does not
use the M3 data on shipments of air-
craft; instead, it uses data from the
Census Bureau report "Civilian Air-
craft and Aircraft Engines," which
specifically identifies shipments of
complete civilian aircraft. Aircraft
shipments were substantially weaker

Housing Starts
Millions of units
2.5

January 1988

in this report than implied in the
M3.2

The divergence between PDE and
the plant and equipment expenditures
survey in the fourth quarter is hard
to explain. Presumably differences in
coverage play some role, however, and
it may be relevant that some of the
responses to the plant and equipment
expenditures survey, which reflect an-
ticipated rather than actual expendi-
tures for the fourth quarter, were re-
turned before the stock market col-
lapse in October.

Residential investment
Real residential investment in-

creased 6 percent in the fourth quar-
ter after three consecutive quarterly
declines. The turnaround reflected
the following changes: A 5V2-percent
increase in single-family construction
after little change in the preceding
quarter; a leveling-off of multifamily
construction after five quarters of de-
cline; and a 7V2-percent increase in
the other component of residential in-

2. In addition, BEA adds imports and subtracts ex-
ports, subtracts changes in trade inventories of equip-
ment, converts the shipments data from producers'
prices to purchasers' prices, and deflates the current-
dollar estimates. None of these steps, however, was a
major source of the divergent behavior of the BEA
and the Census series in the fourth quarter. See the
July 1987 SURVEY, page 116, for a discussion of the
"commodity-flow method," the name given to the
steps used to derive estimates of purchases from data
on manufacturers' shipments.

3

2.0

1.5

1.0

Total

Multifamily

J_L_ i i i I i' I i i I i i

1983

Data: Census

U.S. Department of Commerce, Bureau of Economic Analysis

1984 1985

Seasonally Adjusted at Annual Rates

1987
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vestment—which includes major re-
placements, additions and alterations,
mobile home sales, and brokers' com-
missions on house sales—after a de-
cline.

Real single-family construction was
stronger than single-family housing
starts in the fourth quarter and,
indeed, for most of the year. Single-
family construction increased moder-
ately in the first, second, and fourth
quarters and was virtually unchanged
in the third. Starts, in contrast, did
not increase substantially in any
quarter except the first, and they
posted substantial declines—114,000
and 76,000 at annual rates—in the
second and fourth quarters, respec-
tively (chart 3). The difference in the
behavior of the two series in this
period is traceable to increases in the
size and amenities—in short, the
"quality"—of the units being started.
One indication of the increase in qual-
ity is shown by the differing behavior
of two price measures. Through the
third quarter, the average sales price
of new one-family houses sold—a
measure that is affected by quality
changes—increased 191/2 percent,
while the price index for new one-
family houses sold—a measure that is

Table 4.—Change in Real Business Inventories
[Billions of 1982 dollars; seasonally adjusted at annual rates]

Change in business inventories

Farm

Nonfarm
Manufacturing
Wholesale trade
Retail trade

Auto dealers
Other retail trade

Other

Addendum:
Nonfarm less auto dealers

Level

1986

IV

-14.4

-16.6

2.3
-4.9
-5.9

6.7
4.1
2.6
6.4

-1.9

1987

I

47.6

3.7

43.9
5.3
6.6

25.2
21.3
3.9
6.8

22.6

II

39.0

16.3

22.7
-4.4

5.6
15.5
3.0

12.5
6.0

19.7

III

24.6

12.5

12.1
12.1
1.6

-8.0
-11.9

3.9
6.4

24.0

IV

58.3

4.6

53.7
9.9

15.5
20.6
13.5
7.1
7.8

40.3

Change from preceding quarter

1987

I

62.0

20.3

41.6
10.2
12.5
18.5
17.2
1.3

.4

24.5

II

-8.6

12.6

-21.2
-9.7
-1.0
-9.7

-18.3
8.6
-.8

-2.9

III

-14.4

-3.8

-10.6
16.5

-4.0
-23.5
-14.9
-8.6

.4

4.3

IV

33.7

-7.9

41.6
-2.2
13.9
28.6
25.4

3.2
1.4

16.3

NOTE.—Dollar levels for most inventories are found in the National Income and Product Accounts Tables, table 5.11.

not affected by quality changes—in-
creased only 8 percent (annual rates).
Incomplete information suggests that
quality continued to increase in the
fourth quarter.

Both real multifamily construction
and multifamily starts were weak
throughout most of the year. A high
and rising rental vacancy rate—which
exceeded 8 percent in the third quar-
ter, about 2l/2 percentage points above
its longrun average—severely damped
the attractiveness of investment in
multifamily structures, especially in
parts of the South and West. In addi-

Selected Interest Rates
Percent
16 i

14

12

10

Mortgage Commitments

3-month Treasury Bills

1983

Data: FRB, FHLMC.

1984 1985 1986 1987

U.S. Department of Commerce, Bureau of Economic Analysis

tion, the tax advantages of multifam-
ily investment were sharply curtailed
by changes in the Federal tax laws. A
strong rebound in this sector is prob-
ably unlikely until rents increase suf-
ficiently to offset the effect of the tax
changes on the profitability of multi-
family investment; the very high va-
cancy rates make substantial rent
hikes less likely.

In the other component of residen-
tial investment, brokers' commissions
on house sales declined substantially
in the second half of 1987, as house
sales dropped about 8 percent (annual
rate) after a sharp runup in mortgage
interest rates in the spring (chart 4).
It appears likely that the runup in
rates would have had an even bigger
impact on sales—and on brokers' com-
missions—if adjustable rate mort-
gages (ARM's) had not been available.
The rates on ARM's increased much
less sharply than those on fixed-rate
mortgages, and the ARM share of
mortgage originations more than dou-
bled.

Inventory investment

Real inventory investment in-
creased $331/2 billion in the fourth
quarter, as inventory accumulation
jumped to $58 V2 billion from $24 V2
billion in the third quarter (table 4).
Inventory investment had declined
$14V2 billion in the third quarter.
Almost all of the fourth-quarter in-
ventory buildup was in nonfarm in-
ventories; in contrast, inventory accu-
mulation in the third quarter had
been about evenly split between farm
and nonfarm inventories.

Nonfarm inventories were up in
each quarter of 1987, reflecting strong
production and steadily rising imports
in the face of weak sales. The total ac-
cumulation over the four quarters
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amounted to $33 billion. All major
categories of nonfarm inventories
ended the year up sharply from year-
earlier levels: Manufacturing invento-
ries were up $5Vz billion, wholesale
inventories were up $7V2 billion,
retail inventories were up $13 Va bil-
lion, and other inventories were up
$6V2 billion. Overall, durable invento-
ries accounted for three-fourths of the
accumulation and nondurables, one-
fourth.

Manufacturing inventories in-
creased in the first quarter, declined
in the second, and then accumulated
substantially in the third and fourth
quarters, although the rate of accu-
mulation slowed in the fourth. The
second-half buildup was widespread
among durables industries, but was
concentrated in transportation equip-
ment other than motor vehicles.

Wholesale trade inventories grew
throughout the year, but more than
one-half of the accumulation occurred
in the fourth quarter. The fourth-
quarter accumulation was largely in
durables, especially in those held by
the machinery, equipment, and sup-
plies industry.

Retail inventories were up substan-
tially in three of the four quarters of
1987. Two-thirds of the particularly
large fourth-quarter buildup was in
auto dealers' inventories. These in-
ventories fluctuated sharply from
quarter to quarter, primarily reflect-
ing the impact of on-again-off-again
sales incentives offered by auto manu-
facturers. On balance, auto dealers'
inventories were up in 1987. (For a
detailed discussion of motor vehicles,
see "Motor Vehicles, Model Year
1987" in the November 1987 SURVEY.)
A yearlong accumulation in other
retail inventories was largely in those
held by furniture and appliance,
other durable good, apparel, and de-
partment stores.

Other nonfarm inventories regis-
tered sizable accumulations in each
quarter of 1987.

Farm inventories were up in each
quarter of 1987; the total accumula-
tion over the four quarters amounted
to $9x/2 billion. Substantial second-
and third-quarter buildups of farm in-
ventories largely reflected net re-
demptions of crops placed under loan
with the Commodity Credit Corpora-
tion (CCC), offset to some extent by
strong open-market sales in the
second quarter. The slower fourth-
quarter accumulation reflected large
net placements of crops under loan

Table 5.—Real Net Exports of Goods and Services
[Seasonally adjusted at annual rates]

Net exports of goods and services

Exports
Merchandise

Agricultural
Nonagricultural

Services

Imports
Merchandise

Petroleum
Nonpetroleum

Services

Billions of 1982 dollars

Level

1987:IV

-130.7

453.8
307.3

35.7
271.6
146.5

584.5
460.9
83.3

377.6
123.6

Change from preceding quarter

1987

I

16.6

9.5
2.0

-2.5
4.5
7.5

-7.1
-10.5
-9.0
-1.5

3.3

II

2.5

16.7
11.8
2.9
9.0
4.8

14.2
7.6
2.6
5.0
6.6

III

-5.7

22.6
20.9
6.1

14.8
1.7

28.4
22.1
15.4

6.7
6.2

IV

7.7

16.7
15.9

-4.5
20.4

.8

8.9
6.0

-4.2
10.2
3.0

Percent change from preceding
quarter

1987

I

10.2
3.2

-26.5
8.3

24.8

-5.2
-9.3

-38.6
-1.7
13.2

II

17.9
19.5
42.7
16.8
14.5

11.1
7.3

15.8
5.7

26.8

III

23.7
34.7
93.1
27.5
4.8

22.4
22.0

116.9
7.6

23.5

IV

16.2
23.7

-37.8
36.7
2.2

6.3
5.4

-17.9
11.6
10.3

NOTE.—Percent changes in major aggregates are found in the National Income and Product Accounts Tables, table 8.1. Dollar
levels are found in tables 4.2 and 4.4.

with the CCC; the effects of the CCC
placements were offset to some extent
by weak open-market sales.

Reflecting rising inventories and
flat sales, the constant-dollar ratio of
total inventories to total final sales
increased to 3.23 in the fourth quarter
from a low of 3.14 a year earlier. This
ratio is near the top of the range
within which it has fluctuated during
the past 2 years. The 0.09-point rise in
the ratio since the fourth quarter of
1986 can be attributed in roughly
equal parts to the farm, the motor ve-
hicle, and the other nonfarm business
sectors of the economy.

Net exports

Real net exports increased $7 Vz bil-
lion in the fourth quarter, following a
decrease of $5V2 billion in the third
(table 5). In the third quarter, a surge
in petroleum imports had resulted in
a larger increase in imports than in
exports. As petroleum imports
dropped in the fourth quarter, exports
increased more than imports.

Exports increased $16 ¥2 billion, or
16 percent, in the fourth quarter,
equaling the average increase in the
preceding quarters of 1987. The
strength was in nonagricultural mer-
chandise exports, which registered
progressively larger increases through
the quarters of 1987, ending with a
surge of $20V2 billion in the fourth
quarter. Although the improvement
was widespread across end-use catego-
ries, it was particularly pronounced
in capital goods except autos and, in
the fourth quarter, in autos and in in-
dustrial supplies and materials as
well. The improvement reflected, to
some extent, the effect of dollar de-

preciation, reinforced in the second
half of the year by a pickup in
demand in some Asian countries. Ag-
ricultural exports fluctuated during
the year, increasing in the second and
third quarters and declining in the
first and fourth. Despite a $4x/2 billion
fourth-quarter decline, agricultural
exports ended the year well above the
year-earlier level. The course of agri-
cultural exports reflected the effects
of reduced harvests in some parts of
the world, the Soviet Union's pur-
chases of grain under export promo-
tion programs, and the increased
price competitiveness of U.S. agricul-
tural products in world markets.

Exports of services were up strongly
during 1987, although the increases
were progressively smaller in each
quarter. The increases were primarily
in investment income and largely re-
flected increases in lending and in in-
terest rates. Exports of other services
also were up during 1987.

Imports increased $9 billion, or 6x/2
percent, in the fourth quarter after
an increase of $281/2 billion in the
third. Volatility throughout the year
was largely traceable to petroleum
imports. Petroleum imports, influ-
enced by changes in prices and price
expectations, plunged in the first
quarter, increased in the second, and
then jumped $15 ¥2 billion in the third
before declining $4 billion in the
fourth. Despite the fourth-quarter de-
cline, petroleum imports remained
high, reflecting increasing domestic
consumption and declining domestic
production in recent quarters.

Nonpetroleum merchandise imports
increased $10 billion in the fourth
quarter. About two-fifths of the in-
crease was in capital goods except
autos. Changes earlier in the year
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had been even more concentrated in
that end-use category. Over the four
quarters of 1987, capital goods ac-
counted for $18 billion of the $20 Yz
billion increase.

In turn, the capital goods category
was dominated in the fourth quarter,
as well as during the year, by its
"business, and office machines, com-
puters, etc/' subcategory, which in-
creased $13 x/2 billion over the four
quarters of 1987. The constant-dollar
estimates for this category are de-
rived using the implicit price deflator
for business purchases of office, com-
puting, and accounting machinery.
This deflator incorporates BEA's qual-
ity-adjusted measure of computer
prices. (See "Improved Deflation of
Purchases of Computers" in the
March 1986 SURVEY for a description
of BEA's quality-adjusted measure.)
The deflator has two shortcomings
specific to its use in deflating imports.
First, it measures the change in the
prices of domestically produced busi-
ness machines, not the prices of im-
ports. This shortcoming can be impor-
tant to the extent that changes in
value of the dollar against the curren-
cies of the supplying countries are re-
flected in the price of imports. In the
recent period, use of this deflator
would tend to understate prices of im-
ports and, as a result, to overstate
constant-dollar imports. (Much of any
misstatement would not carry
through to GNP, however; for the im-
ports that move directly into final
sales, the deflator that is used to
derive constant-dollar imports, which
are subtracted in calculating GNP, is
also used to derive constant-dollar es-
timates of the final sales components.)
About one-half of the imports in the
business machines category in recent
years has come from Japan, against
whose currency the dollar has depre-
ciated sharply; the remainder is
mainly from Singapore, Korea, and
other countries against whose curren-
cies the dollar has depreciated much
less. Second, the deflator measures
the change in the prices of the mix of
business machines purchased from
U.S. manufacturers, which may differ
from the mix of imports. For example,
computer processors have a much
larger weight in purchases from do-
mestic manufacturers than in im-
ports. It is not yet clear whether the
difference in the mix would tend to
understate or overstate the constant-
dollar estimates. Until a more ade-
quate deflator is available, BE A will

Table 6.—Real Government Purchases of Goods and Services
[Seasonally adjusted at annual rates]

Government purchases of goods and services

Federal
National defense
Nondefense

Commodity Credit Corporation inventory
change

Other

State and local
Structures
Other

Billions of 1982 dollars

Level

1987:IV

795.0

354.5
267.8

86.7

9.3
77.4

440.5
55.6

384.9

Change from preceding quarter

1987

I

-12.2

-17.3
4.7

-22.0

-21.3
-.7

5.2
2.2
3.0

II

7.1

5.3
6.1
-.8

-6.6
5.8

1.8
-1.4

3.2

III

5.0

3.7
4.8

-1.2

-.1
-1.1

1.3
-1.6

2.9

IV

23.3

18.2
-.5
18.8

18.5
.3

5.1
1.9
3.2

Percent change from preceding
quarter

1987

I

-6.2

-18.6
7.6

-66.5

-3.8

5.0
17.2
3.3

II

3.8

6.6
9.8

-4.5

36.1

1.7
-9.5

3.5

III

2.6

4.5
7.5

-6.8

-5.5

1.2
-11.1

3.1

IV

12.6

23.5
-.7

165.8

1.6

4.8
14.9
3.4

NOTE.—Percent changes in major aggregates are found in the National Income and Product Accounts Tables, table 8.1. Dollar
levels are found in table 3.8B.

continue to use the existing deflator.
The remaining three-fifths of the

fourth-quarter increase in nonpetro-
leum imports was in nonpetroleum in-
dustrial supplies and materials and in
autos. Industrial supplies and materi-
als had declined over the three pre-
ceding quarters and, on balance, were
down during the year. Increases in
auto imports earlier in the year had
been much smaller than in the fourth
quarter. Other end-use categories,
both in the fourth quarter and over
the four quarters, either increased
little or, as in the case of consumer
durables, declined.

Imports of services increased sub-
stantially throughout 1987. The in-
creases were primarily in investment
income and largely reflected increases
in borrowing and interest rates. Im-
ports of other services also were up
during 1987.

Government purchases

Real government purchases in-
creased $23 Vk billion, or l2Yz percent,
in the fourth quarter, following an in-
crease of $5 billion, or 2x/2 percent, in
the third (table 6). Largely reflecting
changes in inventories of farm prod-
ucts held by the CCC, Federal Govern-
ment purchases increased consider-
ably more in the fourth quarter than
in the third. State and local govern-
ment purchases also increased more
than in the third quarter.

CCC inventories increased $9V2 bil-
lion in the fourth quarter, following
three consecutive quarters of decline.
The fourth-quarter swing largely re-
flected net placements of corn and
soybeans with the CCC under the
commodity loan program, along with
a pickup in direct purchases of dairy
products. Over the four quarters of
1987, CCC inventories declined $SYz

billion, the first calendar year liquida-
tion since 1984. Placements of crops
by farmers with the CCC were sub-
stantial but withdrawals were even
larger. Withdrawals from CCC inven-
tories included not only redemptions
by farmers of crops they had previ-
ously placed under loan but also re-
demptions using certificates initially
issued to farmers by the CCC in lieu
of cash subsidy payments.

Federal nondefense purchases ex-
cluding CCC inventory transactions
increased $¥2 billion in the fourth
quarter, following a $1 billion decline
in the third. These purchases had
jumped $6 billion in the second quar-
ter after a small decline in the first.
This quarterly pattern was evident in
all categories of other nondefense pur-
chases except compensation of em-
ployees, which held steady throughout
the year.

Federal national defense purchases
declined $Yz billion in the fourth
quarter, following three quarters of
strong increases. This pattern largely
reflected purchases of military equip-
ment, which declined $3 billion after
increases totaling $10 Yz billion in the
preceding three quarters. Over the
four quarters of 1987, purchases of
military equipment—particularly the
aircraft, missiles, and other military
equipment categories—accounted for
almost one-half of the $15 billion in-
crease in defense purchases. Most of
the remainder was accounted for by
services other than compensation of
employees—particularly installation
support, weapons support, and person-
nel support.

State and local government pur-
chases increased $5 billion in the
fourth quarter, following smaller in-
creases in the preceding two quarters
and a similar increase in the first.
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Table 7.—Price Indexes (Fixed Weights):
Change From Preceding Quarter

[Percent change at annual rates; based on seasonally adjust
index numbers (1982 = 100)]

GNP

Less' Exports
Plus' Imports

Equals: Gross domestic purchases...

Less: Change in business
inventories

Equals: Final sales to domestic
purchasers

Personal consumption
expenditures
Food
Energy
Other personal consumption

expenditures
Nonresidential structures
Producers' durable equipment
Residential investment
Government purchases

Addenda:
Merchandise imports

Petroleum and products
Other merchandise

I

4 5

40
125

5.3

5 3

57
26

272

47
3.3

.9
5.3
5.8

14.6
126.3

3.9

19

II

4 1

44
11 3

4.7

47

52
59
89

47
3.8
0
6.7
4.6

13.6
50.4
8.5

87

III

3 4

3 1
7 5

3.8

3 8

40
29
7 4

39
3.7

.7
7.3
3.7

9.6
18.0
8.2

IV

3 7

2 2
4 7

3.9

3 9

4 2
37
36

51
3.7
0
3.0
4.5

4.1
-11.2

7.0

NOTE.—Percent changes in major aggregates are found in
the National Income and Product Accounts Tables, table 8.1.
Most index number levels are found in tables 7.1 and 7.3.

The weakness in the middle two quar-
ters was due to declines in purchases
of structures.

Prices
GNP prices increased at about the

same rate—SVfc percent—in both the
third and fourth quarters, somewhat
less than in the first half of the year
(table 7). The deceleration can be
traced to a number of developments,
including a sharp slowdown in energy
prices during the year, a pay raise for
Federal personnel in the first quarter,
and a temporary pickup in food prices
in the second quarter.

Gross domestic purchases prices
also increased at about the same
rate—4 percent—in the fourth quar-
ter as in the third. Throughout the
year, increases in gross domestic pur-
chases prices exceeded those in GNP
prices; the differences narrowed from
eight-tenths of a percentage point in
the first quarter to two-tenths in the
fourth. The differences were largely
traceable to the prices of imports—in
particular, merchandise imports. As
shown in the addenda to table 7,
prices of merchandise imports in-
creased rapidly in the first three
quarters of 1987, followed by some
slowdown in the fourth. The pattern
largely reflected sharp movements in
petroleum prices: Substantial—albeit
decelerating—increases in the first
three quarters of the year and a de-
cline in the fourth. Prices of other im-

ported goods have increased strongly
in recent quarters. Over the four
quarters of 1987, prices of nonpetro-
leum industrial supplies and materi-
als were up 11 percent, prices of cap-
ital goods except autos were up 6 per-
cent, auto prices were up 51/2 percent,
and consumer goods prices were up
9l/2 percent.

PCE prices increased at about the
same rate in the fourth quarter as in
the third, somewhat less than in the
first half of the year. Food prices
were up somewhat more than in the
third quarter but less than in the
second: In the fourth quarter, a de-
cline in meat prices was more than
offset by a jump in prices of fruits
and vegetables; in the second quarter,
the prices both of meat and of fruits
and vegetables had increased sharply.
Energy prices declined after several
quarters of sharp increases; prices of
gasoline and oil, fuel oil and coal, and
electricity and gas were all down in
the fourth quarter. Other PCE prices
picked up in the fourth quarter, large-

ly reflecting a sharp swing in prices
of clothing and shoes.

Among the investment components,
prices of nonresidential structures
continued to increase at a moderate
pace. PDE prices again changed little,
as declines in computer prices contin-
ued to offset increases in the prices of
other PDE. The prices of residential
structures increased less in the fourth
quarter than in the preceding three
quarters.

Prices of government purchases in-
creased in the fourth quarter at the
same rate as in the second and some-
what more than in the third. A some-
what larger increase in the first quar-
ter had included the pay raise for
Federal civilian and military person-
nel, which is treated in the national
income and product accounts as an in-
crease in the price of employee serv-
ices purchased by the Federal Govern-
ment. The fourth-quarter pickup in
the prices of government purchases
was evident in prices of both Federal
defense and nondefense purchases;

Table 8.—Personal Income and Its Disposition

[Billions of dollars; seasonally adjusted at annual rates]

Wage and salary disbursements
Manufacturing
Other commodity-producing
Distributive
Services
Government and government enterprises

Other labor income

Proprietors' income
Farm
Nonfarm

Rental income of persons
Personal dividend income
Personal interest income . ....

Transfer payments

Less: Personal contributions for social insurance

Personal income

Less: Personal tax and nontax payments
Impact of Tax Reform Act of of 1986 1

Other

Equals: Disposable personal income

Less' Personal outlays

Equals: Personal saving

Addenda: Special factors in personal income:

In wages and salaries:
Federal Government and Postal Service pay adjustments

In other labor income:
Initial Federal Government payment to employee savings

fund

In farm proprietors' income:
Agricultural subsidy payments

In transfer payments:
Social security retroactive payments
Cost-of-living increases in Federal transfer payments

In personal contributions for social insurance:
Social security base changes and increase in premium for

supplementary medical insurance

Level

1987:IV

2,270.2
494.8
160.3
534.4
649.3
431.4

213.5

344.6
55.8

288.7

18.1
90.5

537.2

551.1

173.7

3,851.5

578.9

3,272.6

3,112.2

160.4

Change from preceding quarter

1987

I

34.8
2.7
1.8
6.8

15.1
8.4

2.3

23.1
14.7
8.5

1.6
1.6
3.0

7.1

4.9

68.4

4.1
-13.2

17.3

64.3

34.9

29.4

2.7

11.9

3.6

2.0

II

28.1
1.8
.3

7.4
12.6
5.9

2.8

2.2
-4.0

6.1

-1.1
1.8
6.5

7.8

1.7

46.6

41.9
25.7
16.2

4.7

49.9

-45.2

.1

.6

-9.3

1.8

III

34.7
6.1

.7
7.4

14.6
6.1

1.6

-.4
-6.7

6.3

-1.6
2.4

13.7

4.3

2.3

52.4

-12.3
-25.6

13.3

64.7

69.1

-4.4

-.6

-5.4

-1.8

IV

44.1
9.7
3.6
8.1

15.4
7.2

2.4

21.9
15.2
6.6

.8
1.8

17.2

5.3

3.0

90.5

13.2
-.2
13.4

77.3

5.7

71.6

.7

13.7

1. Estimates of the impact of the Tax Reform Act of 1986 on Federal Government personal tax payments and indirect effects
on State and local personal tax payments.

NOTE.—Most dollar levels are found in the National Income and Product Accounts Tables, table 2.1.
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prices of State and local government
purchases were up somewhat less
than in the third quarter.

Personal Income
Personal income was up substan-

tially during 1987. The strength in
personal income carried through to
disposable personal income (DPI), but
not to real DPI because of the some-
what higher PCE prices.

Personal income surged $90 ¥2 bil-
lion in the fourth quarter after a
$52 V2 billion increase in the third
(table 8). The strengthening in the
fourth quarter, as well as during the
year, was primarily in wages and sal-
aries, farm proprietors' income, and
personal interest income.

Wages and salary disbursements in-
creased $44 billion in the fourth quar-
ter, following a $34 x/2 billion increase
in the third. The acceleration was
largely due to continued improvement
in manufacturing and in other com-
modity-producing industries, although
the other major private industries
also contributed. Employment and av-
erage hourly earnings in private in-
dustries increased more in the fourth
quarter than in the third. Over the
quarters of 1987, wages and salaries
increased strongly, reflecting gains in
both employment and average hourly
earnings. Manufacturing wages and
salaries registered large increases,
particularly in the second half of the
year, following weakness in 1986. The
next section of the "Business Situa-
tion" indicates that the second-half
strengthening was geographically
widespread and provides some indus-
try detail.

Farm proprietors' income increased
$15 billion in the fourth quarter, fol-
lowing a $6 ¥2 billion decline in the
third. The sharp changes in farm
income in 1987 reflected the pattern
of Federal agricultural subsidy pay-
ments: These payments amounted to
a record $20 billion in the first quar-
ter, $10 Vk billion in the second, $5 bil-
lion in the third, and $19 billion in
the fourth. Farm income excluding
subsidies resumed an uptrend in the
fourth quarter, as crop - prices in-
creased after a decline in the third.
Nonfarm proprietors' income in-
creased at about the same rate as in
recent quarters.

Personal interest income increased
$17 billion in the fourth quarter, the
third consecutive quarter of progres-
sively larger increases. This pattern

reflected the generally upward path
of interest rates and increases in
holdings of personal assets.

Transfer payments increased $5V2
billion in the fourth quarter, some-
what more than in the third. Unem-
ployment insurance benefit payments
declined in all four quarters of the
year. Other changes in transfer pay-
ments largely reflected the impact of
the special factors shown in the ad-
denda to table 8.

Among the other components of
personal income, other labor income
and personal dividend income in-
creased by relatively small amounts
in the fourth quarter, as they had in
the last several quarters; rental
income of persons increased after two
quarters of decline. Personal contribu-
tions for social insurance, which are
subtracted in deriving the personal
income total, registered another mod-
erate increase.

Personal tax and nontax payments
increased $13 billion in the fourth
quarter, following a $12 Vk billion de-
crease in the third. As shown in table
8, the sharp changes in personal tax
and nontax payments in the first
three quarters of 1987 were largely
due to the effects of the Tax Reform
Act of 1986. (See the July 1987 "Busi-
ness Situation" for a discussion of
these effects.)

DPI increased $77% billion in the
fourth quarter, following a $64 ¥2 bil-
lion increase in the third. The fourth-

quarter acceleration was attributable
to the step-up in personal income,
which more than offset the swing in
personal tax and nontax payments.

Real DPI increased strongly in the
second half of 1987—4V2 percent in
the third quarter and 51/2 percent in
the fourth. Over the four quarters of
1987, however, real DPI was up only 2
percent, compared with a 7-percent
increase in DPI.

Personal outlays—mainly PCE—de-
celerated sharply in the fourth quar-
ter. Largely as a result, personal
saving jumped $71 ¥2 billion after two
quarters of decline. The personal
saving rate rebounded from 2.8 per-
cent in the third quarter—the lowest
rate in nearly 40 years—-to 4.9 per-
cent.

Regional Aspects of the
Strengthening in
Manufacturing

As mentioned in the section on per-
sonal income, wages and salaries in
manufacturing strengthened in the
second half of 1987. They increased
1.3 percent in the third quarter and
2.0 percent in the fourth (not at
annual rates) after weaker perform-
ance in the preceding IVz years (chart
5). State estimates of wages and sala-
ries, prepared as part of the State
personal income estimates presented
on pages 29 and 30 of this issue, show

5

Manufacturing Wages and Salaries:
Change From Preceding Quarter

Percent
4

-1

-2

i
•

Illlill -I..I

19861982 1983 1984 1985

Note.—Quarter-to-quarter percent changes not compounded to annual rates; based on seasonally adjusted estimates.

U.S. Department of Commerce, Bureau of Economic Analysis

1987
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that the strengthening was wide-
spread geographically; 35 States
shared in the strengthening in the
third quarter.

Table 9 shows the 17 States in
which the difference between the
second-quarter change and the third-
quarter change in manufacturing
wages and salaries—the acceleration
in the third quarter—was at least
twice the U.S. average of 0.9 percent-
age point. In all 17 States except Illi-
nois, wages and salaries accelerated
in both durables and nondurables
manufacturing, and in most of them,
the durables acceleration was larger.

In durables manufacturing, produc-
tion in the third quarter accelerated
substantially in aircraft and parts,
farm machinery and equipment, pri-
mary metals, shipbuilding, and log-
ging. Aircraft production showed
strength in Washington, Missouri,
Connecticut, and Utah. Farm machin-
ery production showed strength in

Minnesota, Illinois, and Wisconsin.
Primary metals production showed

Table 9.—-Manufacturing Wages and Salaries,
Selected States

United States

South Dakota
Washington
Nebraska
Minnesota
Missouri
Hawaii
Connecticut
Utah ..
Kentucky
New Jersey . . .
Illinois .. .
Delaware
Mississippi
Oregon
Alabama
Wisconsin
New Mexico

Percent change
from preceding

quarter

1987

II

(1)

0.4

-5.9
-2.3

.3
-2.1
-1.1

0
-.9
-.1
-.1

-2.4
-1.7
-1.0

.2
-.7
1.4

-.6
.9

III

(2)

1.3

5.6
3.4
5.4
2.5
3.4
3.7
2.7
3.3
3.2

.6
1.0
1.7
2.8
1.8
3.7
1.6
3.1

Accel-
eration l

(3)

0.9

11.5
5.7
5.1
4.6
4.5
3.8
3.7
3.4
3.3
3.1
2.7
2.7
2.6
2.5
2.3
2.3
2.2

1. Acceleration is the percentage-point difference between
the second-quarter change (column 1) and the third-quarter
change (column 2); the difference is calculated from unrounded
data.

strength in Kentucky and Alabama,
as did shipbuilding in Mississippi and
logging in Oregon.

In nondurables manufacturing, pro-
duction accelerated substantially in
chemicals, paper, and food processing.
Chemicals production showed
strength in New Jersey and Dela-
ware. Paper production showed
strength in Minnesota and Wisconsin,
as did food processing in South
Dakota and Nebraska.

The motor vehicles industry was a
notable exception to the general
strengthening in manufacturing. It
was the only major manufacturing in-
dustry that had large declines in pro-
duction in both the second and third
quarters. Michigan and Ohio—which
together account for nearly 60 per-
cent of wages and salaries in motor
vehicles nationally—had declines in
durables wages and salaries in both
quarters.
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the BUSINESS SITUATION

XvEVISED (45-day) estimates show
that real GNP increased at an annual
rate of 4x/2 percent in the fourth quar-
ter of 1987; the preliminary (15-day)
estimates had shown a 4-percent in-
crease (table 1 on page 16). The in-
crease in the GNP price index (fixed
weights) was unrevised at an annual
rate of 31/2 percent.l

The small upward revision in real
GNP was more than accounted for by
personal consumption expenditures
and nonresidential fixed investment.
In personal consumption expendi-
tures, nondurable goods were revised
up $4x/2 billion, reflecting revised
retail sales data for November and
December. In nonresidential fixed in-
vestment, producers' durable equip-
ment was revised up $4 billion, re-
flecting revised November data and
newly available December data for
manufacturers' shipments of equip-
ment. Largely offsetting these upward
revisions was a downward revision in
net exports; imports were revised up
$4% billion, reflecting newly avail-
able merchandise trade data for De-
cember.

Despite the size of the revisions in
some of the major components of
GNP, the fourth-quarter direction of
change for all of them was the same
as in the preliminary estimates. The
broad picture of the economy as
sketched in last month's "Business
Situation" was not much altered.
However, a somewhat different view
did emerge within two of the major
components. In business inventories,
the fourth-quarter accumulation in
both manufacturing and wholesale

trade durables was not nearly as
strong as had been estimated last
month. In contrast, the accumulation
of retail trade inventories—especially
autos and nondurables—was substan-
tially stronger than estimated earlier.
In imports, the fourth-quarter in-
crease in nonpetroleum merchandise
imports was considerably stronger
than estimated earlier. In contrast,
petroleum imports fell even more
sharply than estimated earlier.

Leading Indicators
BEA's composite index of leading

indicators declined 0.6 percent in Jan-
uary, according to estimates based on
9 of its 11 component series, after in-
creasing 0.3 percent in December. The
preliminary estimate for December
(based on 9 components) had shown a*
decline of 0.2 percent; both of the
series that were unavailable at that
time—change in credit and change in
inventories—made positive contribu-
tions to the revised December index.

Average weekly initial claims for
unemployment insurance made the
largest negative contribution to the
January change. The stock price

index, which had declined 26.8 per-
cent over the previous 4 months, in-
creased 4 percent and made the larg-
est positive contribution. The contri-
butions of these and other compo-
nents of the leading index are given
in table 1.

The leading index has now declined
in 3 of the 4 months since September
1987, and for January the index was
1.4 percent lower than for September.
The January decline, of course, in-
creases the probability that Septem-
ber's level will eventually be identi-
fied as a cyclical peak in the leading
index. It would be premature to iden-
tify it as such now, however, if only
because data revisions could alter the
path of the index over the last several
months.

In the cyclical indicators approach,
the direction of the leading index's
movement is obviously important in
drawing inferences. Less obviously
important, perhaps, is the extent to
which its direction of movement is
shared by its component series. For
example, a decline of given depth and
duration may be judged more ambigu-
ous if it is the result of declines in
only 1 or 2 components than if it is
the result of declines in 10 or 11.

1. Quarterly estimates in the national income and
product accounts are expressed at seasonally adjusted
annual rates, and quarterly changes in them are dif-
ferences between these rates. Quarter-to-quarter per-
cent changes are compounded to annual rates. Real,
or constant-dollar, estimates are expressed in 1982 dol-
lars.

Looking Ahead . . .

• Local Area Personal Income. A comprehensive revision of county and
metropolitan area estimates of personal income is nearing completion.
Total and per capita personal income for 1984-86 will appear in the April
SURVEY. More detailed estimates of personal income by type and indus-
try, 1969-86, will be available as of May 4.

• Gross State Product. Estimates of gross State product will be intro-
duced in an upcoming issue of the SURVEY. The estimates are by industry
for 1963-86.

• Business Statistics. The 25th edition of this biennial volume is avail-
able from the Government Printing Office. It contains historical data and
methodological notes for all series in the "S" (or blue) pages of the
SURVEY and for selected BEA series. See page 28 for more information.
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It will be recognized immediately
that taking the leading index apart to
examine component movements is
somewhat at odds with the rationale
for constructing a composite index.
The incongruity, however, merely
highlights the pragmatic nature of
the indicator approach and the fre-
quently repeated reminder that the
leading index must be used in con-
junction with other analytical tools.

The extent to which the compo-
nents move in the same direction as
the leading index may be investigated
in several ways. One is a diffusion
index, which shows what percentage
of the components is increasing. BEA
has published a diffusion index for
the leading index for as long as it has
published the leading index itself.2

This diffusion index tends to be quite
volatile on a month-to-month basis.
Nevertheless, near a peak in the lead-
ing index, the diffusion index typical-
ly falls from a value of more than
50—showing that more than one-half
of the components had been increas-
ing—to a value of less than 50. This
pattern has manifested itself recently:
The diffusion index dropped below 50
in November and stayed there in De-
cember and January (based on the 9

2. In calculating the diffusion index, a component
that increases is counted as 1; a component that de-
clines, as zero; and a component that is unchanged, as
Vfe. The diffusion index for the leading index is shown
in Business Conditions Digest.

available components). However, the
fact that the diffusion index remained
above 50 in October—1 month after
the high point of the leading index—
is not at all typical. In the past, the
diffusion index was always below 50
in the month following a peak in the
leading index.

While a limitation of the leading
index itself is that it conveys no infor-
mation about how many of its compo-
nents are moving in a given direction,
a limitation of the diffusion index is
that it conveys no information about
the magnitude of changes in the com-
ponents. One way to get a sense of
both concerns (following peaks) is to
ask: What is the smallest number of
components that would have to be re-
moved in order to eliminate the de-
cline in the index? If, say, 10 compo-
nents would have to be removed, then
the weakness is obviously very wide-
spread; if, in contrast, only 1 or 2
would have to be removed, then the
weakness is much less widespread.

Declines in the leading index in the
4 months following September 1987
would be eliminated by removing 1, 2,
0, and 2 components, respectively. Ac-
cording to this gauge, then, the weak-
ness does not seem to have been very
widespread in any of these months.
The pattern over the 4 months as a
whole describes weakness that was
somewhat less widespread than was
typical of past peaks: The typical
number of components that would

have to be removed to eliminate de-
clines in the leading index in the 4
months following past peaks were 2,
3, 4, and 2, respectively. (These "typi-
cal" figures are medians, based on the
9 previous peaks in the leading index
after 1948—including 2 that were not
followed by business cycle peaks—and
are based on the same 11 components
that currently constitute the index.)

A related approach would be to ask:
How would the leading index behave
if the component responsible for the
single largest negative contribution
were removed? In the 4 months since
September 1987, removing the single
largest negative contribution would
result in an index that increased l/2
percent or more in October and De-
cember and that declined slightly in
November and January. Following
past peaks in the leading index, re-
moving the single largest negative
contribution typically resulted in an
index that was flat in the first month
after a peak and that declined slight-
ly in each of the next 3 months.

These three approaches paint simi-
lar pictures of the extent to which the
movement in the leading index is
shared by the components of the
index: Since September 1987, the
scope of the weakness in the leading
index has been somewhat more mod-
erate than was typicalin earlier epi-
sodes, although not so different as to
look out of place in the context of
those earlier episodes.

Table 1.—Net Contributions of the Individual Components to Changes in the Leading Index

Average workweek, production workers, manufacturing (hours)

Average weekly initial claims, State unemployment insurance

New orders, manufacturing consumer goods and materials (billions
of 1982 dollars) .

Vendor performance, companies receiving slower deliveries from

Contracts and orders, plant and equipment (billions of 1982 dollars)....

Building permits (index- 1967— 100) . . . .

Change in inventories on hand and on order (annual rate, billions of
1982 dollars) .

Change in sensitive materials prices (percent)

Stock prices 500 common stocks (index- 1941-43—100)

Money supply (M2) (billions of 1982 dollars)

Change in credit — business and consumer borrowing (annual rate,
percent)

Percent change in leading index..

Feb.

0.17

02

13

'-.01

.05

r.26
r .24

41

r-.49
r.28

Mar.

-0.16

17

.06

13

.09

.08

r.34
r 15

27
r 10

MO

.97

Apr.

-0.25

15

r-.09

09
r.09

-.24

r.06
r-.01

- 07

01

r.29

.16

May

0.33

- 02

r-.03

13
r.09

-.22

r.03
r 26

0

11

.11

.48

June

0

01

.10

13
r.04

.05

.14
r 31

28
r 06

r.07

.95

1987

July

0

0

-.08

22

M3

-.06

- 02

19
r 02

-.30
r.31

Aug.

0

29

r-.03

09

-.14

.03

21
r 09

41

r 01

r 25

57

Sept.

-0.33

11

r 13

39
ro
0

31

r 10

22

r 06

36

r 21

Oct.

.58

02

01

04
r.05

08

r 12

r 01

87

r 04

r 10

05

Nov.

-0.08

09

ro

18
r-.10

01

r 39

r 09

91

r 04

16

•r I 09

Dec.

r-0.16

r 19

r 04

r 22
r.25

r 25

p 19

r 16

r 02

p 37

r 31

1988

Jan.

'0.10

43

"-.28

16

". 07

31

20

32

20

'

n.a. Not available.
p Preliminary.
r Re vised.

NOTE.—The net contribution of an individual component is that component's share in the com-
posite movement of the group. The percent change in the index equals (except for rounding dif-
ferences) the sum of the net contributions of the individual components plus the trend adjust-
ment factor of 0.139 for the leading index.
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the BUSINESS SITUATION

JL ROFITS from current production—
profits before tax with inventory valu-
ation adjustment (IVA) and capital
consumption adjustment (CCAdj)—de-
clined $4x/2 billion in the fourth quar-
ter of 1987, following an $18 billion
increase in the third. Domestic profits
of nonfinancial corporations declined
$10 billion after a $20% billion in-
crease; domestic profits of financial
corporations declined $1V2 billion
after a $1 billion decline; and profits
from the rest of the world increased
$7 billion after a $1 billion decline.

Profits before tax (PBT) declined $2
billion in the fourth quarter, follow-
ing a $16 billion increase in the third.
The fourth-quarter difference between
profits from current production and
PBT reflected a $3% billion decline in
the IVA (to negative $21V2 billion)
and a $1 billion increase in the CCAdj
(to $48% billion). The IVA and CCAdj
convert inventories and depreciation
reported by business for tax purposes
to those used in the national income
and product accounts (NIPA's).

While PBT declined $2 billion in
the fourth quarter, profits tax liabil-
ity declined even more ($4*/2 billion);
as a result, profits after tax (PAT) in-
creased $2J/2 billion. This divergence
of PBT and PAT resulted from the
sharp increase in profits from the rest
of the world. If profits from the rest
of the world is removed from both
PBT and PAT, the resulting estimates
of domestic profits before and after
tax both show declines—$9 billion
and $4V2 billion, respectively.

Profits from the rest of the world—
consisting of inflows to U.S. corpora-
tions from their foreign affiliates net
of outflows to foreign corporations
from their U.S. affiliates—are includ-
ed in total PBT and total PAT. These
total measures are national measures
of profits, i.e., profits of U.S. residents
regardless of where those profits were
generated. Domestic profits, in con-

trast, are profits earned within the
geographical confines of the United
States and include the profits of U.S.
affiliates of foreign corporations. Prof-
its of U.S. affiliates are subtracted
from the domestic profits total in cal-
culating the national total. The
before- and after-tax measures of the
profits of U.S. affiliates are equal be-
cause they reflect only profits that
could be remitted to the foreign
parent, i.e., profits net of U.S. taxes.
Inflows from foreign affiliates are
added to the domestic profits total in
calculating the national total. The
before- and after-tax measures of in-
flows are equal because it is assumed
that foreign tax credits satisfy all
U.S. tax liability on these profits.

The fourth-quarter increase in prof-
its from the rest of the world reflect-
ed both a sizable increase in the
inflow of profits from foreign affili-
ates of U.S. corporations ($4 billion)
and a sizable decline in the outflow of
profits to foreign parents of affiliates
in this country ($3 billion). The in-
creased inflow was largely from non-
petroleum affiliates in Europe; the re-
duced outflow reflected, in large part,
lower profits of wholesaling affiliates
of Japanese corporations.

The fourth-quarter decline in do-
mestic profits was widespread; profits
fell in almost all manufacturing in-
dustries (chemical manufacturing
being the only notable exception) and
in both wholesale and retail trade.

Looking Ahead . . .
• Local Area Personal Income. A comprehensive revision of county and

metropolitan area estimates of personal income is nearing completion.
Total and per capita personal income for 1984-86 will appear in the April
SURVEY. More detailed estimates of personal income by type and indus-
try, 1969-86, will be available as of May 4.

• Gross State Product. Estimates of gross State product will be intro-
duced in an upcoming issue of the SURVEY. The estimates are by industry
for 1963-86.

• U.S. Affiliates of Foreign Companies: Operations in 1986. Data and
analysis of the operations in 1986 of foreign-owned U.S. companies, by in-
dustry and by country of foreign owner, will be presented in the May
SURVEY. Key measures by State will also be presented. Selected data will
be available as of May 4.

• U.S. Business Enterprises Acquired or Established by Foreign Direct
Investors in 1987. Data on the cost to foreign direct investors of the own-
ership interests acquired or established in U.S. business enterprises in
1987, by industry and by country of foreign owner, will be presented in
the May SURVEY. Selected operating data of the U.S. business enterprises
will also be presented.

• Pollution Abatement and Control Expenditures. Estimates of U.S. ex-
penditures for pollution abatement and control for 1983-86 will appear in
the May issue of the SURVEY.
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Profits rebounded, however, in the
transportation, communications, and
public utilities group.

Government sector

The fiscal position of the govern-
ment sector in the national income
and product accounts deteriorated
substantially in the fourth quarter of
1987, as the combined deficit of the
Federal Government and of State and
local governments increased $34 Vb bil-
lion to $124 billion (table 1). The defi-
cit of the Federal Government in-
creased $25 Vk billion, and the surplus
of State and local governments de-
clined $9 billion. The increase in the
combined deficit was due to a strong
acceleration in spending, particularly
at the Federal Government level.

The Federal sector.—The Federal
Government deficit increased to
$161 ¥2 billion, as expenditures in-
creased more than receipts.

Receipts increased $13 Vk billion, fol-
lowing no change in the third quarter
when a large decline in personal tax
and nontax receipts offset increases in
other receipt categories. (See the No-
vember 1987 "Business Situation" for
a discussion of the decline in personal
taxes in the third quarter.) The
fourth-quarter increase was more
than accounted for by personal taxes
(up $9 billion) and contributions for
social insurance (up $6V2 billion).
These increases—and a smaller one in
indirect business tax and nontax ac-
cruals—were partly offset by a $3x/2
billion decline in corporate profits tax
accruals.

Expenditures increased $39 billion,
following a $3V2 billion decline in the
third quarter. All categories of ex-
penditures, except national defense
purchases of goods and services, con-
tributed to the sharp rebound. The
bulk of the rebound was accounted for
by three expenditure categories, each
of which recorded large increases in
the fourth quarter, following declines
in the third. Subsidies less the cur-
rent surplus of government enter-
prises increased $18 Vz billion in the
fourth quarter, following a $7V2 bil-
lion decline in the third; the swing
was largely due to subsidies to farm-
ers. Nondefense purchases increased
$6 billion, following a $2 billion de-
cline; purchases of agricultural com-
modities by the Commodity Credit
Corporation (CCC) and non-CCC pur-
chases both contributed to the swing.

Transfer payments to foreigners in-
creased $6 billion, following a $% bil-
lion decline; this shift was due to a re-
bound in military and economic as-
sistance. Net interest paid accelerated
in the fourth quarter. Grants-in-aid to
State and local governments declined,
but less than in the third quarter. Na-
tional defense purchases decelerated,
increasing $x/2 billion in the fourth
quarter, compared with $4x/2 billion in
the third.

Cyclically adjusted deficit—When
measured using cyclical adjustments
based on middle-expansion trend
GNP, the Federal deficit on the na-
tional income and product accounts
basis increased from $166.1 billion in
the third quarter to $200.8 billion in
the fourth (see table 2 on page 17).
The cyclically adjusted deficit as a

percentage of middle-expansion trend
GNP increased from 3.8 percent in
the third quarter to 4.5 percent in the
fourth.

State and local sector.—The State
and local government surplus de-
clined $9 billion in the fourth quarter
to $37x/2 billion, as expenditures in-
creased more than receipts. An in-
crease in the other funds deficit more
than accounted for the total decline;
the social insurance funds surplus in-
creased $1 billion.

Receipts increased $5% billion,
compared with $6 Vfe billion in the
third quarter. Personal tax and
nontax receipts increased $4x/2 billion,
following a $1 billion decline. (See the
November 1987 "Business Situation"
for a discussion of the decline in per-
sonal taxes in the third quarter.) Indi-
rect business tax and nontax accruals

Table 1.—Government Sector Receipts and Expenditures
[Billions of dollars, seasonally adjusted at annual rates]

Government sector

Receipts
Expenditures

Surplus or deficit ( — )

Federal Government

Receipts
Personal tax and nontax receipts
Corporate profits tax accruals
Indirect business tax and nontax accruals
Contributions for social insurance

Expenditures
Purchases of goods and services

National defense

Of which: Commodity Credit Corporation inventory change..
Transfer payments . .... ..

To persons
To foreigners

Grants-in-aid to State and local governments
Net interest paid
Subsidies less current surplus of government enterprises

Subsidies ...
Of which' Agricultural subsidies .

Less: Wage accruals less disbursements

Surplus or deficit ( ) , .

State and local governments

Receipts
Personal tax and nontax receipts
Corporate profits tax accruals
Indirect business tax and nontax accruals
Contributions for social insurance
Federal grants-in-aid

Expenditures
Purchases of goods and services .... ....

Of which' Structures
Transfer payments to persons
Net interest paid
Less' Dividends received by government
Subsidies less current surplus of government enterprises

Subsidies
Less: Current surplus of government enterprises

Less: Wage accruals less disbursements

Surplus or deficit ( )

Social insurance funds
Other

Change from preceding quarter

1986

IV

29.7
23.6
10.0

20.1
11.2
6.2

-1.0
3.7

5.1
-2.6
-8.5

5.9
6.2
-.2
1.0

-1.2
-6.7

3.6
11.0
3.5
3.5

-7.5
0

15.0

2.8
5.5
1.6
.1

2.3
-6.7

11.8
10.4

-1.0
1.9

-.2
.1

-.1
0

.2
0

9 0

2.2
-11.2

1987

I

30.4
21.8

8.6

26.8
5.2

12.4
2.2
7.0

8.6
-1.7

8.5
-10.1
-10.9

1.0
4.9

-3.9
-.6
1.8
8.0

14.1
14.1
6.1
0

18.2

3.0
-1.0

1.7
4.2

-1.2
-.6

12.6
11.6
2.6
1.8
-.3

.2
-.3
0

.3
0

9 6

12
-8.4

II

59.1
18.2
40.8

43.6
34.1
4.9

.9
3.7

12.3
12.7
7.0
5.6

-1.5
5.3
5.5
-.3
3.7

.2
-9.5

-11.2
-11.4

17
0

31.3

19.2
7.7
1.3
6.0

.5
3.7

9.6
8.3
12
2.0
-.5

.3

.1
0
-.1
0

9.6

.8
8.8

III

8.9
9.6
-.7

.1
-11.4

6.7
-.3
5.1

-3.3
2.5
4.5

-2.0
-1.1

1.4
2.2
-.7

-2.5
3.1

-7.6
-6.7
-6.7

.8

.3

3.4

6.3
-.9
2.1
7.0

.6
-2.5

10.4
9.3

-1.2
1.9

-.4
.3

-.1
0
.1

0

4 i

1.1
-5.3

IV

20.5
55.0

-34.5

13.5
9.2

-3.3
1.1
6.5

39.0
6.9

.7
6.1
3.8
8.4
2.5
5.8

-1.5
6.0

18.5
17.7
17.6
-.8
-.7

-25.6

5.6
4.5

-1.1
3.0

.7
-1.5

14.5
13.0
3.5
2.8
-.5

.3
-.5
0

.5
0

-8.9

1.3
-10.2

Level

1987:IV

1,497.6
1,621.4
-123.8

936.4
413.5
111.2

54.9
356.8

1,097.8
388.9
299.8

89.2
-2.3
421.8
406.2

15.6
102.0
148.9
35.8
38.4
23.6

2.7
-.3

-161.4

663.2
165.9

27.3
320.9

47.0
102.0

625.6
559.9

64.9
121.6

-33.7
6.8

-15.4
1.0

16.4
0

37.6

53.4
-15.8

NOTE.—Dollar levels are found in the National Income and Product Accounts Tables, tables 3.2 and 3.3.
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increased $3 billion, compared with $7
billion in the third quarter; the decel-
eration was accounted for by sales
taxes. Contributions for social insur-
ance registered a small increase, and
corporate profits tax accruals de-
clined.

Expenditures increased $14 Vk bil-
lion, compared with $10 Vk billion in
the third quarter. Most of the in-
crease was in purchases of goods and
services, which increased $13 billion,
$3V2 billion more than in the preced-
ing quarter. The acceleration in pur-
chases was more than accounted for

by structures, which increased $31/2
billion after a $1 billion decline.

Fourth-quarter NIP A revisions

Table 5 on page 19 shows the
second revision of the NIPA estimates
for the fourth quarter of 1987. In ad-
dition to the regular source data that
are usually incorporated into these es-
timates, the revised estimates of the
fourth-quarter changes in personal

consumption expenditures and in
change in nonfarm business invento-
ries incorporate the results of an
annual Census Bureau revision of
retail sales and inventories. The
Census revision reflects corrections to
the previously published series, pri-
marily in 1987, and the benchmark-
ing of these series to the results of the
1986 Retail Trade Survey. Revised es-
timates of personal consumption ex-
penditures and change in nonfarm
business inventories for previous peri-
ods will be incorporated in the annual
NIPA revision scheduled for July.
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the BUSINESS SITUATION

BOTH U.S. production and U.S.
demand slowed in the first quarter of
1988. Inflation continued at about the
same rate as in the preceding two
quarters (chart 1).

• Real GNP increased at an annual
rate of 2l/2 percent, following an
increase of 5 percent in the
fourth quarter.

• Real gross domestic purchases in-
creased at an annual rate of 2
percent, following a 4V2-percent
increase.

• Both the GNP price index (fixed
weights) and the price index for
gross domestic purchases (fixed
weights) again increased at an
annual rate of Sl/2 percent.

In the first quarter, as in the
fourth, the increase in real GNP, a
measure of production, was somewhat
larger than that in real gross domes-
tic purchases, a measure of demand.
The difference reflected a modest im-
provement in real net exports. While
exports and imports both increased

CHART 1

Looking Ahead . . .

• Economic Bulletin Board. Two items from BEA are newly available on
the Commerce Department's Economic Bulletin Board: The S pages (or
"blue" pages) of the SURVEY, which will be updated monthly, and the table
"Key Source Data and Assumptions," which will be updated quarterly. The
second item shows data underlying the preliminary estimate of GNP. For
information about the Economic Bulletin Board, call (202) 377-1986.

• U.S. Affiliates of Foreign Companies: Operations in 1986. Data and
analysis of the operations in 1986 of foreign-owned U.S. companies, by in-
dustry and by country of foreign owner, will be presented in the May
SURVEY. Key measures by State will also be presented.

• U.S. Business Enterprises Acquired or Established by Foreign Direct
Investors in 1987. Data on the cost to foreign direct investors of the own-
ership interests acquired or established in U.S. business enterprises in
1987, by industry and by country of foreign owner, will be presented in
the May SURVEY. Selected operating data of the U.S. business enterprises
will also be presented.

• Pollution Abatement and Control Expenditures. Estimates of U.S. ex-
penditures for pollution abatement and control for 1983-86 will appear in
the May SURVEY.

• Gross State Product. Estimates of gross State product will be intro-
duced in the May SURVEY. The estimates are by industry for 1963-86.

• Regional Projections. A comparison of BEA's regional economic pro-
jections for 1986 and 1987 with actual estimates and an evaluation of the
differences will appear in the June SURVEY.

• U.S. International Transactions and Investment Position. Revised esti-
mates of U.S. international transactions will be presented in the June
SURVEY, along with preliminary estimates for the first quarter of 1988.
The revisions cover 1983-87. The same issue will present preliminary esti-
mates for yearend 1987 of U.S. assets abroad and foreign assets in the
United States and the sources of change in the investment position.

• Annual Revisions of the National Income and Product Accounts. Re-
vised estimates will be presented in the July SURVEY. The revisions cover the
3-year period beginning with the first quarter of 1985.

Selected Measures:
Change From Preceding Quarter

Percent
10

5 -

-5

-10

10

REAL GNP

Mil..
i

.liili
i i

-5

REAL GROSS DOMESTIC PURCHASES

.Illlll nil

GNP PRICE INDEX (FIXED WEIGHTS)

lldiiiilllll
10

GROSS DOMESTIC PURCHASES PRICE
INDEX (FIXED WEIGHTS)

1985 1986 1987 1988

Note.—Percent change at annual rate from preceding quarter-
based on seasonally adjusted estimates.
U.S. Department of Commerce, Bureau of Economic Analysis
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less than in the fourth quarter, the
increase in exports again exceeded
that in imports (table 1).

The deceleration in real gross do-
mestic purchases in the first quarter
was attributable to a sharp swing in
business inventory investment; final
sales to domestic purchasers were up
considerably more in the first quarter
than in the fourth. Sharp changes in
motor vehicles and in farm products
were the major contributors to the
movements in both inventories and
final sales.

Real inventory investment—that is,
change in business inventories—de-
clined $2x/2 billion in the first quarter,
following a $36 billion increase in the

Table 1.—Recent Patterns in Real GNP and
Real Gross Domestic Purchases

[Billions of 1982 dollars; seasonally adjusted at annual rates]

Table 2.—Real Personal Consumption Expenditures
[Seasonally adjusted at annual rates]

Gross national product

Less' Exports
Plus' Imports

Equals: Gross domestic
purchases

Change in business
inventories
Farrn
Motor vehicles
Other

Final sales to domestic
purchasers
CCC inventory change

in government
purchases

Motor vehicles
Other l

Level

1987

III

3,835.9

437.1
575.6

3,974.4

24.6
12.5
182
30.3

3,949.8

-9.2
203.2

3,755.8

IV

3,880.8

453.5
589.3

4,016.6

60.5
9.0

10.6
40.9

3,956.1

1.0
183.2

3,771.9

1988

I

3,902.6

464.6
596.8

4,034.9

57.9
19.6

-9.4
47.7

3,977.0

-14.9
193.9

3,798.0

Change
from

preceding
quarter

1987

IV

44.9

16.4
13.7

42.2

35.9
-3.5
28.8
10.6

6.3

10.2
-20.0

16.1

1988

I

21.8

11.1
7.5

18.3

-2.6
10.6

-20.0
6.8

20.9

-15.9
10.7
26.1

1. Consists of personal consumption expenditures (PCE) less
PCE for motor vehicles, nonresidential and residential struc-
tures, producers' durable equipment (PDE) less PDE for motor
vehicles, and government purchases less government purchases
of motor vehicles and less CCC inventory change.

NOTE.—Motor vehicle estimates are found in tables 1.18 and
1.20—for autos and trucks, respectively—of the "Selected
NIPA Tables." The other estimates are found in tables 1.2, 1.6,
and 3.8B.

Personal consumption expenditures

Durables
Motor vehicles and parts
Furniture and household equipment ....
Other durables .

Nondurables
Food
Clothing and shoes
Energy 1

Other nondurables

Services
Housing
Household operation

Energy 2

Other
Transportation
Medical care
Other services

Billions of 1982 dollars

Level

1988:1

2,528.2

396.2
173.9
158.3
64.0

874.2
439.0
156.7
124.0
154.5

1,257.7
364.5
159.2
80.8
78.4
90.7

269.6
373.7

Change from preceding quarter

1987

II

11.6

9.5
8.3
1.0
.1

4.2
5.9
31
2.7
2.1

6.2
2.4
1.4
.3

1.1
.6

3.3
-1.5

III

33.2

21.5
20.2
1.6
-.3

-3.3
-4,5

4.4
-2.2
-1.0

15.0
2.3
5.1
3.7
1.4
1.1
3.2
3.3

IV

-16.1

-22.4
-19.8

-.8
-1.8

-1.1
1.5

-3.1
1.7

-1.2

7.5
2.2
.1

-.5
.6
.9

2.0
2.3

1988

I

23.6

11.7
7.1
5.0

.4

4
'.4

-1.9
1.0
.1

12.1
2.3
2.6
1.5
1.1
1.2
2.4
3.6

Percent change from preceding
quarter

1987

II

1.9

10.5
22.7
2.7

.6

1.9
5.2

-7.5
9.2
5.5

2.1
2.7
3.8
1.6
6.1
2.8
5.2

-1.6

III

5.4

24.3
58.1
4.3
1.8

1.5
4.0

11.7
6.9
2.5

5.0
2.6

14.2
20.9
7.6
5.1
5.0
3.7

IV

-2.5

-20.3
-36.2
-2.1

-10.4

.5
1.4
7.5
5.7
3.0

2.4
2.5
.3

2.5
3.2
4.1
3.1
2.5

1988

I

3.8

12.7
18.1
13.7

-2.5

-.2
.4

-4.7
3.3
.3

3.9
2.6
6.8
7.8
5.8
5.5
3.6
3.9

1. Gasoline and oil, and fuel oil and coal.
2. Electricity and gas.
NOTE.—Percent changes in major aggregates are found in table 8.1 of the "Selected NIPA Tables." Dollar levels are found in

table 2.3.

fourth. The swing was more than ac-
counted for by motor vehicles; farm
inventories were a partial offset. In-
vestment in motor vehicle inventories
jumped $29 billion in the fourth quar-
ter and fell $20 billion in the first, as
inventories swung from decumulation
in the third quarter to accumulation
in the fourth and then back to decu-
mulation in the first. The changes in
motor vehicle inventories largely re-
flected the scope and timing of incen-
tive programs that boosted sales in
the third and first quarters relative to
sales in the fourth. In addition, motor
vehicle production was higher in the
fourth quarter than in the third and
first quarters. Investment in farm in-
ventories declined $3 Vz billion in the
fourth quarter and increased $10 Vz
billion in the first, as inventories ac-
cumulated at differing rates in the

Note.—Quarterly estimates in the national income and product accounts are expressed at
seasonally adjusted annual rates, and quarterly changes in them are differences between
these rates. Quarter-to-quarter percent changes are annualized. Real, or constant-dollar, es-
timates are expressed in 1982 dollars.

The preliminary GNP estimates for the first quarter are based on the following major
source data: For personal consumption expenditures (PCE), retail sales through March, and
unit auto and truck sales through March; for nonresidential fixed investment, the same in-
formation for autos and trucks as for PCE, construction put in place for January and Febru-
ary, and manufacturers' shipments of machinery and equipment through March; for resi-
dential investment, construction put in place for January and February, and housing starts
through March; for change in business inventories, manufacturing and trade inventories for
January and February, and unit auto inventories through March; for net exports of goods
and services, merchandise exports and merchandise imports for January and February; for
government purchases of goods and services, Federal outlays for January and February, and
State and local construction put in place for January and February; and for GNP prices, the
Consumer Price Index through March, the Producer Price Index through March, the unit-
value index for petroleum imports for January and February, and unit-value indexes for
exports and nonpetroleum imports for January. Some of the source data are subject to revi-

third, fourth, and first quarters. The
changes in farm inventories largely
reflected the pattern of net crop
placements with the Commodity
Credit Corporation (CCC). Investment
in other inventories—that is, nonfarm
business inventories other than motor
vehicles—increased in both quarters,
as inventories registered substantial,
and progressively larger, accumula-
tions. The accumulations were con-
centrated in inventories held by man-
ufacturers and merchant wholesalers
of durable goods.

Real final sales to domestic pur-
chasers increased $21 billion in the
first quarter, following a $6 Vz billion
increase in the fourth. The accelera-
tion was more than accounted for by
motor vehicles; net purchases of farm
products by the CCC in government
purchases were a partial offset. Re-
flecting the scope and timing of incen-
tive programs, final sales of motor ve-
hicles to domestic purchasers in-
creased $101/2 billion after dropping
$20 billion. Reflecting the pattern of
net crop placements, CCC net pur-
chases declined $16 billion after in-
creasing $10 billion. Other final sales
to domestic purchasers—which may
be regarded as an indicator of under-
lying demand in recent quarters—
strengthened to an increase of $26 bil-
lion, or 3 percent, following an in-
crease of $16 billion, or 1%: percent,
in the fourth quarter. The step-up in
these final sales was in personal con-
sumption expenditures and in nonre-
sidential fixed investment, specifically
producers' durable equipment.
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Components of Real GNP
Except for net exports, which regis-

tered another modest improvement,
changes in the major components of
real GNP in the first quarter differed
considerably from those in the fourth.
Personal consumption expenditures
increased after a decline, and nonresi-
dential fixed investment was up sub-
stantially after a small increase. Resi-
dential investment, change in busi-
ness inventories, and government pur-
chases all declined after increasing in
the fourth quarter.

Personal consumption expenditures
Real personal consumption expendi-

tures (PCE) increased 4 percent in the
first quarter after decreasing 2l/2 per-
cent in the fourth (table 2). About
two-thirds of the swing was attributa-
ble to purchases of motor vehicles.
Since the third quarter of 1985, quar-
terly changes in PCE have largely
been traceable to sharp changes in its
motor vehicles and parts component;
these changes, in turn, reflected on-
again-off-again sales-incentive pro-
grams. Chart 2 compares changes in
PCE excluding motor vehicles and
parts with changes in total PCE. PCE
excluding motor vehicles and parts in-
creased 3 percent in the first quarter,
following a Mj-percent increase in the
fourth.

The first-quarter strengthening in
PCE can be attributed to several fac-
tors. Consumer confidence—as meas-
ured by the University of Michigan's

Real Personal Consumption
Expenditures: Change From
Preceding Quarter

CHART 2

Percent

m Total . ,
D Excluding Motor Vehicles and Parts

! i I I I I I I I I I I I I

Survey Research Center—rallied as
consumers saw that the October stock
market plunge was not immediately
followed by a recession. Although con-
sumer wealth was reduced as a result
of stock market losses, income gains
and recent declines in interest rates
may have increased willingness to
spend and to finance some purchases.

Expenditures for durable goods in-
creased 12V2 percent in the first quar-
ter after a 20V2-percent decrease in
the fourth. All the major durables
categories contributed to the swing.
Partly in response to enhanced sales-
incentive programs for new cars and
trucks, motor vehicles and parts in-
creased in the first quarter, following
a sharp decrease in the fourth. Furni-
ture and household equipment in-
creased sharply, reflecting a large in-
crease in sales by radio and television
retail stores, after a decrease. Other
durable goods decreased less than in
the fourth quarter.

Expenditures for nondurable goods
decreased for the fourth consecutive
quarter; however, the decreases have
been progressively smaller. In the
first quarter, as in previous quarters,
the decline in the total masked diver-
gent changes in the major nondura-
bles categories. Although clothing and
shoes decreased less than in the
fourth quarter, the first-quarter de-
crease was large enough to more than
offset increases in other categories.
Food and energy each registered
smaller increases than in the fourth
quarter, and other nondurables
changed little after a moderate de-
crease.

Expenditures for services increased
4 percent in the first quarter after a
smaller increase in the fourth. All the
major services categories contributed
to the first-quarter increase. Housing
increased about the same as in the
fourth quarter; household operation,
transportation, medical care, and
other services each accelerated.
Within household operation, electrici-
ty and gas increased after a small de-
cline.

Nonresidential fixed investment
Real nonresidential fixed invest-

ment increased 22 ¥2 percent in the
first quarter, following a small in-
crease in the fourth (table 3). Pur-
chases of producers' durable equip-
ment (PDE) more than accounted for
the first-quarter increase; purchases
of structures declined after two quar-
ters of increase.

The first-quarter decline in struc-
tures was concentrated in nonfarm
buildings. Within this category, the
largest decline was in construction of
commercial buildings, which has
fallen 20 percent below its high in the
fourth quarter of 1985; construction of
industrial buildings, which also de-
clined in the first quarter, has fallen
25 percent below its high in the
second quarter of 1985. Oil well drill-
ing declined slightly again in the first
quarter; its first-quarter level was 40
percent below the high in the third
quarter of 1984.

Two-thirds of the first-quarter in-
crease in PDE was accounted for by
purchases of information processing
equipment. Within this category, com-
puters dominated; communication

Table 3.—Real Gross Private Domestic Fixed Investment
[Seasonally adjusted at annual rates]

1985 1986 1987 1988

Based on Seasonally Adjusted Annual Rates

U.S. Department of Commerce, Bureau of Economic Analysis 8i

Gross private domestic fixed investment

Nonresidential
Structures

Nonresidential buildings, excluding farm ..
Public utilities
Mining exploration, shafts, and wells
Other. ....

Producers' durable equipment
Information processing and related

equipment
Industrial equipment
Transportation and related equipment
Other..

Residential
Single-family structures....
Multifamily structures
Other

Billions of 1982 dollars

Level

1988:1

680.5

488.3
128.1

73.4
26.4
24.5
3.8

360.3

160.3
70.2
63.1
66.6

192.2
98.5
20.0
73.7

Change from preceding quarter

1987

II

10.5

11.9
0

-1.6
1.2
.1
.2

11.9

3.9
.3

6.3
1.6

-1.4
.9

-2.5
.1

III

22.6

25.9
6.8
1.1
2.5
3.2

.2
19.1

13.7
1.9
.6

2.9

-3.3
-.1

-2.5
-.6

IV

5.3

1.8
2.6
3.0
-.1
-.2

I
g

26
2.4

-1.8
1.1

3.5
3.0
.5

-.1

1988

I

17.9

22.7
-1.7
-1.7

.2
-.3
0

24.5

16.8
1.2
4.5
1.9

-4.8
-1.7
-1.7
-1.4

Percent change from preceding
quarter

1987

II

6.9

11.7
0

-8.5
23.0

1.9
24.9
16.5

12.7
1.9

56.1
11.3

-2.8
3.8

330
.5

III

15.0

25.8
24.6
6.3

49.1
73.0
23.4
26.3

48.3
12.3
4.1

20.5

-6.5
-.4

-36.0
-3.1

IV

3.3

1.6
8.4

17.7
-1.5
-3.2
-9.9

9

69
15.2

-11.4
7.1

7.4
12.9
9.8
-.5

1988

I

11.3

21.0
-5.1

Q 0
— O.O

3.1
-4.8

0
32.5

55.7
7.1

34.4
12.3

-9.4
-6.6
27 8

-7.3

NOTE.—Percent changes in major aggregates are found in table 8.1 of the "Selected NIPA Tables." Dollar levels are found in
the "Reconciliation and Other Special Tables," in this issue.
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equipment increased modestly, and
other components were flat. The com-
puter component of PDE had grown
rapidly during 1983-85 but then
stalled through 1986 and the first half
of 1987. The large increases in the
third quarter of last year and in the
first quarter of this year may be a
signal that computer purchases are
recovering. Nevertheless, a second-
quarter increase equal in size to that
of the first quarter would be needed
for computers to reach a level consist-
ent with a continuation of the 1983-
85 trend.

Residential investment
Real residential investment de-

clined 91/2 percent in the first quarter,
following a 7V2-percent increase in
the fourth (table 3). All three compo-
nents declined—construction of
single-family and of multifamily
structures after increases in the
fourth quarter, and the other compo-
nent (which includes mobile homes,
additions and alterations, major re-
placements, and brokers' commissions
on house sales) after little change in
the fourth.

The decline in single-family con-
struction mainly reflected a drop of
64,000 in the number of single-family
units started (at seasonally adjusted
annual rates) in the fourth quarter of
last year (chart 3). Starts increased in
the first quarter, but only by 12,000.

Table 4.—Change in Real Business Inventories
[Billions of 1982 dollars; seasonally adjusted at annual rates]

Change in business inventories

Farm

Nonfarm
Manufacturing
Wholesale trade
Retail trade

Auto dealers .. .
Other retail trade

Other

Addendum:
Nonfarm less auto dealers

Level

1987

I

47.6

3.7

43.9
5.3
6.6

25.2
21.3
3.9
6.8

22.6

II

39.0

16.3

22.7
-4.4

5.6
15.5
3.0

12.5
6.0

19.7

III

24.6

12.5

12.1
12.1
1.6

-8.0
-11.9

3.9
6.4

24.0

IV

60.5

9.0

51.5
9.4

14.2
20.2
14.1
6.2
7.7

37.4

1988

I

57.9

19.6

38.3
16.5
23.1

-6.8
-9.8

3.0
5.5

48.1

Change from preceding quarter

1987

II

8.6

12.6

-21.2
97
10
97

18.3
8.6

.8

2.9

III

-14.4

-3.8

-10.6
16.5

-4.0
-23.5

14.9
-8.6

.4

4.3

IV

35.9

-3.5

39.4
-2.7
12.6
28.2
26.0
2.3
1.3

13.4

1988

I

-2.6

10.6

-13.2
7.1
8.9

-27.0
-23.9
-3.2
-2.2

10.7

NOTE.—Dollar levels for most inventories are found in table 5.11 of the "Selected NIPA Tables."

The decline in multifamily con-
struction resumed a downtrend that
had been interrupted by a small in-
crease in the fourth quarter. The
downtrend reflected high rental va-
cancy rates and the curtailment, by
changes in the Federal tax laws, of
tax incentives for multifamily invest-
ment. The first-quarter level of multi-
family construction was 33 percent
below its high in the second quarter
of 1986.

The decline in the other component
of residential investment partly re-
flected a drop in brokers' commis-
sions. Sales of new and existing resi-
dences (seasonally adjusted at annual
rates) declined 327,000 from the
fourth quarter to January-February,
despite a slide in mortgage rates from
11.26 percent in October 1987 to 9.93
percent in March 1988 (chart 4).

CHART 3

Housing Starts
Millions of units
2.5

2.0

1.5

1.0

Inventory investment
Real inventory investment de-

creased $2V2 billion in the first quar-
ter, as inventory accumulation de-
creased to $58 billion from $60 V2 bil-
lion in the fourth quarter (table 4). In
contrast, inventory investment had
increased $36 billion in the fourth
quarter.

Among nonfarm inventories, inven-
tories of retail auto dealers declined
$10 billion, following an increase of
$14 billion in the fourth quarter and
a decline of $12 billion in the third.1

The recent reduction, which was con-
centrated in inventories of domestic
cars and trucks (as indicated by unit
data), reflected enhanced sales-incen-
tive programs and cuts in production.

Nonfarm inventories excluding
those held by auto dealers (shown as
an addendum to table 4) increased $48
billion after increases of $37 Vk billion
and $24 billion in the fourth and
third quarters, respectively. This
steady accumulation was evident in
most major subcategories.

Manufacturing inventories in-
creased $161/2 billion, following in-
creases of $9x/2 billion and $12 billion
in the preceding two quarters. The
three-quarter accumulation was con-
centrated in durables, where almost
one-half was in other transportation
equipment. Inventories of nondura-
bles, particularly chemicals, also accu-
mulated in all three quarters.

1984 1985 1986 1987

Seasonally Adjusted at Annual Rates

Data: Census
U.S. Department of Commerce, Bureau of Economic Analysis

1988

1. The estimates for inventories of retail auto deal-
ers, which are derived from Census Bureau inventory
data, cover most auto inventories—including invento-
ries of new and used autos, domestic and foreign—but
do not include those held by manufacturers and
wholesalers. The data for retail auto dealers also cover
parts and some trucks and other motorized vehicles.
The change in business inventories for retail auto
dealers differs in terms of sources and coverage from
the changes in inventories of autos and trucks that
are part of the motor vehicle output estimates.
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Table 5.—Real Net Exports of Goods and Services
[Seasonally adjusted at annual rates]

Net exports of goods and services....

Exports
Merchandise

Agricultural
Nonagricultural.

Services... .

Imports
Merchandise

Petroleum
Nonpetroleum

Services....

Billions of 1982 dollars

Level

1988:1

132.2

464.6
315.6
41.1

274.5
149.0

596.8
472.3

86.4
386.0
124.5

Change from preceding quarter

1987

II

2.5

16.7
11.8
2.9
9.0
4.8

14.2
7.6
2.6
5.0
6.6

III

57

22.6
20.9
6.1

14.8
1.7

28.4
22.1
15.4
6.7
6.2

IV

2.6

16.4
12.4

-4.3
16.7
4.0

13.7
10.4

-7.0
17.4
3.4

1988

I

3.6

11.1
11.8
5.2
6.6
-.7

7.5
7.0
5.9
1.2
.5

Percent change from preceding
quarter

1987

II

17.9
19.5
42.7
16.8
14.5

11.1
7.3

15.8
5.7

26.8

III

23.7
34.7
93.1
27.5
4.8

22.4
22.0

116.9
7.6

23.5

IV

15.9
18.1

-36.4
29.4
11.4

9.9
9.5

-28.4
20.3
11.8

1988

I

10.2
16.5
71.8
10.2

-1.9

5.2
6.2

32.7
1.3
1.6

NOTE.—Percent changes in major aggregates are found in table 8.1 of the "Selected NIPA Tables." Dollar levels are found in
tables 4.2 and 4.4.

Wholesale trade inventories surged
$23 billion, following increases of $14
billion and $lVfc billion. Inventories of
merchant wholesalers of durable
goods increased sharply in both the
first and fourth quarters; about one-
half of the two-quarter buildup was
accounted for by machinery, equip-
ment, and supplies. Inventories of
merchant wholesalers of nondurables
continued to increase; the first-quar-
ter accumulation was more than ac-
counted for by farm products and by
petroleum and petroleum products.

Retail trade inventories excluding
autos increased $3 billion, following
increases of $6 billion and $4 billion.
The first-quarter accumulation was
more than accounted for by depart-
ment store inventories, which accu-
mulated at a higher rate than in the
past several quarters.

Other nonfarm inventories contin-
ued the steady accumulation of the
past several quarters.

Farm inventories increased $19 Mz
billion, following increases of $9 bil-
lion in the fourth quarter and $12y2
billion in the third. In the first quar-
ter, crop withdrawals from the CCC
were substantial, while open market
sales remained well below current
production.

Because of the rapid accumulations
in inventories, the constant-dollar
ratio of total business inventories to
total business final sales increased
sharply over the past two quarters—
to 3.26 from 3.18. At 3.26, the ratio is
above the range within which it fluc-
tuated during the past 10 quarters.

Net exports
Real net exports increased $3x/2 bil-

lion in the first quarter, following an
increase of $2*/2 billion in the fourth

(table 5). Exports and imports both in-
creased, although less than in recent
quarters.

Merchandise exports increased $12
billion, or 16 Va percent, in the first
quarter after an increase of $12 ¥2 bil-
lion, or 18 percent. The first-quarter
increase was about evenly divided be-
tween agricultural and nonagricul-
tural exports. Agricultural exports in-
creased $5 billion in the first quarter
after a decrease of $4J/2 billion in the
fourth; the increase reflected large
shipments of wheat and soybeans to
the Soviet Union. Nonagricultural ex-
ports increased $6 ¥2 billion, following
larger increases in the preceding two
quarters. The increases were wide-
spread among end-use categories; in
each quarter, the largest increase was
in capital goods except autos.

Exports of services declined $% bil-
lion after an increase of $4 billion.
The swing, which was in receipts of
factor income, reflected declines in in-
terest rates and in the volume of
lending. Exports of other services in-
creased after a decline.

Merchandise imports increased $7
billion, or 6 percent, in the first quar-
ter after an increase of $10y2 billion,
or 9% percent. The first-quarter in-
crease was largely accounted for by
petroleum imports, which have fluctu-
ated sharply from quarter to quarter.
Petroleum imports increased $6 bil-
lion in the first quarter, following a
decrease of $7 billion in the fourth
quarter and an increase of $15V2 bil-
lion in the third. Aside from these
fluctuations, which partly reflected
changes in petroleum prices and price
expectations, petroleum imports were
strong; the average level for the last
three quarters was 16 percent above
the average level for the previous
three quarters. The recent strength
partly reflects increasing domestic
consumption and declining domestic
production. Nonpetroleum imports in-
creased $1 billion, following an in-
crease of $171/2 billion. The sharp
slowing in the first quarter was large-
ly accounted for by automotive im-
ports, which decreased $5V2 billion
after an increase of $2 billion, and by
capital goods except autos, which in-
creased $3 billion after an increase of
$9 billion.

CHART 4

Selected Interest Rates

.. 3-month Treasury Bills
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Data: FRB, FLHLMC.

1985 1986 1987 1988

U.S. Department of Commerce, Bureau of Economic Analysis
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Imports of services increased $x/2
billion after an increase of $3V2 bil-
lion. The slowdown, which was in pay-
ments of factor income, reflected de-
clines in interest rates and in the
volume of borrowing. Imports of other
services increased after a decline.

Government purchases

Real government purchases de-
creased $20 Vk billion, or 10 percent, in
the first quarter, following an in-
crease of $17 billion, or 9 percent, in
the fourth (table 6). The sharp turn-
about largely reflected the pattern of
changes in inventories of farm prod-
ucts held by the CCC, although other
Federal Government purchases and
State and local government purchases
also contributed.

The level of inventories held by the
CCC decreased $15 billion in the first
quarter, resuming a series of reduc-
tions that had been interrupted by a
small increase in the fourth quarter.
The fourth-quarter increase reflected
increased placements of corn and soy-
beans with the CCC under the com-
modity loan program. The first-quar-
ter decrease was largely due to con-
tinued withdrawals of crops from the
CCC through the use of certificates
initially issued to farmers in lieu of
cash subsidy payments and to in-
creased sales of commodities, particu-
larly soybeans and wheat, from CCC
inventories.

Federal nondefense purchases ex-
cluding CCC inventory transactions
decreased $¥2 billion in the first quar-
ter after increasing in the fourth;
most of the swing was in purchases of
structures. Federal national defense
purchases decreased $6 billion, follow-
ing a small decrease in the fourth
quarter. One-half of the first-quarter
decrease was accounted for by pur-

chases of military equipment, which
fell to its lowest level in 2 years. All
of the other categories of defense pur-
chases—other durable goods, nondur-
able goods, employee compensation,
other services, and structures—also
decreased in the first quarter.

State and local government pur-
chases increased $1V2 billion in the
first quarter, following a larger in-
crease in the fourth. The slowdown
was traceable to purchases of struc-
tures, which had registered its only
recent increase in the fourth quarter.

Prices
GNP prices and gross domestic pur-

chases prices both increased at about
the same rate—3V2 percent—in the
first quarter as in the fourth (table 7).
The first-quarter increase in each of
these price measures was boosted 0.3
percentage point by the combined ef-
fects of a 2-percent pay raise for Fed-
eral civilian and military personnel
and of increases in the Federal Gov-
ernment's contributions—as an em-
ployer—for social insurance pro-
grams. (Sucli increases in employee
compensation are treated in the na-
tional income and product accounts as
an increase in the price of employee
services purchased by the Federal
Government.)

Prices of exports again increased
moderately in the first quarter; in-
creases in prices of imports slowed for
the fourth consecutive quarter. The
slowdown in import prices during the
past year was largely due to petrole-
um prices, which cascaded from an in-
crease of 1261/2 percent in the first
quarter of last year to a decline of 41
percent in the first quarter of this
year. Prices of other merchandise im-
ports again increased strongly—I1/*

percent—in the first quarter. The
first-quarter strength was primarily
in prices of nonpetroleum industrial
supplies and materials, which acceler-
ated to an llVb-percent increase, and
in prices of capital goods except autos,
which accelerated to an 8V2-percent
increase. Some deceleration was evi-
dent in prices of autos, which were up
3 percent, and in prices of consumer
goods, up 41/2 percent.

PCE prices increased 2 ¥2 percent in
the first quarter, somewhat less than
in the fourth. Food prices increased
less than in the fourth quarter; the
deceleration was largely due to prices
of fresh fruits and vegetables, which
dropped sharply after a large in-
crease. Energy prices declined about
as much as in the fourth quarter; the
declines were mainly in gasoline
prices. Other PCE prices increased
somewhat less than in the fourth
quarter; fluctuations in other PCE
prices in recent quarters were largely
due to sharp swings in prices of cloth-
ing and shoes.

Prices of fixed investment increased
3 percent, following little change in
the fourth quarter. Among the invest-
ment components, prices of nonresi-
dential structures returned to a mod-
erate rate of increase after a some-
what smaller increase in the fourth
quarter. PDE prices increased after
several quarters of little change, as
computer prices declined much less
than in recent quarters and as other

Table 7.—Price Indexes (Fixed Weights):
Change From Preceding Quarter

[Percent change at annual rates; based on seasonally adjusted
index numbers (1982-100)]

Table 6.—Real Government Purchases of Goods and Services
[Seasonally adjusted at annual rates]

Government purchases of goods and services

Federal
National defense
Nondefense

Commodity Credit Corporation inventory
change

Other

State and local
Structures
Other

Billions of 1982 dollars

Level

1988:1

768.3

325.3
261.8
63.5

-14.9
78.4

442.9
54.6

388.3

Change from preceding quarter

1987

II

7.1

5.3
6.1
-.8

6 6
5.8

1.8
-1.4

3.2

III

5.0

3.7
4.8
1 2

__ 1
11

1.3
-1.6

2.9

IV

17.2

11.3
-.6
12.1

10.2
1.9

5.9
2.7
3.2

1988

I

-20.6

22.3
-5.9

-16.5

159
6

1.6
18
3.4

Percent change from preceding
quarter

1987

II

3.8

6.6
9.8

-4.5

36.1

1.7
-9.5

3.5

III

2.6

4.5
7.5

-6.8

-5.5

1.2
-11.1

3.1

IV

9.2

14.1
-.9
92.7

10.2

5.5
21.7
3.4

1988

I

-10.0

-23.3
-8.5

-60.3

-3.0

1.5
-12.2

3.6

GNP . ....

Less' Exports
Plus: Imports

Equals: Gross domestic purchases

Less: Change in business
inventories ... .

Equals: Final sales to domestic
purchasers

Personal consumption
expenditures
Food
Energy
Other personal consumption

expenditures
Nonresidential structures
Producers' durable equipment
Residential investment
Government purchases

Addenda:
Merchandise imports

Petroleum and products
Other merchandise

II

4.1

44
11.3

4.7

4.7

52
59
89

4.7
3.8
0
6.7
4.6

136
504
8.5

1987

III

3.4

31
7.5

3.8

3.8

40
29
74

39
3.7

.7
7.3
3.7

96
180
8.2

IV

3.6

34
4.3

3.7

3.7

42
36
35

5.0
1.9
0

-1.4
4.6

34
138
6.6

1988

I

3.7

4.3
.7

3.3

3.4

2.7
1.0
32

3.6
3.9
2.4
4.0
5.7

8
441
7.6

NOTE.—Percent changes in major aggregates are found in table 8.1 of the "Selected NIPA Tables." Dollar levels are found in
table 3.8B.

NOTE.—Percent changes in major
table 8.1 of the "Selected NIPA Tat
levels are found in tables 7.1 and 7.3.

ites are found in
tost index number
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PDE prices picked up. Prices of resi-
dential structures increased after a
decline.

Prices of government purchases
were up 51/2 percent, somewhat more
than in the fourth quarter. The Fed-
eral pay raise and increased Federal
Government contributions for social
insurance boosted the first-quarter in-
crease by 1.4 percentage points.

Personal Income
Personal income increased $43 bil-

lion in the first quarter, following a
$93y2 billion increase in the fourth
(chart 5 and table 8). About two-fifths
of the deceleration was attributable to
the special factors shown in the ad-
denda to the table; in combination,
they raised personal income in the
fourth quarter and lowered it in the
first. Excluding the special factors, all
major personal income components—
particularly wage and salary disburse-
ments and personal interest income—
contributed to the deceleration.

Wage and salary disbursements in-
creased $361/2 billion in the first quar-
ter, $8 billion less than in the fourth.
Private wages and salaries were up
less than in the fourth quarter, de-
spite $2l/2 billion in profit-sharing
payments to employees in the motor
vehicle industry. The deceleration in
private wages and salaries was attrib-
utable to average weekly hours,
which declined after an increase, and
to employment and average hourly
earnings, both of which increased less
than in the fourth quarter. Govern-
ment wages and salaries were boosted
$2 billion in the first quarter by the
pay raise for Federal employees.

A sharp—$24 billion—downswing
in farm proprietors' income in the
first quarter reflected the timing of
major farm subsidy payments. Subsi-
dies had jumped $14 ¥2 billion to a
level of $19x/2 billion in the fourth
quarter, when deficiency payments on
1986-harvested corn and 1987-harvest-
ed wheat and payments for participa-
tion in conservation programs were

Table 8.—Personal Income and Its Disposition
[Billions of dollars; seasonally adjusted at annual rates]

Wage and salary disbursements
Manufacturing
Other commodity-producing
Distributive
Services
Government and government enterprises....

Other labor income
Proprietors' income

Farm
Nonfarm

Rental income of persons
Personal dividend income
Personal interest income
Transfer payments
Less: Personal contributions for social insurance

Personal income

Less: Personal tax and nontax payments
Impact of Tax Reform Act of 1986 1 .. .
Other

Equals: Disposable personal income

Less: Personal outlays

Equals: Personal saving ...

Addenda: Special factors in personal income:

In wages and salaries:
Federal Government and Postal Service pay adjustments

In other labor income:
Initial Federal Government payment to employee savings

fund

In farm proprietors' income:
Agricultural subsidy payments

In transfer payments:
Social security retroactive payments
Cost-of-living increases in Federal transfer payments

In personal contributions for social insurance:
Social security rate and base changes and increase in

premium for supplementary medical insurance

Level

1988:1

2,306.5
499.8
161.8
542.9
662.9
439.1
215.4
336.7

44.1
292.6
21.1
92.1

545.8
569.0
189.4

3,897.2

577.0

3,320.2

3,167.1

153.1

Change from preceding quarter

1987

II

28.1
1.8
.3

7.4
12.6
5.9
2.8
2.2

-4.0
6.1
1 1
1.8
6.5
7.8
1.7

46.6

41.9
25.7
16.2

4.7

49.9

452

.1

.6

93

1.8

III

34.7
6.1

.7
7.4

14.6
6.1
1.6

4
67
6.3
1 6
2.4

13.7
4.3
2.3

52.4

-12.3
-25.6

13.3

64.7

69.1

-4.4

6

54

-1.8

IV

44.1
9.6
3.3
8.7

15.4
7.0
2.4

20.0
13.7
6.3
3.6
1.8

18.8
5.6
2.9

93.4

13.7
.6

13.1

79.7

12.8

66.9

.7

14.4

1988

I

36.3
5.1
1.8
7.9

13.6
7.9
1.9

-6.0
-10.2

4.2
.2

1.6
7.0

17.6
15.8

42.8

24
-15.1

12.7

45.2

47.8

-2.6

1.9

-9.5

1.5
12.8

10.8

made. Subsidies declined $9% billion
in the first quarter. Farm income ex-
cluding subsidies declined slightly for
the third consecutive quarter; the de-
clines reflected weakness in both
prices and production. Nonfarm pro-
prietors' income was up less than in
the fourth quarter; construction de-
clined after an increase, and services
were up less than in the fourth quar-
ter.

Transfer payments increased $17y2
billion in the first quarter, $12 billion
more than in the fourth. The step-up
was due to cost-of-living adjustments
(COLA's) to benefits under the social
security and several other Federal re-
tirement and income support pro-
grams; the COLA's, which became ef-
fective in January, added $13 billion

CHART 5

Selected Personal Income
and Saving Measures

Billion $
100

75

50

25

CHANGE IN PERSONAL INCOME

I

PERSONAL SAVING RATE

1. Estimates of the impact of the Tax Reform Act of 1986 on Federal Government personal tax payments and indirect effects
on State and local government personal tax payments.

NOTE.—Most dollar levels are found in table 2.1 of the "Selected NIPA Tables."

1985 1986 1987 1988
Based on Seasonally Adjusted Annual Rates

Note.—Changes are from preceding quarter.
U.S. Department of Commerce, Bureau of Economic Analysis 88-4-5
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to transfer payments in the first quar-
ter. In addition, retroactive social se-
curity payments to recent retirees
added $1% billion.

Personal interest income increased
$7 billion in the first quarter, less
than one-half the increase in the
fourth. The slowdown reflected recent
declines in interest rates.

Among the other components of
personal income, other labor income,
rental income, and dividend income
all increased somewhat less in the
first quarter than in the fourth. Per-
sonal contributions for social insur-
ance, which is subtracted in deriving
the personal income total, increased
$16 billion, $13 billion more than in
the fourth quarter. The following
changes accounted for $11 billion of
the first-quarter increase in personal
contributions: The social security em-
ployee tax rate was raised from 7.15
to 7.51 percent, the social security
self-employed tax rate was raised
from 12.3 to 13.02 percent, the taxable
earnings base was raised from $43,800
to $45,000, and the supplementary
medical insurance monthly premium
was raised from $17.90 to $24.80.

Personal tax and nontax payments
declined $2x/2 billion in the first quar-
ter after increasing in the fourth. The
decrease largely reflected the direct
and indirect effects of the Tax Reform
Act of 1986. A large reduction in
withheld Federal income taxes result-
ed from the use of the new Internal
Revenue Service graduated tax tables
for calculating withholding for the
tax year 1988. The lower withholdings
reflect decreases in tax rates, in-
creases in personal exemption
amounts, and increases in standard
deduction amounts. The tax act, on
balance, did not have a large impact
on nonwithheld taxes (mainly declara-
tions and net settlements) in the first
quarter: Nonwithheld taxes were
raised by payments on income that
had been shifted from 1986 to 1987 to
take advantage of lower tax rates and
were lowered by several permanent
changes in the income tax law that
became effective in 1988.

The sharp first-quarter deceleration
in personal income more than offset
the swing in personal tax and nontax
payments, thus leading to a slowdown
in disposable personal income (DPI).
DPI increased $45 billion, or 5V2 per-
cent, in the first quarter, following an
increase of $79 ¥2 billion, or 10 V2 per-
cent, in the fourth. The deceleration

largely carried through to real DPI,
which increased 3 percent after a 6-
percent increase.

Personal outlays—largely PCE—
were up substantially more in the
first quarter than in the fourth. This
pickup and the slowdown in current-
dollar DPI led to a swing in personal
saving from a $67 billion increase to a
$3 billion decline. The personal saving
rate dropped 0.2 percentage point to
4.6 percent in the first quarter but re-
mained above the rates earlier in
1987.

Corporate Profits in 1987
Profits from current production—

profits before tax plus inventory valu-
ation adjustment (IVA) and capital
consumption adjustment (CCAdj)—in-
creased $201/2 billion in 1987, follow-
ing an increase of $7 billion in 1986.
Domestic profits of nonfinancial cor-
porations—by far the largest compo-
nent of profits, as shown by chart 6—
accounted for most of the increase, as
both real product and profits per unit
of product increased. Domestic profits
of financial corporations changed
little, and profits from the rest of the
world increased $3 billion.

Profits before tax (PBT) increased
$42 billion in 1987 after an increase of

$7 billion, and profits tax liability in-
creased $31V2 billion after an increase
of $8V2 billion. Thus profits after tax
increased $11 billion in 1987 after a
$iy2 billion decline in 1986.

The smaller increase in profits from
current production than in PBT was
more than accounted for by the IVA,
which declined $24 billion (to a level
of negative $17 y2 billion). The CCAdj
increased $2 billion (to $48 billion).

The decline in the IVA mirrored an
increase in inventory profits that re-
sulted from widespread inventory
price increases. Prices of inventoried
petroleum and petroleum products
showed especially large increases, as
the refiner acquisition cost of crude
oil increased 23 percent. In 1986, an
even sharper decline (45 percent) in
crude oil cost had been responsible for
most of the negative inventory profits
registered that year.

The CCAdj is the difference be-
tween depreciation based largely on
tax accounting, on the one hand, and
economic depreciation as defined by
BEA, on the other; as such, it is sensi-
tive to the asset service lives specified
in tax laws. For example, the sharp
reduction in service lives mandated
by the Economic Recovery Tax Act of
1981 led to substantial increases in

CHART 6

Profits From Current Production
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350

300

250

200

150

100

50

1977 1978 1979 1980 1981
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tax-based depreciation during 1981-85
but not in economic depreciation; the
CCAdj increased steadily. The Tax
Reform Act of 1986 mandated an in-
crease in service lives, which will
reduce the difference between tax-
based depreciation and economic de-
preciation in the near future; the
CCAdj will decline. In the absence of
additional tax law changes and un-
usual changes in levels and prices of
business investment, tax-based depre-
ciation is expected to fall below eco-
nomic depreciation in the early
1990's.

Profits by industry.—Profits from
current production is not available by
industry. PBT with IVA alone, the
best measure of industry profits avail-
able, increased $18 billion, to $256 ¥2
billion. By this measure, domestic
profits of nonfinancial corporations
increased $14 V2 billion, domestic prof-
its of financial corporations increased
$1 billion, and profits from the rest of

CHART 7

Change in Profits Before Tax With
IVA, by Industry, 1986 and 1987

-10
Billion $

-5 0 5 10

Financial

Primary Metal
Industries

Fabricated Metal
Products

Machinery, Except
Electrical

Electric and
Electronic
Equipment

Motor Vehicles
and Equipment

Other Durable
Manufacturing

Food and Kindred
Products

Chemicals and
Allied Products

Petroleum and
Coal Products

Other Nondurable
Manufacturing

Transportation and
Public Utilities

Wholesale and
Retail Trade

Other

Rest of the World

1986 I
1987

U.S. Department of Commerce, Bureau of Economic Analysis

the world increased $3 billion. Manu-
facturing profits, up $19 billion, more
than accounted for the increase in
profits of nonfinancial corporations.

Industry profits are estimated from
company-based data; in contrast, most
of the data that provide insight into
the developments that underlie indus-
try profits are establishment-based.
Establishment-based data are "pure"
in the sense that virtually all of the
products or services produced at any
one establishment fit neatly into a
single industrial classification; virtu-
ally all of the products produced at a
steel mill, for instance, fail neatly
into the category covered by "primary
metal industries." In contrast, a com-
pany consisting of a number of estab-
lishments with very different prod-
ucts or services may not fit so neatly
into a single industrial classification.
For instance, if a company classified
in "primary metal industries" con-
sists of two establishments that man-
ufacture steel, another that refines
oil, and still another that provides
brokerage services, then that compa-
ny's profits are not explainable solely
in terms of developments affecting
primary metal establishments. De-
spite a lack of strict comparability be-
tween the two types of data, establish-
ment-based data are used in the fol-
lowing paragraphs to provide some in-
sight into changes in the company-
based profits estimates on the as-
sumption that there is sufficient over-
lap in the two classification systems
for one to shed some light on the
other.

The increase in profits of petroleum
refining corporations followed a sharp
decline in 1986 (chart 7). These
changes reflect the involvement of re-
finers in the "upstream" activities of
exploration, development, and extrac-
tion. Refining itself actually became
less profitable in 1987, as increases in
prices of petroleum products did not
match increases in refiner acquisition
cost. Increased upstream profits, how-
ever, much more than offset the de-
cline in profits at the refining stage.
Higher crude oil prices were the dom-
inant factor in upstream profits, but a
reduction in operating costs—reflect-
ing a cut in production of almost
400,000 barrels per day—also contrib-
uted. (Production was cut despite an
increase in demand; U.S. consumption
increased by 300,000 barrels per day.)

Profits in the chemicals industry in-
creased $2V2 billion in both 1986 and
1987, but the two increases had quite

different sources. In 1986, a decline in
costs contributed importantly to the
increase in profits; revenue from sales
(as approximated by industry ship-
ments) changed little. Two factors-
one transitory—contributed to the de-
cline in costs. The transitory factor
was the steep drop in petroleum
prices that was not matched by de-
clines in prices of petrochemicals. (Pe-
troleum feedstocks account for as
much as 70 percent of the production
costs of some petrochemicals.) The
other factor was the restructuring of
the industry that had been under way
since about 1982 and that involved
the closing of inefficient operations,
with associated reductions in work
force. Employment declined 19,000 in
1986, to a level 5 percent below its
1982 level, while production increased
moderately.

In 1987, increased revenue was the
main contributor to increased profits
in chemicals. Spurred by foreign
demand, sales revenue increased 8V2
percent, with volume increasing 6V2
percent and prices 2 percent. Exports
increased 1.6 percent, almost four
times as much as the year before. In
this context of strong demand, firms
were able to pass on much of the in-
crease in costs resulting from the par-
tial rebound in petroleum prices. Em-
ployment stabilized.

Profits of motor vehicle manufac-
turers declined $1 billion after a de-
cline of $V2 billion in 1986 (and a de-
cline of $2V2 billion in 1985). Domestic
output of new autos declined in each
of the first three quarters of 1987
before jumping sharply in the fourth.
For the year as a whole, domestic
output (in 1982 dollars) was down 9
percent. (A detailed review of the
1987 model year in motor vehicles ap-
peared in the November 1987
SURVEY.)

Profits of food manufacturers in-
creased $1 billion in 1987 after a
somewhat larger increase in 1986.
The 1986 increase largely reflected
the reclassification of tobacco manu-
facturers into the food category as a
result of major merger and acquisi-
tion activity. The 1987 increase, how-
ever, was more substantive, reflecting
increased production and—to judge
from scanty evidence—higher profit
margins by food producers.

(Continued on page 23)

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

April 1988



April 1988 SURVEY OF CURRENT BUSINESS

Reconciliation and Other Special Tables

23

Table 1.—Gross Private Domestic Investment by Type

[Billions of dollars]

Table 2.—Gross Private Domestic Investment by Type in Constant
Dollars

[Billions of 1982 dollars]

Gross private domestic
investment

Fixed investment
Nonresidential..

Structures
Nonresidential

buildings, excluding
farm

Public utilities
Mining exploration,

shafts, and wells ...
Other1

Producers' durable
equipment.....
Information processing

and related
equipment

Industrial equipment
Transportation and

related equipment
Other2

Residential
Single family structures
Multifamily structures
Other

Change in business
inventories
Nonfarm

Manufacturing
Durable goods
Nondurable goods . . ..

Wholesale trade.....
Durable goods
Nondurable goods

Retail trade
Automotive
Other durable goods
Nondurable goods

Other
Farm.

1985

641.6

631.6
442.6
152.5

95.2
25.9

25.9
5.5

290.1

95.0
68.3

63.8
63.0

189.0
86.0
29.9
73.1

10.0
13.6

-7.8
54

-2.4
2.8
0
2.9

11.2
6.3
2.6
2.3
7.4
36

1986

671.0

655.2
436.9
137.4

90.8
26.2

15.8
4.5

299.5

96.5
70.4

68.2
64.4

218.3
102.0

32.5
83.8

15.7
16.8

-4.6
-5.2

.6
4.0
1.7
2.3
6.9
.8

3.0
3.2

10.5
-1.1

1987

717.5

671.5
443.4
134.2

87.3
27.3

15.2
4.3

309.2

101.1
73.4

66.7
68.0

228.1
114.6

27.1
86.4

46.1
36.2
6.2
4.6
1.6
8.3
5.2
3.1

14.6
7.5
2.2
4.9
7.0
9.9

Seasonally adjusted at annual rates

1987

I

699.9

648.2
422.8
128.7

85.7
24.8

14.1
4.1

294.1

96.6
70.9

61.7
64.9

225.4
110.2

29.9
85.3

51.6
48.7
5.9
1.4
4.5
7.4
6.1
1.3

28.3
24.0
-2.6

6.9
7.2
2.9

II

702.6

662.3
434.6
129.7

85.0
26.3

14.3
4.3

304.9

98.6
71.5

68.1
66.8

227.7
113.7

27.7
86.4

40.3
27.3

-3.7
-1.6
-2.2

8.1
6.2
1.9

16.9
3.4
7.3
6.2
6.0

13.0

III

707.4

684.5
456.6
137.1

87.4
29.0

16.3
4.5

319.5

106.3
73.9

69.5
69.7

227.9
115.6

25.2
87.1

22.9
11.1
12.8
9.2
3.6
1.4
27
4.1

-9.5
-13.7

— 4
4^6
6.4

11.7

IV

760.2

690.8
459.6
141.1

91.3
29.1

16.3
4.4

318.5

102.9
77.3

67.6
70.7

231.2
118.7

25.8
86.8

69.4
57.5
10.0
9.4

.6
16.4
11.3
5.1

22.9
16.2
4.6
2.0
8.2

12.0

1988

I»

761.9

704.9
477.2
140.4

90.0
29.6

16.3
4.5

336.8

111.3
79.5

72.7
73.3

227.8
117.9

23.9
86.0

57.0
37.7
17.7
13.6
4.1

21.6
18.8
2.9

-8.0
-11.3
-1.3

4.6
6.4

19.3

1. Consists of farm buildings; streets, dams, reservoirs, sewer and water facilities, parks,
airfields, etc.; brokers' commissions on sale of structures; and net purchases of used structures
(see the July 1987 SURVEY, National Income and Product Accounts Tables, table 5.4, lines 18, 22,
23, and 24).

2. Consists of furniture and fixtures; agricultural, construction, mining and oilfield, and
service industry machinery; electrical equipment not elsewhere classified; and other equipment;
less the sale of equipment scrap other than autos (table 5.6, lines 22 through 30).

Gross private domestic
investment

Fixed investment
Nonresidential

Structures
Nonresidential

buildings, excluding
farm

Public utilities
Mining exploration,

shafts, and wells
Other 1

Producers' durable
equipment
Information processing

and related
equipment

Industrial equipment.......
Transportation and

related equipment
Other2

Residential
Single family structures
Multifamily structures
Other

Change in business
inventories
Nonfarm

Manufacturing.......... ....
Durable goods
Nondurable goods...

Wholesale trade
Durable goods
Nondurable goods

Retail trade.
Automotive
Other durable goods
Nondurable goods

Other
Farm

1985

636.1

628.7
454.1
149.4

84.8
24.2

35.3
5.0

304.8

120.5
64.2

61.5
58.6

174.6
79.4
27.6
67.7

7.4
12.0

^7.8
-5.4
-2.5

2.5
1

2.6
10.4
5.8
2.4
2.1
7.0

-4.6

1986

654.0

640.2
443.8
130.3

78.7
24.1

23.5
4.0

313.5

128.7
64.7

60.9
59.2

196.4
91.4
29.1
76.0

13.8
15.4

-5.2
-5.2

0
3.7
1.7
2.1
6.6

.7
2.8
3.0

10.2
-1.6

1987

687.6

644.7
448.3
124.5

72.7
24.7

23.3
3.7

323.9

137.6
66.2

58.1
62.0

196.4
97.8
23.2
75.4

42.9
32.5
5.6
4.2
1.4
7.0
4.9
2.1

13.2
6.6
2.1
4.5
6.7

10.4

Seasonally adjusted at annual rates

1987

I

671.8

624.2
426.0
120.4

72.6
22.6

21.7
3.5

305.6

128.5
64.4

53.5
59.1

198.2
96.4
26.2
75.7

47.6
43.9
5.3
1.1
4.2
6.6
5.7

.9
25.2
21.3

-2.5
6.4
6.8
3.7

II

673.7

634.7
437.9
120.4

71.0
23.8

21.8
3.7

317.5

132.4
64.7

59.8
60.7

196.8
97.3
23.7
75.8

39.0
22.7

-4.4
-1.7
-2.7

5.6
5.6
0

15.5
3.0
6.8
5.7
6.0

16.3

III

681.9

657.3
463.8
127.2

72.1
26.3

25.0
3.9

336.6

146.1
66.6

60.4
63.6

193.5
97.2
21.2
75.2

24.6
12.1
12.1
8.5
3.5
1.6
24
4.0

-8.0
-11.9

-.3
4.2
6.4

12.5

IV

723.1

662.6
465.6
129.8

75.1
26.2

24.8
3.8

335.8

143.5
69.0

58.6
64.7

197.0
100.2

21.7
75.1

60.5
51.5
9.4
8.7

.6
14.2
10.7
3.4

20.2
14.1
4.3
1.9
7.7
9.0

1988

I"

738.4

680.5
488.3
128.1

73.4
26.4

24.5
3.8

360.3

160.3
70.2

63.1
66.6

192.2
98.5
20.0
73.7

57.9
38.3
16.5
12.6
3.9

23.1
17.3
5.8

-6.8
-9.8
-1.2

4.2
5.5

19.6

1. Consists of farm buildings; streets, dams, reservoirs, sewer and water facilities, parks,
airfields, etc.; brokers' commissions on sale of structures; and net purchases of used structures
(see the July 1987 SURVEY, National Income and Product Accounts Tables, table 5.5, lines 18, 22,
23, and 24).

2. Consists of furniture and fixtures; agricultural, construction, mining and oilfield, and
service industry machinery; electrical equipment not elsewhere classified; and other equipment;
less the sale of equipment scrap other than autos (table 5.7, lines 22 through 30).

NOTE.—Tables 1 and 2 expand upon the detail shown for gross private domestic investment in
the set of "Selected NIPA Tables" shown regularly in the SURVEY. These tables will be incorpo-
rated into the selected tables after the annual revision. :

(Continued from page 9)

The reversal in transportation and
public utilities profits—from a $5 bil-
lion increase in 1986 to a $3V2 billion
decline in 1987—is largely explain-
able by inventory costs, which in-
creased sharply in 1987 after a sharp
decline in 1986; neither year's change
was fully passed on to purchasers.
Within transportation and public util-
ities, the 1987 cost increase (and the
1986 cost decline) was concentrated in
electric utilities. A similar explana-
tion applies to the reversal in trade
profits, which declined $lJ/2 billion in

1987 after increasing $¥2 billion in
1986. Within trade, 1987 inventory
cost increases were largest at the
wholesale level.

Domestic profits of financial corpo-
rations increased $1 billion in 1987;
profits of property/casualty insurers
more than accounted for the increase
as they had the $8 billion Increase in
1986. In 1986, profits of property/cas-
ualty insurers increased very sharply,
as a moderate increase in investment
income was reinforced by a sharp re-
duction in underwriting losses. (Pre-
miums increased 20 percent in 1986,
while claims and related expenses in-

creased 13 percent.) In 1987, both the
increase in investment income and
the reduction in underwriting losses
were substantially smaller.

Profits from the rest of the world
increased $3 billion in 1987, as in-
creased receipts more than offset in-
creased payments. In both receipts
and payments, increases were wide-
spread. Within receipts, however, the
increase in profits of motor vehicle
manufacturing affiliates in Europe
was especially large; within pay-
ments, affiliates in the petroleum and
chemical industries registered large
increases.
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the BUSINESS SITUATION

R,DEVISED estimates show that real
GNP, a measure of production, in-
creased at an annual rate of 4 percent
in the first quarter of 1988; the pre-
liminary estimates had shown an in-
crease of 2l/2 percent (see table 1 on
page 17). Gross domestic purchases, a
measure of demand, was essentially
unrevised at an annual rate of 2 per-
cent. Increases in both the GNP price
index (fixed weights) and the gross do-
mestic purchases price index (fixed
weights) were unrevised at an annual
rate of SVz percent.1

Most of the unusually large revi-
sion in real GNP was accounted for
by a $13 billion upward revision in
net exports. Exports were revised up
$10 Vb billion, and imports were re-
vised down $2x/2 billion. The revised
estimates incorporated newly avail-
able data on merchandise exports and
imports for March and partial infor-
mation from BEA's survey of direct
investment income. The latter reflect-
ed the effect of an upward adjustment
in profits of foreign-owned corpora-
tions in the United States, described
in discussing corporate profits.

On the revised basis, merchandise
exports were up $21 billion, or 30V2
percent, in the first quarter. A $9 ¥2
billion upward revision in nonagricul-
tural merchandise exports brought
the first-quarter increase in line with
the strong increases of the past couple
of quarters. Two end-use categories in
particular—capital goods except
autos, and industrial supplies and ma-
terials—showed even stronger in-

NOTE.—Quarterly estimates in the national
income and product accounts are expressed at
seasonally adjusted annual rates, and quarterly
changes in them are differences between these
rates. Quarter-to-quarter percent changes are
compounded to annual rates. Real, or constant-
dollar, estimates are expressed in 1982 dollars.

creases than had been :'ndicated. For
agricultural exports, the first-quarter
increase was substantial even after a
$*/2 billion downward revision. On the
revised basis, merchandise imports
were up $1% billion, or 1 percent. For
petroleum imports, a $5 billion down-
ward revision sharply reduced its
first-quarter increase. For nonpetro-
leum imports, the first-quarter in-
crease was slight after a $1 billion
downward revision.

The picture of the other major com-
ponents of production and demand, as
sketched in last month's "Business
Situation," did not alter much. Per-
sonal consumption expenditures and
Federal Government purchases were
revised up $2V2 billion and $2 billion,
respectively, and inventory invest-
ment was revised down $2 l/z billion.

Corporate profits

Profits from current production—
profits before tax with inventory valu-
ation adjustment and capital con-
sumption adjustment—declined $3 bil-
lion in the first quarter of 1988 after

a decline of $2 billion in the preceding
quarter. Profits before tax declined $5
billion in the first quarter, while cor-
porate profits tax liabilities declined
$6 billion; as a result, profits after tax
increased $1 billion.

The sharp drop in tax liabilities re-
flected the impact of the Tax Reform
Act of 1986 (TEA), which reduced the
maximum tax rate from 46 percent to
34 percent, effective July 1, 1987.
Quarterly national income and prod-
uct account (NIPA) estimates of tax
liabilities in 1987 continued to be in-
fluenced by the higher rates even
after the effective date of rate reduc-
tion, because quarterly tax liabilities
are calculated by applying the annual
average effective tax rate to quarterly
taxable profits. For 1988, the average
tax rate is not affected by the pre-
TRA rates. (For more detail on this
and other tax-related issues, see "Fed-
eral Fiscal Programs" in the Febru-
ary 1988 SURVEY.)

The $5 billion decline in profits
before tax was the sum of a $1 billion
increase in domestic profits and a $6

1. The revised or additional major source data that
are the basis for the revisions are listed in the note to
table 1 on page 17.

Looking Ahead . . .

• Regional Projections. A comparison of BEA's regional economic pro-
jections for 1986 and 1987 with actual estimates and an evaluation of the
differences will appear in the June SURVEY.

• KSL International Transactions and Investment Position. Revised esti-
mates of U.S. international transactions will be presented in the June
SURVEY, along with preliminary estimates for the first quarter of 1988.
The revisions cover 1983-87. The same issue will present preliminary esti-
mates for yearend 1987 of U.S. assets abroad and foreign assets in the
United States and the sources of change in the investment position.

• U.S. Multinational Companies: Operations in 1986. Data and analysis
of the operations in 1986 of U.S. parent companies and their foreign affili-
ates, by industry and country of foreign affiliate, will be presented in the
June SURVEY. Selected data will be available as of June 29.

• Annual Revisions of the National Income and Product Accounts. Re-
vised estimates will be presented in the July SURVEY. The revisions cover
the 3-year period beginning with the first quarter of 1985.
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Billion decline in profits from the rest
of the world (ROW). Domestic profits
are the profits of all corporations lo-
cated in the United States, regardless
of whether they are owned by U.S.
residents or by foreign residents.""Na-
tional profits are profits attributable
to U.S.-owned corporations, regardless
of where they are located. To derive a
national measure, domestic profits
must be (1) increased by the amount
of profits earned by U.S.-owned corpo-
rations abroad and (2) reduced by the
amount of profits earned by foreign-
owned corporations in the United
States. The net of these additions and
subtractions—i.e., profits of U.S.-
owned corporations abroad less profits
of foreign-owned corporations in the
United States—is ROW profits.

Estimates of domestic profits are
based on tax accounting rules and are
measured before income taxes; esti-
mates of ROW profits are based on fi-
nancial accounting standards and are
measured after U.S. and foreign
income taxes.2 (Although based on fi-
nancial accounting standards, ROW
profits are adjusted to remove capital
gains and losses for consistency with
NIPA concepts.) Thus, one measure of
the profits of foreign-owned corpora-
tions in the United States is included
in domestic profits, and a different
measure is included (as a negative) in
ROW profits. Usually these two meas-
ures move together rather closely; in
the first quarter, however, they did
not.

A $61/2 billion increase in the prof-
its of foreign-owned corporations in
the United States more than account-
ed for the $6 billion drop in ROW
profits in the first quarter. A large
but not precisely quantifiable part of
the increase reflected the implemen-
tation of a recent financial accounting
standard. The standard was adopted
in response to the reduction in tax
rates by the TRA. This rate reduction
necessitated a reduction in corporate
balance sheet accounts for deferred
taxes, which, according to this finan-
cial standard, must be reflected in the
income statement as an adjustment to
(i.e., as an increase in) current earn-
ings by the end of 1988.

2. For an explanation of some of the differences be-
tween tax, financial, and NIPA accounting practices,
see U.S. Department of Commerce, Bureau of Econom-
ic Analysis, Corporate Profits: Profits Before Tax, Prof-
its Tax Liability, and Dividends, Methodology Paper
Series MP-2, (Washington, DC: GPO, May 1985), 51-53.

Thus, implementation of this ad-
justment by foreign-owned corpora-
tions increased the amount that is
subtracted in estimating ROW profits.
It did not, however, increase the tax-
accounting measure included in do-
mestic profits. National profits for the
first quarter, therefore, were under-
stated by the amount of the adjust-
ment. (It should be noted that the
current understatement offsets over-
statement earlier, when profits of for-
eign-owned corporations were calcu-
lated using higher tax rates.)

In addition, the adjustment for de-
ferred taxes in ROW profits affected
the measurement of GNP. ROW prof-
its appear as part of net exports of
factor services in the product-side es-
timate of GNP. To the extent that
these net exports are understated,
GNP is also understated. Gross do-
mestic product (GDP), in contrast, is
not affected because GDP is defined
to exclude all factor incomes from the
rest of the world.

As noted above, the size of the ad-
justment (and, therefore, the size of
the understatement in GNP) cannot
be precisely quantified; at present
only very limited information is avail-
able on the profits of foreign-owned
corporations. (If the entire first-quar-
ter change in profits of foreign-owned
corporations in the United States is
taken as an upper limit of the effect
of the adjustment on GNP, then the
GNP growth rate may have been un-
derstated by as much as 0.5 percent-
age point.) BEA surveys of direct in-
vestment will provide additional in-
formation on these profits for the re-
vised estimate of GNP to be released
in June.

Government sector

The fiscal position of the govern-
ment sector in the NIPA's improved
in the first quarter of 1988, as the
combined deficit of the Federal Gov-
ernment and of State and local gov-
ernments decreased $16Vz billion
(table 1). The deficit of the Federal
Government declined $8 V2 billion, and
the surplus of State and local govern-
ments increased $8 billion.

The Federal sector.—The Federal
Government deficit declined to $152
billion, as receipts increased more
than expenditures.

Receipts increased $14 billion, com-
pared with $14V2 billion in the fourth
quarter. On balance, the first-quarter
increase was largely attributable to
larger tax bases; tax changes offset
each other. Increases due to social se-
curity changes and the Omnibus
Budget Reconciliation Act of 1987
were offset by decreases due to the
Tax Reform Act of 1986 (TRA).

The increase in total receipts was
more than accounted for by a $25V2
billion increase in contributions for
social insurance. The increase includ-
ed (1) $14 billion from the increase in
social security rates (to 7.51 percent
from 7.15 percent for employers and
for employees, and to 13.02 percent
from 12.30 percent for the self-em-
ployed), (2) $2V2 billion from an in-
crease in the medicare supplementary
medical insurance premium (to $24.80
from $17.90 per month), and (3) $1 bil-
lion from an increase in the maxi-
mum earnings base for social security
(to $45,000 from $43,800). Indirect
business tax and nontax accruals also
increased, by $lx/2 billion.

A $7 billion decline in personal tax
and nontax receipts was the net
result of a $16 billion decline due to
TRA and a $9 billion increase due to
larger tax bases. A $6 billion decline
in corporate profits tax accruals was
the net result of a $7 billion decline
due to TRA, a $3y2 billion decline due
to declining profits, and a $5 billion
increase due to the Omnibus Budget
Reconciliation Act of 1987.

Expenditures increased $5'Vz billion,
compared with $39 billion in the
fourth quarter. The first-quarter in-
crease reflected several large, partly
offsetting changes in the components.
The largest increase was in transfer
payments to persons, which increased
$15 billion; $13 billion of this increase
was due to cost-of-living adjustments
to benefits under social security and
several other Federal retirement and
income support programs. Grants-m-
aid to State and local governments in-
creased $9 billion, including large in-
creases in medicaid, highway, aid to
families with dependent children, and
education grants. Net interest paid in-
creased $2x/2 billion, and defense pur-
chases of goods and services increased
$1V2 billion.

Of the declines, the largest was in
nondefense purchases of goods and
services. The $11 billion decline was
accounted for by purchases of agricul-
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tural commodities by the Commodity
Credit Corporation. Subsidies less the
current surplus of government enter-
prises declined $6% billion, reflecting
a decline in subsidies to farmers.
Transfer payments to foreigners de-
clined $5 Vfe billion; the decline was in
economic and military aid.

Cyclically adjusted surplus or defi-
cit.—When measured using cyclical
adjustments based on middle-expan-
sion trend GNP, the Federal deficit
on the national income and product
accounts basis declined from $199 ¥2
billion in the fourth quarter to $196Vfe
billion in the first (see table 3 on page
18). The cyclically adjusted deficit as
a percentage of middle-expansion
trend GNP declined from 4.5 percent
in the fourth quarter to 4.3 percent in
the first.

State and local sector.—The State
and local government surplus in-
creased $8 billion in the first quarter
to $46 billion, as receipts increased
more than expenditures. A $6V2 bil-
lion increase in the other funds sur-
plus largely accounted for the total
increase; the social insurance funds
surplus increased $1% billion.

Receipts increased $19 billion, com-
pared with $6 billion in the fourth
quarter. The previously discussed in-
crease in Federal grants-in-aid ac-
counted for almost one-half of the
total increase. Personal tax and
nontax receipts and indirect business
tax and nontax accruals each in-
creased $41/2 billion.

Expenditures increased $11 billion,
compared with $14 MJ billion in the

fourth quarter. Most of the increase
was in purchases of goods and serv-
ices. The deceleration in purchases
was more than accounted for by struc-

tures, which changed little after a
$3V2 billion increase. All other catego-
ries of purchases increased in both
quarters.

Table 1.—Government Sector Receipts and Expenditures
[Billions of dollars, seasonally adjusted at annual rates]

Government sector

Receipts
Expenditures

Surplus or deficit (— )

Federal Government

Receipts.... .

Personal tax and nontax receipts..
Corporate profits tax accruals
Indirect business tax and nontax accruals ....
Contributions for social insurance

Expenditures

Purchases of goods and services
National defense
Nondefense.. .

Of which: Commodity Credit Corporation inventory change. .......
Transfer payments....... ....

To persons
To foreigners .. .....

Grants-in-aid to State and local governments
Net interest paid . . . . . . .
Subsidies less current surplus of government enterprises

Subsidies
Of which' Agricultural subsidies

Less' Current surplus of government enterprises
Less' Wage accruals less disbursements

Surplus or deficit ( )

State and local governments

Receipts

Personal tax and nontax receipts
Corporate profits tax accruals
Indirect business tax and nontax accruals
Contributions for social insurance
Federal grants-in-aid

Expenditures

Purchases of goods and services
Of which' Structures

Transfer payments to persons
Net interest paid
Less' Dividends received by government
Subsidies less current surplus of government enterprises.

Subsidies. . . .
Less' Current surplus of government enterprises

Less' Wage accruals less disbursements

Surplus or deficit ( )

Social insurance funds .
Other

Change from preceding quarter

1987

I

30.4
21.8
8.6

26.8

5.2
12.4
2.2
7.0

8.6

-1.7
8.5

-10.1
-10.9

1,0
4.9
39

6
1.8
8.0

14.1
14.1
6.1
0

18.2

3.0

-1.0
1.7
4.2

-1.2
-.6

12.6

11.6
2.6
1.8

3
.2

-.3
0
.3

0

-9.6

-1.2
-8.4

II

59.1
18.2
40.8

43.6

34.1
4.9

.9
3.7

12.3

12.6
7.0
5.6

-1.5
5.3
5.5
-.3
3.7

.2
95

11 2
114
17
0

31.3

19.2

7.7
1.3
6.0
.5

3.7

9.6

8.3
-1.2

2.0
-.5

.3

.1
0
-.1
0

9.6

.8
8.8

III

8.8
9.5

7

.1

-11.4
6.7
-.3
5.1

-3.3

2.5
4.5

-2.0
-1.1

1.4
2.2
-.7
25
3.1
76
67
67
.8
.3

3.4

6.3

-.9
2.1
7.0

.6
-2.5

10,4

9.3
1 2
1.9

4
.3

-.1
0
.1

0

4 1

1.1
-5.3

IV

22.0
54.9

-33.0

14.6

9.2
-2.2

1.1
6.5

39.0

6.9
.7

6.1
3.8
8.4
2.5
5.8

-1.5
6.0

18.5
17.7
17.6

8
-.7

245

5.9

4.5
-.7
3.0
.7

-1.5

14.5

13.0
3.5
2.8
-.5

.3
-.5
0
.5

0

-8.5

1.3
-9.8

1988

I

23.8
7.5

16.3

14.1

-7.2
-5.8

1.6
25.5

5.6

-9.2
1.7

-11.0
-11.5

9.8
15.2

-5.4
9.1
2.6

-6.3
6.6
6.7
-.3

.3

8.4

18.9

4.6
0
4.5

.7
9.1

11.0

9.9
-.1
2.3
-.6

.4
-.2
0

.2
0

7.9

1.6
6.3

Level

1988:1

1,522.9
1,628.9
-106.0

951.6

406.3
106.6

56.5
382.2

1,103.4

379.7
301.5

78.2
-13.8
431.6
421.4

10.2
111.2
151.5

29.4
31.8
16.9
2.4
0

-151.8

682.4

170.5
27.7

325.5
47.6

111.2

636.6

569.8
64.8

123.9
-34.3

7.2
-15.6

1.1
16.6
0

45.8

55.0
92

NOTE.—Dollar levels are found in tables 3.2 and 3.3 of the "Selected NIPA Tables."
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the BUSINESS SITUATION

Corporate Profits

ROFITS from current production
declined $2 billion in the first quarter
of 1988 after a similar decline in the
fourth quarter of 1987. Despite these
two declines, profits in the first quar-
ter were $17 billion higher than a
year earlier.

The first-quarter decline resulted
from a sharp drop in profits from the
rest of the world (ROW) that was not
quite offset by an increase in domestic
profits. ROW profits plummeted $12
billion in the first quarter after an in-
crease of about one-half that size in
the preceding quarter; domestic prof-
its, which also reversed direction, in-
creased $10 billion after a decline of
$9 billion. Relative to year-earlier
levels, ROW profits were down $6 bil-
lion while domestic profits were up
$23 billion.

The $12 billion first-quarter drop in
ROW profits reflected a $1 billion de-
cline in profits of U.S.-owned corpora-
tions abroad and an $11 billion in-
crease in profits of foreign-owned cor-
porations in the United States. Usual-
ly profits of foreign-owned corpora-
tions do not affect national profits be-
cause they enter domestic profits as a
positive and enter ROW profits as a
negative. However, as explained in
detail in the May "Business Situa-
tion/' profits of foreign-owned corpo-
rations did affect national profits in
the first quarter because the measure
included as a positive in domestic
profits was smaller than the measure
included as a negative in ROW prof-
its. In ROW profits, profits of foreign-
owned corporations are based on fi-
nancial accounting standards; about
one-third of the sharp increase in the
profits of foreign-owned corporations
reflected a change in one of these

standards. In domestic profits, in con-
trast, profits of foreign-owned (as well
as U.S.-owned) corporations are based
on tax accounting rules; thus changes
in financial accounting standards
should have no effect.

Profits from current production
equals profits before tax (PBT) plus
the inventory valuation adjustment
(IVA) and the capital consumption ad-
justment (CCAdj). PBT declined $4
billion in the first quarter, following
an increase of $x/2 billion, yet was
$24 Vk billion higher than a year earli-
er. Inventory profits—the IVA with
sign reversed—declined $5 billion be-
cause inventory price inflation
slowed. The CCAdj—the difference be-
tween depreciation based on tax ac-
counting and economic depreciation
as estimated by BE A—declined $3 bil-
lion in the first quarter, reflecting the
less liberal depreciation rules in the
Tax Reform Act of 1986.

Domestic profits by industry.—Quar-
terly estimates of the CCAdj are not
available by industry. PBT with IVA
alone—i.e., PBT less inventory prof-
its—is the best available quarterly
measure of profits. For domestic in-

dustries, this measure of profits in-
creased $12x/2 billion in the first quar-
ter after a decline of $10 billion in the
preceding quarter; profits of nonfinan-
cial corporations dominated these
changes, increasing $12 billion after a
decline of $8V2 billion.

Manufacturing profits increased $8
billion after declining the same
amount in the preceding quarter.
Within manufacturing, first-quarter
increases were widespread; only prof-
its in petroleum refining declined.

Trade profits, which increased $5
billion after a $3V2 billion decline,
have been erratic for some time. Prof-
its have failed to register movements
in the same direction in two consecu-
tive quarters since mid-1985 in retail
trade and since mid-1984 in wholesale
trade, so that undue weight should
not be attached to a single quarter's
movement. A better indication of
trends can be obtained by averaging
profits in one quarter with profits in
the preceding quarter. Retail trade
profits smoothed in this way have not
increased for seven quarters, and the
level in the first quarter of 1988 was
$4 billion lower than in the second
quarter of 1986. Smoothed profits in
wholesale trade increased in five of

Looking Ahead . . .
• Annual Revisions of the National Income and Product Accounts. Re-

vised estimates will be presented in the July SURVEY. The revisions cover
the 3-year period beginning with the first quarter of 1985.

• Conference Presentations of New Economic Data. Papers and discus-
sion from the "New Horizons in Data Sets" sessions from last May's 50th
Anniversary Jubilee of the Conference on Research in Income and
Wealth will appear in a fall issue of the SURVEY. The "new horizons"
papers present new economic data from U.S. statistical agencies and from
Statistics Canada that will be useful for analytical purposes.
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the seven quarters, and the level in
the first quarter of 1988 was $3% bil-
lion higher than in the second quar-
ter of 1986.

Profits of financial corporations in-
creased $1 billion after a decline of
$11/2 billion. Current net earnings of

Federal Reserve banks, which are
treated as corporate profits in the
NIPA's, more than accounted for the
increase. For depository institutions,
profits were unchanged after declin-
ing $1V2 billion in the preceding quar-
ter; savings and loan associations reg-

istered losses for the second consecu-
tive quarter.

Table 1 on page 16 shows the
second revision of the NIPA estimates
for the first quarter of 1988.

Statistical Conventions Used for NIPA Estimates

Most of the estimates are presented
in billions of dollars. The major excep-
tions are certain current-dollar
annual estimates, which are present-
ed in millions of dollars, and esti-
mates presented as index numbers.
Current-dollar estimates are valued in
the prices of the period in which the
transaction takes place. Constant-
dollar estimates are valued in the
prices of a period designated the base
period (at present, 1982), thus remov-
ing price change from any period-to-
period movement in the series. The
designation of 1982 as the base period
also means that price levels in 1982
are set equal to 100 in calculating
price indexes and implicit price defla-
tors.

For quarters and months, the esti-
mates (except price indexes) are pre-
sented at annual rates. Annual rates
show values for a quarter or a month
at their annual equivalent (that is,
the value that would be registered if
the rate of activity measured for a
month or a quarter were maintained
for a full year). Annual rates make it
easier to compare values for time pe-
riods of different lengths—for exam-
ple, quarters and years.

The percent changes shown in table
8.1 are also at annual rates and are
calculated from the published quar-
terly estimates, which are rounded to
the nearest one-tenth of a billion dol-
lars. The annual rates for quarterly
percent changes are calculated with
the formula:

x 100,

where r = the percent change at an
annual rate, and Qt and Qt-i = the
quarterly estimates for a quarter and
the preceding quarter, respectively.

Quarterly and monthly NIPA esti-
mates are seasonally adjusted, if nec-
essary. Seasonal adjustment removes
from the time series the average
impact of variations that normally
occur at about the same time and in
about the same magnitude each
year—for example, weather, holidays,
and tax payment dates. The statistical
procedures used are based on histori-
cal experience; the Census Bureau's
X-ll program is widely used. After
seasonal adjustment, cyclical and
other short-term changes in the econ-
omy stand out more clearly.
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the BUSINESS SITUATION

.DOTH U.S. production and U.S.
demand slowed somewhat in the
second quarter of 1988; inflation in-
creased (chart 1).

• Real GNP, a measure of U.S. pro-
duction, increased at an annual
rate of 3 percent, following an in-
crease of 3V2 percent in the first
quarter.

• Real gross domestic purchases, a
measure of U.S. demand, in-
creased at an annual rate of 1
percent, following a IMj-percent
increase.

• Both the GNP price index (fixed
weights) and the price index for
gross domestic purchases (fixed
weights) increased at an annual
rate of 4x/2 percent, following in-
creases of 3V2 percent (GNP
prices) and 3 percent (prices of
gross domestic purchases).

First-quarter estimates of these and
other components of the national
income and product accounts (NIPA's)
have been revised as part of the regu-
lar annual revision presented in this
issue.

The gap between U.S. demand and
U.S. production narrowed for the
third consecutive quarter, as real
gross domestic purchases increased
less than real GNP (table 1). The dif-
ference between these two measures,
net exports, declined from $130 Vz bil-
lion (3V2 percent of GNP) in the third

Table 1.—Recent Patterns in Real GNP and
Real Gross Domestic Purchases

[Billions of 1982 dollars; seasonally adjusted at annual rates]

Gross national product

Less: Exports
Plus' Imports

Equals: Gross domestic
purchases -...

Change in business
inventories
Farm
Motor vehicles
Other

Final sales to domestic
purchasers
Commodity Credit

Corporation
inventory change in
government
purchases

Motor vehicles
Other l

Level

1987

IV

3,923.0

459.2
585.2

4,049.0

67.1
-1.1
14.5
53.7

3,981.9

-1.1
179.8

3,803.3

1988

I

3,956.1

486.2
595.1

4,065.1

66.0
14.1

-5.2
57.1

3,999.1

-19.3
191.4

3,827.1

II

3,986.3

495.6
585.7

4,076.4

45.0
11.1

.5
33.4

4,031.4

-17.8
195.6

3,853.6

Change
from

preceding
quarter

1988

I

33.1

27.0
9.9

16.1

-1.1
15.2

-19.7
3.4

17.2

-18.2
11.6
23.8

II

30.2

9.4
-9.4

11.3

-21.0
-3.0

5.7
-23.7

32.3

1.5
4.2

26.5

1. Consists of personal consumption expenditures (PCE) less
PCE for motor vehicles, nonresidential and residential struc-
tures, producers' durable equipment (PDE) less PDE for motor
vehicles, and government purchases less government purchases
of motor vehicles and less Commodity Credit Corporation
inventory change.

NOTE.—Motor vehicle estimates are found in tables 1.18 and
1.20—for auto and trucks, respectively—of the "National
Income and Product Accounts Tables." The other estimates are
found in tables 1.2, 1.6, and 3.8B.

quarter of 1987 to $90 billion (2V2 per-
cent of GNP) in the second quarter of
this year. In the fourth quarter of
1987 and the first quarter of 1988,
this improvement had reflected larger
increases in exports than in imports;
in the second quarter, exports in-
creased again, while imports declined

Looking Ahead . . .
• Plant and Equipment Expenditures. Revised estimates of plant and

equipment expenditures in current and constant (1982) dollars from the
first quarter of 1985 to date will be included in the quarterly plant and
equipment article in the September SURVEY. The revised estimates will
incorporate implicit price deflators from the revised national income and
product accounts and new seasonal factors.

• Revised State Personal Income. State personal income estimates for
1929-68 from the recently completed comprehensive revision will be
available August 18. For more information, see page 134.

1

Selected Measures:
Change From Preceding Quarter

Percent
10

-5

-10

10

REAL GNP

i.iil ..inlii

-5 -

REAL GROSS DOMESTIC PURCHASES

iiiii.iiiil

GNP PRICE INDEX {FIXED WEIGHTS)

10

5 -

GROSS DOMESTIC PURCHASES PRICE
INDEX (FIXED WEIGHTS)

1985 1986 1987 1988

Note.—Percent change at annual rate from preceding quarter;
based on seasonally adjusted estimates.

U.S. Department of Commerce, Bureau of Economic Analysis
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(for the first time in over a year and
by the largest amount in over 3
years).

Drought. — BE A estimates that
billion (annual rate) of farm output
was lost to the drought in the second
quarter; the increase in real GNP was
reduced Vfe percentage point as a
result. Lost farm output was estimat-
ed on the basis of Department of Ag-
riculture forecasts of the physical
quantity of farm output in 1988. BEA
assumed that the drought was respon-
sible for the difference between the
Department's June forecast and its
July forecast and converted this dif-
ference to constant (1982) dollars,
yielding annual losses of $9Vfe billion
in crops and $1V2 billion in livestock.
About one-half of the crop loss was
corn. Annual crop losses were allocat-
ed by a statistical procedure that
spread the losses to all of the months
in the growing season but with the
months of the harvest receiving
higher allocations. Some of the live-
stock loss was allocated to the second
quarter based on information about
earlier than usual sales. These esti-
mates will probably be revised as in-
formation from more comprehensive
Department of Agriculture surveys
becomes available.

The drought's effect on farm
income cannot be estimated. Al-
though the quantity of crop output
fell because of the drought, the effect
of this decline on farm income has
been complicated by changes in prices
of these crops and changes in subsidy
payments to farmers. Moreover, ex-
penses, which are subtracted from
output in calculating income, have
probably been affected by the
drought, but BEA has no basis on
which to estimate the size of this
effect. (Similarly, BEA has no basis
for estimating the effect of the
drought on the nonfarm sector of the
economy.)

Motor vehicles. — Motor vehicle
output increased sharply in the
second quarter and accounted for
more than 1 percentage point of the
3-percent increase in GNP. Virtually
all of the increase was in autos; truck
output — as well as its allocation be-
tween sales and inventories — changed
little.

The increase in auto output allowed
an almost unchanged level of sales to
be maintained without further deplet-
ing inventories. After a substantial
first-quarter decline, new car invento-

Effective July 1988, the three current quarterly estimates of GNP will be referred to as
the "advance," "preliminary," and "final" estimates. Previously they had been referred to
as the "preliminary estimate," "first revision," and "second revision."

The advance estimate, released during the first month after the end of a quarter, is based
on source data for major GNP components covering 2 or 3 months of the quarter. Source
data used in preparing the advance estimate for the second quarter are described elsewhere
in this issue; see "Key Source Data and Assumptions for the Advance Estimates of GNP:
Easier Access and Redesigned Format."

The preliminary and final estimates incorporate revised and additional source data that
become available within 1 and 2 months, respectively, after the advance estimate.

Quarterly estimates in the national income and product accounts are expressed at season-
ally adjusted annual rates, and quarterly changes in them are differences between these
rates. Quarter-to-quarter percent changes are annualized. Real, or constant-dollar, estimates
are expressed in 1982 dollars.

ries increased moderately. Sales of
new cars slipped to 10.6 million units
(seasonally adjusted at an annual
rate) in the second quarter from 10.8
million units in the first, as sales of
both domestic and foreign cars edged
down.

Components of Real GNP
The similarity between the first-

and second-quarter changes in GNP
reflects the fact that three of the
more volatile components of GNP—
net exports, nonfarm inventory in-
vestment, and Federal national de-
fense purchases—registered second-
quarter changes very similar to those
in the first quarter: Net exports in-
creased $19 billion after a $17 billion
increase; an $18 billion decline in
nonfarm inventory investment fol-
lowed a decline of $16 Vk billion; and
national defense purchases declined
$3V2 billion, the same as in the first
quarter.

Personal consumption expenditures

Real personal consumption expendi-
tures (PCE) increased 2Vfe percent in
the second quarter after increasing
4y2 percent in the first (table 2). The
deceleration was attributable to wide-
spread slowdowns or declines in both
durable and nondurable goods.

Expenditures for durable goods in-
creased 7 percent after a HVfe-percent
increase. All the major durables cate-
gories contributed to the deceleration.
Both the motor vehicles and parts
and the furniture and household
equipment categories slowed consider-
ably but still registered strong in-
creases. In motor vehicles and parts,
most of the increase reflected in-
creased net purchases of used cars
from the business sector; purchases of
new motor vehicles changed little.
Other durables decreased moderately,
following a sharp increase in the first
quarter.

Table 2.—Real Personal Consumption Expenditures
[Seasonally adjusted at annual rates]

Personal consumption expenditures

Durables . ..
Motor vehicles and parts
Furniture and household equipment
Other durables

Nondurables
Food
Clothing and shoes
Energy 1

Other nondurables

Services
Housing
Household operation

Energy 2

Other
Transportation
Medical Care
Other services

Billions of 1982 dollars

Level

1988:11

2,574.2

408.1
177.3
161.3
69.5

888.2
449.9
155.7
121.4
161.2

1,278.0
365.5
161.5
81.0
80.5
93.4

279.4
378.2

Change from preceding quarter

1987

III

28.6

15.2
14.3
1.7

7

2.1
-.7
4.7

-2.7
.8

11.3
2.2
1.1
0
1.0
1.2
4.3
2.5

IV

-13.5

-18.9
-17.5

-.8
7

-1.4
-.2

-2.6
1.6

2

6.8
2.4

-1.1
-1.3

.4

.7
3.1
1.7

1988

I

28.1

13.5
6.8
5.4
1.3

2.2
2.2
-.7

.9
2

12.3
1.9
2.3
1.3
1.0

.9
2.9
4.2

II

14.4

7.0
3.8
4.0

8

-4.5
-1.5
-3.9

.7

.2

12.1
1.9
1.1
.5
.5

1.7
2.5
5.0

Percent change from preceding
quarter

1987

III

4.6

16.5
38.2

4.6
3.9

.9
-.6
12.4

-8.6
2.0

3.7
2.5
2.8
0
5.3
5.5
6.6
2.8

IV

-2.1

-17.3
-32.9
-2.1
-4.0

-.6
-.2

-6.2
5.5

5

2.2
2.7

-2.7
-6.3

2.1
3.1
4.7
1.9

1988

i
4.5

14.7
17.3
15.0
7.8

1.0
2.0

-1.7
3.0

5

4.0
2.1
5.9
6.7
5.2
4.0
4.3
4.6

II

2.3

7.2
9.1

10.6
4.5

-2.0
-1.3
-9.4

2.3
.5

3.9
2.1
2.8
2.5
2.5
7.6
3.7
5.5

1. Gasoline and oil, and fuel oil and coal.
2. Electricity and gas.
NOTE.—Percent changes in major aggregates are found in table 8.1 of the "National Income and Product Accounts Tables."

Dollars levels are found in table 2.3.
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Table 3.—Real Gross Private Domestic Fixed Investment
[Seasonally adjusted at annual rates]

Gross private domestic fixed investment

Nonresidential
Structures

Nonresidential buildings, excluding farms-
Public utilities
Mining exploration, shafts, and wells
Other

Producers' durable equipment
Information processing and related

equipment . . . .
Industrial equipment
Transportation and related equipment
Other

Residential
Single-family structures
Multifamily structures .
Other . . .

Billions of 1982 dollars

Level

1988:11

680.0

489.2
127.5

79.7
25.3
18.9
3.6

361.7

165.6
66.5
65.3
64.3

190.8
96.5
17.1
77.2

Change from preceding quarter

1987

III

22.6

28.0
7.1
2.9
1.4
2.9
-.1

20.9

13.4
2.0
2.1
3.5

-5.5
-1.7
-1.9

19

IV

2.7

2.0
4.1
1.1
1.6
1.4
0

-2.0

10
1.3

-3.1
.7

.6

.8
-.1

1

1988

I

5.3

8.6
8 1

-3.3
30

-1.3
-.6

16.7

8.9
1.8
5.1

.9

32
-1.1
-1.8

2

II

17.1

15.8
3.5
3.6

.7
-.9

.2

12.3

9.7
1.3

.4

.9

1.3
.3

-1.1
2.0

Percent change from preceding
quarter

1987

III

15.1

28.4
25.6
16.3
24.8
89.1

-9.4

29.4

46.2
14.0
14.5
26.1

107
-6.7

-30.3
95

IV

1.7

1.7
13.4
5.7

27.0
31.6
0

-2.4

27
8.6

-18.3
4.4

1.3
3.4

-2.0
-.5

1988

I

3.3

7.6
-22.4
-15.6

369
-22.5
-47.8

21.6

26.5
11.8
38.7
6.5

-6.5
-4.4

-31.4
-1.1

II

10.7

14.0
11.8
20.3
11.9

-17.0
23.7

14.8

27.3
8.2
2.5
5.5

2.8
1.3

-22.1
11.1

NOTE.—Percent changes in major aggregates are found in table 8.1 of the "National Income and Product Accounts Tables."
Dollar levels are found in table 5.13.

Expenditures for nondurable goods
decreased 2 percent in the second
quarter after a small increase in the
first. Food decreased slightly, follow-
ing an increase of similar magnitude.
Clothing and shoes dropped sharply
after a smaller decrease. Energy reg-
istered a moderate increase similar to
that in the first quarter. For the third
consecutive quarter, other nondura-
bles changed little.

Expenditures for services increased
4 percent in the second quarter, fol-
lowing a similar increase in the first.
As in the first quarter, all the major
services categories registered in-
creases. Transportation accelerated,

Housing Starts
Millions of units
2.5

while, in household operation serv-
ices, both energy and other household
services decelerated. The remaining
categories of services—housing, medi-
cal care, and other—registered in-
creases similar to those in the first
quarter.

Nonresidential fixed investment
Real nonresidential fixed invest-

ment increased 14 percent in the
second quarter, following a 7V2-per-
cent increase in the first (table 3).
Both structures and producers' dura-
ble equipment (PDE) contributed to
the increase.

2.0

1.5

1.0

Total

i l l ! M- I I I I M I M i I I I I M I I
1984 1985 1986 1987

Seasonally Adjusted at Annual Rates

Data: Census
U.S. Department of Commerce, Bureau of Economic Analysis

1988

In structures, the construction of
nonresidential buildings rebounded
from a first-quarter drop; the increase
was largely attributable to industrial
and commercial buildings, although
religious, hospital and institutional,
and miscellaneous buildings also reg-
istered gains. Public utilities construc-
tion increased, but not by as much as
it had fallen in the first quarter; the
first-quarter decline had followed un-
usually large increases in the last
half of 1987. Oil well drilling declined
only slightly less than in the first
quarter.

From its high in the fourth quarter
of 1985 to the first quarter of 1987,
construction of nonresidential build-
ings had declined $11 Vz billion; since
then, it increased $4Vfe billion. Togeth-
er, industrial and commercial build-
ings more than accounted for the de-
cline and accounted for three-fourths
of the rebound.

Three-fourths of the second-quarter
increase in PDE was accounted for by
purchases of information processing
equipment. Computers dominated the
increase in this category, although
the other three components (commu-
nications equipment, photocopy equip-
ment, and scientific and engineering
instruments) also increased.

Purchases of PDE had declined (er-
ratically) by $14 billion from a high in
the fourth quarter of 1985 to the first
quarter of 1987; since then, purchases
increased $64 Vz billion. Over the
course of the decline, purchases of
computers had increased $1% billion;
over the more recent five quarters,
purchases of computers accounted for
one-half of the increase. Increases in
other PDE components over the
recent period were widespread.

Residential fixed investment
Real residential investment in-

creased 3 percent in the second quar-
ter, following a 6V2-percent decline in
the first. A decline in multifamily
construction was more than offset by
increases in single-family construction
and in the other component (which
includes mobile homes, additions and
alterations, major replacements, and
brokers' commissions on house sales).

The increase in single-family con-
struction partly reflected a small in-
crease—7,000 units at a seasonally ad-
justed annual rate—in single-family
housing starts in the first quarter
(chart 2). Starts declined 35,000 units
in the second quarter. The increase in
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single-family construction also reflect-
ed increases in the average value of
units put in place.

In the second quarter, multifamily
construction continued along its 2-
year-long downward path. This path
reflects continued high rental vacancy
rates and the curtailment of tax in-
centives for multifamily investment.
The second-quarter level of multifam-
ily construction was 43 percent below
its high in the second quarter of 1986.

The increase in the other compo-
nent of residential investment partly
reflected an increase in brokers' com-
missions. Sales of new and existing
residences increased 327,500 units
(seasonally adjusted at an annual
rate) from the first quarter to April-
May, despite an increase in mortgage
rates of almost one-half percentage
point from the middle of the first
quarter to the middle of the second
(chart 3).

Inventory investment
Real inventory investment declined

$21 billion in the second quarter, as
inventory accumulation slowed to $45
billion from its $66-$67 billion pace in
the two preceding quarters (table 4).

Nonfarm inventories accounted for
most of the decline in inventory in-
vestment. Most subcategories in this
sector contributed to the decline, with
the notable exception of retail auto
dealers; retail auto inventories swung
from substantial decumulation in the
first quarter to substantial accumula-
tion in the second.1 Nonfarm invento-
ries excluding those of auto dealers
increased $26 Vk billion after increases
of more than twice that size in the
two preceding quarters.

Manufacturing inventories in-
creased less than one-half as much in
the second quarter as in each of the
two preceding quarters. Most of the
slowdown was in nondurables, largely
as a result of a much slower accumu-
lation in petroleum and a sharp swing

Table 4.—Change in Real Business Inventories
[Billions of 1982 dollars; seasonally adjusted at annual rates]

1. Auto inventories were discussed earlier in terms
of new domestic units. Those estimates of inventories
cannot be fully reconciled with the estimates for auto
dealers shown in table 4 because the two estimates
differ in terms of sources and coverage. The estimates
in table 4 are derived from Census Bureau inventory
data and cover inventories of new and used autos
(both domestic and foreign), parts, and some trucks
and other motor vehicles. They do not cover invento-
ries held by manufacturers or, more importantly,
those held by wholesalers, which registered an unusu-
ally large swing from accumulation to decumulation.
(A substantial portion of foreign car inventories is
held by wholesalers.)

Chan e in business inventories

Farm

Manufacturing
Wholesale trade
Retail trade ..

Auto dealers .
Other retail trade ..

Other

Addendum:
Nonfarm less auto dealers.

Level

1987

II

27.8

2.7

25.0
-4.0

1.1
23.4

9.3
14.1
4.6

15.8

III

13.0

53

18.3
10.8

-3.5
2.9

-3.0
5.9
6.0

21.3

IV

67.1

1 1

68.2
14.4
19.4
25.1
13.2
11.9
9.3

55.0

1988

I

66.0

14.1

51.9
15.8
24.9
1.5

10.1
11.6
9.7

62.0

II

45.0

11.1

33.9
6.5
6.4
8.6
7.2
1.4

12.4

26.7

Change from preceding quarter

1987

III

-14.8

-8.0

-6.7
14.8

-4.6
-20.5
-12.3
-8.1

3.4

5.5

IV

54.1

4.2

49.9
3.6

22.9
22.2
16.2
5.9
1.3

33.7

1988

I

1.1

15.2

-16.3
1.4
5.5

-23.6
-23.3

-.3
.4

7.0

II

-21.0

-3.0

18.0
-9.3
18.5
7.1

17.3
-10.2

2.7

-35.3

NOTE.—Dollar levels for inventories are found in table 5.11 of the "National Income and Product Accounts Tables."

to decumulation in chemicals. Most of
the accumulation in manufacturing
inventories in the preceding quarters
had been in durables and was trace-
able to nonelectric machinery and
transportation other than motor vehi-
cles; these industries added to inven-
tories again in the second quarter,
but somewhat less than previously.

Wholesale trade inventories in-
creased less than one-third as much
in the second quarter as in each of
the two preceding quarters. Most of
the accumulation in the two preced-
ing quarters, and most of the second-
quarter slowdown, was in durables.

Retail trade inventories excluding
autos increased much less than in the
two preceding quarters. Food and de-
partment stores, which had registered
unusually large inventory buildups in
the preceding quarter, were responsi-
ble for most of the slowdown.

Farm inventories increased $11 bil-
lion in the second quarter, following a
$14 billion increase in the first.
Change in farm inventories is esti-
mated as the difference between farm
output, on the one hand, and the sum
of open market sales and net transac-
tions of farmers with the Commodity
Credit Corporation (CCC), on the
other. BEA assumed that the drought
had no effect on sales and CCC trans-
actions in the second quarter. (When
estimates are prepared for the third
and fourth quarters, BEA will not
necessarily make this assumption.)
Thus, the entire drought-related drop
in second-quarter farm output is re-
flected in the change in farm invento-
ries; in other words, BEA assumed
that farm inventories would have in-
creased by $16 Vk billion in the second
quarter, instead of $11 billion, if no
drought had occurred.

CHART 3

Selected Interest Rates
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Table 5.—Real Net Exports of Goods and Services
[Seasonally adjusted at annual rates]

Net exports of goods and services

Exports
Merchandise

Agriculture
Nonagriculture .

Services

Imports
Merchandise

Petroleum
Nonpetroleum

Services

Billions of 1982 dollars

Level

1988:11

901

495.6
341.1

40.7
300.4
154.5

585.7
455.0

86.2
368.8
130.7

Change from preceding quarter

1987

III

-4.7

24.5
22.2
5.8

16.4
2.3

29.3
24.2
15.8
8.4
5.2

IV

4.7

18.3
13.0

-4.5
17.4
5.4

13.6
11.5

-6.6
18.1
2.0

1988

I

17.0

27.0
24.4
4.1

20.3
2.5

9.9
2.1

.8
1.3
7.8

II

18.9

9.4
12.1
1.4

10.7
-2.6

-9.4
-8.1

4.0
12 1

-1.3

Percent change from preceding
quarter

1987

III

25.7
37.3
88.1
30.9

6.4

23.4
24.8

120.7
9.9

19.0

IV

17.7
19.1

-38.2
30.6
15.3

9.9
10.6

-26.8
21.6
6.7

1988

I

25.7
36.1
55.4
33.7
6.6

6.9
1.8
4.0
1.4

27.6

II

8.0
15.5
15.0
15.6

-6.5

-6.2
-6.8
20.9
12 1
39

NOTE.—Percent changes in major aggregates are found in table 8.1 of the "National Income and Product Accounts Tables
Dollar levels are found in tables 4.2 and 4.4.

Because of the slowing of inventory
investment and the pickup in final
sales, the constant-dollar ratio of total
business inventories to total business
final sales edged down to 3.20 from
3.21.

Net exports

Real net exports increased $19 bil-
lion in the second quarter after an in-
crease of similar size in the first, as
exports increased and imports de-
clined (table 5). The increase in ex-
ports was the smallest quarterly gain
since the first quarter of 1987, and
the decline in imports was the first
drop since that same quarter.

Merchandise exports increased $12
billion (or 15V2 percent), following an
increase of twice that amount. Nona-
gricultural exports accounted for most
of the increase in both quarters as
well as for most of the slowdown from
the first quarter to the second. The
slowdown in nonagricultural exports
was widespread across end-use catego-
ries.

Exports of services declined $2x/2
billion, following an increase of that

amount in the first quarter. The de-
cline was concentrated largely in
income on investment abroad.

Merchandise imports declined $8
billion (or 7 percent), following a
small increase in the first quarter.
Nonpetroleum imports more than ac-
counted for the second-quarter de-
cline; except for capital goods, all of
the principal end-use categories
showed declines.

Imports of services declined $ll/2
billion, following an increase of $8 bil-
lion; income on investment in the
United States more than accounted
for the decline. As explained in the
May "Business Situation/' a sharp
first-quarter increase in the reported
income of some foreign-owned U.S. af-
filiates had reflected a change in fi-
nancial accounting standards.

Government purchases

Real government purchases edged
up $1 billion (or % percent) in the
second quarter, following a decrease
of $16 billion (or 8 percent) in the
first (table 6). The sharp turnabout re-
flected the pattern of changes in in-

Table 6.—Real Government Purchases of Goods and Services
[Seasonally adjusted at annual rates]

Government purchases of goods and services

Federal
National defense
Nondefense

Commodity Credit Corporation inventory

Other

State and local
Structures
Other

Billions of 1982 dollars

Level

1988:11

777.2

325.3
260.9

64.4

-17.8
82.2

451.9
55.4

396.5

Change from preceding quarter

1987

III

10.7

10.0
4.7
5.3

4.7
.6

.7
-1.5

2.3

IV

9.7

5.6
1.3
6.9

5.2
1.7

4.1
1.6
2.4

1988

I

-16.2

-19.9
-3.6
16.3

182
1.9

3.8
1.0
2.8

II

0.8

-2.5
-3.7

1.2

1.5
.3

3.2
0
3.2

Percent change from preceding
quarter

1987

III

5.7

12.6
7.3

35.4

3.1

.6
-10.6

2.4

IV

5.0

6.7
— 1.9
43.8

8.9

3.8
12.7
2.5

1988

I

-7.9

21.0
— 5.3

-60.1

9.8

3.5
7.6
2.9

II

0.4

3.0
— 5.5

7.8

-1.4

2.9
0
3.3

NOTE.—Percent changes in major aggregates are found in table 8.1 of the "National Income and Product Accounts Tables."
Dollar levels are found in table 3.8B.

ventories of farm products held by the
CCC. Other Federal Government pur-
chases decreased more than in the
first quarter, and State and local gov-
ernment purchases increased less.

Inventories held by the CCC fell
sharply in both quarters of 1988, fol-
lowing smaller decumulations in the
second half of 1987. (Changes in the
rate of decumulation led to the pat-
tern of change shown in the table—
down $18 billion in the first quarter
and up $1V2 billion in the second.) In
both quarters of 1988, the sharp decu-
mulations reflected continued with-
drawals of crops through the use of
certificates that had been initially
issued to farmers in lieu of cash subsi-
dy payments and to increased direct
sales.

Federal nondefense purchases ex-
cluding CCC inventory transactions
decreased $l/z billion after increasing
$2 billion in the first quarter. Federal
defense purchases decreased $3l/2 bil-
lion in both quarters. The first-quar-
ter decrease was concentrated in pur-
chases of military equipment, particu-
larly aircraft and missiles; the second-
quarter decrease was concentrated in
nondurable goods and in services
other than compensation of employ-
ees.

State and local government pur-
chases increased $3 billion in the
second quarter, following a $4 billion
increase in the first. The slowdown
was traceable to purchases of struc-
tures, which were unchanged after in-
creasing $1 billion in the first quar-
ter.

Prices
GNP prices and gross domestic pur-

chases prices both increased 4 Vz per-
cent in the second quarter, following
increases of 3l/2 percent and 3 per-
cent, respectively, in the first (table
7). (Legislated increases in Federal
employee compensation, discussed
below under prices paid by govern-
ment, had boosted the first-quarter in-
creases in these price measures by 0.3
percentage point.) The higher rate of
inflation was accounted for by PCE
prices, which were up more than
twice as much in the second quarter
as in the first; food, energy, and other
PCE prices all contributed.

PCE food prices increased 6 per-
cent, considerably more than in the
first quarter. The step-up largely re-
flected a surge in meat, poultry, and
egg prices and a sharp turnaround in
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Table 7.—Price Indexes (Fixed Weights):
Change from Preceding Quarter

[Percent change at annual rates; based on seasonally adjusted
index numbers (1982 = 100)]

GNP

Less: Exports
Plus: Imports

Equals: Gross domestic purchases

Less: Change in business
inventories

Equals: Final sales to domestic
purchasers

Personal consumption
expenditures
Food
Energy
Other personal consumption

expenditures
Nonresidential structures
Producers' durable equipment
Residential investment
Government purchases

Addenda:
Merchandise imports

Petroleum and products
Other merchandise

IS

III

3 7

31
64

4.0

4.0

4 2
27
88

4 2
5.0
-.3
91
3.6

74
15.9
6.0

87

IV

3 8

26
43

4.0

4.0

46
27
22

57
2.2
1.4
29
3.5

47
-16.2

85

m
i

3 5

62
35

3.2

o o

24
21
7 5

3 5
4.1
2.9
3 0
59

3 3
-422

126

58

II

47

50
48

4.7

47

54
60
5 6

52
1.3
2.6

5
4.5

58
-3.3

7 1

NOTE.—Percent changes in major aggregates are found in
table 8.1 of the "National Income and Product Accounts
Tables." Most index number levels are found in tables 7.1 and
7.3.

the prices of fresh fruits. Neither of
these changes appears to have been
related to the drought: In the short
run, one might expect drought condi-
tions to place downward pressure on
red meat prices due to increased
slaughter of livestock; the second-
quarter increase in fruits prices rep-
resented a partial rebound from a
sharp drop in the first quarter.

PCE energy prices increased 5l/2
percent after a somewhat larger de-
cline in the first quarter. The turna-
round was evident in all of the energy
components, particularly in prices of
gasoline and oil.

Other PCE prices increased 5 per-
cent, about ll/2 percentage points
more than in the first quarter. Con-
tinuing a pattern of sharp changes,
prices of clothing and shoes jumped
15 percent after little change. Among
prices of services, transportation in-
creased after a sharp decline.

Prices of fixed investment increased
ll/2 percent, about one-half the first-
quarter increase. Among the invest-
ment components, prices paid for
structures—both nonresidential and
residential—were were up less than
in the first quarter; PDE prices again
increased moderately.

Prices paid by government in-
creased 4x/2 percent, about IVfe per-
centage points less than in the first

quarter. The difference was entirely
accounted for by prices of Federal
Government purchases, which had
been boosted in the first quarter by
the combined effects of a 2-percent
pay raise for Federal civilian and
military personnel and of increases in
the Federal Government's contribu-
tions—as an employer—for social in-
surance programs. Such increases in
employee compensation are treated in
the NIPA's as an increase in the price
of employee services purchased by the
Federal Government.

Prices of exports were up 5 percent,
somewhat less than they had been in
the first quarter; prices of imports
were also up 5 percent, somewhat
more than they had been in the first
quarter. The pickup in import prices
was largely traceable to prices of pe-
troleum and products, which were
down much less than in the first
quarter.

Personal Income
Personal income increased $66 bil-

lion in the second quarter, following a
$44*/2 billion increase in the first; per-
sonal saving declined $19 ¥2 billion,
following a $6 billion increase (chart 4
and table 8).

Wage and salary disbursements in-
creased $50 billion in the second quar-
ter, $16 V2 billion more than in the
first. Services accounted for most of
the pickup, largely reflecting the
impact of accelerated bonus payments
made by personal service corporations
to their employee-owners (usually doc-
tors, lawyers, etc.) in the fourth quar-
ter of 1987. These payments, which
had been prompted by recent changes
in Federal tax provisions, added $10 ¥2
billion to the fourth-quarter change
and reduced the changes in the first
and second quarters of 1988 by $13 ¥2
billion and $¥2 billion, respectively.

Farm proprietors' income decreased
$6V2 billion in the second quarter, fol-
lowing a decrease of $2 Vfe billion in
the first. Farm income excluding sub-
sidies dropped $8 billion; Federal agri-
cultural subsidy payments increased
slightly, following a first-quarter de-
cline. Nonfarm proprietors' income
increased more in the second quarter
than in the first; the pickups reflected
increases in the services and real
estate industries.

Transfer payments increased $6 ¥2
billion, $13 billion less than in the
first quarter. Cost-of-living increases
in social security and several other
Federal retirement and income sup-
port programs had added that amount
to first-quarter transfers.

Personal contributions for social in-
surance, which are subtracted in de-
riving the personal income total, in-
creased considerably less than in the
first quarter, when increases in the
social security tax rate, the taxable
earnings base, and the supplemental
medical insurance premiums had
boosted contributions by $10 Vi billion.

Selected Personal Income
and Saving Measures

Billion $
1201 CHANGE IN PERSONAL INCOME

90

60

30

PERSONAL SAVING RATE

1985 1986 1987 1988
Based on Seasonally Adjusted Annual Rates

Note.—Changes are from preceding quarter.
U.S. Department of Commerce, Bureau of Economic Analysis 88
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Personal tax and nontax payments
increased $25 billion in the second
quarter, following a $15 billion de-
cline in the first. The increase reflect-
ed the effects of the Tax Reform Act
of 1986 and an increase in the earn-
ings base. In the second quarter, a
large increase in nonwitheld taxes
(mainly declarations and net settle-
ments) resulted from payments on
income that had been shifted from
1986 to 1987 to take advantage of tax
law changes. In the first quarter, the
drop in personal tax and nontax pay-
ments was due to lower withholding—
reflecting decreases in tax rates and
increases in the size of the personal
exemption and the standard deduc-
tion amounts.

Disposable personal income (DPI)
increased $41 billion (or 5 percent) in
the second quarter, following a $60
billion (or 7 Vz percent) increase in the
first. Reflecting the deceleration in
DPI and the acceleration in PCE
prices, real DPI declined l/2 percent in
the second quarter after a 5-percent
increase in the first.

Personal outlays—largely PCE—in-
creased $60 billion in the second quar-
ter, $6 billion more than in the first.
The larger increase in outlays than in
current-dollar DPI led to a $19 V2 bil-
lion decline in personal saving in the
second quarter; the personal saving
rate dropped 0.6 percentage point to
3.8 percent.

Table 8.—Personal Income and Its Disposition

[Billions of dollars; seasonally adjusted at annual rates]

Wage and salary disbursements
Manufacturing
Other commodity-producing
Distributive
Services
Government and government enterprises ....

Other labor income
Proprietors' income

Farm .
Nonfarm ... .

Rental income of persons
Personal dividend income
Personal interest income
Transfer payments
Less' Personal contributions for social insurance

Personal income

Less' Personal tax and nontax payments
Impact of the Tax Reform Act of 1986 1

Other

Equals' Disposable personal income

Less' Personal outlays

Equals.' Personal saving

Addenda: Special factors in personal income:

In wages and salaries:
Federal Government and Postal Service pay adjustments

In other labor income-
Initial Federal Government payment to employees saving

fund
In farm proprietors' income:

Agricultural subsidy payments
In transfer payments:

Social security retroactive payments
Cost-of-living increases in Federal transfer payments

In personal contributions for social insurance:
Social security rate and base changes and increase in

premium for supplementary medical insurance

Level

1988:11

2,408.7
517.1
171.6
572.0
705.0
443.0
216.5
322.6
38.0

284.6
17.9
95.0

566.7
583.0
193.4

4,017.2

600.6

3,416.5

3,285.9

130.6

Change from preceding quarter

1987

III

44.5
8.0
2.0

10.7
17.6
6.1
2.9

-2.1
-7.8

5.6
.3

2.6
15.1
3.9
2.2

64.9

58
202
14.4

70.8

67.6

3.1

.1

6

-5.1

-1.8

IV

60.0
8.7
4.0

10.5
30.4
6.5
3.1

19.2
11.8
7.5
2.4
2.0

17.0
5.1
3.2

105.8

14.8
2.1

12.7

90.9

19.5

71.4

.7

13.3

1988

I

33.6
8.3
2.2

10.9
4.6
7.6
2.2
21
2.3

.2
0
1.6
4.2

19.5
14.3

44.6

-15.2
-23.2

8.0

59.8

53.9

5.9

1.9

61

1.5
12.8

10.6

II

50.0
7.5
5.2

13.8
17.6
5.9
1.9
13

-6.7
5.4

-2.6
1.5

12.5
6.7
3.2

65.8

24.8
12.6
12.2

40.9

60.2

-19.3

.1

1.4

-1.5

1. Estimates of the impact of the Tax Reform Act of 1986 on Federal Government personal tax payments and indirect effects
on State and local government personal tax payments.

NOTE.—Most dollar levels are found in table 2.1 of the "National Income and Product Accounts Tables."
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the BUSINESS SITUATION

IXEVISED estimates show that real
GNP, a measure of production, in-
creased at an annual rate of 3^2 per-
cent in the second quarter of 1988; the
advance estimates had shown an in-
crease of 3 percent (see table 1 on page
20). The increase in real gross domes-
tic purchases, a measure of demand,
was also revised up, to 1% percent at
an annual rate, from 1 percent. In-
creases in both the GNP price index
(fixed weights) and the gross domestic
purchases price index (fixed weights)
were unrevised at an annual rate of 4^2
percent.

Although the production and de-
mand totals were not revised substan-
tially by the incorporation of newly
available source data, several major
components showed sizable—largely
offsetting—revisions.1 Real Federal
Government purchases of goods and
services was revised up $5.7 billion
(due to Federal outlays data for June),
personal consumption expenditures for
goods was revised up $5.7 billion
(largely due to revised retail sales
data for May), and producers' durable
equipment was revised up $2.4 billion
(largely due to aircraft shipments data
for June). The largest downward revi-
sion was in change in business inven-
tories; $6.1 billion of the $9.0 billion
revision was in farm inventories.

About one-half of the revision in
farm inventories reflected BEA's re-
vised estimate of crop and livestock
losses due to the drought in most of the
Midwest and major parts of the East.

NOTE.—Quarterly estimates in the national in-
come and product accounts are expressed at sea-
sonally adjusted annual rates, and quarterly
changes in them are differences between these
rates. Quarter-to-quarter percent changes are
compounded to annual rates. Real, or constant-
dollar, estimates are expressed in 1982 dollars.

BEA's estimate is described in the next
section. The second section discusses
£he recent sensitivity of real product
and price measures to the weight year
used in their calculation. The third
and fourth sections discuss corporate
profits, for which data become avail-
able at the time of the preliminary
GNP estimate, and the government
sector.

Effects of the Drought on
Farm Output

On the basis of information from
the U.S. Department of Agriculture
(USDA), BEA now estimates the 1988
loss of constant-dollar farm output due
to the drought at $141/2 billion. The es-
timate was based on the difference be-
tween the USDA June forecast of the
physical quantity of output, represent-
ing conditions before the drought, and
the August forecast, which reflects the
results of surveys of acreage planted
and prospective yields conducted in
late July and early August. This dif-
ference, after conversion by BEA into
constant (1982) dollars, indicates crop
losses of $13 billion—about one-half in
corn and one-quarter in soybeans and
wheat—and livestock losses of $lx/2 bil-
lion. The revised losses are $3 bil-
lion higher than last month's estimate,
which was based on the USDA July
forecast; crop losses account for the en-

tire upward revision. The estimates
are subject to further revisions as in-
formation from more comprehensive
USDA surveys becomes available.

On a quarterly basis, BEA estimates
the second-quarter loss at $9^2 billion
(annual rate), $4 billion higher than
last month's estimate. As noted in
the July "Business Situation," BEA de-
rived the loss in livestock output for
the second quarter using information
about earlier-than-usual sales and the
loss in crop output using a special pro-
cedure that spreads the loss for the
year over quarters.

This procedure is used because the
procedure normally used for several of
the national income and product ac-
count (NIPA) components that reflect
activity in the farm sector—change
in farm inventories and farm income,
both corporate and noncorporate—
would not properly record the timing
of the effects of the drought. Un-
der the normal procedure, estimates
of both current- and constant-dollar
change in crop inventories, which also
affect the estimates of farm income,
are prepared by BEA as the difference
between output and sales. BEA esti-
mates quarterly output by interpolat-
ing between annual estimates derived
from USDA reports, including their
forecast for the most recent year, and
BEA estimates quarterly sales on the
basis of USDA receipts from farm mar-
ketings and Commodity Credit Corpo-
ration (CCC) loan activity.

1. The revised or additional major source data that
are the basis for the revisions are listed in the note to
table 1 on page 20.

Looking Ahead . . .
• Local Area Personal Income, 1981-86. A five-volume publication con-

taining metropolitan area and county estimates of personal income and
supporting detail is now available. Order information appears in the box
on page 28.

• International Services. Data for 1986 collected in the benchmark survey
of selected services transactions with unaffiliated foreign persons will be
presented in the October SURVEY. The survey collected data on 18 different
types of services. For most of the services, data on trade with unaffiliated
foreigners previously had not been available.
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Using the normal interpolating pro-
cedure, the effects of the drought on
farm output (and thus on inventories
and income) would have been spread to
the quarters of 1987, 1988, and 1989.
This procedure was rejected because
the results would have been inconsis-
tent with the timing of similar losses
in nonfarm inventories and with the
timing of the effects of the farm out-
put losses on other NIPA components.
(For the same reasons, the normal pro-
cedure has been rejected in similar sit-
uations in the past—most recently, for
the 1983 drought.) Losses due to the
destruction of nonfarm inventories are
recorded in the period the loss is recog-
nized. The effects of the losses in farm
output on other NIPA components—
such as nonfarm inventory change,
agricultural exports, and CCC inven-
tory change—will be recorded during
the harvest period.

To reflect more accurately the timing
of the losses in crop output, BEA used
a procedure that allocated the losses
to the growing season but with the
harvest period receiving higher alloca-
tions. Specifically, BEA estimated the
drought losses by averaging two series.
The first allocated the losses equally to
the second, third, and fourth quarters
of 1988. This allocation acknowledges
that farmers recognized their losses
during all three of the quarters that
span the growing season. The sec-
ond allocated the losses to the harvest
period—25 percent in the third quarter
and 75 percent in the fourth, reflect-
ing the typical harvest period of the af-
fected crops. This allocation recognizes
the timing of the effects of the losses
on other NIPA components. Total farm
output for the quarters of 1988 was
derived by subtracting the estimated
losses from pre-drought farm output
based on normal interpolation proce-
dures.

Using the annual losses in crop out-
put of $13 billion in constant dollars,
$8^2 billion (annual rate) was allocated
to the second quarter, $15 billion to
the third quarter, and $28 billion to
the fourth. Including the allocation of
losses in livestock output, total losses
due to the drought reduced second-
quarter real GNP by $9V2 billion and
will reduce third- and fourth-quarter
real GNP by $161/2 and $311/2 billion,
respectively. Changes in real GNP will
be correspondingly reduced by about 1
percentage point in the second quar-
ter, by x/2 percentage point in the third
quarter, and by lv2 percentage points
in the fourth quarter.

The estimates of the losses in farm
output enter the calculation of change
in farm inventories and of farm in-
come. The extent to which the losses
affect the estimates of the change in
farm inventories depends on the ex-
tent to which they affect sales. In
the second quarter, sales do not ap-
pear to have been affected, so that the
entire $9^2 billion loss reduced inven-
tory change. In the third and fourth
quarters, sales probably will be af-
fected, but by amounts that cannot
be estimated because the drought's ef-
fects cannot be identified in the un-
derlying source data. Consequently, it
will not be possible to estimate the ef-
fects on the change in farm invento-
ries in these quarters. For farm in-
come, no attempt has been made to es-
timate the drought's total effects. Al-
though the extent to which the quan-
tity of farm output is reduced because
of the drought is known, farm income
is also affected by drought-induced
changes in crop prices, farm subsidies,
and production expenses. Finally, the
drought's effects on NIPA components
that reflect purchases of farm products
also cannot be estimated because the
effects cannot be identified in the un-
derlying source data.

GNP Growth and Price
Change with Recent Weights

For some recent quarters, the pub-
lished growth rate of real GNP, which
is expressed in 1982 prices, has been
larger than the growth rate of real
GNP expressed in prices of a more re-
cent period. Growth from the second
quarter of 1987 to the second quarter
of 1988 is 4.3 percent based on 1982
dollars, but only 3.7 percent based on
a chain measure (described below) that
changes weighting period from quarter
to quarter. Rates of price increase have
also been larger with 1982 weights
than with more recent weights, but
by a smaller margin than real growth
rates.

Weighting period sensitivity is not
a new phenomenon. It tends to in-
crease with the length of time since
the weight year. The rapid fall in
computer prices, coupled with rapid
growth in computer output, is an im-
portant contributor to the current sen-
sitivity. From 1982 to 1987, real pur-
chases of office, computing, and ac-
counting machinery—the category of
producers' durable equipment that in-
cludes computers—increased by 296
percent (in 1982 prices), while the

fixed- weighted price index for the same
category of equipment fell by 45 per-
cent. The increase in real purchases of
computers contributes far more to the
growth of real GNP when computers
are valued at 1982 prices than when
they are valued at their much lower
recent prices. The fall in price, in con-
trast, contributes far less to the change
in a GNP price index when its weight is
calculated using 1982 purchases than
when its weight is calculated using re-
cent purchases.

In general, measures of growth and
price change are lower with more re-
cent weighting periods whenever (1)
goods and services whose prices have
decreased relative to the overall price
level have tended to grow rapidly, and
(2) goods and services whose prices
have increased relative to the overall
price level have tended to grow slowly.2

At present, BEA publishes only one
measure of real GNP growth, ex-
pressed in 1982 prices. It is possi-
ble, however, to derive an alternative
measure of real GNP growth that uses
changing weights from two estimates
that BEA publishes in NIPA table 8.1:
The percent change in current-dollar
GNP, and the percent change in the
chain price index for GNP. The alterna-
tive measure is equivalent to one that
measures growth between each pair of
quarters using the prices of the later
quarter.

The alternative measure is approx-
imately equal to the current-dollar
growth rate minus the growth rate of
the chain price index. The exact for-
mula is:

in which g(t) is the growth rate of real
GNP using current-period prices from
quarter "M" to quarter Y'; g$(t) is the
growth rate of current-dollar GNP from
quarter t-1 to quarter t\ and pch(t) is
the percent change in the chain price
index for GNP from quarter t-1 to quar-
ter t.

Table 1 shows quarterly GNP growth
based on 1982 dollars and based on
changing weights, beginning in the
first quarter of 1987. Differences be-
tween the 1982-based estimate and the
changing-weight estimate (both sea-
sonally adjusted annual rates) range
from -0.4 to +1.1 percentage points.

2. For a simple numerical illustration of this propo-
sition, see "A Note on the Effect of Shifting the Base Pe-
riod," SURVEY OF CURRENT BUSINESS 65 (December 1985):
14.
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Table 1.—GNP and Prices with Alternative
Weighting Periods: Percent Change from
Preceding Period

[Seasonally Adjusted at Annual Rates]

Current-dollar GNP

GNP prices:
Fixed-weighted price

index
Chain price index

Real GNP:
Constant 1982 dollars .
Chain output

measure

I

8.4

4.2
4.0

4.6

4.2

19

II

8.7

4.2
3.7

5.0

48

37

III

7.7

8.7
3.6

4.5

4.0

IV

8.6

8.H
3.4

6.1

5.0

19

I

5.4

8.5
3.0

3.4

2.3

88

II

8.3

4.7
4.4

3.3

3.7

NOTE.—Percent changes for all measures except the chain
output measure of real GNP growth are found in table 8.1 of
the national income and product accounts tables.

The largest positive differences are for
the fourth quarter of 1987 and the first
quarter of 1988. The shift to a negative
difference in the second quarter of 1988
is due to movements in inventories of
farm and and petroleum products.

Table 1 also shows the two measures
of price change that BEA publishes for
each quarter, the fixed-weighted index
based on 1982 weights and the chain
price index. The 1982-based mea-
sure increases more than the changing-
weight measure for all six quarters, by
margins that range from 0.1 to 0.5 per-
centage point. The average difference
between the two price change mea-
sures is about two-thirds as large as
the average difference between the two
growth rate measures.

Corporate Profits

Profits from current production in-
creased $16 billion in the second quar-
ter after little change in the first. Do-
mestic profits and profits from the rest
of the world contributed equal amounts
to the second-quarter increase; in the
first quarter, an $11^2 billion increase
in domestic profits had been offset by
a decline in profits from the rest of
the world. (Although the changes in
rest-of-world profits were the same as
the changes in domestic profits in both
quarters, the level of rest-of-world prof-
its was only about one-eighth that of
domestic profits.)

Rest-of-world profits equals the dif-
ference between (a) profits of U.S.-
owned corporations abroad and (b)
profits of foreign-owned corporations in
the United States. In the first quarter,
an increase in the profits of foreign-
owned corporations accounted for most
of the decline in rest-of-world profits;

in the second, a decline in profits of
foreign-owned corporations accounted
for about one-half of the increase in
rest-of-world profits. These move-
ments in profits of foreign-owned cor-
porations reflect first-quarter account-
ing adjustments that some of these
corporations made in accordance with
a new financial accounting standard
(see the May "Business Situation" for
a discussion). If these accounting ad-
justments had not been made, prof-
its from the rest of the world would
have declined about $7x/2 billion in
the first quarter and increased about
$4 billion in the second. Profits of
foreign-owned corporations would still
have accounted for most of the first-
quarter change in rest-of-world profits,
but would have had little effect on the
second-quarter change.

Profits before and after tax.—In
the second quarter, profits before tax
(PBT) and profits after tax (PAT) reg-
istered their largest increases in sev-
eral years. PBT increased $24*/2 bil-
lion in the second quarter to $310^2
billion, following an increase of $4:/2
billion in the first; PAT increased $17
billion to $166x/2 billion, following an
increase of $8^2 billion. Unlike prof-
its from current production, PBT and
PAT include "inventory profits" and
"depreciation profits."3 Inventory prof-
its (or losses) are generated by changes
in prices of inventoried goods; depre-
ciation profits (or losses) are gener-
ated by differences between the proce-
dures for determining depreciation un-
der tax accounting, on the one hand,
and the procedures BEA employs to es-
timate depreciation, on the other. In-
ventory profits increased $7^2 billion
in the second quarter, largely reflect-
ing increased prices of grain, hogs, and
petroleum; the second-quarter increase
raised inventory profits to $27 billion,
the highest level since 1981. Depre-
ciation losses—i.e., negative deprecia-
tion profits, which have been in evi-
dence since 1983—declined $1 billion,
reflecting the provisions of the Tax Re-
form Act of 1986; this act mandated an
increase in service lives, narrowing the
difference between the lives used in tax
accounting and those BEA uses to es-
timate depreciation.

3. In the national income and product accounts, in-
ventory profits are recorded, with sign reversed, as
the inventory valuation adjustment (IVA). Depreciation
profits are recorded, with sign reversed, as the capital
consumption adjustment (CCAdj).

Government Sector
The fiscal position of the government

sector improved in the second quarter
of 1988, as the combined deficit of the
Federal Government and of State and
local governments decreased $24^2 bil-
lion. The deficit of the Federal Gov-
ernment declined $24 billion, and the
surplus of State and local governments
increased $^2 billion.

The Federal sector.—The Federal
Government deficit declined to $131
billion, as receipts increased more than
expenditures.

Receipts increased $32^2 billion,
compared with $6^2 billion in the first
quarter. Personal tax and nontax re-
ceipts increased $20x/2 billion, com-
pared with a $17^2 billion decline in
the first quarter. These large changes
in personal taxes were due to provi-
sions of the Tax Reform Act of 1986:
in the first quarter, the second round
of rate reductions lowered taxes; in
the second quarter, higher final settle-
ments resulting from income shifting
raised taxes. Corporate profits tax ac-
cruals increased $5 billion, compared
with a small decline in the first quar-
ter. Indirect business tax and nontax
accruals were unchanged in the second
quarter, and contributions for social in-
surance increased $7 billion.

Expenditures increased $8^2 billion,
compared with $1 billion in the first
quarter. Purchases of goods and ser-
vices increased $4 billion, compared
with a $13^2 billion decline in the
first quarter. This shift was largely
due to nondefense purchases, which in-
creased $4 billion in the second quarter
after a $13 billion decline in the first.
The shift in nondefense purchases was
due to purchases of agricultural com-
modities by the Commodity Credit Cor-
poration (CCC).

Transfer payments to persons in-
creased $3x/2 billion, compared with
$17 billion in the first quarter, when
various transfer payments—such as
social security—were boosted by cost-
of-living adjustments. Net interest
paid increased $2 billion, and subsidies
less the current surplus of government
enterprises was unchanged. In the
latter category, a $4 billion decrease
in the Postal Service deficit—due to a
full-quarter effect of the April postal
rate increase—was offset by a $2^2 bil-
lion increase in subsidies to farmers
and a $2 billion increase in the CCC
deficit. Grants-in-aid to State and lo-
cal governments declined $x/2 billion,
compared with a $9x/2 billion increase
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in the first quarter. All major cate-
gories of grants had increased in the
first quarter; they either declined or in-
creased less in the second.

Cyclically adjusted surplus or
deficit.—When measured using cycli-
cal adjustments based on middle-
expansion trend GNP, the Federal
deficit on the national income and
product accounts basis declined from
$193 billion in the first quarter to
$173^2 billion in the second (see ta-
ble on page 21).4 The cyclically ad-
justed deficit as a percentage of middle-
expansion trend GNP declined from 4.2
percent in the first quarter to 3.7 per-
cent in the second.

The State and local sector.—The
State and local government surplus in-
creased to $56 billion, as receipts in-
creased more than expenditures.

Receipts increased $13 billion, com-
pared with $181/2 billion in the first
quarter. The deceleration was more
than accounted for by the shift in Fed-
eral grants-in-aid. Indirect business
tax and nontax accruals increased $6^2
billion, compared with $4^2 billion in
the first quarter; the acceleration was
in sales taxes. Personal tax and nontax
receipts increased $4^2 billion, com-
pared with $2^2 billion in the first
quarter; the acceleration was due to
higher net final settlements as a result
of indirect effects of the Tax Reform Act

of 1986. Corporate profits tax accru-
als increased $2 billion, and contribu-
tions for social insurance increased $1
billion.

Expenditures increased $12^2 bil-
lion, the same as in the first quar-
ter. Purchases of goods and services in-

4. These estimates incorporate the national income
and product account revisions released in July. In ad-
dition, the middle-expansion period, which is used to
calculate trend GNP and unemployment rate, was ex-
tended. Previously it was from the third quarter of 1983
to the second quarter of 1986. The period was extended
to the second quarter of 1988 to reflect the continuation
of economic expansion without substantial inflation af-
ter the second quarter of 1986. As a result of the ex-
tension, middle-expansion trend GNP was revised up
by amounts that increased from $2 billion in the third
quarter of 1981 to $65 billion in the first quarter of 1988,
and the trend unemployment rate was revised down to
6.9 percent from 7.4 percent.

creased $12 billion; employee compen-
sation and structures recorded smaller
gains than in the first quarter, and
all other purchases accelerated. All
other categories of expenditures com-
bined increased about $1 billion in both
quarters.

Table 2.—Government Sector Receipts and Expenditures
[Billions of dollars, seasonally adjusted at annual rates]

Government sector
Receipts
Expenditures

Surplus or deficit ( )

Federal Government

Receipts

Personal tax and nontax receipts
Corporate profits tax accruals
Indirect business tax and nontax accruals
Contributions for social insurance

Expenditures

Purchases of goods and services
National defense ,
Nondefense ,

Of which'. Commodity Credit Corporation inventory change
Transfer payments

To persons
To foreigners .

Grants-in-aid to State and local governments
Net interest paid
Subsidies less current surplus of government enterprises

Subsidies
Of which. Agricultural subsidies

Less' Current surplus of government enterprises
Less' Wage accruals less disbursements

Surplus or deficit ( )

State and local governments

Receipts

Personal t a x a n d nontax receipts . . . . . . . . .
Corporate profits tax accruals
Indirect business tax and nontax accruals . .
Contributions for social insurance
Federal grants-in-aid

Expenditures

Purchases of goods and services
Of which: Structures

Net interest paid
Less' Dividends received by government
Subsidies less current surplus of government enterprises

Subsidies
Less' Current surplus of government enterprises

Less' Wage accruals less disbursements

Surplus or deficit ( )

Social insurance funds
Other

Change from preceding quarter

1987

II

66.9
8.8

58.1

48.7

39.3
4.9
1.3
3.2

4.4

4.8
7.5

-2.8
-7.8

6.8
6.2

.6
3.6

.8
-11.6
-10.4
-10.6

1.3

44.3

21.8

10.5
1.4
5.5

.7
3.6

8.0

7.1
2.7

-1.3
-.8

.3

.1

13.7

1.7
11.9

III

13.5
16.3

-2.8

10.1

.2
5.5
-.4
4.7

4.4

8.8
5.0
3.8

-2.7
.8

1.3
-.5

-3.6
4.0

-5.2
-6.5
-6.5
-1.3

2

5.7

-.2

-6.0
1.8
7.0

.7
-3.6

8.3

7.8
-1.3
-1.1
-.7

.5
-.4

.1

.4

-8.5

1.8
-10.2

IV

22.6
48.0

-25.4

14.3

9.0
-2.6

1.1
7.0

36.5

5.1
-.6
5.8
3.4
8.3
2.6
5.7
-.5
5.7

17.1
16.8
16.7

3
4

-22.1

7.8

5.7
-.9
2.7

.8
-.5

11.0

9.9
-1.1

2.4
-.8

.3

.2

-.2

-3.2

1.6
-4.7

1988

I

15.5
4.0

11.5

6.6

-17.7
-.5

.9
24.0

1.2

-13.7
-.8

-12.9
-16.1

11.9
16.8

-4.9
9.7

.4
-6.7
-8.0
-8.0
-1.2

5.3

18.6

2.7
1.2
4.3

.7
9.7

12.5

11.6
2.1
2.1

_ 7
is

-.3

.4

6.1

1.5
4.5

II

46.4
21.8
24.6

32.6

20.4
5.2
.1

6.9

8.4

3.9
-.2
4.1

.7
2.9
3.7
-.8
_%7
21

.2
2.4
2.3
2.0

24.2

13.1

4.7
2.1
6.3

.7
-.7

12.7

11.9
1.4
2.3
-.8

.3
-.3

.4

.4

1.6
-1.2

Level

1988:11

1,571.8
1,646.5
-74.7

983.6

425.0
112.4
55.9

390.3

1,114.5

381.6
298.2
83.4

-16.8
437.3
426.5

10.7
110.4
152.0
33.2
32.0
17.1

-1.3

-130.9

698.6

176.0
31.8

329.8
50.6

110.4

642.4

579.4
66.5

126.1
-40.3

8.1
-14.7

1.1
15.8

56.2

67.7
-11.5

NOTE.—Dollar levels are found in tables 3.2 and 3.3 of the "Selected NIPA Tables."
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the BUSINESS SITUATION

Corporate Profits
A ROFITS from current production—
that is, corporate profits with invento-
ry valuation adjustment and capital
consumption adjustment—increased
$10 Vk billion in the second quarter
after little change in the first.1 (This
measure of profits may be found in
national income and product accounts
(NIPA) table 6.18B in "Selected NIPA
Tables.") Domestic profits and profits
from the rest of the world both in-
creased about $5 billion in the second
quarter; in the first quarter, an $11 Yz
billion increase in domestic profits
had been offset by a decline in profits
from the rest of the world. In domes-
tic profits, profits of financial corpora-
tions increased $3 billion after a $1
billion decline, and profits of nonfi-
nancial corporations increased $2 bil-
lion after a $12 billion increase.

Gross domestic product of nonfinan-
cial corporations (NIPA table 1.16) in-
creased about $50 billion in both the
first and second quarters. (In the first
quarter, virtually all of the increase
reflected an increase in real product;
in the second, higher prices accounted
for more than one-half of the in-
crease.) Labor costs, however, in-
creased much more sharply in the
second quarter than in the first, limit-
ing profits.

Rest-of-world profits equals the dif-
ference between (a) profits of
U.S.-owned corporations abroad and
(b) profits of foreign-owned corpora-
tions in the United States. In the first
quarter, an increase in the profits of
foreign-owned corporations accounted
for most of the decline in rest-of-world
profits; in the second, a decline in
profits of foreign-owned corporations
accounted for about one-half of the in-
crease in rest-of-world profits. These

movements in profits of foreign-owned
corporations reflect first-quarter ac-
counting adjustments that some of
these corporations made in accord-
ance with a new financial accounting
standard (discussed in the May "Busi-
ness Situation"). If these accounting
adjustments had not been made, prof-
its from the rest of the world would
have declined about $7 billion in the
first quarter and increased about $1
billion in the second.

Profits before tax.— Profits before
tax (PBT) increased $19 Va billion—
almost twice as much as profits from
current production. Unlike profits
from current production, PBT in-
cludes "inventory profits" and "depre-
ciation profits."2 Inventory profits (or
losses) are generated by changes in
the prices of inventoried goods; depre-
ciation profits (or losses) are generat-
ed by differences between the proce-
dures for determining depreciation
under tax accounting, on the one
hand, and the procedures BEA em-
ploys to estimate depreciation, on the
other. Inventory profits increased $8
billion in the second quarter, largely,

2. In NIPA table 1.14, inventory profits are record-
ed, with sign reversed, as the inventory valuation ad-
justment (IVA). Depreciation profits are recorded,
with sign reversed, as the capital consumption adjust-
ment (CCAdj).

reflecting increased prices of some ag-
ricultural products and petroleum;
the second-quarter increase raised in-
ventory profits to $27x/2 billion, the
highest level since 1981. Depreciation
losses—i.e., negative depreciation
profits, which have been in evidence
since 1983—declined $iy2 billion, re-
flecting the provisions of the Tax
Reform Act of 1986; this act mandat-
ed an increase in service lives, nar-
rowing the difference between the
lives used in tax accounting and those
used by BEA.

Domestic profits by industry.—Prof-
its from current production is not
available by industry; PBT less inven-
tory profits is the best measure of in-
dustry profits. Domestic profits of fi-
nancial corporations increased $2x/2
billion in the second quarter after a
$1 billion decline in the first, and do-
mestic profits of nonfinancial corpora-
tions increased $4 billion after a
$15V2 billion increase. In financial
corporations, commercial banks ac-
counted for most of the second-quar-
ter increase, as interest rates received
on loans increased more than rates
paid to depositors. In nonfinancial
corporations, a substantial drop in
trade profits partly offset moderate
increases in manufacturing, transpor-
tation and public utilities, and other.

1. Quarterly estimates in the national income and
product accounts are expressed at seasonally adjusted
annual rates, and quarterly changes in them are dif-
ferences between these rates.

Looking Ahead . . .
• International Services. Data for 1986 collected in the benchmark

survey of selected services transactions with unaffiliated foreign persons
will be presented in the October SURVEY. The survey collected data on 18
different types of services. For most of the services, data on trade with
unaffiliated foreigners previously had not been available.

• Pollution Abatement Expenditures. Plant and equipment expenditures
for pollution abatement for 1987 will appear in the November SURVEY.

• Input-Output Accounts. The 1983 annual input-output tables will be
presented in a forthcoming issue of the SURVEY. The annual accounts are
prepared using basically the same procedures as used in the 1977 bench-
mark tables, but with less comprehensive and less reliable source data.
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the BUSINESS SITUATION

TL'.S. economic activity continued at
a moderate pace in the third quarter
of 1988: Production slowed somewhat,
and demand picked up somewhat. In-
flation was about the same in the third
quarter as in the second (chart 1).

• Real GNP, a measure of U.S. pro-
duction, increased at an annual
rate of 2 percent, following an in-
crease of 3 percent in the second
quarter.

• Real gross domestic purchases,
a measure of U.S. demand, in-
creased at an annual rate of 21/2
percent, following a 1 ̂ -percent
increase.

• The GNP price index (fixed
weights) increased at an annual
rate of 5 percent, and the price in-
dex for gross domestic purchases
increased 4.̂ 2 percent; both in-
dexes had increased 5 percent in
the second quarter.1

1. The regularly featured estimates of real GNP and
GNP prices are based on 1982 weights. An alter-
native measure of price change that uses more cur-
rent weights—the chain price index—is published in ta-
ble 8.1 of the "Selected NIPA Tables." The GNP chain
price index increased at an annual rate of 4^2 percent

Differences in movements of real
GNP and real gross domestic pur-
chases reflect changes in net exports
(table 1). Imports increased strongly in
the third quarter after declining in the
second; the turnaround was accounted
for by nonpetroleum merchandise and
by services. Exports increased about
the same in both quarters.

Impact of the drought.—On the ba-
sis of information available in mid-
October, BEA estimates that $13 bil-
lion of real farm output was lost as
a result of this year's drought. These
losses—$12 billion for crops and $1 bil-
lion for livestock—were allocated on
a quarterly basis as follows: Second
quarter, $2.3 billion ($9 billion annual
rate); third quarter, $3.7 billion ($15
billion annual rate); and fourth quar-
ter, the remaining $6.9 billion ($28

in the third quarter, following a 5-percent increase. The
chain price index can be used to calculate an alterna-
tive measure of real GNP growth based on more current
weights. This alternative measure increased at an an-
nual rate of 2 percent in the third quarter, following a
3 ̂ -percent increase. (See the August 1988 "Business
Situation" for more information about these alternative
measures. Alternative estimates based on 1987 weights
will be presented in the SURVEY OF CURRENT BUSINESS in
the near future.)

Looking Ahead . . .

• NIPA Methodology. The fifth in BEA's series of methodology papers has
been completed and will be available soon. The paper, Government Transac-
tions, describes the source data and estimating methods for the Federal and
the State and local government estimates. Order information will appear
in an upcoming issue of the SURVEY.

• Pollution Abatement Expenditures. Plant and equipment expenditures for
pollution abatement for 1987 will appear in the November SURVEY.

• Local Area Estimates. Estimates of total wage and salary disbursements
and total wage and salary employment for 1987 for counties and metropoli-
tan areas will be available in December.

• Input-Output Accounts. The 1983 annual input-output tables will be pre-
sented in a forthcoming issue of the SURVEY. The annual accounts are pre-
pared using basically the same procedures as used in the 1977 benchmark
tables, but with less comprehensive and less reliable source data.

1

Selected Measures:
Change From Preceding Quarter

Percent
10

5 -

-5

-10

10

REAL GNP

Jill

-5

-10

REAL GROSS DOMESTIC PURCHASES

GROSS DOMESTIC PURCHASES PRICE
INDEX (FIXED WEIGHTS)

10

1985 1986 1987 1988

Note.—Percent change at annual rate from preceding quarter;
based on seasonally adjusted estimates.

U.S. Department of Commerce, Bureau of Economic Analysis
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Table 1.—U.S. Production and U.S. Demand
[Seasonally adjusted at annual rates]

Table 2.—Selected Farm Sector Measures
[Billions of dollars; seasonally adjusted at annual rates]

Gross national product

Less' Exports
Plus' Imports

Equals: Gross domestic purchases

Billions of 1982 dollars

Level

1988

I

3,956.1

486.2
595.1

4,065.1

II

3,985.2

496.9
589.5

4,077.9

III

4,007.3

507.0
601.9

4,102.1

Change from
preceding quarter

1988

II

29.1

10.7
-5.6

12.8

III

22.1

10.1
12.4

24.2

Percent change
from preceding

quarter

1988

II

3.0

9.1
37

1.3

III

2.2

8.4
8.7

2.4

NOTE.—Percent changes are found in table 8.1 of the "Selected NIPA Tables." Dollar levels are found in table 1.6.

billion annual rate) (table 2). Losses
due to the drought reduced the second-
quarter increase in real GNP by 0.9
percentage point and the third-quarter
increase by 0.6 percentage point. (In
the fourth quarter, the change in real
GNP will be reduced by about 1.3 per-
centage points; in the first quarter of
1989, when farm output returns to a
level not affected by the drought, the
change in real GNP will be raised by
about 2.8 percentage points.)

BEA's estimate of crop losses
was based on the difference between
the U.S. Department of Agriculture
(USDA) June forecast of the physical
quantity of output, representing con-
ditions before the drought, and the
USDA October crop production report.
BEA allocated the crop loss for the year
over the quarters of the growing sea-
son, with the harvest periods receiv-
ing higher allocations. (See the Au-
gust 1988 "Business Situation" for a
description of this procedure, as well
as for additional information about the
effects of the drought on farm out-
put.) BEA estimated the livestock
losses using information about earlier-
than-usual marketings of livestock and
then spread the loss over the three
quarters.

The drought also affected farm in-
ventories, farm income, and other es-
timates that include farm products,
but the impact is difficult to quantify.
The extent to which the losses affected
farm inventories depends on the extent
to which they affected sales (or pur-
chases) of farm products. Sales were
not greatly affected in the second quar-
ter; sales were affected in subsequent
quarters, but to an extent that can-
not be quantified from the underlying
source data. Although BEA has es-
timated the impact of the drought on
farm output, estimates of its impact on
other determinants of farm income—
such as crop and livestock prices, farm
subsidies, and production expenses—
were not made. (A sharp third-quarter
drop in agricultural subsidy payments
was primarily related to the timing of
payments to farmers, not to the effects
of the drought.)

Components of Real GNP
The slowdown in real final sales

in the third quarter was considerably
sharper than that in GNP. Among the
final sales components, net exports de-
clined after a strong increase, govern-
ment purchases declined after a mod-

NOTE.—Quarterly estimates in the national income and product accounts are expressed at sea-
sonally adjusted annual rates, and quarterly changes in them are differences between these
rates. Quarter-to-quarter percent changes are annualized. Real, or constant-dollar, estimates
are expressed in 1982 dollars.

The advance GNP estimates for the third quarter are based on the following major source
data: For personal consumption expenditures (PCE), retail sales through September, and unit
auto and truck sales through September; for nonresidential fixed investment, the same infor-
mation for autos and trucks as for PCE, construction put in place for July and August; and
manufacturers' shipments of machinery and equipment for July and August; for residential in-
vestment, Construction put in place for July and August, and housing starts through September;
for change in business inventories, manufacturing and trade inventories for July and August,
and unit auto inventories through September; for net exports of goods and services, merchandise
exports and merchandise imports for July and August; for government purchases of goods and
services, Federal outlays for July and August, and State and local construction put in place
for July and August; and for GNP prices, the Consumer Price Index through September, the
Producer Price Index through September, the unit-value index for petroleum imports for July
and August, and unit-value Indexes for exports and nonpetroleum imports for July. Some of
the source data are subject to revision.

Farm output (1982 dollars) *

Change in farm inventories
(1982 dollars)

Farm proprietors' income
(current dollars) ,
Agricultural subsidy payments-

Level

1988

I

163.2
0

14.1

44.7
11.9

II

150.9
92

5.3

43.4
14.0

III

144.5
-15.0

-.3

29.0
1.0

Change
from

preceding
quarter

1988

II

-12.3
9 2

88

-1.3
2.1

III

-6.4
57

56

-14.4
-134

1. Farm output is the national income and product accounts
(NIPA) measure of gross output of the farm sector—that is,
output before deduction of consumption of materials and
services purchased from other industries. Subtraction of these
purchases yields gross farm product (or value added), the
contribution of the farm sector to GNP. Gross farm product
(1982 dollars) is found in table 1.8 of the "Selected NIPA
Tables."

NOTE.—Change in farm inventories is found in tables 1.2
and 5.9 of the "Selected NIPA Tables," and farm proprietors'
income is found in tables 1.4 and 2.1.

erate increase, and fixed investment
increased much less than in the second
quarter; only personal consumption ex-
penditures showed improvement, in-
creasing somewhat more than in the
second quarter. Inventory investment
declined slightly after a sharp drop.

Personal consumption expenditures

Real personal consumption expen-
ditures (PCE) increased 3*/2 percent
in the third quarter after a slightly
smaller increase in the second (table 3).
Although the increases in total PCE
were roughly similar in size in the
two quarters, the size of increases in
each of the three major types of ex-
penditures differed considerably from
one quarter to the next. For each,
the fluctuation can largely be traced
to a single component—used cars
within durables, clothing and shoes
within nondurables, and energy within
services.

Durable goods increased one-half
percent after a 10-percent increase.
The motor vehicles and the furniture
and household equipment categories
both contributed to the deceleration.
Motor vehicles and parts increased
much less than in the second quarter,
when they had been boosted by unusu-
ally large net purchases of used cars
Purchases of new cars increased in the
third quarter after decreasing in the
second.

Nondurable goods increased 3x/2 per-
cent after a slight increase in the sec-
ond quarter. The acceleration was
largely attributable to clothing and
shoes, which increased sharply after
several quarters of decline. "Other"
nondurables, which increased some-
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what more than in the second quarter,
also contributed to the acceleration.

Services increased 4x/2 percent after
a smaller increase; most major cate-
gories of services contributed to the ac-
celeration. The largest step-up was
in energy services, reflecting increased
expenditures for air conditioning due
to unusually hot weather in the first
part of the quarter.

Nonresidential fixed investment

Real nonresidential fixed investment
increased 4x/2 percent in the third quar-
ter, following a 15-percent increase in
the second. Most of the decelera-
tion was accounted for by producers'
durable equipment (PDE), although
structures also slowed (table 4).

In structures, a decline in construc-
tion of nonresidential buildings was
offset by an increase in construction
by public utilities; in the second quar-
ter both categories had increased. Oil
well drilling and "other" construction
increased slightly after two consecutive
quarters of decline.

Information processing equipment
and transportation equipment were
the main contributors to the deceler-
ation in PDE. A slowdown in informa-
tion processing equipment can be at-
tributed to a single component—office,
computing, and accounting machinery.
A downswing in transportation equip-
ment was largely accounted for by a
single component—aircraft.

Residential fixed investment

Real residential fixed investment
increased l1^ percent in the third
quarter, following little change in
the second. In the third quarter,
a decline in single-family construc-
tion was more than offset by in-
creases in multifamily construction
and in the "other" component—which
includes mobile homes, additions and
alterations, major replacements, and
brokers' commissions on house sales
(table 4).

The decline in single-family con-
struction mainly reflected the lagged
effect of a drop of 40,000 (season-
ally adjusted annual rate) in the num-
ber of single-family units started in
the second quarter; starts were un-
changed in the third quarter (chart 2).
The increase in multifamily construc-
tion interrupted a 2-year downtrend
that reflected high rental vacancy rates
and the curtailment of tax incentives
for investment in multifamily struc-
tures. Despite the increase, multifam-
ily construction in the third quarter

Table 3.—Real Personal Consumption Expenditures

[Seasonally adjusted at annual rates]

Personal consumption expenditures.

Durables
Motor vehicles and parts
Furniture and household equipment
Other durables

Nondurables
Food
Clothing and shoes
Energy 1

Other nondurables

Services ,
Housing
Household operation

Energy 2

Other
Transportation
Medical care
Other services •• <

Billions of 1982 dollars

Level

1988:111

2,601.3

411.0
179.5
161.0
70.6

901.7
452.4
163.2
121.7
164.5

1,288.5
368.0
165.5
83.9
81.6
94.2

283.2
377.7

Change from preceding quarter

1987

IV

-13.5

-18.9
-17.5

^.8
-.7

-1.4
-.2

-2.6
1.6

-.2

6.8
2.4

-1.1
-1.3

.4

.7
3.1
1.7

1988

I

28.1

13.5
6.8
5.4
1.3

2.2
2.2
-.7

.9
-.2

12.3
1.9
2.3
1.3
1.0

.9
2.9
4.2

II

19.2

9.5
5.5
4.5

.5

.9
1.8

-3.3
.9

1.4

8.9
2.0

.7

.1

.4
1.2
2.6
2.6

III

22.3

.4

.5
-.8

.8

8.1
.8

6.9
.1

2.1

13.7
2.4
4.4
3.3
1.2
1.3
3.7
1.9

Percent change from preceding
quarter

1987

IV

-2.1

-17.3
-32.9
-2.1
-4.0

.6

.2
6.2
5.5
.5

2.2
2.7

-2.7
-6.3

2.1
3.1
4.7
1.9

1988

I

4.5

14.7
17.3
15.0
7.8

1.0
2.0

-1.7
3.0
-.5

4.0
2.1
5.9
6.7
5.2
4.0
4.3
4.6

II

3.0

9.8
13.3
11.9
2.8

.4
1.6

-8.0
3.0
3.5

2.8
2.2
1.8
.5

2.0
5.3
3.8
2.8

III

3.5

.4
1.1

-2.0
4.7

3.7
.7

18.9
.3

5.3

4.4
2.7

11.4
17.4
6.1
5.7
5.4
2.0

1. Gasoline and oil, and fuel oil and coal.
2. Electricity and gas.
NOTE.—Percent changes in major aggregates are found in table 8.1 of the "Selected NIPA Tables." Dollars levels are found in

table 2.3.

was about 40 percent below its high in
the second quarter of 1986.

The increase in "other" residential
investment was partly traceable to bro-
kers' commissions. The increase in
brokers' commissions resulted from an
increase in the average value of houses
sold; the number of units sold changed
little. Mortgage rates changed little
despite increases in short-term inter-
est rates (chart 3).

Inventory investment

Real inventory investment decreased
$!1/2 billion in the third quarter,
as inventory accumulation was down
slightly to $34 billion from $35x/2 bil-
lion in the second quarter (table 5).
Inventories had accumulated at much

higher rates—$66-$67 billion—in the
two preceding quarters.

Nonfarm inventories increased $34
billion, a little more than in the second
quarter but considerably less than in
the first. Accumulation in manufactur-
ing inventories stepped up in the third
quarter. Within manufacturing, inven-
tories of durable goods continued a pat-
tern of steady accumulation; much of
the increase in the second and third
quarters was concentrated in nonelec-
trical machinery. Wholesale trade in-
ventories accumulated after a small de-
cumulation. The turnabout was in in-
ventories of merchant wholesalers of
durable goods; in particular, invento-
ries of motor vehicle wholesalers in-
creased after a substantial decline. A
sharp dropoff in the rate of accumula-

Table 4.—Real Gross Private Domestic Fixed Investment
[Seasonally adjusted at annual rates]

Gross private domestic fixed investment

Nonresidential
Structures „. .

Nonresidential buildings, excluding farm ....
Public utilities
Mining exploration, shafts, and wells
Other

Producers' durable equipment
Information processing and related

equipment
Industrial equipment
Transportation and related equipment
Other

Residential
Single-family structures
Multifamily structures
Other

Billions of 1982 dollars

Level

1988:111

685.9

495.7
125.5
75.8
27.6
19.0
3.1

370.3

169.6
70.4
66.1
64.2

190.2
95.5
17.8
76.9

Change from preceding quarter

1987

IV

2.7

2.0
4.1
1.1
1.6
1.4
0

20

1 0
1.3

-3.1
.7

.6

.8
-.1
-.1

1988

I

5.3

8.6
81

-3.3
3 0

-1.3
6

16.7

8.9
1.8
5.1

.9

-3.2
-1.1
-1.8

— 2

II

16.8

16.8
1.0

/ 1.9
.8

-1.1
5

15.7

9.1
2.8
3.4

.4

.1

.1
-1.0

.9

III

6.2

5.5
.5

-2.2
2.2

.3

.2

5.2

4.6
2.4

-2.2
.4

.6
-.8

.6

.8

Percent change from preceding
quarter

1987

IV

1.7

1.7
13.4
5.7

27.0
31.6
0

-2.4

-2.7
8.6

-18.3
4.6

1.3
3.4

-2.0
-.5

1988

I

3.3

7.6
-22.4
-15.6

369
-22.5
-47.8

21.6

26.5
11.8
38.7
5.9

-6.5
-4.4

-31.4
-1.1

II

10.5

15.0
3.3

10.4
13.7

-20.4
-47.1

19.2

25.5
18.3
22.7
2.5

.2

.4
-20.2

4.9

III

3.7

4.6
1.6

-10.8
39.4

6.6
30.6

5.8

11.6
14.9

-12.3
2.5

1.3
-3.3
14.7
4.3

NOTE.—Percent changes in major aggregates are found in table 8.1 of the "Selected NIPA Tables." Dollar levels are found in
table 5.13.
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tion of retail inventories was accounted
for by retail auto dealers. Their in-
ventories changed little after a sharp
buildup in the second quarter.

Farm inventories declined $x/2 bil-
lion, following moderate accumulation
in the second quarter and substantial
accumulation in the first. The pat-
tern of inventory change in the second
and third quarters reflected the impact
of the drought. To quantify this im-
pact, it is necessary to have informa-
tion about the impact of the drought
on sales. (Change in farm invento-

ries is estimated as the difference be-
tween farm output and the sum of open
market sales and of net transactions
of farmers with the Commodity Credit
Corporation.) Assuming, as seems rea-
sonable, that sales were not affected in
the second quarter, the entire $9 bil-
lion second-quarter loss in farm out-
put reduced farm inventory change. In
the third quarter, sales may have been
affected some by the drought, but by
amounts that cannot be estimated from
the underlying source data; thus, the
effect on farm inventories cannot be
quantified.

2

Housing Starts
Millions of units
2.5

2.0

1984 1985 1986 1987

Seasonally Adjusted at Annual Rates

Data: Census
U.S. Department of Commerce, Bureau of Economic Analysis

1988

3

Selected Interest Rates

_ 3-month Treasury Bills

I I { I I i I I 1 I I I I I M I | I I I I I I I | I } | | IVTl M 1 I
1984

Data: FRB, FLHLMC.

1985 1986 1987 1988

U.S. Department of Commerce, Bureau of Economic Analysis

Reflecting the steady pace of inven-
tory investment and the slowdown in
final sales, the constant-dollar ratio of
total business inventories to total busi-
ness final sales moved up to 3.20 from
3.18. The ratio has remained within
the 3.12-to-3.22 range for the past 3
years.

Net exports

Real net exports declined $2x/2 billion
in the third quarter after an increase
of $161/2 billion in the second (table 6).
The downswing was attributable to im-
ports, which increased after a decline.
Exports increased roughly the same in
both quarters.

Merchandise exports increased $5
billion (or 6^2 percent), following an
increase of twice that amount. Nona-
gricultural exports were up somewhat
less than in the second quarter. The
deceleration was centered in the indus-
trial supplies and materials and the
"other" end-use categories; in contrast,
capital goods (except autos) were up
more than in the second quarter. Agri-
cultural exports declined after a slight
increase.

Merchandise imports increased $6^2
billion (or 6 percent), following a de-
cline of $4 billion (or 3^2 percent). Non-
petroleum imports accounted for most
of the upswing. With the exception of
capital goods (except autos), all of the
major end-use categories contributed
to the swing; capital goods (except au-
tos) increased less than in the second
quarter. Petroleum imports increased
for the third consecutive quarter, al-
most regaining the high reached in the
third quarter of 1987.

Exports of services increased $5 bil-
lion after a $^2 billion increase, and
imports of services increased $6 bil-
lion after a $1^2 billion decline. For
both exports and imports, the changes
largely reflected swings in investment
income from modest declines in the
second quarter to sizable increases in
the third. The third-quarter increases
mainly reflected higher interest rates.

Government purchases

Real government purchases
decreased $2:/2 billion (or l1^ percent)
in the third quarter, following an in-
crease of $7*'2 billion (or 4 percent)
in the second (table 7). Federal de-
fense purchases decreased more than
in the second quarter; Federal nonde-
fense purchases and State and local
purchases increased less than in the
second quarter.
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Federal defense purchases decreased
for the fourth consecutive quarter, but
the decrease—$7 billion (or 10 per-
cent)—was considerably larger than
in the preceding quarters. Although
the third-quarter decrease was spread
across all types of purchases other than
employee compensation, more than
one-half of it was accounted for by mil-
itary equipment, particularly aircraft
and missiles.

Within Federal nondefense pur-
chases, substantial decumulation of

Commodity Credit Corporation (CCC)
inventories continued for the third con-
secutive quarter. (Net withdrawals
have been successively smaller each
quarter, leading to the pattern of
change shown in table 7.) The inven-
tory decumulations reflected net sales
of crops by the CCC to the nonfarm
sector and net withdrawals of crops
under the CCC commodity loan pro-
gram. Among the other nondefense
components, purchases of durables,
nondurables (excluding CCC inventory

Table 5.—Change in Real Business Inventories
[Billions of 1982 dollars; seasonally adjusted at annual rates]

Change in business inventories

Farm
Nonfarm

Manufacturing
Wholesale trade
Retail trade . ..

Auto dealers . .
Other retail trade

Other .

Addendum:
Nonfarm less retail auto dealers

Level

1987

III

13.0

-5.3
18.3
10.8
35
2.9

-3.0
5.9
8.0

21.3

IV

67.1

-1.1
68.2
14.4
19.4
25.1
13.2
11.9
9.3

55.0

1988

I

66.0

14.1
51.9
15.8
24.9
1.5

101
11.6
9.7

62.0

II

35.3

5.3
30.1
5.8
12

13.7
11.0
2.7

11.8

19.1

III

33.8

-.3
34.0
10.3
6.6
4.6
.1

4.5
12.4

33.9

Change from preceding quarter

1987

IV

54.1

4.2
49.9
3.6

22.9
22.2
16.2
5.9
1.3

33.7

1988

I

-1.1

15.2
-16.3

1.4
5.5

-23.6
-23.3

3
.4

7.0

II

-30.7

-8.8
-21.8
-10.0
-26.1

12.2
21.1

-8.9
2.1

-42.9

III

1 5

-5.6
3.9
4.5
7.8

-9.1
109
1.8
.6

14.8

NOTE.—Dollar levels for most inventories are found in table 5.11 of the "Selected NIPA Tables."

Table 6.—Real Net Exports of Goods and Services
[Seasonally adjusted at annual rates]

Net exports of goods and services

Exports
Merchandise

Agricultural
Nonagricultural

Services

Imports
Merchandise

Petroleum

Services

Billions of 1982 dollars

Level

1988:111

-94.9

507.0
344.3
37.8

306.5
162.7

601.9
465.6

87.5
378.1
136.3

Change from preceding quarter

1987

IV

4.7

18.3
13.0

-4.5
17.4
5.4

13.6
11.5
6.6

18.1
2.0

1988

I

17.0

27.0
24.4
4.1

20.3
2.5

9.9
2.1

.8
1.3
7.8

II

16.4

10.7
10.1

.5
9.6

.7

-5.6
40
3.2
72

-1.6

III

-2.3

10.1
5.2

-2.0
7.2
4.9

12.4
6.5
2.1
4.4
5.9

Percent change from preceding
quarter

1987

IV

17.7
19.1

-38.2
30.6
15.3

9.9
10.6

-26.8
21.6
6.7

1988

I

25.7
36.1
55.4
33.7
6.6

6.9
1.8
4.0
1.4

27.6

II

9.1
12.9
5.2

13.9
1.8

-3.7
-3.4
16.5

-7.3
4.8

III

8.4
6.3

18.6
10.0
13.0

8.7
5.8

10.2
4.8

19.4

NOTE.—Percent changes in major aggregates are found in table 8.1 of the "Selected NIPA Tables." Dollar levels are found in
table 4.2 (for major aggregates) and table 4.4 (for end-use category detail).

Table 7.—Real Government Purchases of Goods and Services
[Seasonally adjusted at annual rates]

Government purchases of goods and services

Federal
National defense
Nondefense

Commodity Credit Corporation inventory
change

Other . . . .

State and local
Structures
Other

Billions of 1982 dollars

Level

1988:111

781.1

326.1
256.7

69.4

-13.6
83.0

455.0
55.2

399.8

Change from preceding quarter

1987

IV

9.7

5.6
-1.3

6.9

5.2
1.7

4.1
1.6
2.4

1988

I

-16.2

-19.9
-3.6

-16.3

182
1.9

3.8
1.0
2.8

II

7.4

3.8
-1.0

4.7

2.5
2.2

3.5
.3

3.2

III

-2.7

-5.5
-6.9

1.5

3.2
1.7

2.8
5

3.3

Percent change from preceding
quarter

1987

IV

5.0

6.7
-1.9
43.8

8.9

3.8
12.7
2.5

1988

I

-7.9

-21.0
-5.3
60 1

9.8

3.5
7.6
2.9

II

3.9

4.7
-1.5
33.2

11.1

3.2
2.2
3.3

III

-1.4

65
-10.1

9.1

-7.8

2.5
-3.5

3.4

transactions), and services other than
employee compensation all decreased
after increasing in the second quarter.

The slowdown in State and local
purchases was traceable to structures,
which decreased slightly after a small
increase. The downswing was ac-
counted for by sewer and water supply
construction.

Prices
In the third quarter, GNP prices in-

creased 5 percent and gross domestic
purchases prices increased 4x/2 percent;
in the second quarter >, both price mea-
sures had increased 5 percent (table 8).
The third-quarter difference in the in-
creases in the two price measures was
largely traceable to a sharp deceler-
ation in prices of imports. Prices of
imported petroleum declined consider-
ably more than in the second quarter,
and prices of other imported merchan-
dise increased less.

PCE prices increased 5 percent,
somewhat less than in the second quar-
ter. Both PCE energy and "other" PCE
prices were up less than in the sec-
ond quarter. The deceleration in en-
ergy prices was traceable to prices of
fuel oil and coal and of electricity and
gas. Among other PCE prices, prices
of clothing and shoes fell 8 percent
after a IS^-percent jump, continuing
the recent pattern of sharp changes.
Prices of transportation services in-
creased considerably less than in the
second quarter.

Table 8.—Price Indexes (Fixed Weights):
Change from Preceding Quarter

[Percent change at annual rates; based on seasonally adjusted
index numbers (1982=100)]

GNP

Less' Exports
Plus: Imports

Equals: Gross domestic purchases

Less: Change in business
inventories

Equals: Final sales to domestic
purchasers

Personal consumption
expenditures
Food
Energy
Other personal consumption

expenditures
Nonresidential structures
Producers' durable equipment
Residential investment
Government purchases

Addenda:
Merchandise imports

Petroleum and products
Other merchandise

1987

IV

3.8

2.6
4.3

4.0

4.0

4.6
2.7

-2.2

5.7
22
1.4
29
3.5

4.7
164
8.5

I

3.5

6.2
3.5

3.2

3.3

2.4
2.1

-7.5

3.5
41
2.9
3.0
5.9

q O

419
12.6

1988

II

5.0

69
57

4.9

49

57
60
57

56
1.1
3.4

3
45

63
26
7.6

III

4.9

8.7
1.7

4.3

4.3

4.8
9.4
3.6

3.8
2.5
1.6
.5

4.3

1.6
199
4.6

NOTE.—Percent changes in major aggregates are found in table 8.1 of the "Selected NIPA Tables." Dollar levels are found in
table 3.8B.

NOTE.—Percent changes in
table 8.1 of the "Selected NIPA
levels are found in tables 7.1 and 7.3.

ites are found in
[ost index number
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At least partly reflecting the impact
of the drought, PCE food prices stepped
up to a 9 ̂ 2-percent increase from a 6-
percent increase in the second quar-
ter. The acceleration was widespread,
but was particularly sharp for fresh
fruits and vegetables and for cereals
and bakery products; in contrast, meat
prices were up less than in the second
quarter.

Among other components of final
sales, fixed investment prices regis-
tered another modest—1^2 percent—
increase. Prices of nonresidential
structures were up somewhat more
than in the second quarter, and PDE
prices were up somewhat less; residen-
tial investment prices registered small
increases in both quarters. Prices paid
by government increased 4x/2 percent
in both quarters.

Personal Income

Personal income increased $63^2 bil-
lion in the third quarter, following

a $71 billion increase in the second
(chart 4 and table 9). The deceleration
was accounted for by the sharp down-
swing in subsidy payments to farm-
ers. Reflecting a swing from a large
increase to a large decline in personal
tax and nontax payments, disposable
personal income (DPI) increased more
in the third quarter than in the second.

Wages and salary disbursements in-
creased $50 billion, about the same
as in the second quarter. Increases
in each of the major private industry
components were similar to those in
the second quarter. Average hourly
earnings were up somewhat more than
in the second quarter; employment
was up slightly less, and average
weekly hours declined slightly after
small increase. Government wages
and salaries increased about the same
in both quarters.

Farm proprietors' income declined
$141/2 billion, following a decline of
$1^2 billion in the second quarter. The
dropoff was accounted for by Federal
agricultural subsidies, which fell from

Table 9.—Personal Income and Its Disposition
[Billions of dollars; seasonally adjusted at annual rates]

Wage and salary disbursements
Manufacturing
Other commodity-producing
Distributive
Services
Government and government enterprises

Other labor income
Proprietors' income

Farm.
Nonfarm

Rental income of persons
Personal dividend income
Personal interest income
Transfer payments
Less' Personal contributions for social insurance

Personal income

Less' Personal tax and nontax payments
Impact of the Tax Reform Act of 1986 1

Other

Equals: Disposable personal income

Less' Personal outlays

Equals: Personal saving

Addenda: Special factors in personal income:

In wages and salaries:
Federal Government and Postal Service pay adjustments

In farm proprietors' income:
Agricultural subsidy payments

In transfer payments:
Social security retroactive payments
Cost-of-living increases in Federal transfer payments

In personal contributions for social insurance:
Social security rate and base changes and increase in

premium for supplementary medical insurance

Level

1988:111

2,460.0
526.1
175.3
585.7
723.9
449.0

219.5
319.3

29.0
290.2

20.0
97.3

579.3
587.4
196.7

4,086.0

587.1
461

633.2

3,498.9

3,358.6

140.3

Change from preceding quarter

1987

IV

60.0
8.7
4.0

10.5
30.4
6.5
3.1

19.2
11.8
7.5
2.4
2.0

17.0
5.1
3.2

105.8

14.8
2.1

12.7

90.9

19.5

71.4

.7

13.3

1988

I

33.6
8.3
2.2

10.9
4.6
7.6
2.2

-2.1
-2.3

.2
0
1.6
4.2

19.5
14.3

44.6

152
232
8.0

59.8

53.9

5.9

1.9

-6.1

1.5
12.8

10.6

II

51.3
7.8
5.3

13.9
18.5
5.8
1.9
4.9

-1.3
6.1

-1.4
1.5
9.5
6.5
3.3

71.0

25.2
12.6
12.6

45.9

67.9

22.1

2.1

15

III

50.0
8.7
3.6

13.6
18.0
6.1
3.0

-9.5
144
4.9

.9
2.3

15.6
4.6
3.2

63.6

139
256
11.7

77.4

65.0

12.5

.3

-13.0

$14 billion in the second quarter to $1
billion in the third. The pattern in sub-
sidies reflected the completion in the
second quarter of deficiency and diver-
sion payments made to farmers under
the 1988 Acreage Reduction Program.
Farm income excluding subsidies de-
clined in both quarters—$1^2 billion in
the third and $3^2 billion in the sec-
ond. These declines were attributable
to the falloff in production; price in-
creases for farm products, particularly
crops, offset most of the effect of this
falloff in both quarters. The effect of
the drought on farm income is diffi-
cult to determine; the drought reduced
output but, presumably, was at least
partly responsible for the increases in
prices.

Personal interest income was up
$15^2 billion, the third consecutive

4

Selected Personal Income
and Saving Measures

Billion $

120

90 -

60

30

CHANGE IN PERSONAL INCOME

PERSONAL SAVING RATE

1. Estimates of the impact of the Tax Reform Act of 1986 on Federal Government personal tax payments and indirect effects
on State and local government personal tax payments.

NOTE—Most dollar levels are found in table 2.1 of the "Selected NIPA Tables."

1985 1986 1987 1988
Based on Seasonally Adjusted Annual Rates

Note.—Changes are from preceding quarter.
U.S. Department of Commerce, Bureau of Economic Analysis 88-
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quarter of progressively larger in-
creases. The third-quarter increase re-
flected increases in both interest rates
and asset holdings by persons.

Increases in other labor income, non-
farm proprietors' income, transfer pay-
ments, and personal dividend income
were roughly similar to those in the
second quarter. Rental income in-
creased after a decline. Personal con-
tributions for social insurance, which
are subtracted in deriving the personal
income total, increased about the same
in both quarters.

Personal tax and nontax payments
decreased $14 billion, following a $25
billion increase in the second quar-

ter. The sharp downswing reflected
the effects of the Tax Reform Act of
1986. Largely through lower with-
holdings for Federal income taxes, the
act led to reduced taxes in 1988, but
by varying amounts in each quarter
($33 billion in the first, $20^2 bil-
lion in the second, and $46 billion
in the third). The quarterly fluctua-
tions reflected the act's effect on Fed-
eral nonwithheld taxes (mainly decla-
rations and net settlements). Net set-
tlements dropped sharply after a large
increase in the second quarter; the
second-quarter increase had resulted
from payments on income that had
been shifted from 1986 to 1987 to take
advantage of lower tax rates.

Reflecting the downswing in per-
sonal tax and nontax payments, DPI
increased $77^2 billion, or 9^2 percent,
in the third quarter, compared with
$46 billion, or 5^2 percent, in the sec-
ond. Real DPI increased 41/2 percent
after no change, as the acceleration in
DPI was augmented by the slowdown
in PCE prices.

Personal outlays increased about the
same in both quarters, so the accel-
eration in current-dollar DPI carried
through to personal saving. Personal
saving increased $121/2 billion after a
$22 billion decline; the personal sav-
ing rate increased 0.3 percentage point
to 4.0 percent.
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the BUSINESS SITUATION

ACCORDING to the preliminary es-
timates, the increases in real GNP
and real gross domestic purchases in
the third quarter of 1988 were slightly
stronger than indicated in the advance
estimates issued a month ago. The in-
crease in real GNP was revised up 0.4
percentage point to 2.6 percent at an
annual rate; the increase in real gross
domestic purchases was also revised up
0.4 percentage point to 2.8 percent at
an annual rate (see table 1 on page 17).
Increases in the GNP price index (fixed
weights) and the gross domestic pur-
chases price index (fixed weights) were
revised little at 5.1 percent at an an-
nual rate and 4.2 percent at an annual
rate, respectively.

Revisions in the major components
of real GNP were small. The largest
upward revisions were in personal con-
sumption expenditures ($3.2 billion)
and change in business inventories
($2.9 billion), and the largest down-
ward revision was in government pur-
chases ($3.3 billion). Both exports and
imports were revised up ($3.7 billion
and $4.0 billion, respectively), result-
ing in a small downward revision in net
exports.

The broad picture of the economy-
including the impact of the drought—
that was sketched in the last month's
"Business Situation" was essentially
unaltered. BEA estimates that $12.8
billion of real farm output was lost as
a result of this year's drought. These
losses were allocated on a quarterly ba-
sis as follows: Second quarter, $2.3
billion ($9 billion annual rate); third
quarter, $3.7 billion ($15 billion an-
nual rate); and fourth quarter, the re-
maining $6.8 billion ($27 billion an-
nual rate). Losses due to the drought
reduced the second-quarter increase in

NOTE.—Quarterly estimates in the national in-
come and product accounts are expressed at sea-
sonally adjusted annual rates, and quarterly
changes in them are differences between these
rates. Quarter-to-quarter percent changes are
compounded to annual rates. Heal, or constant
dollar, estimates are expressed in 1982 dollars.

real GNP by 0.9 percentage point and
the third-quarter increase by 0.6 per-
centage point. In the fourth quarter,
the change in real GNP will be reduced
by about 1.3 percentage points; in the
first quarter of 1989, when farm out-
put returns to a level not affected by
the drought, the change in real GNP
will be raised by about 2.8 percentage
points. (The procedure used by BEA
to estimate the drought losses was de-
scribed in the August 1988 "Business
Situation;" the estimates are subject to
further revisions as more information
becomes available.)

Corporate profits.—Corporate profits
from current production declined $3
billion in the third quarter, according
to the first estimates made of profits for
the quarter. Domestic profits of non-
financial corporations more than ac-
counted for the decline, as unit costs
increased more than unit prices. (Prof-
its and related estimates are shown
in tables 1.14, 1.16, and 6.18B of the
"Selected NIPA Tables;" industry detail
on third-quarter profits will be shown
next month, when the revised esti-
mates are available.

Government sector

The fiscal position of the government
sector improved in the third quarter
of 1988, as the combined deficit of the
Federal Government and of State and
local governments decreased $8 billion,
A decline in the Federal Government
deficit accounted for the improvement.

The Federal sector.—The Federal
Government deficit declined $8^2 bil-
lion to $125 billion; a decline in re-
ceipts was more than offset by a decline
in expenditures.

Receipts declined $8 billion, in con-
trast to a $32 billion increase in the
second quarter. Personal tax and non-
tax receipts declined $17 billion after
a $20^2 billion increase in the second
quarter. These large changes in per-
sonal taxes were due to provisions of
the Tax Reform Act of 1986: Final set-
tlements were boosted in the second
quarter of 1988 by tax payments on in-
come shifted from 1986 to 1987 to take
advantage of lower tax rates. Corpo-
rate profits tax accruals increased $1
billion, compared with $4^2 billion in
the second quarter; the deceleration

Looking Ahead. . .

• NIPA Methodology. The fifth in BEA's series of methodology papers
will be available soon. The paper, Government Transactions, describes the
source data and estimating methods for the Federal and the State and local
government estimates. Order information will appear in an upcoming issue
of the SURVEY.

© Business Cycle Indicators. The composite indexes of leading, coincident,
and lagging indicators will be revised as of the release of January 1989 data
on March 3. The revision will incorporate changes in components, updated
statistical factors, and historical revisions in component data. An article
presenting the revision will appear early in 1989 in Business Conditions
Digest and in the SURVEY.

« Input-Output Accounts. The 1983 annual input-output tables will be pre-
sented in a forthcoming issue of the SURVEY. The annual accounts are pre-
pared using basically the same procedures as used in the 1977 benchmark
tables, but with less comprehensive and less reliable source data.
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reflected a slowdown in profits. In-
direct business tax and nontax accru-
als increased $1 billion after no change
in the second quarter; the acceleration
was due to a rebound in customs duties
and a $*/2 billion payment—included
in nontaxes—by a major oil company
for earlier violations of pricing regula-
tions. Contributions for social insur-
ance increased $6x/2 billion, about the
same as in the second quarter, and re-
flected continued growth in incomes.

Expenditures declined $16^2 billion,
in contrast to a $10 billion increase in
the second quarter. The third-quarter
decline was more than accounted for
by purchases of goods and services and
by subsidies less the current surplus of
government enterprises. National de-
fense purchases declined $6 billion; de-
clines occurred in all major categories
of purchases, paced by a $2x/2 billion
decline in durable goods. Nondefense
purchases declined $5^2 billion, includ-
ing $3 billion in purchases of agricul-
tural commodities by the Commodity
Credit Corporation (CCC) and $1 bil-
lion in purchases by the National Aero-
nautics and Space Administration. A
$10 billion decline in subsidies less cur-
rent surplus reflected a $16 billion de-
cline in subsidies to farmers partly off-
set by a $5 billion increase in the CCC
deficit.

Transfer payments to persons in-
creased $lx/2 billion; a $3 billion in-
crease in social security benefits (in-
cluding medicare) was partly offset by
a $lx/2 billion decline in Federal civil-
ian retirement benefits. Retirement
benefits in the second quarter included
large lump-sum withdrawals by recent
retirees of their contributions to the
fund. Grants-in-aid to State and lo-
cal governments increased 1 billion af-
ter a $x/2 billion decline in the second
quarter; the rebound was more than
accounted for by grants for education
and for mass transit. All other expen-
ditures, on balance, increased $2 bil-
lion, slightly more than in the second
quarter.

Cyclically adjusted surplus or
deficit.—When measured using cycli-
cal adjustments based on middle-
expansion trend GNP, the Federal
deficit on the national income and
product accounts basis declined from
$175 billion in the second quarter to
$166 billion in the third (see table on
page 18). The cyclically adjusted deficit
as a percentage of middle-expansion

trend GNP declined from 3.7 percent
in the second quarter to 3.5 percent in
the third.

The State and local sector.—The
State and local government surplus de-
clined slightly to $56 billion, as expen-
ditures increased more than receipts.

Receipts increased about $9 billion,
compared with $13 billion in the sec-
ond quarter. Personal tax and nontax
payments increased $2 billion, com-
pared with $4^2 billion in the second
quarter when taxes were boosted by in-
direct effects of the Tax Reform Act of
1986. Corporate profits tax accruals
were unchanged after a $2 billion in-
crease in the second quarter; the slow-
down reflected the deceleration in prof-
its. Indirect business tax and nontax
accruals increased $5 billion, compared
with $6^2 billion in the second quarter;

the deceleration was in sales taxes. In-
direct business nontaxes included a $x/2
billion payment by a major oil company
for earlier violations of pricing regula-
tions. All other receipts, on balance,
increased $2 billion after no change
in the second quarter; the acceleration
was due to grants-in- aid.

Expenditures increased $9 billion,
compared with $12x/2 billion in the sec-
ond quarter. Purchases of goods and
services increased $8x/2 billion com-
pared with $12 billion in the second
quarter. Employee compensation in-
creased at the same pace as in the
second quarter, structures declined $1
billion after a $lx/2 billion increase,
and all other purchases decelerated.
All other expenditures, on balance, in-
creased $x/2 billion, the same as in the
second quarter.

Table 1.—Government Sector Receipts and Expenditures
[Billions of dollars, seasonally adjusted at annual rates]

Government sector

Receipts
Expenditures

Surplus or deficit ( — )

Federal Government

Receipts

Personal tax and nontax receipts
Corporate profits tax accruals
Indirect business tax and nontax accruals
Contributions for social insurance

Expenditures

Purchases of goods and services
National defense .. . .
Nondefense

Of which: Commodity Credit Corporation inventory change
Transfer payments

To persons
T o foreigners . . . . . ,

Grants-in-aid to State and local governments
Net interest paid
Subsidies less current surplus of government enterprises

Subsidies
Of which' Agricultural subsidies

Less: Current surplus of government enterprises
Less' Wage accruals less disbursements

Surplus or deficit ( — )

State and local governments

Receipts

Personal tax and nontax receipts
Corporate profits tax accruals
Indirect business tax and nontax accruals
Contributions for social insurance
Federal grants-in-aid

Expenditures

Purchases of goods and services
Of which Structures

Transfer payments to persons .
Net interest paid
Less: Dividends received by government
Subsidies less current surplus of government enterprises

Subsidies
Less: Current surplus of government enterprises

Less' Wage accruals less disbursements

Surplus or deficit ( — ). . ..

Social insurance funds
Other

Change from preceding quarter

1987

III

13.5
16.3

-2.8

10.1

.2
5.5

- -.4
4.7

4.4

8.8
5.0
3.8

-2.7
.8

1.3
-.5

-3.6
4.0

-5.2
-6.5
-6.5
-1.3

2

5.7

-.2-

-6.0
1.8
7.0

.7
-3.6

8.3

7.8
-1.3
-1.1

_ Y

^5-.4
1
.4

-8.5

1.8
-10.2

IV

22.6
48.0

-25.4

14.3

9.0
-2.6

1.1
7.0

36.5

5.1
-.6
5.8
3.4
8.3
2.6
5.7

— 5
5.1

17.1
16.8
16.7
-.3

4

-22.1

7.8

5.7
-.9
2.7

.8
-.5

11.0

9.9
-1.1

2.4
-.8

.3

.2

-.2

-3.2

1.6
-4.7

1988

I

15.5
4.0

11.5

6.6

-17.7
-.5

.9
24.0

1.2

-13.7
-.8

-12.9
-16.1

11.9
16.8

-4.9
9.7

.4
-6.7
-8.0
-8.0
-1.2

5.3

18.6

2.7
1.2
4.3

.7
9.7

12.5

11.6
2.1
2.1
-.7

.3
-.3

.4

6.1

1.5
4.5

II

45.6
23.3
22.3

31.9

20.4
4.6

.1
6.9

10.2

4.6
.5

4.1
.7

3.1
3.6
-.5

7
2.2
1.0
2.8
2.8
1.8

21.8

12.9

4.7
1.8
6.3

.7
-.7

12.5

11.8
1.3
2.1
-.8

.3
-.3

.4

.4

1.6
-1.2

III

-.1
-8.2

8.2

-7.8

-16.8
1.2
1.1
6.7

-16.4

-11.3
-5.8
-5.5
-2.9

2.3
1.7
.5

1.1
1.7

-10.1
-15.7
-15.8
-5.5

8.5

8.9

2.2
.2

4.8
.7

1.1

9.2

8.5
-1.2

2.0
-.9

.3
-.1

.1

-.3

1.5
-1.9

Level

1988: III

1,570.9
1,639.8
-68.9

975.1

408.2
112.9
57.1

396.9

1,099.9

370.9
293.1
77.9

-19.7
439.8
428.3

11.6
111.5
153.7
23.9
16.8
1.8

-7.1

-124.8

707.3

178.1
31.7

334.6
51.4

111.5

651.4

587.8
65.3

127.9
-41.2

8.4
-14.8

1.0
15.9

55.9

69.3
-13.3

NOTE.—Dollar levels are found in tables 3.2 and 3.3 of the "Selected NIPA Tables."
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the BUSINESS SITUATION

Corporate Profits

JL ROFITS from current production—
that is, profits before tax with in-
ventory valuation adjustment (IVA)
and capital consumption adjustment
(CCAdj)—increased $3^2 billion in the
third quarter, following a $101/2 billion
increase in the second.1 The slowdown
reflected a swing in domestic profits of
nonfinancial corporations from a small
increase in the second quarter to a
decline in the third; domestic prof-
its of financial corporations and prof-
its from the rest of the world both in-
creased about as much as in the second
quarter.

The decline in domestic profits of
nonfinancial corporations reflected a
decline in unit profits; real product in-
creased 2^2 percent (at an annual rate).
The decline in unit profits, in turn, re-
sulted from a smaller increase in unit
prices than in unit costs (primarily la-
bor costs).

Profits before tax.—Profits before tax
(PBT) increased $8 billion in the third
quarter—more than twice as much as
profits from current production. The
difference reflected declines in the IVA
and the CCAdj, both of which are in-
cluded in the current production mea-
sure but not in PBT. The IVA decline
represented an increase in inventory
profits. The CCAdj decline reflected
the lengthening of service lives man-
dated by the Tax Reform Act of 1986,
which has narrowed the difference be-
tween the lives used for calculating de-
preciation in tax accounting and those
used by BEA.

Profits by industry.—Profits from
current production is not available by
industry; PBT with IVA, which in-
creased $6 billion in the third quarter,
is the best available measure.

Domestic profits of nonfinancial cor-
porations declined $2 billion; the de-
cline was more than accounted for by
manufacturing profits. Within manu-
facturing, results were mixed, with the
same number of industries registering
increases as declines. (Industry de-
tail is given in table 6.18B in "Selected
NIPA Tables.")

Domestic profits of financial corpo-
rations increased $2^2 billion. Prof-
its of commercial banks increased, and
losses incurred by savings and loan as-
sociations declined for the second con-
secutive quarter. In addition, Fed-
eral Reserve bank income—which is
treated as corporate profits in the na-
tional income and product accounts
(NIPA's)—increased.

Profits from the rest of the world—
the difference between inflows to U.S.
corporations from their foreign affil-
iates and outflows to foreign corpo-

rations from their U.S. affiliates—
increased $5^2 billion. Inflows, from
both petroleum and nonpetroleum af-
filiates, more than accounted for the
increase.

Third-quarter NIPA revisions

Table 1 on page 17 shows the re-
visions for the third quarter from
the preliminary estimates released a
month ago. One set of these revi-
sions, those to rest-of-the-world (ROW)
incomes, are of interest because they
affect the income and product sides of
the national income and product ac-
count differently. For the third quar-
ter, ROW profits were revised up $5^2
billion; net interest payments by for-
eigners were revised down $41/2 bil-
lion. These revisions had little effect
on third-quarter GNP, but they had a
sizable effect on national income.

On the product side, the sum of
profits, net interest, and compensation

1. Quarterly estimates in the national income and
product accounts are expressed at seasonally adjusted
annual rates, and quarterly changes in them are differ-
ences between these rates.

Looking Ahead. . .

• NIPA Methodology. Government Transactions, the fifth in BEA's series of
methodology papers, will be available in mid-January from the Government
Printing Office. See the inside back cover for order information.

• Business Cycle Indicators. The composite indexes of leading, coincident,
and lagging indicators will be revised as of the release of January 1989 data
on March 3. The revision will incorporate changes in components, updated
statistical factors, and historical revisions in component data. An article
presenting the revision will appear early in 1989 in Business Conditions
Digest and in the SURVEY.

• Alternative Weighting of Real GNP. An article considering the presentation
by BEA of alternative weighting systems for real GNP will appear in an
upcoming issue of the SURVEY.
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in the rest-of-the-world sector is used
as the measure of ROW product, and
ROW product plus domestic product
equals GNP (table 1). In the third
quarter, the downward revision in net
interest paid by foreigners largely off-
set the upward revision in ROW prof-
its, leaving ROW product and GNP lit-
tle changed.

On the income side, the story is more
complicated. The revision in ROW
profits was, of course, fully reflected in
third-quarter corporate profits. How-
ever, the net interest component of na-
tional income was not changed by the
revision in net interest payments by
foreigners, even though conceptually
this component is equal to the sum
of net interest payments by foreign-
ers and by business. The reason for
the lack of change is that BEA ex-

trapolates the net interest component
of national income indirectly because
data on net interest payments by busi-

Table 1.—Revisions in Components of the Na-
tional Income and Product Account, Third
Quarter, 1988

[Billions of dollars]

Income

Corporate profits
Domestic
Rest of world

Net interest

6.3
.6

57

15

0

Product

Domestic product

Rest of world product
Corporate profits
Net interest
Compensation of
employees.

-1.5

13
5.7

-44
0

Other factor incomes — .2

National income 4.5

Nonfactor charges and .4
capital consumption
allowances.

Statistical discrepancy.. —5.2

Charges Against GNP... -.2 GNP...

ness are not available for quarterly ex-
trapolation; the indirect extrapolation
consists of subtracting net government
interest payments to persons and in-
terest paid by consumers to business
from personal interest income. (This
methodology is described in more de-
tail in the July 1984 SURVEY OF CURRENT
BUSINESS, pages 15-16.)

New information on net interest pay-
ments by foreigners, therefore, does
not provide any new information about
the size of the extrapolated quarterly
net interest component of national in-
come. BEA implicitly assumes that re-
visions in net interest payments by for-
eigners are offset by revisions in the
opposite direction in net interest pay-
ments by business. (In 1987, 90 per-
cent of net interest paid by foreigners
was received by business.)

ERRATA

Table 3 of "Deflators for Purchases of Computers in GNP: Revised and
Extended Estimates, 1983-88" on page 23 of the November 1988 issue of
the SURVEY OF CURRENT BUSINESS contains incorrect information. For personal
consumption expenditures, the column that shows the published category
that includes computers and the column that shows the category deflated in
the estimates published in December 1985 should read "Radio and television
receivers, records, and musical instruments," not "Wheel goods, durable toys,
sports equipment, boats, and pleasure aircraft."
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the BUSINESS SITUATION

LJ .S. economic activity continued at a
moderate pace in the fourth quarter of
1988. The pace of production slowed
a little, and the pace of demand held
steady. Inflation moderated slightly
(chart 1).

• Real GNP, a measure of U.S. pro-
duction, increased at an annual
rate of 2 percent, following an in-
crease of 2x/2 percent in the third
quarter.

• Real gross domestic purchases,
a measure of U.S. demand, in-
creased at an annual rate of 2x/2
percent in both quarters.

• Both the GNP price index and
the price index for gross domestic
purchases increased at an annual
rate of 4 percent, following third-
quarter increases of 5x/2 percent
and 4*/2 percent, respectively.1

The fourth-quarter increases in real
GNP and real gross domestic pur-
chases concluded another year of mod-

1. The regularly featured estimates of real GNP and
GNP prices are based on 1982 weights. An alterna-
tive measure of price change that uses more current
weights—the chain price index—is published in table
8.1 of the "Selected NIPA Tables." The GNP chain price
index also increased at an annual rate of 4 percent in
the fourth quarter, following a 41/2-percent increase in
the third. The chain price index can be used to calcu-
late an alternative measure of real GNP growth based
on more current weights; this measure increased at an
annual rate of 2*/2 percent in both quarters. (See the
August 1988 "Business Situation" for more information
about these measures. Alternative estimates based on
1987 weights will be presented in the SURVEY OF CURRENT
BUSINESS in the near future.)

erate expansion in the U.S. economy.
On a year-to-year basis, real GNP
increased 3.8 percent in 1988; on a
fourth-quarter-to-fourth-quarter basis,
real GNP increased 2.7 percent (table
1). In 1987, real GNP had increased
3.4 percent on the yearly basis and
5.0 percent on the fourth-quarter basis.
(The different patterns are mainly the
result of an unusually large inventory
accumulation in the fourth quarter of
1987.)

Inflation in the prices of goods and
services produced by the United States
was somewhat higher in 1988 than
in 1987; inflation in the prices of
goods and services purchased in the
United States was roughly the same
in both years. On the year-to-year ba-
sis, GNP prices increased 4.2 percent
in 1988 after increasing 3.6 percent in
1987; on the fourth-quarter-to-fourth-
quarter basis, they increased 4.5 per-
cent after increasing 4.0 percent. On
the yearly basis, gross domestic pur-
chases prices increased 4.1 percent in
1988, the same increase as in 1987;
on the fourth-quarter basis, they in-
creased 4.1 percent after increasing 4.5
percent.

Impact of the drought on real
GNP.—BEA estimates that the losses
in real farm output—predominately
in the corn and soybean crops—
resulting from drought conditions in
1988 amounted to $12 billion. These
losses reduced the year-to-year in-
crease in real GNP for 1988 by 0.4

CHART 1

Looking Ahead. . .

• Business Cycle Indicators. The composite indexes of leading, coincident,
and lagging indicators will be revised as of the release of January 1989 data
on March 3. The revision will incorporate changes in components, updated
statistical factors, and historical revisions in component data. An article
presenting the revision appears in this issue of the SURVEY.

• Alternative Weighting of Real GNP. An article considering the presentation
by BEA of alternative weighting systems for real GNP will appear in an
upcoming issue of the SURVEY.

Selected Measures:
Change From Preceding Quarter

Percent
10

-5

-10

10

REAL GNP

-5

lilil ..Illllli.

REAL GROSS DOMESTIC PURCHASES

illlLilll

GNP PRICE INDEX (FIXED WEIGHTS)

Ililniilll
GROSS DOMESTIC PURCHASES PRICE
INDEX (FIXED WEIGHTS)

1985- 1986 1987 1988
Note.—Percent change at annual rate from preceding quarter;
based on seasonally adjusted estimates.

U.S. Department of Commerce, Bureau of Economic Analysis 39-1-1
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percentage point; the fourth-quarter-
to-fourth-quarter increase was reduced
by 0.6 percentage point. BEA allo-
cated the drought losses to the last
three quarters of 1988 as follows: Sec-
ond quarter, $2.3 billion ($9 billion an-
nual rate); third quarter, $3.6 billion
($14*/2 billion annual rate); and fourth
quarter, $6.3 billion ($25 billion an-
nual rate). These losses reduced the
second-quarter increase in real GNP by
0.9 percentage point, the third-quarter
increase by 0.5 percentage point, and
the fourth-quarter increase by 1.1 per-
centage points. (In the first quarter of
1989, when farm output returns to a
level not affected by the drought, the
change in real GNP will be raised by
about 2.5 percentage points.)

BEA's estimate of crop losses is
based on the difference between the
U.S. Department of Agriculture's June
1988 forecast of the physical quantity
of output, which represents conditions
before the drought, and its January
1989 production report, which reflects
the results of surveys conducted after
most harvests were completed. BEA
allocated the crop losses for the year
over the quarters of the growing sea-
son, with the harvest periods receiv-
ing higher allocations. (See the Au-
gust 1988 "Business Situation" for a
description of this procedure, as well
as for additional information about the
effects of the drought on farm output.)

Components of Real GNP

All the major components of real
GNP, except government purchases,
did less well in the fourth quarter than
in the third: Personal consumption
expenditures and fixed investment in-
creased less than in the third quarter,

Table 1.—Change in Real GNP and GNP Prices from 1987 to 1988
[Seasonally adjusted at annual rates; dollars are in billions of 1982 dollars, and percent changes in prices are based on fixed-

weighted price indexes (1982=100)]

GNP

Less' Exports
Plus' Imports

Equals: Gross domestic purchases

Personal consumption expenditures
Durable goods
Nondurable goods
Services .

Fixed investment
Nonresidential
Residential

Change in business inventories
Nonfarm
Farm. . ....

Government purchases ,
Federal
State and local

Addenda:
Final sales of GNP
Final sales to domestic purchasers
Disposable personal income

Year-to-year change

Real GNP

Dollars

148.0

75.9
46.1

118.2

70.1
17.7
9.4

43.1

38.9
42.1

-3.1

8.1
2.8
5.3

1.0
-10.9

11.9

139.9
110.1
103.1

Percent

3.8

17.7
8.3

3.0

2.8
4.5
1.1 .
3.5

6.1
9.5

-1.6

.1
-3.2

2.7

3.7
2.8
3.8

GNP
Prices

Percent

4.2

5.2
4.3

4.1

4.3
2.5
4.1
4.8

.2.5
2.3
3.0

4.4
3.7
4.9

4.2
4.1

Fourth-quarter-to-fourth-quarter
change

Real GNP

Dollars

106.2

58.4
33.1

80.9

90.2
24.9
18.2
47.1

30.3
25.6
4.7

-37.9
-31.6
-6.3

-1.7
-14.8

13.1

144.1
118.8
103.9

Percent

2.7

12.7
5.7

2.0

3.6
6.4
2.0
3.8

4.6
5.5
2.4

— 2
-4^3

2.9

3.7
3.0
3.8

GNP
Prices

Percent

4.5

6.3
2.9

4.1

4.4
2.6
4.5
4.8

2.3
2.7
1.0

4.5
3.8
5.0

4.5
4.2

inventory investment decreased after
an increase, and net exports decreased
more than in the third quarter. Gov-
ernment purchases were up substan-
tially after a sizable decrease.

Personal consumption expenditures

Real personal consumption expendi-
tures (PCE) increased 3 percent in the
fourth quarter—less than in the third,
but within the 3- to 4 ̂ 2-percent range
registered earlier in 1988 (table 2).
The relative stability of PCE growth in
1988, which followed 3 years of uneven
deceleration, was associated with pick-
ups in both disposable personal income
growth and consumer confidence (as
measured by the Index of Consumer
Sentiment prepared by the University
of Michigan's Survey Research Center).

NOTE.—Quarterly estimates in the national income and product accounts are expressed at sea-
sonally adjusted annual rates, and quarterly changes in them are differences between these
rates. Quarter-to-quarter percent changes are annualized. Real, or constant-dollar, estimates
are expressed in 1982 dollars.

The advance GNP estimates for the fourth quarter are based on the following major source
data: For personal consumption expenditures (PCE), sales of retail stores through December,
and unit auto and truck sales through December; for nonresidential fixed investment, the same
information for autos and trucks as for PCE, construction put in place for October and November,
and manufacturers' shipments of machinery and equipment for October and November; for
residential investment, construction put in place for October and November, and housing starts
through December; for change in business inventories, manufacturing and trade inventories for
October and November, and unit auto inventories through December; for net exports of goods
and services, merchandise exports and merchandise imports for October and November; for
government purchases of goods and services, Federal outlays for October and November, and
State and local construction put in place for October and November; and for GNP prices, the
Consumer Price Index through December, the Producer Price Index through December, the
unit-value index for petroleum imports for October and November, and unit-value indexes for
exports and nonpetroleum imports for October. Some of the source data are subject to revision.

The slowdown in PCE in the fourth
quarter was in nondurable goods and
in services. Durable goods increased
after a small decline.

Expenditures for nondurable goods
increased 2 percent, following a 5-
percent increase in the third quarter
and very small increases in the first
half of the year. The fourth-quarter
slowdown was primarily due to cloth-
ing and shoes, which declined slightly
after a large increase. "Other" non-
durables, which increased less in the
fourth quarter than in the third, also
contributed. In contrast, both energy
and food increased more than in the
third quarter.

Expenditures for services increased
3x/2 percent after increasing 4x/2 per-
cent in the third quarter; the increases
were in line with those registered in
the first half of the year. Increases
in household operations and in hous-
ing were considerably smaller in the
fourth quarter than in the third; in
household operations, energy services
were flat after a large increase that
had reflected higher expenditures for
air conditioning due to unusually hot
weather in July and August. In con-
trast, increases in "other" services and
in transportation were larger in the
fourth quarter than in the third; in
"other" services, brokerage fees and net
foreign travel both increased after de-
clining, and in transportation, airline
travel increased more than in the third
quarter.

Expenditures for durable goods in-
creased 2 percent in the fourth quarter,
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Table 2.—Real Personal Consumption Expenditures
[Seasonally adjusted at annual rates]

Personal consumption expenditures

Durables
Motor vehicles and parts.
Furniture and household equipment
Other durables

Nondurables.
Food.
Clothing and shoes
Energy 1..
Other nondurables.

Services
Housing .
Household operation.

Energy 2

Other.
Transportation.
Medical care.
Other services

Billions of 1982 dollars

Level

1988:IV

2,621.9

412.5
177.7
163.1
71.7

908.7
455.3
1637
1247
165.0

1,300.7
3684
166.5
83.9
82.6
96.3

287.6
381.9

Change from preceding quarter

1988

I

28.1

13.5
6.8
5.4
1.3

2.2
2.2
-.7

.9
-.2

12.3
1.9
2.3
1.3
1.0
.9

2.9
4.2

II

19.2

9.5
5.5
4.5
-.5

.9
1.8

-3.3
.9

1.4

8.9
2.0

.7

.1

.4
1.2
2.6
2.6

III

24.8

-.2
-.3
-.8

.9

10.9
.6

7.9
.3

2.2

14.1
2.1
4.8
3.2
1.7
1.3
3.9
1.9

IV

18.1

2.1
-1.0

2.1
1.0

4.2
1.5

-.5
2.8

.4

11.8
.7
.6
.1
.5

2.1
4.2
4.2

Percent change from preceding
quarter

1988

I

4.5

14.7
17.3
15.0
7.8

1.0
2.0

-1.7
3.0
-.5

4.0
2.1
5.9
6.7
5.2
4.0
4.3
4.6

II

3.0

9.8
13.3
11.9

-2.8

.4
1.6

-8.0
3.0
3.5

2.8
2.2
1.8
.5

2.0
5.3
3.8
2.8

III

3.9

-.2
-.7

-2.0
5.3

5.0
.5

21.8
1.0
5.5

4.5
2.3

12.5
16.9
8.7
5.7
5.7
2.0

IV

2.8

2.1
-2.2

5.3
5.8

1.9
1.3

-1.2
9.5
1.0

3.7
.8

1.5
.5

2.5
9.2
6.1
4.5

1. Gasoline and oil, and fuel oil and coal.
2. Electricity and gas.
NOTE.—Percent changes in major aggregates are found in table 8.1 of the "Selected NIPA Tables." Dollar levels are found in

table 2.3.

following a small decline in the third;
durable goods had increased strongly
in the first half of the year. The
fourth-quarter upswing was primarily
accounted for by furniture and house-
hold equipment, which increased after
declining in the third quarter. Mo-
tor vehicles and parts declined more in
the fourth quarter than in the third.
Truck purchases declined slightly after
increases earlier in the year; new car
purchases have changed little in the
past three quarters.

Nonresidential fixed investment

Real nonresidential fixed investment
declined 3^2 percent in the fourth quar-
ter, following a 4-percent increase in
the third. Both structures and pro-
ducers' durable equipment (PDE) reg-
istered moderate declines in the fourth
quarter after moderate increases in the
third (table 3).

The fourth-quarter downswing in
structures reflected changes in con-
struction by public utilities and in oil
well drilling. In the third quarter, both
these components had increased, off-
setting a decline in the construction of
nonresidential buildings; in the fourth,
both components declined, augment-
ing another decline in nonresidential
buildings.

None of the major categories of struc-
tures evidenced much strength during
1988; all registered sizable declines
in the first quarter, and only public
utilities fully rebounded subsequently.
In oil well drilling, substantial addi-
tional declines occurred in two of the
last three quarters of the year. In

nonresidential buildings, a partial re-
bound in the second quarter gave way
to a sizable decline in the third and a
small decline in the fourth. The quar-
terly pattern of changes in nonresiden-
tial buildings echoed the changes in its
largest component, commercial build-
ings; the continued weakness in com-
mercial buildings in 1988 partly re-
flected the curtailment of tax incen-
tives by the Tax Reform Act of 1986.

The fourth-quarter downswing in
PDE largely reflected changes in pur-
chases of information processing equip-
ment. In the third quarter, this cat-
egory had accounted for more than
one-half of the increase in PDE; in
the fourth quarter, it more than ac-
counted for the decline. In the first half
of 1988, information processing equip-

ment, industrial equipment, and trans-
portation equipment had all registered
above-average growth, contributing to
PDE growth of 201/2 percent.

Residential investment

Real residential investment
increased 12^2 percent in the fourth
quarter, following a 4 ̂ 2-percent in-
crease in the third. An upswing in
single-family construction more than
accounted for the acceleration. Mul-
tifamily construction declined after an
increase; the "other" component of res-
idential investment increased, but only
about one-half as much as in the third
quarter. (The "other" component in-
cludes major replacements, additions
and alterations, mobile home sales,
and brokers' commissions on house
sales.)

The fourth-quarter upswing in
single-family construction, which fol-
lowed several quarters of weakness,
mirrored movements in the number of
single-family housing starts; changes
in the average value of starts—
reflecting shifts in the mix of location,
size, and amenities—also contributed
(chart 2). Starts increased 64,000 (or
26^2 percent) to 1,128,000 in the fourth
quarter, after changing little in the
third and dropping 34,000 in the sec-
ond (seasonally adjusted annual rates).

The fourth-quarter drop in multi-
family construction reflected the con-
tinued influence of high rental vacancy
rates and the past tax law changes
that sharply curtailed the advantages
of multifamily investment. With the
exception of a slight increase in the
third quarter, multifamily construction
has declined for the past 2x/2 years.

Table 3.—Real Gross Private Domestic Fixed Investment
[Seasonally adjusted at annual rates]

Gross private domestic fixed investment

Nonresidential
Structures

Nonresidential buildings, excluding farm
Public utilities
Mining exploration, shafts, and wells
Other

Producers' durable equipment
Information processing and related

equipment .. .. .'
•Industrial equipment
Transportation and related equipment
Other .....

Residential .
Single-family structures

Other .

Billions of 1982 dollars

Level

1988:IV

687.9

490.4
124.0
74.9
27.7
18.1
3.3

366.4

162.5
, 72.5

68.3
63.2

197.4
1,00.2

17.2
80.1

Change from preceding quarter

1988

I

5.3

8.6
-8.1
-3.3
-3.0
-1.3
-.6

16.7

8.9
1.8
5.1
.9

-3.2
-1.1
-1.8
-.2

II

16.8

16.8
1.0
1.9
.8

-1.1
.5

15.7

9.1
2.8
3.4

.4

.1

.1
-1.0

.9

III

6.9

4.8
.8

-2.3
2.7

.3

.1

4.1

2.4
1.9
-.3

.1

2.0
-.8

.3
2.5

IV

1.3

-4.6
-1.8
-.8
-.4'
-.9

.3

-2.8

-4.9
2.6
.3

'—.7

' '5 :8,
4.7
-.3
1.5

Percent change from preceding
quarter

1988

I

3.3

7.6
-22.4
-15.6
-36.9
-22.5

47.8

21.6

26.5
11.8
38.7
7.0

-6.5
-4.4

-31.4
-1.1

II

10.5

15.0
3.3

10.4
13.7

-20.4
-47.1

19.2

25.5
18.3
22.7
2.5

.2

.4
20.2

4.9

III

4.1

4.0
2.6

-11.3
49.8

6.6
14.5

4.6

5.9
11.7

-1.7
.6

4.3
-3.3

7.2
13.8

IV

0.8

-3.7
-5.6
-4.2
-5.6

-17.6
46.4

-3.0

-11.2
15.7
1.8

-4.3

12.7
21.2

-6.7
7.9

NOTE.—Percent changes in major aggregates are found in table 8.1 of the "Selected NIPA Tables." Dollar levels are found in
table 5.13.
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In the "other" component of residen-
tial investment, brokers' commissions
on house sales declined after increas-
ing in the third quarter. In the third
quarter, the increase in commissions
reflected increases in both the aver-
age value and the number of houses
sold; in the fourth quarter, an in-
crease in the average value was more
than offset by a decline in the num-
ber of units sold. Sales of new and
existing residences declined 17,000 to
4,379,000 in the fourth quarter, after
increasing 34,000 in the third (season-
ally adjusted annual rates). Although
short-term interest rates, which un-
derlie most adjustable-rate mortgages,
began to move upward in the spring,
long-term rates, including the rate
on fixed-rate mortgages, changed little
(chart 3). As a result, the spread be-
tween fixed- and adjustable-rate mort-
gages (usually in the neighborhood of
2 percentage points) virtually disap-
peared by yearend.

Inventory investment

Real inventory investment—that is,
change in business inventories (CBI)—
decreased $101/2 billion in the fourth
quarter, as inventory accumulation fell
from $39^2 billion in the third quarter
to $29 billion in the fourth (table 4). In
contrast, inventory investment had in-
creased $4 billion in the third quarter.

Nonfarm inventories were up sub-
stantially in the fourth quarter, as
they had been in each quarter of 1988;
accumulation over the four quarters
amounted to $40 billion. (This fig-
ure, which is the difference between
fourth-quarter levels of nonfarm inven-
tories in table 5.11 of the "Selected
NIPA Tables," can be calculated from
table 4 by averaging the changes in
the level of nonfarm CBI for the four
quarters of 1988.) All major categories
of nonfarm inventories ended the year
substantially higher than a year ear-
lier: Manufacturing inventories were
up $8^2 billion; wholesale inventories,
up $9^2 billion; retail inventories, up
$11 billion; and "other" inventories, up
$11 billion.

Manufacturing inventories increased
at the same pace in the fourth quar-
ter as in the third; the fourth-quarter
accumulation was primarily in elec-
trical machinery and in transporta-
tion equipment other than motor ve-
hicles. Although manufacturing in-
ventories have increased strongly for
six consecutive quarters, not until the
fourth quarter did they regain the peak
level reached 4 years ago. Within

manufacturing, inventories of durable
goods increased steadily throughout
the year; the accumulations were con-
centrated in nonelectrical machinery
and in transportation equipment other
than motor vehicles. Inventories of
nondurable goods decreased in the last
three quarters of the year.

Wholesale trade inventories
increased at a slower pace in the fourth
quarter than in the third. The slow-
down was in inventories of durable
goods, which had increased sharply
in the third quarter and also in the
first. These sharp accumulations were
largely in inventories held by the motor
vehicle industry and by the machinery,
equipment, and supplies industry.

Retail trade inventories were up
even more in the fourth quarter than
they had been in the two preceding
quarters. Auto dealers' inventories ac-

counted for most of the three-quarter
buildup. Other retail inventories were
up in each quarter of the year, espe-
cially the first; the accumulations were
concentrated in department stores and
in durable goods industries other than
automotive.

"Other" nonfarm inventories—
mainly inventories held by the min-
ing, construction, public utility, trans-
portation, communication, and ser-
vices industries—registered sizable ac-
cumulations throughout the year.

Farm inventories progressively
moved from substantial accumulation
in the first quarter to sizable decumu-
lation by the fourth; farm inventories
ended the year $3 billion higher than
a year earlier. The quarterly pattern of
inventory change largely reflected the
impact of the losses in farm output due
to the drought.

Table 4.—Change in Real Business Inventories
[Billions of 1982 dollars; seasonally adjusted at annual rates]

Change in business inventories ... ...

Farm

Nonfarm
Manufacturing
Wholesale trade
Retail trade

Auto dealers
Other retail trade

Other

Addendum:
Nonfarm less auto dealers

Level

1987

IV

67.1

-1.1

68.2
14.4
19.4
25.1
13.2
11.9
9.3

55.0

1988

I

66.0

14.1

51.9
15.8
24.9
1.5

-10.1
11.6
9.7

62.0

•II

35.3

5.3

30.1
5.8

-1.2
13.7
11.0
2.7

11.8

19.1

III

39.5

.8

40.4
5.7

11.2
11.7
8.7
3.0

11.8

31.7

IV

29.2

-7.4

36.6
5.8
3.1

16.2
13.0
3.2

11.5

23.7

Change from preceding quarter

1988

I

-1.1

15.2

-16.3
1.4
5.5

-23.6
-23.3

3
.4

7.0

II

-30.7

-8.8

-21.8
-10.0
-26.1

12.2
21.1
89
2.1

429

III

4.2

-6.1

10.3
-.1
12.4

-2.0
-2.3

.3
0

12.6

IV

-10.3

-6.6

-3.8
.1

-8.1
4.5
4.3

.2
3

80

NOTE—Dollar levels for most inventories are found in table 5.11 of the "Selected NIPA Tables."
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Reflecting continued growth in in-
ventories and final sales, the constant-
dollar ratio of total inventories to to-
tal final sales held steady at 3.21 in
the fourth quarter. The ratio has re-
mained within the narrow range of
3.18 to 3.21 for the past four quarters.
An alternative set of constant-dollar
inventory-sales ratios for the manufac-
turing and trade industries provides
a similar picture of stability. (These
ratios cover manufacturers', merchant
wholesalers', and retailers' invento-
ries and sales—including intermediate
sales, that is, sales from one industry
to another.) The ratio for the manufac-
turing and trade total (through Novem-
ber) has remained at 1.52 for the past
four quarters; the ratio for manufac-
turers was down some, that for mer-
chant wholesalers was up some, and
that for retailers was steady.

Net exports

Real net exports declined $7 billion
in the fourth quarter, following a de-
cline of $lV2 billion in the third (table
5). The deterioration was more than
accounted for by services; the real mer-
chandise trade balance declined less
than in the third quarter.

Merchandise exports increased only
$lx/2 billion (or 2 percent) in the fourth
quarter, continuing a yearlong pattern
of deceleration. Nonagricultural ex-
ports increased about one-half as much
as in the third quarter. Industrial
materials and supplies declined after
increasing in the third quarter; capi-
tal goods (except autos) and consumer
goods increased considerably less than
in the third quarter. Agricultural ex-
ports declined $2^2 billion after a $2
billion decline. These declines proba-

Table 5.—Real Net Exports of Goods and Services
[Seasonally adjusted at annual rates]

Net exports of goods and services

Exports
Merchandise

Agriculture
Nonagriculture

Services

Imports
Merchandise

Petroleum
Nonpetroleum

Services

Billions of 1982 dollars

Level

1988:IV

100.7

517.6
347.6

35.2
312.4
170.0

618.3
476.0

89.5
386.5
142.4

Change from preceding quarter

1988

I

17.0

27.0
24.4
4.1

20.3
2.5

9.9
2.1
.8

1.3
7.8

II

16.4

10.7
10.1

.5
9.6

.7

56
40
3.2
72
16

III

1.3

17.1
6.8

-1.9
8.7

10.3

18.4
11.8
1.7

10.1
6.6

IV

6.8

3.6
1.7

-2.7
4.4
1.9

10.4
5.1
2.4
2.7
5.4

Percent change from preceding
quarter

1988

I

25.7
36.1
55.4
33.7
6.6

6.9
1.8
4.0
1.4

27.6

II

9.1
12.9
5.2

13.9
1.8

-3.7
34

16.5
-7.3
-4.8

III

14.5
8.3

-17.8
12.1
28.8

13.1
10.7
8.2

11.3
21.8

IV

2.8
2.0

-25.6
5.8
4.6

7.0
,4.4
11.5
2.8

16.7

NOTE.—Percent changes in major aggregates are found in table 8.1 of the "Selected NIPA Tables." Dollar levels are found in
table 4.2 (for major aggregates) and table 4.4 (for end-use category detail).
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bly reflected, at least in part, the effect
of the drought, which both curtailed
supplies and raised prices.

Merchandise imports increased $5
billion (or 4^2 percent) in the fourth
quarter, following a substantial in-
crease in the third. The slowdown
was more than accounted for by non-
petroleum imports; after increasing in
the third quarter, capital goods (except
autos) declined in the fourth, reflect-
ing a drop in imports of computers.
Petroleum imports increased $2^2 bil-
lion after a $lly2 billion increase.

Exports of services increased $2 bil-
lion, following an unusually large—
$101/2 billion—increase in the third
quarter. Most of the third-quarter
increase was in investment income,
largely interbank lending and direct
investment; the fourth-quarter in-
crease was more than accounted for by
investment income.

Imports of services increased $5*4
billion, somewhat less than in the
third quarter. Investment income ac-
counted for most of the increase in both
quarters.

Government purchases

Real government purchases in-
creased $17^2 billion (or 9x/2 percent)
in the fourth quarter, following a de-
cline of $101/2 billion (or 5 percent) in
the third (table 6). A sharp turnabout
in Federal Government purchases re-
flected upswings in both defense and
nondefense purchases. State and local
government purchases increased more
than in the third quarter.

Federal national defense purchases
increased $3 billion, following declines
in the first three quarters of 1988.
Over the four quarters, defense pur-
chases were down $8^2 billion, the first
yearlong decline since 1976; although
evident in all categories of defense pur-
chases, the decline was concentrated in
purchases of aircraft.

Inventories held by the Commod-
ity Credit Corporation (CCC) declined
$8^2 billion in the fourth quarter,
following decumulations ranging from
$16V2 billion to $19^2 billion in the
preceding three quarters. The year-
long decumulations reflected both sales
of crops by the CCC to the nonfarm
sector and net withdrawals of crops
by farmers under the CCC commodity
loan program.

Federal nondefense purchases ex-
cluding CCC inventory transactions
increased $2 billion in the fourth
quarter, following a $4^2 billion de-
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Table 6.—Real Government Purchases of Goods and Services
[Seasonally adjusted at annual rates]

Government purchases of goods and services

Federal
National defense
Nondefense

Commodity Credit Corporation inventory
change

Other

State and local
Structures .. ..
Other

Billions of 1982 dollars

Level

1988:IV

790.9

332.9
259.5
73.5

-8.7
82.2

458.0
54.8

403.2

Change from preceding quarter

1988

I

-16.2

-19.9
-3.6

-16.3

-18.2
1.9

3.8
1.0
2.8

II

7.4

3.8
-1.0

4.7

2.5
2.2

3.5
.3

3.2

III

-10.3

-11.5
-7.2
-4.2

.3
-4.5

1.2
-2.1

3.3

IV

17.4

12.8
3.1
9.8

7.8
2.0

4.6
1.2
3.4

Percent change from preceding
quarter

1988

I

-7.9

-21.0
-5.3

-60.1

9.8

3.5
7.6
2.9

II

3.9

4.7
-1.5
33.2

11.1

3.2
2.2
3.3

III

-5.2

-13.2
-10.5
-22.5

-19.6

1.1
-14.2

3.4

IV

9.3

17.0
4.9

77.3

10.4

4.1
9.3
3.4

NOTE.—Percent changes in major aggregates are found in table 8.1 of the "Selected NIPA Tables." Dollar levels are found in
table 3.8B.

cline in the third. These purchases
had registered moderate increases in
the first two quarters of the year.
Both the third-quarter decline and the
fourth-quarter increase were concen-
trated in purchases of nondurables
and of services other than employee
compensation.

State and local government pur-
chases increased $4^2 billion in the
fourth quarter, following smaller in-
creases in the first three quarters of the
year. The pickup was due to a rebound
in highway and sewer construction.

Prices

GNP prices and gross domestic pur-
chases prices both increased 4 percent
in the fourth quarter (table 7). In the
third quarter, GNP prices had risen
5ly2 percent, and gross domestic pur-
chases prices had risen 4x/2 percent.
(Differences in the changes of these two
price measures are due to differences
in the changes of export and import
prices.) In the third quarter, export
prices had increased considerably more
than import prices.

Increases in export prices exceeded 6
percent in each quarter of 1988 except
the fourth. Prices of all major end-use
categories except capital goods (except
autos) registered sizable increases. In-
creases in import prices exceeded 5
percent only in the second quarter;
in the other quarters, sharp decreases
in the price of petroleum largely off-
set increases in prices of nonpetroleum
imports.

The pattern of quarterly changes
in gross domestic purchases prices in
1988—a step-up in the second quar-
ter and slight moderation thereafter-
reflected the course of PCE prices.
Quarterly changes in PCE prices, in
turn, reflected a combination of widely

disparate changes in food, energy, and
"other" PCE prices.

PCE food prices increased 4 percent,
following a 9 ̂ -percent jump in the
third quarter. The third-quarter jump,
which at least partly reflected the im-
pact of the drought, was concentrated
in prices of fresh fruits and vegetables
and of cereals and bakery products.
A 6-percent increase in food prices
in the second quarter was largely at-
tributable to a surge in meat prices.

PCE energy prices decreased 1 per-
cent, following increases of 3x/2 percent
in the third quarter and 5^2 percent in
the second. The third-quarter deceler-
ation was traceable to prices of fuel oil
and coal and of electricity and gas; the
fourth-quarter downswing was trace-
able to prices of gasoline and oil and
of fuel oil and coal.

"Other" PCE prices increased 5x/2
percent, somewhat more than in the
third quarter and about the same as

Table 7.—Price Indexes (Fixed Weights):
Change from Preceding Quarter

[Percent change at annual rates; based on seasonally adjusted
index numbers (1982=100)]

GNP

Less: Exports
Plus' Imports

Equals: Gross domestic
purchases

Less: Change in business
inventories

Equals: Final sales to domestic
purchasers

Personal consumption
expenditures
Food
Energy
Other personal

consumption expenditures .
Nonresidential structures
Producers' durable equipment-
Residential investment
Government purchases

I

3.5

6.2
35

3.2

3.3

2.4
2.1

-7.5

3.5
4.1
2.9
30
5.9

II

5.0

6.9
57

4.9

4.9

5.7
6.0
5.7

5.6
1.1
3.4

.3
4.5

III

5.3

9.6
1

4.4

4.4

49
9.4
3.7

3.9
2.8

.7
3

4.7

IV

4.0

2.2
26

4 1

4.1

47
3.8

-1.2

5.5
2.1
4.3

6
2.9

NOTE.—Percent changes in major
table 8.1 of the "Selected NIPA Tabli
levels are found in tables 7.1 and 7.3.

;ates are found in
[ost index number

in the second. The pattern partly re-
flected prices of clothing and shoes;
these prices jumped 15^2 percent in the
second quarter, fell 8 percent in the
third, and rebounded 11 percent in the
fourth.

Among the components of fixed
investment, prices of nonresidential
structures continued to increase mod-
erately in the fourth quarter. PDE
prices picked up after a small increase
in the third quarter. Most PDE com-
ponents contributed to the pickup; in
particular, new auto and truck prices
increased more rapidly, and computer
prices leveled off after a series of de-
creases. Prices of residential struc-
tures again increased only slightly.

Prices of government purchases were
up less in the fourth quarter than in
the first three quarters of 1988. The
deceleration was evident in prices paid
both by the Federal Government and
by State and local governments. In
particular, prices of Federal nonde-
fense purchases increased much less
than in the third quarter, reflecting a
sharp downswing in prices of crops in
net purchases by the CCC.

Personal Income

Personal income was up even more
strongly—$91 billion—in the fourth
quarter than it had been in the two
preceding quarters (chart 4 and ta-
ble 8). The recent strength in per-
sonal income was mainly in wages and
salaries and in personal interest in-
come. The fourth-quarter acceleration
was accounted for by a sharp turn-
about in Federal subsidy payments to
farm proprietors.

Wage and salary disbursements in-
creased $56 billion in the fourth quar-
ter, following a $52 billion increase in
the third. The step-up, which was
primarily in manufacturing, was at-
tributable to increased average hourly
earnings. The fourth-quarter gain in
manufacturing was boosted $2 billion
by bonus payments to employees in the
motor vehicle industry.

Farm proprietors' income declined
$4*/2 billion in the fourth quarter, fol-
lowing declines in the three preceding
quarters. The fourth-quarter decline
occurred despite a jump in Federal sub-
sidy payments. Farm proprietors' in-
come excluding subsidies dropped $19
billion in the fourth quarter, following
no change in the third and a small
decline in the second. The fourth-
quarter drop reflected the falloff in
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output—largely due to the drought—
and lower crop prices; in the second
and third quarters, price increases had
offset most of the falloff in output.
Farm subsidies reached a level of $14
billion in the second quarter, fell to
$1^2 billion in the third, and then
jumped to $16 billion in the fourth.
In the second quarter, deficiency pay-
ments were made to farmers under
the 1988 Acreage Reduction Program;
in the fourth quarter, deficiency pay-
ments (mostly for corn harvested in
1987), Conservation Reserve Program
payments, and drought assistance pay-
ments were made.

Nonfarm proprietors' income in-
creased more in the fourth quarter
than in the third. The pickup largely
reflected the upswing in single-family
construction, the part of the construc-
tion industry in which proprietorships
and partnerships are concentrated.

Personal interest income was up
$23x/2 billion, the fourth consecutive
quarter of progressively larger in-

Selected Personal Income
and Saving Measures

Billion $
120

90

60

30

CHANGE IN PERSONAL INCOME

Illllll ill

PERSONAL SAVING RATE

creases. These increases reflected up-
ward trends in both short-term interest
rates and asset holdings by persons.

Fourth-quarter changes in the other
components of personal income—other
labor income, rental income of per-
sons, personal dividend income, and
transfer payments—differed little from
third-quarter changes. Personal con-
tributions for social insurance, which
is subtracted in deriving the personal
income total, registered another small
increase.

Personal tax and nontax payments
increased $H1/2 billion in the fourth
quarter, following a $141/2 billion de-
cline in the third. The fourth-quarter
increase was due to growth in the tax-
able earnings base. Sharp swings in
personal tax and nontax payments in
the preceding several quarters largely
reflected the indirect effects of the final
stages of the Tax Reform Act of 1986.
The act led to reduced taxes in 1988,
largely through lower withholdings for
Federal income taxes. The amounts by
which taxes were reduced—$33 billion
in the first quarter, $20^2 billion in the
second, $46 billion in the third, and
$47 billion in the fourth—varied be-

cause of nonwithheld taxes, mainly net
settlements. Net settlements dropped
sharply in the third quarter after in-
creasing substantially in the second;
the second-quarter increase resulted
from payments related to income that
had been shifted from 1986 to 1987 to
take advantage of the lower tax rates.

Disposable personal income (DPI)
was up considerably in 1988; increases
were particularly strong in the sec-
ond half. DPI increased $86 billion
(or 10^2 percent) in the third quarter
and $79^2 billion (or 9x/2 percent) in
the fourth; the fourth-quarter deceler-
ation was entirely attributable to the
upswing in personal tax and nontax
payments. The strength in DPI largely
carried through to real DPI, which ac-
celerated to a 3.8-percent increase in
1988; real DPI was up 5^2 percent in
the third quarter and 4^2 percent in
the fourth.

In the fourth quarter, personal
outlays—mainly PCE—again in-
creased less than DPI; thus, personal
saving continued to increase. The per-
sonal saving rate rose 0.4 percentage
point to 4.6 percent, a rate somewhat
higher than in the past 2*/2 years.

Table 8.—Personal Income and Its Disposition
[Billions of dollars; seasonally adjusted at annual rates]

1985 1986 1987 1988
Based on Seasonally Adjusted Annual Rates

Note.—Changes are from preceding quarter.
U.S. Department of Commerce, Bureau of Economic Analysis ss

Wa e and salar disbursements
Commodity nroducinff industries

Manufacturing
Other

Service industries
Government and government enterprises

Other labor income

Pro rietors' income
Farm
Nonfarm . ..

Personal dividend income
Personal interest income .

Less' Personal contributions for social insurance

P rsonal tax and nontax
Impact of the Tax Reform Act of 1986 l

Other

Equals' Disposable personal income

E uals- Personal savin

Addenda: Special factors in personal income:

In wages and salaries:
Federal Government and Postal Service pay adjustments

In farm proprietors' income:

In transfer payments:

Cost of living increases in Federal transfer Davments

In personal contributions for social insurance:
Social security rate and base changes and increase in

premium o upp y

Level

1988:IV

2,517.9
716.1
538.0
178.1
599.5
746.9
455.4

222.5

324.6
26.4

298.2

19.1
99.4

605.5

596.3

200.1

4,185.1

598.0
-47.2
645.2

3,587.1

3,422.5

164.6

Change from preceding quarter

1988

I

33.6
10.5
8.3
2.2

10.9
4.6
7.6

2.2

-2.1
-2.3

.2

0
1.6
4.2

19.5

14.3

44.6

-15.2
-23.2

8.0

59.8

53.9

5.9

1.9

-6.1

1.5
12.8

10.6

II

51.3
13.1
7.8
5.3

13.9
18.5
5.8

1.9

4.9
1.3

, 6.1

-1.4
1.5
9.5

6.5

3.3

71.0

25.2
12.6
12.6

45.9

67.9

-22.1

.1

2.1

15

III

52.0
12.2
8.5
3.7

13.7
19.9
6.2

3.0

7.2
12.5
5.4

.6
2.3

18.2

5.8

3.2

71.6

145
257
11.2

86.0

68.2

17.9

.3

12.6

IV

55.9
14.8
12.1
2.7

13.7
21.1
6.3

3.0

3.0
-4.5

7.5

.6
2.1

23.6

7.7

3.4

91.1

11.5
10

12.5

79.6

60.7

18.9

.3

14.7

1. Estimates of the impact of the Tax Reform Act of 1986 on Federal Government personal tax payments and indirect effects
on State and local government personal tax payments.

NOTE.—Most dollar levels are found in table 2.1 of the "Selected NIPA Tables."
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the BUSINESS SITUATION

JL RELIMINARY estimates show that
real GNP—a measure of production-
increased at an annual rate of 2 per-
cent in the fourth quarter of 1988, the
same rate of increase shown in the ad-
vance estimates issued a month ago
(see table 1 on page 16). The fourth-
quarter increase in real gross domes-
tic purchases—a measure of demand—
was revised up ^2 percentage point to
3 percent at an annual rate. Increases
in both the GNP price index (fixed
weights) and the gross domestic pur-
chases price index (fixed weights) were
essentially unrevised at 4 percent at an
annual rate.

Revisions in the major components
of real GNP were small. The largest
upward revision was in personal con-

NOTE.—Quarterly estimates in the national in-
come and product accounts are expressed at sea-
sonally adjusted annual rates, and quarterly
changes in them are differences between these
rates. Quarter-to-quarter percent changes are
compounded to annual rates. Real, or constant
dollar, estimates are expressed in 1982 dollars.

sumption expenditures ($4.1 billion),
and the largest downward revisions
were in net exports ($2.6 billion) and
fixed investment ($2.1 billion). Within
net exports, both exports and imports
were revised up substantially ($6.0 bil-
lion and $8.5 billion, respectively).

The broad picture of the economy,
as sketched in the last month's "Busi-
ness Situation," was not altered by
the revisions. All of the major com-
ponents of real GNP, except govern-
ment purchases, did less well in the
fourth quarter than in the third: Per-
sonal consumption expenditures in-
creased less than in the third quar-
ter, fixed investment and inventory
investment decreased after increases,
and net exports decreased more than
in the third quarter. Within net ex-
ports, however, the preliminary esti-
mates show that increases in nonagri-
cultural exports and in nonpetroleum
imports were about as strong in the
fourth quarter as in the third; the ad-
vance estimates for both had shown
much smaller increases in the fourth
quarter.

CHART 1

Looking Ahead...

• User's Guide. An updated "User's Guide to BEA Information" will appear
in the March SURVEY. It will list new prices, to be effective May 1, for some
products. The price for magnetic tapes, for example, will be reduced.

• Alternative Weighting of Real GNP. An article considering the presentation
by BEA of alternative weighting systems for real GNP will appear in an
upcoming issue of the SURVEY.

• Gross Product by Industry. Preliminary 1988 estimates of gross product
by industry will not be published in the April SURVEY. They will be delayed
in order to incorporate several improvements. Publication of estimates for
1988 and earlier years that incorporate these improvements is planned for
later this year.

• U.S. Business Enterprises Acquired or Established by Foreign Direct In-
vestors in 1988. Data on the cost to foreign direct investors of the ownership
interests acquired or established in U.S. business enterprises in 1988, by
industry and by country of foreign owner, will be presented in the May
SURVEY. Selected operating data of the U.S. business enterprises will also be
presented.

Selected Measures:
Change From Preceding Quarter

Percent
10

-5

-10

10

-5

10

REAL GNP

i.iil ..lulu..

REAL GROSS DOMESTIC PURCHASES

illlLilll

GNP PRICE INDEX (FIXED WEIGHTS)

Ililiiiilll
GROSS DOMESTIC PURCHASES PRICE
INDEX (FIXED WEIGHTS)

1985 1986 1987 1988

Note.—Percent change at annual rate from preceding quarter;
based on seasonally adjusted estimates.

U.S. Department of Commerce, Bureau of Economic Analysis
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the BUSINESS SITUATION

Corporate Profits

JL ROFITS from current production—
profits before tax with inventory val-
uation adjustment (IVA) and capi-
tal consumption adjustment (CCAdj)—
increased $10 billion, to $340 billion, in
the fourth quarter of 1988, following a
$3^2 billion increase in the third.1

Profits of domestic financial corpo-
rations and profits from the rest of
the world registered moderate, nearly
offsetting, changes; profits of domes-
tic nonfinancial corporations increased
$10^2 billion. The increase reflected
increases both in the product of nonfi-
nancial corporations and in profits per
unit of product; the increase in profits
per unit was responsible for most of the
profit increase. Real product increased
41/2 percent, up from 2^2 percent in the
third quarter. Unit prices increased
5^2 percent, while unit costs increased
4x/2 percent; unit labor costs again ac-
counted for most of the increase in unit
costs. (Percentages are at seasonally
adjusted annual rates.)

Domestic profits of financial corpo-
rations declined $2 billion, following
an increase of $2x/2 billion, and prof-
its from the rest of the world increased
$lx/2 billion, following an increase of
$5^2 billion.

Profits before tax and related
measures.—Profits before tax (PBT) in-
creased $52/2 billion, following an $8
billion increase. The difference be-
tween the $10 billion increase in profits
from current production and the $5^2
billion increase in PBT reflected par-
tially offsetting changes in the IVA and
in the GCAdj. (Both adjustments are
added to PBT to obtain the current-
production measure.)

The IVA is an estimate of inventory
profits with sign reversed. Inventory
profits declined $10^2 billion, reflect-
ing a slowing in the rate of increase

1. Quarterly estimates in the national income and
product accounts are expressed at seasonally adjusted
annual rates, and quarterly changes in them are differ-
ences between those rates.

in prices of inventoried goods, espe-
cially inventories of food. Almost one-
half of the increase in the IVA is trace-
able to food manufacturing and retail
food stores; a sharp increase in the IVA
of wholesale trade also reflected food
prices to some extent. The slowing in
the rate of increase in food prices is il-
lustrated by the foods component of the
Producer Price Index, which increased
4^2 percent in the fourth quarter after
increasing 9 percent in the third (sea-
sonally adjusted annual rates).

The CCAdj, which is an estimate
of the amount by which the predomi-
nantly tax-based depreciation measure
that underlies PBT differs from BEA's
approximation of economic deprecia-
tion, declined from $45^2 billion to
$39x/2 billion. The decline reflected
the cumulating impact of the Tax Re-
form Act of 1986, which lengthened the
service lives that may be used in cal-
culating most depreciation allowances
for tax purposes. In the absence of
changes in tax law and in the level
and rate of price increase of business
fixed investment, tax-based deprecia-

tion is expected to fall below economic
depreciation — i.e., the CCAdj is ex-
pected to turn negative — in the early
1990's. (Higher levels of investment
or lower rates of price increase would
tend to postpone the date at which this
crossover occurs.)

Cash flow from current production,
a profits-related measure of internally
generated funds available to corpora-
tions for investment, increased $13 bil-
lion after three quarters in which in-
creases had ranged from $3 billion to

billion.
PBT with IVA but without CCAdj.—

Profits from current production is not
available by industry; PBT with IVA
alone is the best available measure of
industry profits.

Domestic profits of nonfinancial cor-
porations increased $15^2 billion; siz-
able increases were registered in man-
ufacturing (with chemicals recording
the largest gain), transportation and
public utilities, and trade.

Domestic profits of financial corpora-
tions declined $1 billion. A $1 billion
increase in Federal Reserve profits was

Looking Ahead...

• New prices effective May 1. The "User's Guide to BEA Information" in
this issue of the SURVEY lists new prices, to be effective May 1, for some of
the products and services for which BEA is the sales agent. The new prices
reflect updated estimates of the costs BEA incurs in distributing these items.

• Alternative Weighting of Real GNP. An article considering the presentation
by BEA of alternative weighting systems for real GNP will appear in an
upcoming issue of the SURVEY.

• Gross Product by Industry. Preliminary 1988 estimates of gross product
by industry will not be published in the April SURVEY. They will be delayed
in order to incorporate several improvements. Publication of estimates for
1988 and earlier years that incorporate these improvements is planned for
later this year.

• U.S. Business Enterprises Acquired or Established by Foreign Direct In-
vestors in 1988. Data on the cost to foreign direct investors of the ownership
interests acquired or established in U.S. business enterprises in 1988, by
industry and by country of foreign owner, will be presented in the May
SURVEY. Selected operating data of the U.S. business enterprises will also be
presented.
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more than offset by declines in prof-
its of other financial institutions. Sav-
ings and loan associations registered
the largest decline as losses, which had
narrowed in the third quarter, became
larger.

Profits from the rest of the world in-
creased $!1/2 billion. This component
of profits measures inflows of profits
from foreign affiliates of U.S. corpora-
tions less outflows of profits from U.S.
affiliates of foreign corporations. In
the fourth quarter, inflows were un-
changed while outflows, mainly from
petroleum affiliates, declined.

Government Sector

The fiscal position of the government
sector deteriorated in the fourth quar-
ter of 1988, as the combined deficit of
the Federal Government and of State
and local governments increased $38
billion (table 1). The deficit of the Fed-
eral Government increased $34-^2 bil-
lion, and the surplus of State and local
governments declined $3*/2 billion.

The Federal sector.—The Federal
Government deficit increased to $158
billion, as expenditures increased more
than receipts.

Receipts increased $15x/2 billion, in
contrast to a $7^2 billion decline in the
third quarter. The third-quarter de-
cline was more than accounted for by
personal taxes, which were boosted in
the first half of the year by the reaction
of taxpayers to certain features of the
Tax Reform Act of 1986. In the fourth
quarter, personal tax and nontax re-
ceipts increased $7x/2 billion and contri-
butions for social insurance increased
$7 billion; both increases reflected a
strong increase in incomes. Indirect
business tax and nontax accruals in-
creased $1 billion, of which one-half
was in customs duties. Corporate prof-
its tax accruals increased $^2 billion.

Expenditures increased $50 billion,
in contrast to a $17!/2 billion de-
cline in the third quarter. Much of
the swing was accounted for by three
kinds of expenditures—purchases of
national defense goods and services,
purchases of agricultural commodities
by the Commodity Credit Corporation
(CCC), and subsidies to farmers. Com-
bined, they declined $26 billion in the
third quarter and increased $43^2 bil-
lion in the fourth. The large fourth-
quarter increase in defense purchases
was for most types of military equip-
ment and for research and develop-
ment; in CCC purchases, it was for

corn and cotton; in subsidies to farm-
ers, it was for deficiency payments,
conservation payments, and drought
assistance payments. All other expen-
ditures combined increased $6^2 billion
in the fourth quarter, compared with
$9 billion in the third.

Cyclically adjusted surplus or
deficit.—When measured using cycli-
cal adjustments based on middle-
expansion trend GNP, the Federal
deficit on the national income and
product accounts basis increased from
$1641/2 billion in the third quarter to
$200^2 billion in the fourth (see ta-
ble 3 on page 18). The cyclically ad-
justed deficit as a percentage of middle-
expansion trend GNP increased from
3.5 percent in the third quarter to 4.1
percent in the fourth.

The State and local sector.—The
State and local government surplus de-
clined to $52x/2 billion, as expenditures
increased more than receipts.

Receipts increased $12 billion, com-
pared with $9x/2 billion in the third
quarter. Indirect business tax and
nontax accruals increased $5*/2 billion,
of which $3 billion was in sales taxes.
Personal tax and nontax receipts in-
creased $4 billion; corporate profits tax
accruals and contributions for social in-
surance increased $^2 billion each.

Expenditures increased $15 billion,
compared with $10 billion in the third
quarter. The acceleration was in pur-
chases of goods and services, which
increased $13^2 billion in the fourth
quarter, compared with $8 billion in
the third. Purchases of structures in-
creased $4 billion, in contrast to a
$lx/2 billion decline in the third quar-
ter; the swing was due to the construc-
tion of highways and sewage treatment
plans. All other categories of expendi-
tures combined increased $2x/2 billion,
compared with $1^2 billion in the third
quarter.

Table 1.—Government Sector Receipts and Expenditures
[Billions of dollars, seasonally adjusted at annual rates]

Government sector

Receipts
Expenditures

Surplus or deficit ( )

Federal Government

Receipts

Personal tax and nontax receipts
Corporate profits tax accruals
Indirect business tax and nontax accruals .
Contributions for social insurance

Expenditures ....

Purchases of goods and services
National defense
Nondefense

Of which: Commodity Credit Corporation inventory change
Transfer payments

To persons
To foreigners . ...

Grants-in-aid to State and local governments
Net interest paid

Subsidies . . . .
Of which: Agricultural subsidies

Less: Current surplus of government enterprises
Less: Wage accruals less disbursements

Surplus or deficit (— )

State and local governments

Receipts

Personal tax and nontax receipts ,
Corporate profits tax accruals
Indirect business tax and nontax accruals
Contributions for social insurance
Federal grants-in-aid

Expenditures

Purchases of goods and services
Of which' Structures

Transfer payments to persons
Net interest paid .
Less' Dividends received by government
Subsidies less current surplus of government enterprises

Subsidies
Less: Current surplus of government enterprises

Less: Wage accruals less disbursements . .

Surplus or deficit (— )

Social insurance funds
Other

Change from preceding quarter

1987

IV

22.6
48.0

-25.4

14.3

9.0
-2.6

1.1
7.0

36.5

5.1
6

5.8
3.4
8.3
2.6
5.7
-.5
5.7

17.1
16.8
16.7
-.3
-.4

-22.1

7.8

5.7
9

2.7
.8
.5

11.0

9.9
1 1
2.4
-.8

.3

.2

-.2

32

1.6
47

1988

I

15.5
4.0

11.5

6.6

177
-.5

.9
24.0

1.2

-13.7
-.8

-12.9
-16.1

11.9
16.8

-4.9
9.7

.4
67

-8.0
-8.0
-1.2

5.3

18.6

2.7
1.2
4.3

.7
9.7

12.5

11.6
2.1
2.1
-.7

.3
-.3

.4

6.1

1.5
4.5

II

45.6
23.3
22.3

31.9

20.4
4.6
.1

6.9

10.2

4.6
.5

4.1
.7

3.1
3.6
-.5
-.7
2.2
1.0
2.8
2.8
1.8

21.8

12.9

4.7
1.8
6.3

.7
7

12.5

11.8
1.3
2.1

g
.3
3

.4

.4

1.6
-1.2

III

1.0
85
9.6

-7.5

-16.7
1.4
1.1
6.7

-17.3

145
-4.5

-10.0
-5.8

3.2
1.7
1.4
1.1
2.9
99

-15.7
-15.8
-5.3

9.8

9.7

2.2
.2

5.4
.7

1.1

9.9

8.2
1 5
3.3

9
.3
5

.5

-.2

1.5
-1.9

IV

26.5
64.3
378

15.7

7.5
.4
.8

7.0

50.0

28.6
7.6

21.0
17.8
6.8
2.7
4.1
1.5
4.0
9.2

18.6
18.2
9.4

-34.3

12.2

4.0
.4

5.5
.7

1.5

15.7

13.6
4.2
4.3
-.9

.3
-1.0

1.0

35

1.6
5 1

Level

1988:IV

1,598.5
1,703.8

1053

991.2

415.8
113.5
57.9

404.0

1,149.0

396.3
301.9
94.3

-4.8
447.5
430.9

16.6
113.0
158.9
33.3
35.4
20.0
2.1

-157.8

720.3

182.2
32.1

340.8
52.1

113.0

667.8

601.2
69.2

133.6
-42.1

8.7
-16.2

1.0
17.3

52.5

70.9
-18.4

NOTE.—Dollar levels are found in tables 3.2 and 3.3 of the "Selected NIPA Tables."
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the BUSINESS SITUATION

IL' .S. economic activity picked up in
the first quarter of 1989; the pickup
was attributable to the return of farm
output to a level not affected by the
1988 drought. Inflation also picked up
somewhat in the first quarter (chart 1).

• Real GNP, a measure of U.S. pro-
duction, increased at an annual
rate of 6^2 percent, following an in-
crease of 2J/2 percent in the fourth
quarter.

• Real gross domestic purchases,
a measure of U.S. demand, in-
creased at an annual rate of 4!/2
percent, following a S^-percent in-
crease.

• The GNP price index increased at
an annual rate of 5 percent, fol-
lowing a 4-percent increase; the
price index for gross domestic pur-
chases increased at an annual rate
of S1^ percent, following a 4V2-
percent increase.1

1. The regularly featured estimates of real GNP and
GNP prices are baaed on 1982 weights. An alterna-
tive measure of price change that uses more current
weights—the chain price index—is published in table

Impact of the drought on real GNP.—
In the last three quarters of 1988,
the level of real GNP was reduced
by a severe drought that substantially percent
lowered farm—predominately crop— 10
output. The drought losses (in 1982
dollars) reduced real farm output by $9
billion in the second quarter, an addi-
tional $5 billion in the third, and an
additional $101/2 billion in the fourth o
(table I).2 Thus, the cumulative losses
8.1 of the "Selected NIPA Tables." The GNP chain price
index increased at about the same rate as the GNP
fixed-weighted index in the last two quarters—5 per-
cent in the first quarter and 4 percent in the fourth.
The chain price index can be used to calculate an alter-
native measure of real GNP growth based on more cur-
rent weights; this measure increased at annual rates of
4^2 percent in the first quarter and 3/2 percent in the
fourth. (This measure and others are discussed in "Al-
ternative Measures of Real GNP" in this issue of the
SURVEY OP CURRENT BUSINESS. Beginning in May, this
measure and one based on 1987 price weights will be
shown each quarter, at the time of the preliminary GNP
estimate, in a special table in the SURVEY.)

2. See the August 1988 "Business Situation" for a de-
scription of the procedures used by BEA to estimate the
losses in crop and livestock output due to the drought
and to allocate them on a quarterly basis. (BEA has
not attempted to make estimates of the impact of the
drought on farm inventories, farm income, and nonfarm
national income and product accounts components.)

CHART 1

Selected Measures:
Change From Preceding Quarter

-10

10

REAL GNP

Lililiml

Looking Ahead...

• Computers. An article reviewing the concepts and statistical procedures
used by BEA in measuring the output of computers will appear in an up-
coming issue of the SURVEY.

• U.S. Business Enterprises Acquired or Established by Foreign Direct In-
vestors in 1988. Data on the cost to foreign direct investors of the ownership
interests acquired or established in U.S. business enterprises in 1988, by
industry'and by country of foreign owner, will be presented in the May
SURVEY. Selected operating data of the U.S. business enterprises will also be
presented.

• Pollution Abatement and Control Expenditures. Estimates of U.S. expen-
ditures for pollution abatement and control for 1985-87 will be presented
in the June issue of the SURVEY.

• U.S. International Transactions and Investment Position. Revised estimates
of U.S. international transactions will be presented in the June SURVEY,
along with preliminary estimates for the first quarter of 1989. The revi-
sions cover 1985-88. The same issue will present preliminary estimates for
yearend 1988 of U.S. assets abroad and foreign assets in the United States
and the sources of change in the investment position.

• Annual Revisions of the National Income and Product Accounts. Revised
estimates will be presented in the July SURVEY. The revisions cover the 3-
year period beginning with the first quarter of 1986.

-5

-10

10

REAL GROSS DOMESTIC PURCHASES

L-iilLiil

GNP PRICE INDEX (FIXED WEIGHTS)

5 -

10
GROSS DOMESTIC PURCHASE PRICE INDEX
(FIXED WEIGHTS)

1986 1987 1988 1989
Note —Percent change at annual rate from preceding quarter,
based on seasonally adjusted estimates

U S Department of Commerce, Bureau of Economic Analysis
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lowered the fourth-quarter level of real
farm output—and real GNP—by $25
billion. Consequently, the return of
farm output to a level not affected by
the drought raised real GNP by $25 bil-
lion in the first quarter of 1989. (This
estimate assumes that the drought did
not continue into 1989; if later infor-
mation indicates otherwise, BEA will
make an estimate of its impact in
1989.)

Over the period affected by the
drought, the increase in real GNP sub-
sides from 3^2 percent in the first quar-
ter of 1988 to 3 percent in the second
quarter and to 2l/i percent in the third
and fourth quarters; the increase then
jumps to 5^2 percent in the first quar-
ter of 1989. The impact of the drought
lowers the increase in real GNP by 0.9
percentage point in the second quarter,
by 0.5 percentage point in the third,
and by 1.1 percentage points in the
fourth; it then raises the increase in
real GNP by 2.5 percentage points in
the first quarter. If this impact is ex-
cluded, a different pattern of economic
activity emerges: Real GNP would in-
crease 3 to 4 percent in each of the past
five quarters.

Motor vehicles.—Real motor vehicle
output declined $4^2 billion in the first
quarter, following a $5 billion increase
in the fourth. Both auto and truck out-
put contributed to the first-quarter de-
cline; the fourth-quarter increase was
entirely accounted for by truck output.

In units, domestic car production de-
clined 0.8 million to 7.0 million (sea-
sonally adjusted annual rate) in the
first quarter, following a 0.6-million in-
crease in the fourth. Manufacturers
reduced production in the first quar-
ter in an attempt to cut inventories,
which had swelled to the highest level
in a year. Sales of domestic cars
declined to 6.9 million units in the
first quarter from 7.5 million in the
fourth. Because production again ex-
ceeded sales in the first quarter, inven-
tories edged up further to 1.69 million.
The inventory-sales ratio rose to 2.9—
well above the ratio considered desir-
able by the industry—from 2.6 in the
fourth quarter.

Sales of imported cars declined to 2.8
million units—the lowest level since
the second quarter of 1985—from 3.0
million in the fourth quarter. At the

Table 1.—Recent Patterns in Real GNP

[Seasonally adjusted at annual rates]

G N P . . . .

Addendum:

Bilhons of 1982 dollars

Level

1988

I

3,956.1

163.2
0

151.8

3,956.1

II

3,985.2

150.9
-9.2

166.7

3,994.4

III

4,009.4

145.4
-14.3

165.6

4,023.7

IV

4,033.4

134.8
-25.0

170.5

4,058.4

1989

I

4,088.2

160.1
0

1661

4,088.2

Change from preceding
quarter

1988

II

29.1

-12.3
-9.2

14.9

38.3

m

24.2

-5.5
-5.1

1 1

293

W

24.0

-10.6
-10.7

4.9

34.7

1989

1

54.8

25.3
25.0

-44

29.8

Percent change from
preceding quarter

1988

II

3.0

-269

45.4

3.9

ni

2.5

-13.8

-2.6

3.0

IV

2.4

-26.1

12.4

3.5

1989

I

5.5

99.0

-9.9

3.0

1. Farm output is the national income and product accounts (NIPA) measure of gross output of the farm sector—that is, output before the
deduction of consumption of materials and services purchased from other industries. Subtraction of these purchases yields gross farm product (or
value added), the contribution of the farm sector to GNP. Gross farm product (1982 dollars) is found in table 1.8 of the "Selected NIPA Tables."

NOTE.—Quarterly estimates in the national income and product accounts are expressed at
seasonally adjusted annual rates, and quarterly changes in them are differences between these
rates. Quarter-to-quarter percent changes are annualized. Real, or constant-dollar, estimates
are expressed hi 1982 dollars.

The advance GNP estimates for the first quarter are based on the following major source data:
For personal consumption expenditures (PCE), sales of retail stores through March, and unit
auto and truck sales through March; for nonresidential fixed investment, the same information
for autos and trucks as for PCE, construction put in place for January and February, and man-
ufacturers' shipments of machinery and equipment for January and February; for residential
investment, construction put in place for January and February, and housing starts through
March; for change in business inventories, manufacturing and trade inventories for January
and February, and unit auto inventories through March; for net exports of goods and services,
merchandise exports and merchandise imports for January and February; for government pur-
chases of goods and services, Federal outlays through March, and State and local construction
put in place for January and February; and for GNP prices, the Consumer Price Index through
March, the Producer Price Index through March, and the unit-value index for petroleum imports
for January and February. Some of the source data are subject to revision.

end of the first quarter, inventories of
imported cars were at a record high.

Domestic truck production declined
in the first quarter after a sharp in-
crease in the fourth; however, produc-
tion remained higher than sales, so in-
ventories continued to build. Sales of
new trucks declined again in the first
quarter, as sales of both domestic and
imported trucks edged down. At 4.9
million units, truck sales were the low-
est since the fourth quarter of 1987.

Components of Real GNP

Even aside from the impact of the
drought, which led to a sharp up-
swing in farm inventory investment,
changes in the major components of
real GNP in the first quarter differed
considerably from those in the fourth.
On the upside, nonresidential fixed in-
vestment, nonfarm inventory invest-
ment, and net exports all increased af-
ter decreasing in the fourth quarter.
On the downside, personal consump-
tion expenditures and government pur-
chases increased much less than in the
fourth quarter, and residential invest-
ment decreased after an increase.

Personal consumption expenditures
Real personal consumption expen-

ditures (PCE) increased l1^ percent
in the first quarter, following a S1^-
percent increase in the fourth (table
2). The first-quarter increase was
the smallest since the fourth quarter
of 1987, when PCE declined. The
deceleration, which occurred despite
continued strong growth in dispos-
able personal income and continued
high consumer confidence (as mea-
sured by the Index of Consumer Sen-
timent prepared by the University of
Michigan's SURVEY Research Center),
was in durable goods and in services.
Nondurable goods increased somewhat
more in the first quarter than in the
fourth.

Expenditures for durable goods de-
clined 3 percent after increasing 6 per-
cent in the fourth quarter. The de-
cline was accounted for by motor vehi-
cles and parts and by "other" durables.
New car purchases, after changing
little in the last three quarters of
1988, fell in the first quarter; used
car purchases and new truck pur-
chases also declined after changing lit-
tle in the fourth quarter. "Other"
durables—which includes wheel goods,
durable toys, sporting goods, recre-
ational boats, jewelry, and watches—
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declined in the first quarter after in-
creasing in the fourth.

Expenditures for services increased
2^2 percent after increasing 4 percent
in the fourth quarter; the first-quarter
increase was the smallest since the
fourth quarter of 1987. The slow-
down was largely accounted for by en-
ergy services (reflecting reduced ex-
penditures for electricity and natural
gas due to unusually mild weather)
and transportation services (mainly air
transportation), both of which declined
after increasing in the fourth quarter.

Expenditures for nondurable goods
increased 2 percent after increasing
l1^ percent in the fourth quarter. The
first-quarter increase was accounted
for by food and "other" nondurables.
In contrast, energy declined, partly re-
flecting reduced expenditures for fuel
oil and coal due to the mild weather.

Nonresidential fixed investment

Real nonresidential fixed investment
increased 9^2 percent in the first quar-
ter, following a 3-percent decline in the
fourth (table 3). Structures and pro-
ducers' durable equipment (PDE) both
contributed to the upswing. Structures
increased 8 percent after declining 1
percent; the increase was concentrated
in the commercial component of non-
residential buildings, which rebounded
after a decline. PDE increased 10 per-
cent after declining 3^-2 percent; all
four of the major categories shown in
table 3 contributed to the upswing.3

Factors that are typically consid-
ered in analyses of investment present
a mixed picture. Capacity utiliza-
tion in manufacturing, which had been
increasing steadily, showed signs of
weakening in the first quarter. Newly
approved capital appropriations (for
1,000 manufacturing corporations) in-
creased sharply in the fourth quarter,
but interest rates also increased. Va-
cancy rates for office buildings drifted
down last year, but new construe-

3. In estimating PDE for the first quarter, BEA tem-
porarily reverted to a version of the commodity flow pro-
cedure, used prior to the July 1987 revision, that does
not involve separation of imports into complete equip-
ment and components. BEA expects to be able to re-
sume use of the more detailed procedure, using import
data reported under the new Harmonized System, for
the final estimate of first-quarter PDE in June. (The
Harmonized System for reporting exports and imports,
which went into effect earlier this year, was explained
in the technical notes in "U.S. International Transac-
tions, First Quarter 1988" in the June 1988 SURVEY.)
The use of the less detailed procedure will not distort
the PDE estimate unless there were large shifts in the
mix of imports, and there is no reason to suspect that
such shifts occurred.

tion contracts for commercial proper-
ties also declined (no doubt reflect-
ing the fact that although vacancy
rates are falling, they still remain
high). New orders for nondefense capi-
tal goods have been erratic since early
1988.

Residential investment

Real residential investment declined
3^2 percent in the first quarter, fol-
lowing an 11-percent increase in the
fourth. Single-family construction and
the "other" component of residential
investment (which includes additions
and alterations, major replacements,
mobile home sales, and brokers' com-
missions on house sales) both con-
tributed to the turnaround. Multi-

family construction increased after a
decline.

In the first quarter, the downswing
in single-family construction mirrored
movements in the number of single-
family starts. Starts declined 62,000
(or 20 percent) to 1,076,000 (season-
ally adjusted annual rates) in the first
quarter, following a 77,000 increase
in the fourth (chart 2). Starts were
high in January, reflecting the unusu-
ally mild weather, but they declined in
February and March.

The upswing in multifamily con-
struction, which took place in conjunc-
tion with a declining vacancy rate for
apartments, raises the possibility that
the protracted downtrend in multifam-
ily construction may be ending. The
downtrend, which had reflected over-

Table 2.—Real Personal Consumption Expenditures

[Seasonally adjusted at annual rates]

Food

Billions of 1982 dollars

Level

1989.1

2,634.8

413.1
173.5
168.9

70.7

911.8
460.4
163.9
1200
167.5

1,309.9
3706
1636
80.8
82.7
95.9

292.9
3870

Change from preceding quarter

1988

II

19.2

9.5
5.5
4.5
-.5

.9
1.8

-3.3
.9

1.4

89
2.0

.7
1

.4
1.2
2.6
2.6

III

24.8

-.2
-.3
-.8

.9

109
.6

7.9
.3

22

14.1
2.1
4.8
3.2
1.7
13
3.9
1.9

IV

22.4

6.1
.9

2.0
3.2

2.9
1.0
-.1
2.0

0

13.3
1.3
.5
.4
.1

I.S
4.8
4.9

1989

I

8.6

-3.4
-61

5.9
-3.2

4.4
56
-.2

-39
29

77
1.6

-2.8
-3.4

.5
-1
4.7
4.4

Percent change from preceding
quarter

1988

n

3.0

9.8
13.3
119
-2.8

4
1.6

-8.0
3.0
3.5

2.8
22
1.8
.5

2.0
5.3
3.8
28

III

3.9

-.2
-7

-2.0
5.3

5.0
.5

218
1.0
5.5

4.5
2.3

125
169
8.7
5.7
5.7
20

IV

3.5

6.1
2.0
5.1

19.4

1.3
.9

-.2
67

0

4.2
1.4
1.2
1.9

5
7.9
6.9
5.3

1989

I

1.3

-3.2
-12.9

15.3
-16.2

20
5.0
-.5

-12.0
7.2

2.4
1.7

-6.6
-15.2

25
-.4
67
4.7

1 Gasoline and oil, and fuel oil and coal.
2. Electricity and gas.
NOTE.—Percent changes in major aggregates are found in table 8.1 of the "Selected NIPA Tables." Dollars levels are found in table 2.3.

Table 3.—Real Gross Private Domestic Fixed Investment

[Seasonally adjusted at annual rates]

Nonresidential buildings, excluding farms

Mining exploration, shafts, and wells
Other

Information processing and related equipment

Other

Billions of 1982 dollars

Level

1989:1

697.6

502.8
127.9
78.4
28.3
18.1
3.0

374.9
165.3
78.3
649
66.4

194.8
98.5
182
78.2

Change from preceding quarter

1988

n

16.8

16.8
1.0
1.9
.8

-1.1
-.5

15.7
9.1
2.8
3.4

.4

1
.1

-1.0
.9

m

6.9

4.8
8

-2.3
2.7
.3
.1

4.1
2.4
1.9
-.3

.1

2.0
-.8

.3
2.5

IV

1.4

-36
-.3

.1

.1
-.9

.4

-3.3
-50
3.1

-2.3
.8

50
3.4
-.2
1.8

1989

I

9.6

11.4
2.4
2.6

.1
0
-.4

9.0
2.9
5.3
— 8
i!e

-1.8
-.4

.9
-22

Percent change from preceding
quarter

1988

II

10.5

15.0
3.3

10.4
13.7

-20.4
-47.1

19.2
25.5
18.3
22.7
2.5

.2
4

-20.2
4.9

in

4.1

4.0
2.6

-11.3
49.8
66

14.5

46
5.9

11.7
-1.7

.6

4.3
-3.3
7.2

13.8

rv

0.8

-2.9
-1.0

.5
1.4

-17.6
6.5

-3.5
-11.4

19.0
-12.9

5.8

10.9
15.0
-4.5
9.5

1989

I

S.7

9.6
7.9

14.4
1.4
0

-39.3

10.2
7.3

32.4
-4.8
10.2

-3.6
-1.6
22.5

-10.5

NOTE,—Percent changes in major aggregates arc found in Table 8.1 of the "Selected NIPA tables." Dollar levels are found m table 5.13.
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building and the curtailment of tax in-
centives, took multifamily construction
from a peak of $30^2 billion in the sec-
ond quarter of 1986 to $17 billion in the
second quarter of 1988, a decline of 43
percent.

The downswing in the "other" com-
ponent was mostly attributable to a de-
cline in brokers' commissions on house
sales. Sales of new and existing res-
idences declined 399,000 in the first
quarter, partly reflecting higher home
prices and higher mortgage interest
rates (chart 3).

Inventory investment

Real inventory investment—that is,
the change in business inventories—
increased $24vs billion in the first
quarter, as inventory accumulation
jumped to $54 billion from $29 bil-
lion in the fourth quarter (table 4).
In contrast, inventory investment had
decreased $10^2 billion in the fourth
quarter. The upswing in inventory in-
vestment was largely traceable to farm
inventories.

Farm inventories increased $12!/2
billion in the first quarter, follow-
ing decreases of $8^2 billion in the
fourth quarter and $1 billion in the
third. The pattern largely reflected
BEA's allocation of the impact of the
drought. Despite sharp drops in
farm—predominately crop—output, a
relatively steady pace of market sales
was maintained, as crops were with-
drawn from inventories held by the
Commodity Credit Corporation (CCC),
and, in the fourth quarter, from farm-
ers' own inventories. In the first quar-
ter, the return of farm output to a
level not affected by the drought led to
the substantial accumulation in farm
inventories.

Nonfarm inventories increased $41
billion in the first quarter, roughly
in line with increases in the two
preceding quarters. Accumulations
in manufacturing inventories slowed
in the first quarter. The slowdown
was traceable to a larger decumu-
lation in inventories. of nondurable
goods; inventories of durable goods—
particularly machinery and trans-
portation equipment—continued to ac-
cumulate steadily. Wholesale trade in-
ventories accumulated more strongly
than in the fourth quarter; the step-up
was mainly in inventories of merchant
wholesalers of durable goods. Retail
trade inventories again accumulated
substantially, as auto dealers' invento-
ries continued to build.

Reflecting the pickup in inventory in-
vestment and a slight slowdown in fi-
nal sales, the constant-dollar ratio of
total inventories to total final sales

edged up to 3.22 in the first quarter
from 3.21 in the fourth. At 3.22, the
ratio is at the high end of the 3.12-to-
3.22 range of the past 3^2 years.

Table 4.—Change in Real Business Inventories

[Billions of 1982 dollars; seasonally adjusted at annual rates]

Other . ,

Addendum:

Level

1988

I

66.0

14.1

51.9
15.8
24.9

1.5
-10.1

11.6
9.7

62.0

n

35.3

53

30.1
5.8

-1.2
13.7
11.0
2.7

11.8

19.1

m

39.5

-.8

40.4
5.7

11.2
11.7
8.7
3.0

11.8

31.7

IV

29.1

-8.5

37.6
11.2
3.2

12.9
7.5
5.4

10.3

30.2

1989

I

53.8

12.6

41.1
6.2
7.4

16.7
11.5
5.2

10.9

29.6

Change from preceding quarter

1988

n

-30.7

-8.8

-21.8
-10.0
-26.1

12.2
21.1
-8.9

2.1

-42.9

III

4.2

-6.1

10.3
-.1

12.4
-2.0
-2.3

.3
0

12.6

IV

-10.4

-7.7

-2.8
5.5

-8.0
1.2

-1.2
2.4

-1.5

-1.5

1989

I

24.7

21.1

3.5
-5.0
4.2
3.8
4.0
-.2

.6

-.6

NOTE.—Dollar levels for most inventories are found in table 5.11 of the "Selected NIPA Tables."

Table 5.—Real Net Exports of Goods and Services

[Seasonally adjusted at annual rates]

Net exports of goods and services

Exports ,
Merchandise.

Agriculture .
Nonagriculture

Services ...

Imports
Merchandise .

Petroleum
Nonpetroleum.

Billions of 1982 dollars

Level

1989:1

-95.6

535.4
359.7
38.4

321.3
175.7

631.0
483.1
86.3

3968
147.9

Change from preceding quarter

n

16.4

10.7
10.1

.5
9.6
.7

-5.6
-4.0

3.2
-7.2
-1.6

III

-1.3

17.1
6.8

-1.9
8.7

10.3

18.4
11.8
1.7

10.1
6.6

IV

-1L5

8.1
6.0

-2.3
8.3
2.1

19.5
15.1
3.6

11.6
4.4

I

9.8

13.3
7.8
28
5.0
5.5

36
-2.9
-4A

1.4
6.5

Percent change from preceding

n

9.1
12.9
5.2

13.9
1.8

-3.7
-3.4
16.5
-7.3
-4.8

m

14.5
8.3

-17.8
12.1
28.8

13.1
10.7
8.2

11.3
21.8

IV

6.5
7.1

-222
11.2
5.1

135
13.5
17.6
12.6
13.5

I

10.6
9.2

35.4
6.5

13.6

2.3
-2.4

-18.0
1.4

19.7

NOTE.—Percent changes in major aggregates are found in table 8.1 of the "Selected NIPA Tables." Dollar levels are found in table 4.2 (for
major aggregates) and table 4.4 (for end-use category detail).
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Net exports
Real net exports increased $10 bil-

lion in the first quarter, following a de-
cline of $11V2 billion in the fourth (ta-
ble 5). The upswing largely reflected
changes in net exports of merchandise;
net exports of services, which declined
less than in the fourth quarter, also
contributed.

Merchandise exports increased $8
billion (or 9 percent) after increasing
$6 billion (or 7 percent) in the fourth
quarter. Agricultural exports, which
swung to a $3 billion increase from
a $21'2 billion decline, more than ac-
counted for the step-up. Nonagricul-
tural exports slowed to an increase of
$5 billion from an increase of $8^2 bil-
lion. The slowdown was evident in
all end-use categories except consumer
goods and industrial supplies and
materials.

Merchandise imports declined $3 bil-
lion (or 2l/2 percent) after increasing
$15 billion (or 13^2 percent) in the
fourth quarter. Petroleum imports,
which dropped $4V2 billion after rising
$3^2 billion, accounted for almost one-
half of the downswing. Nonpetroleum
imports slowed sharply to an increase
of $1^2 billion from an increase of
$11V2 billion. The slowdown was ac-
counted for by autos and consumer
goods, both of which declined after
strong increases in the fourth quarter.

Exports of services increased $5^2
billion after an increase of $2 billion;
the step-up largely reflected an up-
swing in services other than invest-
ment income. Imports of services in-
creased $6^2 billion after an increase of
$4^2 billion; investment income more
than accounted for the step-up.

Table 6.—Real Government Purchases of Goods and Services

[Seasonally adjusted at annual rates]

Government purchases of goods and services

Federal

Commodity Credit Corporation inventory change
Other

State and local

Other.. . .

Billions of 1982 dollars

Level

1989.1

797.7

333.2
255.9
77.3
-5.9
83.2

464.5
581

406.4

Change from preceding quarter

1988

n

7.4

3.8
-1.0

4.7
25
2.2

3.5
.3

3.2

111

-10.3

-11.5
-7.2
-4.2

.3
-4.5

1.2
-2.1

3.3

IV

22.0

15.4
6.1
9.2
7.1
2.1

6.6
3.3
3.3

1989

I

2.2

-2.3
-6.6

4.4
3.5

.9

4.5
1.2
3.3

Percent change from preceding
quarter

1988

n

3.9

4.7
-1.5
33.2

11.1

3.2
2.2
3.3

III

-S3

-13.2
-105
-22.5

-19.6

1.1
-14.2

3.4

IV

11.9

20.7
9.9

71.5

10.9

6.0
27.0
3.3

1989

I

1.1

27
-9.7
26.4

4.4

4.0
8.7
3.3

NOTE.—Percent changes in major aggregates are found in table 8.1 of the "Selected NIPA Tables." Dollar levels arc found in table 3.8B.
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Government purchases

Real government purchases
increased $2 billion (or 1 percent) in
the first quarter, following an increase
of $22 billion (or 12 percent) in the
fourth (table 6). The slowdown largely
reflected a sharp downswing in Fed-
eral defense purchases; Federal non-
defense purchases and State and lo-
cal purchases, both of which were up
less than in the fourth quarter, also
contributed.

Federal defense purchases decreased
$6^2 billion, following a $6 billion in-
crease in the fourth quarter. The de-
crease, which was in military hard-
ware and in services other than em-
ployee compensation, resumed a down-
trend that began in late 1987.

Federal nondefense purchases in-
creased $4^2 billion, about one-half as
much as in the fourth quarter; the
slowdown was largely traceable to net
changes hi CCC inventories. Although
CCC inventories have decumulated for
five consecutive quarters, fluctuations
in the rate of decumulation have had
considerable impact on the quarterly
pattern of changes in Federal nonde-
fense purchases. The inventory decu-
mulations in the fourth and first quar-
ters mainly reflected net withdrawals
of crops under the CCC commodity
loan program. Federal nondefense pur-
chases excluding CCC inventory trans-
actions increased $1 billion in the first
quarter, following a $2 billion increase
in the fourth.

State and local government pur-
chases increased $4V2 billion in the
first quarter, after a $6^2 billion in-
crease in the fourth. The slowdown
was traceable to structures, particu-
larly highways.

Prices

GNP prices and gross domestic pur-
chases prices both picked up in the
first quarter: GNP prices were up 5
percent after a 4-percent increase, and
gross domestic purchases prices were
up 5^2 percent after a 41/2-percent in-
crease (table 7). The first-quarter in-
creases in each of these price measures
were boosted 0.4 percentage point by
the combined effect of a 4.1-percent pay
raise for Federal civilian and military
personnel and of an increase in the
Federal Government's contributions—
as an employer—for social insurance
programs. (Such increases in employee
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compensation are treated in the na-
tional income and product accounts as
an increase in the price of employee
services purchased by the Federal
Government.)

Prices of exports increased some-
what more than in the fourth quarter,
and prices of imports increased consid-
erably more. The upsurge in import
prices was more than accounted for by
petroleum prices, which jumped ll?1^
percent after five consecutive quarters
of decline. Prices of other merchandise
imports were up less than in the fourth
quarter, primarily reflecting prices of
autos and of capital goods (except
autos).

PCE prices were up 5 percent for
the third consecutive quarter. Food
prices increased 5 percent in the first
quarter, somewhat more than in the
fourth; the acceleration was largely ac-
counted for by meat and egg prices.
Energy prices increased 3 percent af-
ter decreasing in the fourth quarter.
The turnaround was in prices of gaso-
line and oil and of fuel oil and coal;
prices of electricity and gas increased
in both quarters, but at a slower pace
in the first. "Other" PCE prices in-
creased 5 percent, slightly less than in
the fourth quarter; the slowdown was
attributable to prices of clothing and
shoes, which often fluctuate sharply
from quarter to quarter, and to prices
of durable goods other than autos.

Among other components of final
sales, the increase in prices of fixed

Table 7.—Price Indexes (Fixed Weights): Change
from Preceding Quarter

[Percent change at annual rates; based on seasonally adjusted index
numbers (1982=100)]

GNP

Equals: Gross domestic purchases

Equals: Final sales to domestic

Personal consumption expenditures
Food

Other personal consumption

Fixed Investment
Nonresidennal structures

Addenda:

n

50

69
5 7

4.9

49

57
60
57

5 6
2.0
1.1
3.4
.3

45

63
-26
7 6

1988

III

5.3

96
1

4.4

44

4.9
94
37

39
1.2
2.8

7
3

47

-9
22.0
22

IV

42

25
3 1

4.3

43

4.8
38
1 2

5 6
3.9
3.3
49
2.6
29

2.0
-32.3

70

1989

I

50

4 4
8 9

5.4

55

5.0
52
2 8

5 1
4.7
4.3
45
55
76

114
1177

26

investment moved up to 41/(2 percent,
and the increase in prices of govern-
ment purchases more than doubled to
7J/2 percent. One-half of the step-up in
prices of government purchases was at-
tributable to the Federal pay raise and
increased Federal Government contri-
butions for social insurance.

Personal Income

Personal income surged $132 bil-
lion in the first quarter, following an
$86^2 billion increase in the fourth
(chart 4 and table 8). The acceleration
was largely due to a sharp turnaround
in farm proprietors' income and to
stronger increases in personal interest
income and transfer payments.

Movements in personal income in re-
cent quarters have been greatly af-
fected by the impact of the drought
on farm proprietors' income. In addi-
tion, the special factors shown in the
addenda to table 8 have had consider-

able impact. If farm proprietors' in-
come and the special factors affecting
the other components of personal in-
come are excluded, personal income
would have registered strong increases
of $84-91 billion in each of the past
three quarters.

Wage and salary disbursements
were up $57 billion in the first quar-
ter, following a $55 billion increase in
the fourth. The step-up was in govern-
ment wages and salaries, which were
boosted $4^2 billion by the pay raise for
Federal Government and Postal Ser-
vice employees. Private wages and
salaries increased somewhat less than
in the fourth quarter, reflecting a slow-
down in average hourly earnings and a
swing in average weekly hours from a
small increase to a small decline.

Farm proprietors' income increased
$31 billion in the first quarter, fol-
lowing a $5 billion decline in the
fourth. Farm income excluding subsi-
dies jumped $32 billion after a $19:/2
billion drop; the swing reflected a

Table S.—Personal Income and Its Disposition

[Billions of dollars; seasonally adjusted at annual rates]

Wage and salary disbursements
Commodity-producing industries

Manufacturing
Other.

Distributive indusp s.
Service industries.
Government and government enterprises,

Other .

Addenda: Special factors in personal income:

In wages and salaries:

In farm proprietors' income:

In transfer payments:

In personal contributions for social insurance:
Social security rate and base changes, the initial premiums under the

medical catastrophic coverage, and an increase in the premium for

Level

1989:1

2,574.0
727.6
545.3
182.3
611.4
769.0
465.9

225.4

357.8
56.9

300.9

13.3
102.1
632.9

6169

210.2

4312.4

616.0

3,696.4

3,484.5

211.9

Change from preceding quarter

1988

n

51.3
13.1
7.8
5.3

13.9
18.5
5.8

1.9

4.9
-1.3

6.1

-1.4
1.5
9.5

6.5

3.3

71.0

25.2
12.6
12.6

45.9

67.9

-22.1

1

2.1

1 5

III

52.0
12.2
8.5
37

137
19.9
6.2

3.0

-7.2
-125

5.4

.6
2.3

182

58

3.2

71.6

-14.5
-25.8

11.3

86.0

682

17.9

.3

-12.6

IV

54.8
14.1
11.2
2.9

12.8
21.6
6.3

3.0

2.2
-4.9

7.0

-1.6
2.1

21.8

78

3.4

86.5

11.5
-1.0
125

75.0

669

8.2

.3

14.5

1989

I

57.2
12.2
82
4.0

12.8
21.6
105

2.9

34.0
30.9
3.2

^18
2.7

29.2

20.5

10.1

131.9

18.0
3.1

14.9

113.9

55.8

58.1

4.4

-1.1

1.5
11.8

6.1

NOTE.—Percent changes in major aggregates are found in table 8,1
of the "Selected NIPA Tables." Most index number levels are found
in tables 7.1 and 7.3.

I. Estimates of the \mpact of the Tax Reform Act of 1986 on Federal Government personal tax payments and indirect effects on State and
local government personal tax payments.

NOTE,—Most dollar levels are found in table 2 I of the "Selected NIPA Tables."
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sharp increase in crop prices after a
sharp decrease, as well as the return
of farm output to a level not affected
by the drought. Federal agricultural
subsidy payments, which had jumped
$14^2 billion to a level of $16 billion
in the fourth quarter, remained high—
$15 billion—in the first. Substantial
deficiency and drought assistance pay-
ments were made in both quarters.

Personal interest income was up
$29 billion, the fifth quarter of pro-
gressively larger increases. These
increases reflected uptrends in both
short-term interest rates and personal
asset holdings.

Transfer payments increased $20 ̂ 2
billion in the first quarter, following an
$8 billion increase in the fourth. The
jump was largely due to cost-of-living
adjustments (COLA's) to benefits un-

CHART 4

Selected Personal Income
and Saving Measures
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Based on Seasonally Adjusted Annual Rates

Note—Changes are from preceding quarter
U S Department of Commerce, Bureau of Economic Analysis B9

der the social security and several
other Federal retirement and income
support programs. The COLA's, which
became effective in January, added $12
billion to transfer payments in the first
quarter. In addition, retroactive social
security payments to recent retirees,
which result largely from the recalcu-
lation of the earnings base underlying
benefits, added $1^2 billion.

Among the other incomes, nonfarm
proprietors' income was up less in the
first quarter than in the fourth. First-
quarter increases in other labor income
and personal dividend income were
similar to those in the fourth quar-
ter. Rental income declined more in
the first quarter than in the fourth;
the declines in both quarters reflected
smaller increases in average rents
combined with increased expenses be-
cause of higher mortgage rates.

Personal contributions for social in-
surance, which are subtracted in de-
riving the personal income total, in-
creased $10 billion in the first quar-
ter, following a $31/2 billion increase
in the fourth. First-quarter contribu-
tions were boosted by several program
changes: An increase in the social se-
curity taxable wage base from $45,000
to $48,000, the initial premium under
the Medicare Catastrophic Coverage
Act of 1988, an increase in the monthly
premium for supplementary medical
insurance from $24.80 to $27.80, and
rate and base changes in social se-
curity contributions paid by the self-
employed.

Personal tax and nontax payments
increased $18 billion in the first quar-
ter, following an $11 ̂ 2 billion increase
in the fourth. The increases largely re-
flected growth in the taxable earnings
base.

Reflecting the surge in personal
income, disposable personal income
(DPI) increased $114 billion (or 13^2
percent) in the first quarter, following
an increase of $75 billion (or 9 percent)
in the fourth. The acceleration largely
carried through to real DPI, which in-
creased 7^2 percent after increasing 4
percent.

Personal outlays—largely consisting
of PCE—increased $11 billion less in
the first quarter than in the fourth.
This slowdown, coupled with the siz-
able pickup in DPI, led to a substantial
increase in personal saving. The per-
sonal saving rate climbed 1.4 percent-
age points to 5.7 percent in the first
quarter, the highest level in nearly 4
years.

Corporate Profits and
Profitability in 1988

Profits from current production in-
creased $18 billion in 1988, to $3281/2
billion, after increasing $11 ̂ 2 billion in
1987. Profits of domestic nonfinancial
corporations accounted for $15 billion
of the 1988 increase; in 1987, profits of
these corporations accounted for $7 bil-
lion of the increase, while profits from
the rest of the world accounted for the
other $4^2 billion.

Corporate property income—income
accruing to investors in corporations—
includes net interest payments as well
as profits. For domestic nonfinancial
corporations, net interest payments in-
creased $15 billion in 1988 after in-
creasing $14^2 billion in 1987.

Chart 5 provides perspective on the
recent increases in both types of prop-
erty income of domestic nonfinancial
corporations. In 1970-88, both types
registered strong increases, but the in-
creases in net interest were substan-
tially larger—with an average annual
rate of increase of 11.1 percent, com-
pared with an average annual rate of
increase of 8.8 percent for profits; as a
result, the ratio of net interest to prof-
its increased from 31 percent in 1970
to 45 percent in 1988. It may also be
noted that profits showed more sensi-
tivity to the business cycle than did net
interest: Profits declined markedly in
the recession years of 1974, 1980, and
1982 (and 1970, although this decline
is not apparent from the chart); net in-
terest, in contrast, increased in each of
these years, with the only substantial
decline occurring in the recovery year
of 1983.

The increase in profits in 1987 was
similar in size to the increases in 1985

CHART 5

Profits From Current Production
and Net Interest, Domestic
Nonfinancial Corporations, 1970-88
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and 1986; the increase in 1988 was
substantially larger. The large in-
creases hi net interest in 1987 and
1988 followed several years of relative
flatness; these increases are somewhat
surprising, given the relatively low
level of interest rates in these years.
Although the relationship is far from
exact, such large increases in net in-
terest tend to occur when interest rates
are higher than they were in 1987-88.
The strength of net interest in these
years may well reflect increased lever-
aged buy-out and merger activity and
changes in the tax law. (Net interest,
like other components of the NIPA's, is
subject to revision in July.)

Perspective on property income can
also be gained by examining property
income in relation to the net repro-
ducible assets and the domestic income
of domestic nonfinancial corporations.
The ratio of property income (P) to the
value of net reproducible assets (K) is
the rate of return on these assets—
that is, the rate of return, or yield,
on "capital." (Rates of return can be
calculated in many ways, as explained
in the accompanying box.) The ra-
tio of property income to domestic in-
come (Y) is property income's "share"—
that is, the percent of domestic income
that is not used to compensate labor.
These two ratios are related to each
other by a third—the ratio of domes-
tic income to the value of net repro-
ducible assets, which is a measure of
the average annual product per dol-
lar of capital. Algebraically, the re-
lationship between the ratios can be
expressed:

K

This relationship should not be inter-
preted as suggesting a particular direc-
tion of causation; the three ratios may
well be determined simultaneously, in
which case any one of the ratios could
be put on the left side of the equa-
tion. Rather, the equation is writ-
ten with the rate of return on the left
side because this ratio is of particular
interest.

With its denominator valued at re-
placement cost, the rate of return is
directly comparable to other current
market yields, such as yields on bonds.
Mix-effects aside, this rate of return
is an estimate of the average prof-
itability of capital investment and is,
therefore, one of the determinants of

new investment. Thus, a regression
of constant-dollar nonresidential in-
vestment against the Federal Reserve
Board's Index of Capacity Utilization
in Manufacturing and the rate of re-
turn yields a coefficient of the rate of
return that is both positive and statis-
tically significant.4 (Alternatively, this
relationship may be interpreted as sug-
gesting that the rate of return is mea-
sured correctly; if it entered the equa-
tion with the wrong sign or insignif-
icantly, skepticism about its accuracy
would be justified.)

All three ratios are plotted for 1970-
88 in chart 6, and are reported, along
with related ratios, for 1948-88 in ta-
ble 9. From the table, it seems clear
that shifts in property income's share
(column 1) and in the rate of return
(column 4) occurred around 1970. (The
share fell from an average of 21.4 per-
cent in 1948-69 to an average of 16.5
percent in 1970-88; for the rate of re-
turn, the two averages are 12.6 percent
and 8.6 percent, respectively.)6 These
shifts are traceable to profits; net in-
terest's share (column 3) and rate of

4. The regression was estimated over 1971-88, and
all variables were measured as ratios representing year-
to-year percent changes. Of course, a much more elab-
orate equation would be required to model all the com-
plexities involved in the investment decision, but this
highly simplified equation suggests that the rate of re-
turn is indeed relevant in such a specification.

5. In regressions of property income's share and of
the rate of return against cyclical variables, a time
trend, and a dummy variable (equal to 0 before 1970
and to 1 thereafter), statistically significant coefficients
of the dummy variable imply a drop of about 2J/2 per-
centage points in property income's share and a drop of
about iVz percentage points in the rate of return.

Rates of Return

The rate of return in domestic nonfinancial corporations discussed in the text is measured as
the ratio of property income to the value of net reproducible assets. (Ideally, nonreproducible
assets, such as land, would also be included in the denominator, but the lack of data prevents
this.) Property income is the sum of profits from current production—corporate profits with
inventory valuation adjustment and capital consumption adjustment—and net interest pay-
ments. Net reproducible assets consist of capital stock and inventories; both are measured at
replacement cost.

As explained in the text, a rate of return calculated with the denominator valued at replace-
ment cost is an estimate of the profitability of new investment (assuming no change in the mix).
The use of property income, rather than profits alone, as the numerator of this ratio reflects
the assumption that a corporation's decision to invest in plant, equipment, and inventories
depends on estimates of the total income stream that will flow from that investment. Given
that estimate, the decision on whether to finance the investment out of equity or debt—that is,
whether the income stream will take the form of profits or of interest—is a separate question,
one presumably determined by financial considerations.

Rates of return can be calculated in many other ways, however; the following paragraphs
describe several.

The income measure in the numerator of the ratio can be defined exclusive of net interest or
in terms of some measure other than the current-production variant for profits. A few of these
variants are given in columns 6-10 of table 9. The last few entries in columns 7 and 8, for
example, reflect the impact of the Tax Reform Act of 1986.

The stock of reproducible assets valued at historical cost with consistent (i.e., straight-line)
depreciation can be used as the denominator; however, for companies that use the LIFO method
of inventory accounting, historical-cost valuation of inventories is not feasible, and this part of
inventories can only be valued at replacement cost. If the historical cost and replacement cost
of LIFO inventories were equal, the historical-cost rate of return would have been about 14.7
percent in both 1987 and 1988, compared with the replacement-cost rates of return of 9 percent
and 9.2 percent, respectively.

The denominator need not be reproducible assets. For example, rates of return on stock-
holders' equity and on sales for mining, manufacturing, retail trade, and wholesale trade cor-
porations are published by the Census Bureau in the Quarterly Financial Report (QFR). (QFR
measures of book profits, not profits from current production, are used in the numerators.) These
rates of return differ substantially from the rates of return discussed previously. In 1988, for
example, the QFR estimate of the rate of return on stockholders' equity for all manufactur-
ing corporations was 22.8 percent, compared with the 14.7 percent (for domestic nonfinancial
corporations) reported previously.

Part of the large difference between the QFR rate of return on stockholders' equity and the
rate of return based on reproducible assets valued at historical cost simply reflects the fact that
stockholders' equity is smaller than the value of reproducible assets. If the QFR estimate of
profits in manufacturing is divided by the historical-cost value of manufacturers' reproducible
assets, the QFR rate of return would fall from 22.8 percent to 19.4 percent. The remaining
difference (between 19.4 percent and 14.7 percent) presumably reflects coverage differences
and differences between financial accounting and tax accounting. (For an explanation of the
latter, see Appendix A of BEA's Corporate Profits: Profits Before Tax, Profits Tax Liability, and
Dividends, Methodology Paper Series MP-2 (Washington, DC: GPO, May 1985, with update.)
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return (column 5) increased. The oc-
currence of the shifts at about the time
that the ratios would be expected to fall
for cyclical reasons (see below) compli-
cates both the dating and the explana-
tion of the shifts. Whatever the rea-
son(s) for the shifts, however, the fact
that they occurred seems clear. The re-
mainder of this discussion will ignore
the period before 1970.

The cyclical nature of all three ra-
tios is apparent in both the chart and

' the table. Cyclical factors, represented
by the percentage gap between ac-
tual GNP and middle-expansion trend
GNP, explain about one-half of the
variation in each of the first two ratios
and about one-third of the variation in

the third. None of the ratios exhibits
a significant trend since 1970, but in
1988 all three were above their 1970-
88 averages.

The average product of capital in-
creased in each of the last 3 years.
In 1986, however, the increase did not
boost the rate of return because prop-
erty income's share declined. In 1987
and 1988, in contrast, the increases
in the average product of capital were
augmented by small increases in prop-
erty income's share and the rate of re-
turn increased.

In the past few years, the difference
between the rate of return on capi-
tal and the rate of interest on long-
term corporate bonds has reverted to

Table 9.—Ratios, Domestic Nonfmancial Corporations, 1948-88

[Percent]

Year

1948
1949
1950

1951
1952
1953
1954
1955
1956
1957
1958
1959

1960
1961 . .
1962
1963
1964 .
1965 . . . .
1966
1967
1968
1969

1970
1971
1972
1973
1974
1975
1976
1977
1978
1979

1980
1981. . .
1982
1983
1984
1985
1986
1987
1988 . . . .

Share of domestic income

Property
income

(1)

23.8
22.6
25.0

245
21.8
20.3
20.1
23.2
20.8
19.8
183
20.9

19.1
19.2
20.6
21.5
222
23.4
22.8
21.3
20.8
18.7

16.1
17.2
17.5
17.2
14.9
17.2
17.7
183
17.7
16.0

14.5
15.4
135
15.7
17.8
17.1
167
16.8
16.9

Profits
from

current
produc-

tion

(2)

23.1
21.7
24.2

238
210
19.5
19.1
22.2
199
18.7
16.9
19.4

17.5
17.5
18.8
19.7
20.3
215
20.8
190
18.3
15.8

12.3
13.4
140
13.5
10.6
13.1
142
149
14.2
12.2

10.0
10.5
8.0

11.0
13.1
12.5
123
11.9
117

Net
interest

(3)

0.8
.9
.7

.8

.8

.8
1.0
.9
.9

1.1
1.4
1.4

1.6
1.7
1.8
1.8
1.8
1.9
2.1
2.4
2.5
3.0

3.8
37
3.5
3.7
4.3
4.1
3.4
3.4
35
3.8

4.5
49
55
4.6
4.7
4.5
45
49
5.2

Rate of return

Property
income

W

14.7
12.5
14.7

14.8
12.6
12.0
11.1
13.7
11.9
10.8
9.3

11.6

10.6
10.6
12.1
12.9
13.8
15.0
14.8
13.2
12.9
114

9.1
9.6

10.1
10.1
7.9
8.4
9.0
9.6
9.3
8.2

7.1
7.4
6.1
7.4
9.2
8.8
8.8
9.0
9.2

Net
interest

(5)

0.5
.5
.4

.5

.5

.5

.6

.5

.5

.6

.7

.8

.9
1.0
1.1
1.1
1.1
1.2
1.4
1.5
15
1.8

2.2
2.1
2.0
2.2
2.3
20
1.8
1.8
1.8
1.9

2.2
2.4
2.5
22
2.4
2.3
2.4
2.6
2.9

Profits
from

current
produc-

tion

(6)

14.2
12.0
14.3

14.4
12.1
11.5
10.6
13.2
11.4
102
8.5

10.8

9.7
9.7

11.0
11.8
12.7
13.8
13.5
11.7
11.4
9.6

7.0
7.5
8.1
79
56
6.4
7.2
7.8
7.5
62

4.9
51
36
5.2
6.7
65
6.4
6.4
6.4

Profits
tax

liability

(7)

6.3
4.7
7.9

8.8
6.8
6.7
5.5
6.7
6.0
5.3
4.3
5.3

4,7
4.7
4.8
5.1
5.1
5.4
5.4
4.6
5.1
46

3.4
3.5
3.6
39
34
2.9
3.4
3.5
3.4
3.1

2.6
2.2
1.5
1.9
2.2
2.0
2.1
2.7
2.7

Profits
after tax

(8)

7.9
7.3
64

5.6
5.3
4.7
5.1
6.5
5.4
49
4.2
5.5

4.9
5.0
6.2
6.7
7.5
8.4
8.1
7.1
6.3
5.0

35
4.1
4.5
4.1
2.2
3.5
3.8
4.3
4.0
3.1

2.2
2.8
21
3.4
4.5
4.5
4.3
3.7
3.6

Divi-
dends

(9)

3.2
3.0
3.5

2.9
2.7
2.7
26
2.8
2.7
2.6
2.5
Z6

2.6
2.6
2.7
2.8
2.9
3.1
3.1
2.9
2.9
2.6

2.3
2.1
2.1
2.0
1.8
1.7
1.8
1.9
19
18

1.8
1.9
1.9
2.1
2.1
2.1
2.1
2.2
2.2

Undis-
tributed
profits

(10)

4.7
4.3
2.9

2.7
2.6
2.1
2.4
3.7
2.7
2.4
1.8
2.9

2.3
2.4
3.6
3.9
4.6
5.3
5.0
4.2
34
2.4

1.2
19
2.3
2.0

4
1.8
2.1
2.5
2.1
1.4

.4

.9

.2
1.3
24
2.4
2.2
1.5
1.4

Average
product

of capital

(11)

0.618
.553
.588

.604

.578

.591

.552

.591

.572

.545

.508

.555

555
.552
.587
.600
.622
.641
.649
.620
.620
.610

.565
558
.577
.587
.530
488
.508
.525
.525
.513

.490

.481

.452

.471
517
.515
.527
.536
.544

NOTE.—Property income is profits from current production plus net interest Profits from current production is corporate profits with inventory
valuation adjustment and capital consumption adjustment. Columns 1-3 are percentages of domesuc income. Columns 4-10 are percentages of the
stock of net reproducible assets (structures, equipment, and inventories) valued at replacement cost. Column 11 is calculated as the Mio of column
4 to column 1. Current data on most series are shown in tables 1.14 and 1.16 of the "Selected NIPA Tables." The value of fixed assets through
1981 are available in Fixed Reproducible Tangible Wealth in the United States, 1929-85, (Washington, DC- U.S. Government Printing Office,
1987). The data for 1982-87 are from the August 1986-88 issues of the SURVEY OF CURRENT BUSINESS; data for 1988 are unpublished BEA
estimates. Inventory levels are available in tables 5.10 and 5.11 of the "Selected NIPA Tables."

the range that prevailed in most of the
1970's (chart 7). In the first half of
the 1980's, the interest rate was much
higher than the rate of return, reflect-
ing the very large inflation premium
that was incorporated in the interest
rate.

••••••••••••i CHART Q
Selected Ratios, Domestic
Nonfinancial Corporations, 1970-88

Percent
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1970 72 74 76 78 80 82 84 86 88

U S Department of Commerce, Bureau of Economic Analysis as-46

Rate of Return and
Interest Rate, 1970-88

Percent

CHART 7

20

15
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-Interest Rate

• Rate of
: Return

1970 72 74 76 78 80 82 84 86 88
Data FRB, BEA

U S Department of Commerce, Bureau of Economic Analysis 89 4-7

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

April 1989



the BUSINESS SITUATION

Jr RELIMINARY estimates show that
real GNP—a measure of U.S. produc-
tion—increased at an annual rate of
4^2 percent in the first quarter of 1989;
the advance estimates issued a month
ago had shown an increase of 5x/2 per-
cent (see table 1 on page 18). The
fourth-quarter increase in real gross
domestic purchases—a measure of U.S.
demand—was revised down from

NOTE.—Quarterly estimates in the national in-
come and product accounts are expressed at sea-
sonally adjusted annual rates, and quarterly
changes in them are differences between these
rates. Quarter-to-quarter percent changes are
compounded to annual rates. Real, or constant-
dollar, estimates are expressed in 1982 dollars.

percent to 2^2 percent at an annual
rate. Increases in both the GNP
price index (fixed weights) and the
gross domestic purchases price index
(fixed weights) were unrevised at an-
nual rates of 5 percent and 5^2 percent,
respectively (chart I).1

The unusually large downward re-
visions in real GNP, which amounted
to $11.7 billion, and in real gross do-
mestic purchases, which amounted to
$19.7 billion, were mainly attributable
to a substantial revision in inventory

1. The regularly featured estimates of real GNP and
GNP prices are based on 1982 weights. Alternative
measures based on more current weights are shown in
tables 4 and 5 on page 20.

Looking Ahead...

• Computers. An article reviewing the concepts and statistical procedures
used by BEA in measuring the output of computers will appear in an up-
coming issue of the SURVEY.

• U.S. International Transactions and Investment Position. Revised estimates
of U.S. international transactions will be presented in the June SURVEY,
along with preliminary estimates for the first quarter of 1989. The revi-
sions cover 1985—88. The same issue will present preliminary estimates for
yearend 1988 of U.S. assets abroad and foreign assets in the United States
and the sources of change in the investment position.

• £7.5. Multinational Companies. Data and analysis of the operations in
1987 of U.S. parent companies and their foreign affiliates, by industry and
country of foreign affiliate, will be presented in the June SURVEY. Selected
data will be available as of June 28. '

• Pollution Abatement and Control Expenditures. Estimates of U.S. expen-
ditures for pollution abatement and control for 1985-87 will be presented
in the June SURVEY.

• U.S. Affiliates of Foreign Companies: Benchmark Survey Results. Data on
the operations of foreign-owned U.S. companies in 1987, based on prelimi-
nary results of BEA's latest benchmark survey of foreign direct investment
in the United States, will be presented in the July SURVEY. Comparable es-
timates of key items for 1986, analysis of changes in affiliate operations in
1987, and a discussion of the share of the U.S. economy accounted for by
affiliates will also be presented. Selected data will be available as of June
27.

• Annual Revisions of the National Income and Product Accounts. Revised
estimates will be presented in the July SURVEY. The revisions cover the 3-
year period beginning with the first quarter of 1986.

• Annual Revisions of State Personal Income. State personal income for
1986-88 will be presented in the August SURVEY.

CHART 1

Selected Measures:
Change From Preceding Quarter

Percent
10

-5

REAL GNP

Lililin.i

-5

REAL GROSS DOMESTIC PURCHASES

GNP PRICE INDEX (FIXED WEIGHTS)

10
GROSS DOMESTIC PURCHASE PRICE INDEX
(FIXED WEIGHTS)

1986 1987 1988 1989
Note.—Percent change at annual rate from preceding quarter;
based on seasonally adjusted estimates.

U.S. Department of Commerce, Bureau of Economic Analysis 88-5-1
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investment—that is, change in busi-
ness inventories. In turn, about three-
fourths of the $15.8 billion revision in
inventory investment was in nonfarm
inventories, mostly in wholesale and
retail trade (monthly Census Bureau
data on trade inventories for March
and revised data for February). A $2.3
billion downward revision in nonresi-
dential fixed investment was traceable
to petroleum and natural gas drilling
(monthly data from the Energy In-
formation Administration for March
and revised data for February) and
to public utilities (quarterly informa-
tion on anticipated expenditures from
the Census Bureau plant and equip-
ment survey). Within government pur-
chases, Federal purchases were re-
vised up $2.6 billion; about one-half of
the revision was accounted for by Com-
modity Credit Corporation inventory
transactions (new and revised monthly
data from the Department of Agricul-
ture). A $2.1 billion downward revi-
sion in State and local government pur-
chases was accounted for by structures
(monthly Census Bureau data on con-
struction put in place for March and
revised data for February).

The difference between the size of
the downward revision in real GNP
and that in real domestic purchases
was accounted for by a $7.8 billion up-
ward revision in net exports. Within
net exports, exports were revised up
$5.6 billion and imports were revised
down $2.2 billion (monthly Census Bu-
reau merchandise trade data for March
and revised data for February).

The preliminary GNP estimates
show a somewhat different picture of
the economy than sketched in the last
month's "Business Situation." If the
impact of the 1988 drought is excluded,
the preliminary estimate for real GNP
increased 2 percent in the first quar-
ter of 1989, somewhat slower than the
pace of 3 to 4 percent registered in the
four preceding quarters; the compara-
ble advance estimate increased 3 per-
cent, which was in the range of the
four preceding quarters. Among the
components of real GNP, the prelim-
inary estimates for nonfarm invento-
ries show smaller accumulations in all
categories—manufacturing, wholesale,
retail, and "other"—in the first quar-
ter than in the fourth; the advance es-
timates had shown larger accumula-

tions in both wholesale and retail trade
inventories.

Corporate Profits

In the first quarter of 1989, prof-
its from current production fell $21x/2
billion—the largest decline in 7 years;
declines were very widespread. Profits
before tax (PBT), in contrast, declined
only $x/2 billion.

The current-production measure of
profits includes two adjustments that
are not included in PBT—namely,
the inventory valuation adjustment
(IVA), which declined $14x/2 billion, and
the capital consumption adjustment
(CCAdj), which declined $6^2 billion.

The decline in the IVA mirrored
an increase in inventory profits that
resulted from a step-up in the rate
of increase of inventory prices. For
example, the Producer Price Index,
a major source for estimating inven-
tory prices, increased 9 percent (an-
nual rate) in the first quarter, follow-
ing a 2-percent increase in the fourth.
Although the most dramatic step-up
in prices was in crude materials (re-
flecting an almost 150-percent increase
in crude petroleum prices), step-ups
were significant in all major stages
of processing and in many industrial
commodities.

The CCAdj is the difference between
depreciation based largely on tax ac-
counting, on the one hand, and eco-
nomic depreciation as estimated by
BEA, on the other. The first-quarter
decline in the CCAdj reflected the con-
tinuing impact of the Tax Reform Act
of 1986, which lengthened the service
lives that may be used in calculating
most depreciation allowances for tax
purposes. (The CCAdj, now $33x/2 bil-
lion, is expected to turn negative in the
early 1990's.)

Domestic nonfinancial corporations
accounted for most of the first-quarter
drop in profits from current produc-
tion. (Profits of domestic financial
corporations declined $^2 billion, and
profits from the rest of the world de-
clined $1X4 billion.) Real product of
domestic nonfinancial corporations in-
creased slightly, but profits per unit
fell sharply. The decline in unit prof-
its reflected a smaller increase in unit

prices than in unit costs; both labor
and nonlabor unit costs increased.

Government Sector

The fiscal position of the govern-
ment sector improved slightly in the
first quarter of 1989, as the combined
deficit of the Federal Government and
of State and local governments de-
clined $lx/2 billion (table 1). The deficit
of the Federal Government increased
$1 billion, and the surplus of State
and local governments increased $2x/2
billion.

The Federal sector.—The Federal
Government deficit increased to $1581/2
billion, as expenditures increased more
than receipts.

Receipts increased $32^2 billion,
compared with a $16 billion increase
in the fourth quarter of 1988. Per-
sonal tax and nontax receipts in-
creased $15 x/2 billion, and contribu-
tions for social insurance increased $14
billion. Contributions were boosted
by the following special factors, all of
which were effective January 1, 1989:
(1) An increase in the social security
tax base to $48,000 from $45,000 ($3^2
billion); (2) the initiation of premiums
for catastrophic health insurance ($2
billion); (3) an increase in the supple-
mental medical insurance premium to
$27.90 per month from $24.80 ($lx/2
billion); and (4) an increase in the con-
tribution for military retirement ($1
billion). Corporate profits tax accruals
increased $2 billion, and indirect busi-
ness tax and nontax accruals increased
$x/2 billion.

Expenditures increased $33x/2 bil-
lion, compared with a $50 billion in-
crease in the fourth quarter of 1988
that reflected increased spending for
agricultural purchases and subsidies.
Over one-half of the increase was in
transfer payments to persons; an $18
billion increase included $12 billion for
cost-of-living adjustments (COLA's).
The largest COLA's were for social se-
curity ($8x/2 billion), civilian and mili-
tary retirement ($1 billion each), and
veterans pensions and disability pay-
ments ($x/2 billion). Net interest paid
increased $10 billion, reflecting higher
interest rates, and grants-in-aid to
State and local governments increased
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$6 billion, including $2x/2 billion for
highways and $1^2 billion for public
assistance. Nondefense purchases of
goods and services and subsidies less
the current surplus of government en-
terprises each increased by smaller
amounts. The increases in expendi-
tures were partly offset by declines in
transfer payments to foreigners and
in national defense purchases of goods
and services.

Cyclically adjusted surplus or
deficit.—When measured using sim-
plified cyclical adjustments (see next
paragraph) based on a 6-percent un-
employment rate trend GNP, the Fed-

eral deficit on the national income and
product accounts basis increased from
$177.3 billion in the fourth quarter
of 1988 to $187.5 billion in the first
quarter of 1989 (see table 3 on page
19). The cyclically adjusted deficit as a
percentage of the 6-percent unemploy-
ment rate trend GNP increased from
3.6 percent in the fourth quarter to 3.7
percent in the first.

Beginning with the estimate of the
cyclically adjusted deficit for the first
quarter of 1989, BEA will temporar-
ily discontinue use of detailed models
to derive the estimates. Instead, BEA
will use a simplified procedure to de-
rive cyclically adjusted receipts, expen-

Table 1.—Government Sector Receipts and Expenditures

[Billions of dollars, seasonally adjusted at annual rates]

Government sector

Receipts .
Expenditures . . .. ,

Surplus or deficit (— )

Federal Government

Receipts . . . . . . . '

Personal tax and nontax receipts
Corporate profits tax accruals. , ,.
Indirect business tax and nontax accruals
Contributions for social insurance .

Expenditures

Purchases of aoods and services
National defense

Of which' Commodity Credit Corporation inventory change
Transfer payments

T o persons . . .
T o foreigners . . .

Grants-in-aid to State and local governments ,. .
Net interest paid
Subsidies less current surplus of government enterprises

Subsidies .
Of which' Agricultural subsidies

Lesv Wage accruals less disbursements . . .. ..

Surplus or deficit (— )

State and local governments

Receipts

Personal tax and nontax receipts .

Indirect business tax and nontax accruals
Contributions 'for social insurance

Expenditures

Purchases of goods and services
Of which' Structures .. .

Net interest paid .
Less' Dividends received by government
Subsidies less current surplus of government enterprises

Subsidies
Less' Current surplus of government enterprises

Surplus or deficit (— ) .

Social insurance funds »
Other

Change from preceding quarter

1988

I

15.5
4.0

11.5

6.6

-17.7
-.5

.9
24.0

1.2

-13.7
-.8

-12.9
-16.1

11.9
16.8
-4.9

9.7
.4

-6.7
-8.0
-8.0
-1.2

5.3

18.6

2.7
1.2
4.3
.7

9.7

12.5

11.6
2.1
2.1
-.7

.3
-.3

.4

6.1

1.5
4.5

II

45.6
23.3
22.3

31.9

20.4
4.6

.1
6.9

10.2

4.6
.5

4.1
.7

3.1
3.6
-.5
-.7
2.2
1.0
2.8
2.8
1.8

21.8

12.9

4.7
1.8
6.3
.7

-.7

12.5

11.8
1.3
2.1
-.8

.3
-.3

.4

.4

1.6
-1.2

III

1.0
-8.5

9.6

-7.5

-16.7
1.4
1.1
6.7

-17.3

-14.5
-4.5

-10.0
-5.8

3.2
1.7
1.4
1.1
2.9

-9.9
-15.7
-15.8
-5.3

9.8

9.7

2.2
.2

5.4
.7

1.1

9.9

8.2
-1.5

3.3
-.9

.3
-.5

.5

-.2

1.5
-1.9

IV

26.5
64.3

-37.8

16.1

7.5
.7
.8

7.0

50.0

28.6
7.6

21.0
17.8
6.8
2.7
4.1
1.5
4.0
9.2

18,6
18.2
9.4

-34.0

12.4

4.0
.5

5.5
.7

1.5

15.7

13.6
4.2
4.3
-.9

.3
-1.0

1.0

-3.4

1.6
5.0

1989

I

41.8
40.3

1.5

32.5

15.7
2.2
.4

14.2

33.5

1.6
-2.2

3.7
-.3

13.0
17.8
-4.8
5.9

10.0
3.0
-.9

-1.4
-3.9

-1.0

15.2

3.8

4.8"
.7

5.9

12.7

12.7
.1

2.0
-1.0

.3
-.7

.7

2.5

1.6
.9

Level

1989:1

1,640.7
1,744.1
-103.4

1,024.0

431.6
116.0
58.3

418.2

1,182.5

397.8
299.8
98.1
-5.2

460.5
448.8

11.7
118.9
168.9
36.3
34.6
18.6
-1.8

-158.5

735.6

186.0
32.2

345.6
52.8

118.9

680.5

613.9
69.3

135.6
-43.1

9.0
-17.0

1.0
18.0

55.2

72.5
-17.3

ditures, and surplus or deficit based on
a 6-percent unemployment rate trend
GNP. This change is being made be-
cause the more detailed models need
to be reviewed and updated to reflect,
for example, new income tax elastici-
ties that may have resulted from tax
legislation. Until a review can be com-
pleted, BEA will use the simplified
procedure, which yields results that
are very similar to the detailed mod-
els. Using the simplified procedure al-
lows BEA to continue to provide users
with cyclically adjusted budget esti-
mates while freeing the resources nec-
essary for the review. A description of
the simplified procedure and an histor-
ical series based on this procedure is
available upon request.2

The State and local sector.—The
State and local government surplus in-
creased to $55 billion, as receipts in-
creased more than expenditures.

Receipts increased $15 billion, com-
pared with a $121/2 billion increase in
the fourth quarter of 1988. A large
increase in Federal grants-in-aid—$6
billion—more than accounted for the
acceleration. Indirect business taxes
increased $5 billion, of which $2^2 bil-
lion was in property taxes. Personal
tax and nontax receipts increased $4
billion, and contributions for social in-
surance increased $^2 billion.

Expenditures increased $12^2 bil-
lion, compared with a .$15 ̂ 2 billion in-
crease in the fourth quarter of 1988.
All of the first-quarter increase was
in purchases of goods and services; on
balance, all other types of expendi-
tures were unchanged. Purchases of
nondurable goods increased $2x/2 bil-
lion, compared with a $*/2 billion in-
crease in the previous quarter; the
first-quarter increase largely reflected
higher prices for petroleum products.
Purchases of services also accelerated,
increasing $3 billion, compared with a
$2 billion increase in the fourth quar-
ter; the first-quarter increase largely
reflected higher prices for air fares and
lodging. Purchases of durable goods in-
creased at the same pace as in the pre-
vious quarter, and purchases of struc-
tures was unchanged after a $4 billion
increase in the fourth quarter.

NOTE.—Dollar levels are found in tables 3.2 and 3.3 of the "Selected NIPA Tables."

2. Thomas M. Holloway, "Measuring the Cyclical
Sensitivity of Federal Receipts and Expenditures: Sim-
plified Estimation Procedures," 1986.
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the BUSINESS SITUATION

Corporate Profits

JTROFITS from current production
fell $21V2 billion in the first quar-
ter of 1989—the largest decline in 7
years.1 Profits before tax (PBT), in con-
trast, declined only $V2 billion. Domes-
tic nonfinancial corporations accounted
for these declines; profits of domestic fi-
nancial corporations and of the rest of
the world registered very small offset-
ting movements.

The following discussion focuses on
nonfinancial corporations, where unit
profits from current production fell
sharply, more than offsetting the ef-
fect of a slight increase in real product.
The decline in unit profits reflected a
smaller increase in unit prices than
in unit costs; both labor and nonlabor
unit costs increased (table 7.18 of "Se-
lected NIPA Tables").

1. Quarterly estimates in the national income and
product accounts are expressed at seasonally adjusted
annual rates, and quarterly changes in them are differ-
ences between these rates.

Nonfinancial corporations.—Profits
from current production includes two
adjustments that are not included in
PBT—namely, the inventory valuation
adjustment (IVA), which declined $15
billion, and the capital consumption
adjustment (CCAdj), which declined
$61/2 billion.

The decline in the IVA, to neg-
ative $34 billion, mirrored an in-
crease in inventory profits that re-
sulted from an acceleration in inven-
tory prices. For example, the Pro-
ducer Price Index, whose components
are major sources for estimating inven-
tory prices, increased 9 percent (an-
nual rate) in the first quarter, follow-
ing a 2-percent increase in the fourth.
Although the most dramatic step-up
in prices was in crude materials (re-
flecting an almost 150-percent increase
in crude petroleum prices), step-ups
were substantial in all major stages
of processing and in many industrial
commodities.

The CCAdj is the difference between
historical-cost depreciation based

Looking Ahead...

• Computers. An article reviewing the concepts and statistical procedures
used by BEA in measuring the output of computers will appear in an up-
coming issue of the SURVEY.

• Annual Revisions of the National Income and Product Accounts. Revised
estimates will be presented in the July SURVEY. The revisions cover the 3-
year period beginning with the first quarter of 1986. Selected data will be
available as of July 27. (See also the note on page 2 about the estimates of
gross product by industry.)

• US. Affiliates of Foreign Companies: Benchmark Survey Results. Data on
the operations of foreign-owned U.S. companies in 1987, based on prelimi-
nary results of BEA's latest benchmark survey of foreign direct investment
in the United States, will be presented in the July SURVEY. Comparable es-
timates of key items for 1986, analysis of changes in affiliate operations in
1987, and a discussion of the share of the U.S. economy accounted for by
affiliates will also be presented.

• Annual Revisions of State Personal Income. State personal income for
1986-88 will be presented in the August SURVEY.

largely on tax accounting and replace-
ment-cost economic depreciation as es-
timated by BEA. The first-quarter de-
cline in the CCAdj reflected the con-
tinuing impact of the Tax Reform Act
of 1986, which lengthened the service
lives used in calculating most depre-
ciation allowances for tax purposes.
The CCAdj—which, in the first quar-
ter, was $251/2 billion for domestic non-
financial corporations (and $33^2 bil-
lion for all corporations)—is expected
to turn negative in the early 1990's.

Table 1.—Profits and Adjustments to Profits of
Domestic Nonfinancial Corporations, 1980-89

[Billions of dollars]

1980: 1
n
in
IV

1981: I
II
Ill
rv

1982: I
II..,
Ill
IV

1983: I
II.
Ill
IV

1984: I
n .
m
rv

1985: I
II
m
IV

1986: 1
II
Ill
IV

1987: I
II
HI ,.
IV

1988: I
n
m
IV

19891 I

Profits

From
current
produc-

tion

129.5
114.6
119.3
129.2

146.7
141.9
151.2
137.0

118.6
113.6
115.2
100.1

124.2
158.8
179.8
199.5

217.0
231.8
218.6
222.1

216.9
218.2
239.8
226.3

232.2
229.5
232.4
228.1

227.7
233.3
250.4
238.4

250.6
252.6
248.2
259.4

237.9

Before
tax

202.2
158.8
176.7
189.4

194.0
178.5
185.0
168.6

138.8
133.1
130.6
116.3

122.2
153.3
178.7
183.2

208.8
208.4
185.1
181,9

168.7
162.1
176.0
174.2

155.9
167.2
176.2
191.0

196.6
207.9
224.6
211.6

228.4
240.5
240.4
246.6

246.3

Adjustments

Total

-72.7
-44.2
-57.4
-60.2

^7.3
-36.6
-33.8
-31.6

-20.1
-19.6
-15.4
-16.2

2.0
5.5
1.2

16.3

8.2
23.3
33.5
40.2

48.2
56.1
63.7
52.1

76.3
62.4
56.2
37.1

31.1
25.5
25.8
26.8

22.1
12.1
7.8

12.8

-8.4

Inven-

valu-
ation

adjust-
ment

-58.7
-29.1
-41.1
-43.5

-34.8
-23.4
-20.5
-18.0

-7.7
-10.3
-10.0
-13.4

-5.9
-10.6
-19.0
-8.1

-15.5
-5.0
-1.1
-1.6

-2.6
-1.2

3.7
-6.6

21.0
11.8
8.7

-8.1

-14.4
-20.0
-19.5
-18.2

-19.4
-27.4
-29.3
-19.2

-34.1

Capital
con-

sumption
adjust-
ment

-14.0
-15.1
-16.3
-16.7

-12.5
-13.2
-13.3
-13.6

-12.4
-9.3
-5.4
-2.8

7.9
16.1
20.2
24.4

23.7
28.3
34.6
41.8

50.8
57.3
60.0
58.7

55.3
50.6
47.5
45.2

45.5
45.5
45.3
45.0

41.5
39.5
37.1
32.0

25.7
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SURVEY OF CURRENT BUSINESS June 1989

The sum of the IVA and the CCAdj
turned negative in the first quarter of
this year; consequently, for the first
time since 1982, profits from current
production fell below PBT (table 1).
PBT exceeded profits from current pro-
duction through the 1970's and into the
1980's. In 1983, however, the situation
reversed as a result of sharply lower
inflation rates and the accelerated de-
preciation provisions of the Economic
Recovery Tax Act of 1981. In the first
quarter of this year, a higher inflation
rate and the effect of the Tax Reform

Act of 1986 combined to produce an-
other reversal.

Although PBT declined $V2 billion,
profits tax liability increased $1 billion,
resulting in a $11'2 billion drop in prof-
its after tax. Net dividend payments
increased $14^2 billion, and undis-
tributed profits declined $16 billion.
The increase in dividends constituted
a rebound from a decline in the fourth
quarter of 1988, when net payments
had been depressed by a sharp increase
in receipts of dividends from the rest of

the world. Undistributed profits with
IVA and CCAdj and capital consump-
tion allowances with CCAdj comprise
cash flow from current production—a
measure of internally generated funds
available for investment; cash flow de-
clined $32x/2 billion, the third decline in
four quarters. (For all corporations—
that is, including domestic financial
corporations and the rest of the world
sector—cash flow had increased mod-
erately in the preceding three quarters
before dropping $21 billion in the first
quarter of this year.)

Gross Product by Industry—Special Revision

As previously announced, gross product by industry estimates will not
be included in the annual revisions of the national income and product
accounts to be presented in the July SURVEY (tables 6.1 and 6.2). They will
be delayed until later this year in order to revise the estimates beginning
in 1977 to incorporate several improvements.1

The revised current-dollar gross product estimates will reflect the esti-
mates of factor payments and nonfactor costs for 1986-88 to be presented
next month. The constant-dollar gross product estimates will be revised
beginning in 1977 and will reflect the following improvements:

• The use of the double-deflation procedure, in which gross product
is derived as the difference between constant-dollar gross output

1. The improvements were discussed in "Gross Product by Industry: Comments on
Recent Criticisms," SURVEY OF CURRENT BUSINESS 68 (July 1988): 132-133.

and constant-dollar purchases of materials and services, will be ex-
panded m nonmanufacturing industries.

• The composition of purchased materials and services will be updated
in both manufacturing and nonmanufacturing industries.

• The identification of purchased services will be expanded and more
appropriate prices used for deflation.

• The import share of purchased materials will be estimated and de-
flated separately using import prices.

Much of the information for the improvements will be derived from in-
formation underlying BEA's published input-output tables for 1977-83 and
partially completed tables for 1984-86.

In the comprehensive NIPA revision scheduled for the end of 1990, these
improvements will be carried to the estimates for earlier years, and addi-
tional improvements will be incorporated.
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the BUSINESS SITUATION

JtvEAL GNP, a measure of U.S. pro-
duction, increased at an annual rate of
1^2 percent in the second quarter, fol-
lowing an increase of 8^2 percent in the
first (chart 1). After allowance for the
rebound from the 1988 drought, which
added roughly 2 percentage points to
first-quarter growth, the increase in
GNP was about the same in both quar-
ters and less than one-half as big as
the increases in the second half of 1988
(table 1). Prices increased at approx-
imately the same rate in the second
quarter as in the first—about 5 per-
cent for the GNP price index and 5x/2
percent for the price index for gross do-
mestic purchases; the increases in both
price measures were somewhat larger
than in the second half of last year.1

First-quarter estimates of real GNP
and other components of the national
income and product accounts (NIPA's)
have been revised as part of the regular
annual revision presented in this issue.

Real gross domestic purchases, a
measure of U.S. demand, increased l1^
percent in the second quarter, follow-

1. The regularly featured estimates of real GNP and
GNP prices are based on 1982 weights. An alterna-
tive measure of price change that uses more current
weights—the chain price index—is published in table
8.1 of the "National Income and Product Account Ta-
bles." The GNP chain price index, which increased 5
percent in the second quarter after a 4a/2-percent in-
crease in the first, can be used to calculate an alterna-
tive measure of real GNP growth based on more current
weights; this measure increased at annual rates of 1^2
percent in the second quarter and 3 percent in the first.
(See "Alternative Measures of Real GNP" in the April
1989 SURVEY OF CURRENT BUSINESS. Measures based on
1987 price weights will be presented in a special table
in the August 1989 issue.)

ing a 2-percent increase in the first.
The milder slowdown in U.S. demand
than in U.S. production reflected the
fact that net exports increased much
less in the second quarter than in the
first. (Exports increased only a little
less than in the first quarter, but im-
ports surged after a slight decline.)

Although gross domestic purchases
increased less in the second quarter
than in the first, final sales to domestic
purchasers increased more. These di-
vergent movements reflected a decline
in inventory investment in the second
quarter after an increase in the first.
The second-quarter decline was more
than accounted for by farm and mo-
tor vehicle inventories; investment in
other inventories increased. Changes
in farm inventory investment (and
in net purchases by the Commodity
Credit Corporation, or CCC) reflected
the pattern of the 1988 drought's im-
pact, as explained later in the discus-
sion of inventory investment. The drop
in motor vehicle inventory investment
was the consequence of flat production
and an upswing in sales.

Motor vehicles.—Motor vehicle out-
put was unchanged in the second quar-
ter after a slight decline in the first;
total real final sales (sales to domestic
purchasers plus net sales to foreigners)
increased $9 billion after an $8 billion
decline.

In units, domestic car production
was unchanged at 7.1 million (season-
ally adjusted annual rate) in the sec-
ond quarter after declining 0.4 million

CHART 1

Looking Ahead...

• Annual Revisions of State Personal Income. State personal income for
1986-88 will be presented in the August SURVEY.

• Leading Indicators. An article exploring the role of "prime movers"—for
example, monetary and fiscal policies, foreign economic developments, and
new technologies—in indexes of leading indicators will appear in a forth-
coming issue of the SURVEY.

Selected Measures:
Change From Preceding Quarter

Percent
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Note.—Percent change at annual rate from preceding quarter;
based on seasonally adjusted estimates.

U.S. Department of Commerce, Bureau of Economic Analysis
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in the first.2 After increasing produc-
tion early in the second quarter, man-
ufacturers cut it late in the quarter
in response to the weakening effective-
ness of enhanced sales-incentive pro-
grams introduced in early April. The
programs, designed to boost sales that
had fallen throughout the first quar-
ter, covered most vehicle models and
offered lower interest rates or larger
rebates than those previously offered.

2. Domestic car production includes only cars made
in the United States. If imports of U.S. nameplate cars
from Canada and Mexico were included—as they are
in the sales and inventory estimates—production would
show a modest increase in the second quarter.

Car sales jumped in April but fell in
May and June. For the quarter, do-
mestic car sales increased 0.3 million
units, to 7.3 million, following a de-
cline of 0.5 million units in the first
quarter. Inventories increased slightly
to 1.73 million, following a larger in-
crease; the inventory-sales ratio edged
down slightly to 2.8—still well above
the ratio considered desirable by the
industry.

Sales of imported cars rebounded 0.2
million units, to 3.0 million, in the sec-
ond quarter, following a decline in the
first. The increase was due in part to
incentive programs offered by some for-

eign manufacturers attempting to com-
pete with domestic manufacturers' pro-
grams. Inventories of imported cars
declined from the record level reached
at the end of the first quarter.

Unit sales of new trucks increased
slightly after a first-quarter decline.
Both domestic and imported trucks
contributed to the increase. Many
truck models were included in the
sales-incentive programs. In the sec-
ond quarter, sales of domestic trucks
were 4.4 million, and sales of imported
trucks were 0.5 million. Truck invento-
ries increased less in the second quar-
ter than in the first.

Table I.—Recent Patterns in Real GNP and Real Gross Domestic Purchases

[Billions of 1982 dollars; seasonally adjusted at annual rates]

Gross national product

Less: Exports
Plus: Imports

Equals' Gross domestic purchases

Change in business inventories
Farm
Motor vehicles
Other

Final sales to domestic purchasers
Commodity Credit Corporation inventory change in

government purchases
Motor vehicles
Other l

Addenda:
Impact of 1988 drought on farm output 2

GNP excluding impact of drought

Level

1988

II

4,010.7

519.7
592.3

4,083.3

21.5
-4.0

.2
25.3

4,061.8

-19.6
199.1

3,882.3

-6.7
4,017.4

III

4,042.7

531.9
606.9

4,117.6

37.5
.3

7.8
29.4

4,080.1

-20.1
192.1

3,908.1

-11.7
4,054.4

IV

4,069.4

551.4
625.2

4,143.2

18.3
-13.6

3.9
28.0

4,124.9

-2.2
198.0

3,929.1

-21.8
4,091.2

1989

I

4,106.8

569.7
624.6

4,161.8

24.5
7.6

11.4
5.5

4,137.3

-3.3
189.9

3,950.7

0
4,106.8

II

4,123.9

585.1
637.7

4,176.5

22.0
2.4
2.4

17.2

4,154.6

1.2
195.0

3,958.4

0
4,123.9

Change from preceding quarter

1988

HI

32.0

12.2
14.6

34.3

16.0
4.3
7.6
4.1

18.3

-.5
-7.0
25.8

-5.0
37.0

IV

26.7

19.5
18.3

25.6

-19.2
-13.9
-3.9
-1.4

44.8

17.9
5.9

21.0

-10.1
36.8

1989

I

37.4

18.3
-.6

18.6

6.2
21.2
7.5

-22.5

12.4

-1.1
-8.1
21.6

21.8
15.6

II

17.1

15.4
13.1

14.7

-2.5
-5.2
-9.0
11.7

17.3

4.5
5.1
7.7

0
17.1

1. Consists of personal consumption expenditures (PCE) less PCE for motor vehicles, nonresidential and residential structures, producers'
durable equipment (PDE) less PDE for motor vehicles, and government purchases less government purchases of motor vehicles and less CCC
inventory change.

2. Estimates of the impact of the drought on farm output have been revised as part of the regular annual revision; previously published
estimates for the second, third, and fourth quarters of 1988 had been -$9.2 billion, -$14.3 billion, and -$25.0 billion, respectively. See the August 1988
"Business Situation" for a description of the procedures used by BEA to estimate the losses in output due to the drought and to allocate them on a
quarterly basis. BEA has not attempted to make estimates of the impact of the drought on farm inventories, farm income, and nonfarm national
income and product accounts components.

NOTE.—Motor vehicle estimates are found in tables 1.18 and 1.20—for auto and trucks, respectively—of the "National Income and Product
Accounts Tables." The other estimates are found in tables 1.2, 1.6, and 3.8B.

NOTE.—Quarterly estimates in the national income and product accounts are expressed at
seasonally adjusted annual rates, and quarterly changes in them are differences between these
rates. Quarter-to-quarter percent changes are annualized. Real, or constant-dollar, estimates
are expressed in 1982 dollars.

The advance GNP estimates for the second quarter are based on the following major source
data, some of which are subject to revision. (The number of months for which data were available
is shown in parentheses.)

Personal consumption expenditures: Sales of retail stores (3), and unit auto and truck
sales (3);

Nonresidential fixed investment: Unit auto and truck sales (3), construction put in place (2),
manufacturers' shipments of machinery and equipment (2), and exports and imports of capital
goods (2);

Residential investment: Construction put in place (2), and housing starts (3);
Change in business inventories: Manufacturing and trade inventories (2), unit auto invento-

ries (3);
Net exports of goods and services: Merchandise exports and merchandise imports (2);
Government purchases of goods and services: Federal outlays (2), and State and local con-

struction put in place (2);
GNP prices: Consumer Price Index (3), Producer Price Index (3), merchandise export and

import price indexes (3), and unit-value indexes for exports (1), for petroleum imports (2), and
for nonpetroleum imports (1).

Components of Real GNP

All major components of real GNP
decelerated in the second quarter ex-
cept nonresidential investment (specif-
ically, producers' durable equipment)
and government purchases (largely
CCC purchases and national defense
purchases). As already mentioned, in-
ventory investment declined and net
exports slowed. Personal consumption
expenditures decelerated for the third
consecutive quarter, and residential in-
vestment declined more in the second
quarter than in the first.

Personal consumption expenditures

Real personal consumption expendi-
tures (PCE) decelerated to a 1-percent
increase in the second quarter after
decelerating to a 2-percent increase
in the first (table 2). The second-
quarter increase was the smallest since
the fourth quarter of 1987 (when PCE
declined1^ percent). Food purchases
(in nondurables) more than accounted
for the slowdown in the second quarter;
energy purchases (in nondurables and
services) had accounted for the slow-
down in the first.

The decelerations in PCE in the first
two quarters followed a slight slowing
in the fourth quarter of 1988. This pat-
tern of deceleration is difficult to rec-
oncile with many of the factors usu-
ally considered in analyses of consumer
spending. Real disposable personal in-
come growth did slow in the second
quarter, but this followed several quar-
ters of strong growth. Consumer con-
fidence (as measured by the Index of
Consumer Sentiment prepared by the
University of Michigan's Survey Re-
search Center) declined in two of the
last three quarters, but the declines

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

July 1989



July 1989 SURVEY OF CURRENT BUSINESS

still left the index at very high lev-
els. Nor do labor market conditions
appear to have been behind the weak-
ening of consumer spending: From its
lowest level in 14 years, 5.5 percent
in the second and third quarters of
1988, the civilian unemployment rate
declined further, to 5.1 percent in the
first quarter of 1989, before edging up
to 5.2 percent in the second quarter.

Even if these developments could be
interpreted as explaining the recent
weakness in PCE, it is hard to see how
they could be related to expenditures
on energy and food, the two items in
which the weakness was most appar-
ent. This same point would apply to
the argument that consumers are sa-
tiated after a long spending binge and
want to augment their savings. Most
analysts would probably expect con-
sumer durables to take the brunt of
such a retrenchment in spending, not
energy and food.

With regards purchases of energy,
it seems likely that part of the first-
quarter decline reflected reduced de-
mand for home heating during a
warmer-than-usual winter. In the sec-
ond quarter, purchases of energy were
unchanged, despite a 31 ̂ -percent in-
crease in PCE energy prices.

With regards purchases of food, the
second-quarter decline of $7x/2 billion
was by far the largest drop for this
component than at any other time in
the current expansion. The decline
was probably due in part to a sharp (8-
percent) increase in PCE food prices,
but even larger price increases oc-
curred earlier in the expansion with-
out precipitating such a steep drop in
purchases. (It should be noted, per-
haps, that a drop in constant-dollar
food purchases does not necessarily im-
ply a drop in the physical quantity of
food purchased and consumed. A drop
in purchases may reflect a shift from
higher priced foods to lower priced
foods or a shift from meals purchased
in restaurants to meals prepared and
consumed at home.)

Finally, with regards purchases of
both energy and food, it is extremely
rare for purchases of these staples to
exhibit weakness for more than one or
two quarters; they generally rebound
quickly.

PCE for durable goods and services
shows no clear a pattern over the past
few quarters. Durable goods declined
in the first quarter and increased in
the second, reflecting similar move-
ments in motor vehicles and parts. Ex-
cluding motor vehicles and parts, PCE

durables increased 5^2 percent in both
quarters.

Expenditures for services increased
3^2 percent in both the first and second
quarters. Excluding energy, PCE ser-
vices increased 41/2 percent in the first
quarter and 3x/2 percent increase in the
second.

Nonresidential fixed investment

Real nonresidential fixed investment
increased 7x/2 percent in the second
quarter, slightly more than in the
first (table 3). Structures declined 10
percent after a 1-percent decline, but
producers' durable equipment (PDE)
increased 13^2 percent after a 9^2-
percent increase. The second-quarter
weakness in structures was concen-

trated in commercial buildings; in the
first quarter, oil well drilling had more
than accounted for the decline. Infor-
mation processing equipment, which
accounts for about one-half of PDE, ac-
counted for about three-fourths of the
increase in PDE in the second quarter;
the only major category of PDE to de-
cline was industrial equipment (after
seven consecutive quarterly increases).
Autos more than accounted for the in-
crease in transportation equipment.

Factors that are typically considered
in analyses of business investment
present a mixed picture for future in-
vestment. On the one hand, busi-
ness sales have increased slowly in re-
cent quarters, and capacity utilization
(which had been increasing steadily)
slipped slightly in the first and second

Table 2.—Real Personal Consumption Expenditures

[Seasonally adjusted at annual rates]

Personal consumption expenditures

Durables
Motor vehicles and parts
Furniture and household equipment ...... ... . .
Other durables

Nondurables
Food
Clothing and shoes
Energy !

Other nondurables

Services
Housing .
Household operation

Energy 2

Other..
Transportation
Medical care
Other services

Billions of 1982 dollars

Level

1989:11

2,648.2

423.8
177.2
177.9
68.7

905.8
458.6
165.5
120.8
160.9

1,318.5
371.5
164.5
81.5
83.0
96.7

292.2
393.5

Change from preceding quarter

1988

m

21.3

-4.1
-4.7
-.1

.7

11.1
2.1
7.0
.6

1.4

14.2
1.2
3.9
2.2
1.9
1.3
4.3
3.4

IV

19.6

9.8
4.4
2.7
2.6

1.7
.2
.5

2.1
-1.2

8.2
1.2
-.6
-.7

0
1.0
4.0
2.5

1989

I

13.3

-1.2
-4.5

6.8
-3.4

3.0
3.9
.4

-3.2
1.9

11.5
1.6

-2.3
-2.6

.3

.1
5.1
7.0

II

7.2

4.5
1.1
3.1
.3

-9.2
-7.4

.5
-.8

-1.5

11.8
1.9
1.1
.8
.3
.4

3.2
5.2

Percent change from preceding
quarter

1988

m

3.3

-3.9
-10.0

-.2
4.2

5.0
1.8

19.1
2.0
3.5

4.5
1.3

10.0
11.2
9.8
5.7
6.4
3.7

IV

3.0

9.9
10.4
6.7

15.9

.7

.2
1.2
7.0

-2.9

2.6
1.3

-1.4
-3.3

0
4.3
5.8
2.7

1989

I

2.0

-1.1
-9.6
17.2

-17.6

1.3
3.4
1.0

-9.9
4.8

3.6
1.8

-5.4
-11.9

1.5
.4

7.4
7.5

II

1.1

4.4
2.5
7.3
1.8

-4.0
-6.2

1.2
-2.6
-3.6

3.7
2.1
2.7
4.0
1.5
1.7
4.5
5.5

1. Gasoline and oil, and fuel oil and coal.
2. Electricity and gas.
NOTE.—Percent changes in major aggregates are found in table 8.1 of the "National Income and Product Accounts Tables." Dollar levels are

found in table 2.3.

Table 3.—Real Gross Private Domestic Fixed Investment

[Seasonally adjusted at annual rates]

Gross private domestic fixed investment

Structures
Nonresidential buildings, excluding farms
Public utilities
Mining exploration, shafts, and wells

Producers' durable equipment
Information processing and related equipment
Industrial equipment
Transportation and related equipment
Other

Residential
Single-family structures
Multifamily structures
Other

Billions of 1982 dollars

Level

1989:11

698.8

510.2
118.0
77.3
23.7
12.6
4.4

392.2
189.9
73.2
64.0
65.2

188.6
91.1
20.0
77.4

Change from preceding quarter

1988

m

4.1

3.2
.5

-.6
1.6
-.3
-.1

2.7
.9

1.9
.2

-.2

.9
-1.4

.3
2.0

IV

-5.3

-8.3
-1.6
-1.2

1.2
-2.3

.7

-6.7
-6.4

2.5
-2.0
-.8

3.0
2.6
.1
.2

1989

I

5.8

8.3
-.3
1.7
.3

-2.1

8.6
8.1
2.9

-4.0
1.5

-2.5
.4
.3

-3.1

II

2.2

9.2
-3.1
-2.5
-.8
-.3

.5

12.3
9.6

-1.7
3.3
1.3

-7.0
-7.2

.5
-.4

Percent change from preceding
quarter

1988

m

2.4

2.6
1.6

-3.0
33.4
-6.6

-10.9

2.9
2.0

11.7
1.2

-1.3

1.9
-5.7

6.5
10.6

IV

-3.0

-6.5
-5.1
-5.9
22.6

-43.5
111.5

-6.9
-13.6

15.2
-11.5
-5.0

6.3
11.4
2.1
1.0

1989

I

3.4

6.9
-1.0

9.0
5.1

-45.3
-18.1

9.6
20.2
17.1

-22.5
10.0

-5.0
1.6
6.4

-14.5

II

1.3

7.6
-9.9

-12.0
-12.4
-9.0
62.0

13.6
23.1
-8.8
23.6
8.4

-13.6
-26.2

10.7
-2.0

NOTE.—Percent changes in major aggregates are found in table 8.1 of the "National Income and Product Accounts Tables." Dollar levels are
found in table 5.13.
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quarters, and corporate profits tum-
bled in the first quarter. On the
other hand, newly approved capital ap-
propriations for 1,000 manufacturing
corporations (and the backlog of cap-
ital appropriations) registered further
substantial increases in the second
quarter, and long-term interest rates
declined,

Residential investment

Real residential investment declined
13^2 percent in the second quarter, fol-
lowing a 5-percent decline in the first.
Single-family construction more than
accounted for the second-quarter de-
cline. In multifamily construction, a
fourth consecutive quarterly increase
accompanied a declining rental va-
cancy rate; in the "other" component
(which includes additions and alter-
ations, major replacements, mobile
home sales, and brokers' commissions),
a small decline reflected a drop in
commissions.

In the second quarter, the drop
in single-family construction reflected
drops in single-family starts in the
first and second quarters. Starts de-
clined 68,000 (seasonally adjusted an-
nual rate) in the first quarter and
76,000 in the second (chart 2). Build-
ing permits for single-family construc-
tion also declined by similar amounts.
The declines in actual and prospec-
tive construction are consistent with
declining sales activity. Sales of new
and existing houses declined 204,000
in the second quarter after a decline
of 349,000 in the first. At June sales
rates, the unsold inventory of new
houses amounted to 7 months supply.
Higher house prices partly offset the
effect of lower mortgage interest rates
(chart 3).

Inventory investment

Real inventory investment—that is,
the change in business inventories—
declined $2:/2 billion in the second
quarter, as inventory accumulation
slipped to $22 billion from $24*/2 bil-
lion in the first quarter (table 4). In
contrast, inventory investment had in-
creased $6 billion in the first quar-
ter. The downswing was more than ac-
counted for by farm inventories.

Farm inventories increased $2x/2 bil-
lion in the second quarter, following
an increase of $7x/2 billion in the first
quarter and a decline of $131/2 billion
in the fourth. The fourth- and first-
quarter changes reflected BEA's alloca-
tion of the impact of the 1988 drought.

SURVEY OF CURRENT BUSINESS

In the fourth quarter, farmers main-
tained market sales in the face of a
drought-depressed level of output by
drawing down inventories. With the
first-quarter rebound of farm output to
a level not affected by the drought, in-
ventory liquidation gave way to modest
accumulation. In the second quarter,
as inventories increased further, trans-
actions with the CCC swung from net
redemptions to net placements.

July 1989

Nonfarm inventories increased
$191/2 billion in the second quarter,
somewhat more than in the first quar-
ter but much less than in the sec-
ond half of 1988. The second-quarter
pick-up was in nondurables manufac-
turing and durables wholesale trade
inventories. Retail trade inventories
increased slightly, as accumulation of
nondurables more than offset liquida-
tion of durables; auto dealers' inven-

CHART 2
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July 1989 SURVEY OF CURRENT BUSINESS

tories declined after three quarters of
substantial increase, and other retail
durables declined for the second con-
secutive quarter.3

The constant-dollar ratio of total in-
ventories to total final sales was un-

3. The change in auto dealers' inventories (table 4)
differs from the change in motor vehicle inventories (ta-
ble 1). Most importantly, inventories of manufactur-
ers and wholesalers are excluded from auto dealers' in-
ventories but are included in motor vehicle inventories.
(Wholesalers account for a substantial portion of foreign
car inventories.)

changed at 3.05; the ratio has been in
the range of 3.05 to 3.07 since the first
quarter of 1988.

Net exports

Real net exports increased $2!/2 bil-
lion in the second quarter, following
a $19 billion increase in the first (ta-
ble 5). All of the slowdown was in net
exports of merchandise; net exports of
services declined the same amount in
both quarters.

Table 4.—Change in Real Business Inventories

[Billions of 1982 dollars; seasonally adjusted at annual rates]

Change in business inventories

Farm . ,

Nonfarm ..
Manufacturing
Wholesale trade
Retail trade

Auto dealers . . . .
Other retail trade

Other

Addendum:
Nonfarrn less auto dealers

Level

1988

II

21.5

-4.0

25.4
4.2
2.8

12.2
10.0
2.2
6.2

15.5

III

37.5

.3

37.2
5.8
9.8

13.3
8.6
4.7
8.3

28.6

IV

18.3

-13.6

31.9
12.2
1.9

11.6
6.6
5.0
6.2

25.3

1989

I

24.5

7.6

16.9
3.8

-2.4
8.4
9.0
-.6
7.1

7.9

II

22.0

2.4

19.6
8.4
4.7
1.8

-1.0
2.8
4.6

20.6

Change from preceding quarter

1988

III

16.0

4.3

11.8
1.6
7.0
1.1

-1.4
2.5
2.1

13.1

IV

-19.2

-13.9

-5.3
6.4

-7.9
-1.7
-2.0

.3
-2.1

-3.3

1989

I

6.2

21.2

-15.0
-8.4
-4.3
-3.2

2.4
-5.6

.9

-17.4

II

-2.5

-5.2

2.7
4.6
7.1

-6.6
-10.0

3.4
-2.5

12.7

NOTE.—Dollar levels for most inventories are found in table 5.11 of the "National Income and Product Accounts Tables."

Table 5.—Real Net Exports of Goods and Services

[Seasonally adjusted at annual rates]

Net exports of goods and services

Exports
Merchandise .

Nonagriculture . . . . . . .
Services

Imports
Merchandise

Petroleum
Nonpetroleum

Services .

Billions of 1982 dollars

Level

1989:11

-52.6

585.1
384.2
41.5

342.6
200.9

637.7
485.6
93.9

391.7
152.1

Change from preceding quarter

1988

m

-2.3

12.2
5.1

-2.6
7.7
7.2

14.6
11.8
1.5

1CI.2
2.7

IV

1.1

19.5
14.5

0
14.4
5.0

18.3
15.1
3.9

11.2
3.4

1989

I

18.8

18.3
13.9
3.9

10.1
4.4

-.6
-6.0
-2.4
-3.6

5.3

II

2.4

15.4
11.7
1.4

10.2
3.7

13.1
8.2
6.0
2.2
4.9

Percent change from preceding
quarter

1988

ni

9.7
6.2

-24.2
10.7
16.9

10.2
10.7
7.3

11.4
8.2

IV

15.5
18.0

0
20.1
11.1

12.6
13.5
19.3
12.3
10.2

1989

I

14.0
16.4
50.6
13.1
9.4

-.4
-4.9

-10.2
-3.6
15.8

n

11.3
13.2
14.7
12.9
7.7

8.7
7.0

30.2
2.3

14.0

NOTE.—Percent changes in major aggregates are found in table 8.1 of the "National Income and Product Accounts Tables." Dollar levels are
found in tables 4.2 and 4.4.

Table 6.—Real Government Purchases of Goods and Services

[Seasonally adjusted at annual rates]

Government purchases of goods and services

Federal
National defense .

Commodity Credit Corporation inventory change
Other

State and local «
Structures
Other ;

Billions of 1982 dollars

Level

1989:11

807.6

341.3
256.1
85.1

1.2
83.9

466.3
57.2

409.2

Change from preceding quarter

1988

III

-7.1

-8.1
-3.7
-4.4
-.5

-3.9

1.0
-2.1

3.1

IV

30.5

24.1
2.8

21.3
17.9
3.4

6.4
3.3
3.0

1989

I

-6.7

-8.4
-7.2
-1.2
-1.1
-.1

1.7
-1.3

3.0

II

7.9

5.8
1.7
4.0
4.5
-.5

2.1
-.8
3.1

Percent change from preceding
quarter

1988

ni

-3.6

-9.5
-5.5

-24.3

-17.1

.9
-13.7

3.2

IV

16.7

33.7
4.4

231.3

17.9

5.7
25.7
3.0

1989

I

-3.3

-9.4
-10.6
-5.7

-.5

1.5
-8.5

3.0

II

4.0

7.1
2.7

21.2

""-23

1.8
-5.4

3.1

NOTE.—Percent changes in major aggregates are found in table 8.1 of the "National Income and Product Accounts Tables." Dollar levels are
found in table 3.8B.

Merchandise exports increased
$H1/2 billion (or 13 percent) in the sec-
ond quarter after increasing $14 billion
(or 16x/2 percent) in the first. Agricul-
tural exports accounted for the slow-
down, reflecting a decline in wheat
shipments. Nonagricultural exports
increased at the same rate in both
quarters; all major end-use categories
increased in the second quarter except
autos and "other," both of which regis-
tered very small declines.

Merchandise imports increased $8
billion (or 7 percent) in the second
quarter after declining $6 billion (or 5
percent) in the first. Both petroleum
and nonpetroleum imports contributed
to the turnaround, but the contribu-
tion of petroleum imports was much
larger. Within nonpetroleum imports,
consumer goods registered the largest
upswing.

Exports of services increased $3^2
billion and imports of services in-
creased $5 billion. In both cases, the
increases were slightly less in the sec-
ond quarter than in the first, and both
slowdowns were more than accounted
for by investment income.

Government purchases

Real government purchases
increased $8 billion (or 4 percent) in
the second quarter, following a decline
of $6]/2 billion (or 3*/2 percent) in the
first (table 6). A turnaround in Fed-
eral Government purchases reflected
upswings in both defense and nonde-
fense purchases; State and local gov-
ernment purchases increased slightly
more in the second quarter than in the
first quarter.

Federal defense purchases increased
$l1/2 billion, following a decline of $7
billion in the first quarter. The up-
swing was in all categories of defense
purchases except military hardware,
which declined in both quarters.

In Federal nondefense purchases,
CCC inventories increased $1 billion in
the second quarter after being drawn
down for eight consecutive quarters.
The swing largely reflected net place-
ments of corn and soybeans with the
CCC under the commodity loan pro-
gram. Federal nondefense purchases
excluding CCC inventory purchases
declined slightly in the second quarter
after little change in the first.

In State and local government pur-
chases, purchases other than struc-
tures continued to increase at a modest
rate; structures declined again.
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Prices

Increases in GNP prices and in gross
domestic purchases prices have been
in the range of 4x/2 to 5x/2 percent
for five consecutive quarters. In the
first and second quarters, GNP prices
were up 5 percent and gross domes-
tic purchases prices were up 6^2 per-
cent (table 7). The first-quarter in-
creases in each of these price measures
was boosted 0.5 percentage point by
the combined effect of (1) a 4.1-percent
pay raise for Federal Government em-
ployees and (2) an increase in the
Federal Government's contributions—
as an employer—for social insurance
programs. (Such increases in employee
compensation are treated in the NIPA's
as an increase in the price of employee
services purchased by the Federal
Government.)

The higher increases in gross do-
mestic purchases prices than in GNP
prices in the first and second quar-
ters reflected a recent upsurge in the
price of imported petroleum. (Changes
in import prices are reflected directly
in the price index for gross domestic
purchases but not in the GNP price
index.) Imported petroleum prices
jumped 115 percent in the first quarter
and 92^2 percent in the second, follow-
ing five consecutive quarterly declines.
Prices of "other" merchandise imports
increased 2.6 percent in the first quar-
ter and declined 1.3 percent in the sec-

Table 7.—Price Indexes (Fixed Weights): Change
From Preceding Quarter

[Percent change at annual rates; based on seasonally adjusted index
numbers (1982=100)]

GNP

Less' Exports . .
Plus' Imports ....

Equals: Gross domestic purchases

Less' Change in business inventories

Equals: Final sales to domestic

Personal consumption expenditures
Food
Energy
Other personal consumption

expenditures
Nonresidential structures
Producers' durable equipment
Residential investment
Government purchases

Addenda:
Merchandise imports

Petroleum and products
Other merchandise

19

in

5.2

99
.3

4.3

43

4.6
85
23

39
55
1.0
.3

4.7

-22
-23.0

.9

88

IV

4.3

24
42

4.5

45

4.9
46

4

54
45
4.8
2.6
3.5

27
-33.7

8.1

19?

I

4.8

1.6
8.6

5.5

5.5

4.8
56
4.7

46
5.3
4.4
5.8
8.0

11 1
113.8

2.6

9

II

5.2

2.7
6.3

5.6

5.5

6.4
79

31.5

41
44
3.1
6.9
3.5

76
93.8
-1.3

NOTE.—Percent changes in major aggregates are found in table 8.1
of the "National Income and Product Accounts Tables." Most index
number levels are found in tables 7.1 and 7.3.

ond, as prices of autos and of capital
goods (except autos) drifted down.

PCE prices jumped 6^2 percent in
the second quarter, following two quar-
ters of 5-percent increases. The step-
up was more than accounted for by food
and energy prices; "other" PCE prices
were up a little less in the second quar-
ter than in the first. Food prices in-
creased 8 percent after a 5 ̂ -percent
increase; the pickup was largely in
prices of meat, eggs, and vegetables.
Energy prices surged 31 ̂ 2 percent, as
prices of gasoline and oil increased
sharply after a small increase; prices
of electricity and gas changed little af-
ter a moderate increase. "Other" PCE
prices slowed slightly to a 4-percent in-
crease; the slowdown was largely in
prices of durable goods, particularly in
autos and in furniture and equipment.

Among other components of final
sales, prices of fixed investment slowed
slightly to a 41/2-percent increase in
the second quarter; a deceleration in
PDE prices was largely traceable to
trucks and autos. Prices of govern-
ment purchases slowed sharply to a
3 ̂ -percent increase; one-half of the
deceleration was attributable to the ef-
fect of the first-quarter Federal pay
raise and increased payments of social
security taxes by the Federal Govern-
ment for its employees.

Personal Income

Personal income increased $781/2 bil-
lion in the second quarter, following a
$1321/2 billion increase in the first (ta-
ble 8). Nearly all of the major compo-
nents of personal income contributed
to the deceleration. Personal saving
declined slightly after a substantial
increase.

Wage and salary disbursements in-
creased $46 billion in the second quar-
ter, $9*/2 billion less than in the first.
Government wages and salaries, which
had been boosted $4x/2 billion in the
first quarter by a pay raise for Federal
Government and Postal Service em-
ployees, accounted for almost one-half
of the deceleration. In private wages
and salaries, the deceleration was con-
centrated in manufacturing, where av-
erage weekly hours declined and em-
ployment and average hourly earnings
increased less in the second quarter
than in the first.

Farm proprietors' income declined
$6]/2 billion in the second quarter, fol-
lowing a $27 billion increase in the
first. Federal agricultural subsidy pay-

ments declined in both quarters. Farm
proprietors' income excluding subsidies
declined $!1/2 billion after a $28^2 bil-
lion jump. The second-quarter decline
was largely due to lower farm product;
the first-quarter jump reflected a sharp
increase in crop prices and the return
of farm output to a level not affected
by the drought. Nonfarm proprietors'
income increased somewhat less in the
second quarter than in the first, reflect-
ing slowdowns in construction and re-
tail trade.

Transfer payments increased $10 bil-
lion, considerably less than in the first
quarter. In the first quarter, cost-
of-living increases in social security
and several other Federal retirement
and income support programs, as well

Selected Personal Income
and Saving Measures

CHART 4
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July 1989 SURVEY OF CURRENT BUSINESS

as retroactive payments to recent re-
tirees, had added $13 billion to the
increase.

Among the remaining components of
personal income, increases in other la-
bor income and personal dividend in-
come were similar to those in the first
quarter. Rental income declined for
the third consecutive quarter. Per-
sonal interest income increased some-
what less than in the first quarter; the
slowdown reflected declines in interest
rates.

Personal contributions for social in-
surance, which are subtracted in de-
riving the personal income total, in-
creased considerably less than in the
first quarter when several program
changes had added $6 billion.

Personal tax and nontax payments
increased $23x/2 billion in the second
quarter, following a $301/2 billion in-
crease in the first. The effects of the
Tax Reform Act of 1986 boosted pay-
ments in both quarters—$8 billion in
the second quarter and $18 billion in
the first—as taxes were paid on in-
come that had been deferred in earlier
periods.

Disposable personal income (DPI) in-
creased $55 billion (or 6 percent) in
the second quarter, compared with a
$102 billion (or 12-percent) increase in
the first. Reflecting this slowdown and
the pickup in PCE prices, real DPI in-
creased ^2 percent after a G^-percent
increase in the first quarter.

Personal outlays increased about the
same amount in both quarters; thus,
the deceleration in current-dollar DPI

carried through to personal saving, dipped 0.2 percentage point to 5.4
which declined after a substantial in- percent, interrupting a three-quarter

The personal saving rate uptrend.crease.

Table 8.—Personal Income and Its Disposition

[Billions of dollars; seasonally adjusted at annual rates]

Wage and salary disbursements . ..
Commodity-producing industries

Manufacturing
Other

Distributive industries . ..
Service industries
Government and government enterprises

Other labor income .

Proprietors' income .

Nonfarm

Rental income of persons...
Personal dividend income
Personal interest income

Transfer payments

Less' Personal contributions for social insurance

Personal income

Less' Personal tax and nontax payments .
Impact of the Tax Reform Act of 1986 l

Other .

Equals: Disposable personal income

Less: Personal outlays

Equals: Personal saving

Addenda: Special factors in personal income:

In wages and salaries:
Federal Government and Postal Service pay adjustments ...

In farm proprietors' income:

In transfer payments:
Social security retroactive payments
Cost-of-living increases in Federal transfer payments .

In personal contributions for social insurance:
Social security rate and base changes, the initial premiums under the

medical catastrophic coverage, and an increase in the premium for
supplementary medical insurance

Level

1989:11

2,606.6
733.1
549.5
183.6
610.2
789.7
473.5

246.0

355.1
52.6

302.6

8.7
111.4
655.1

626.2

212.9

4,396.2

651.6

3,744.5

3,540.9

203.7

Change from preceding quarter

1988

m

46.8
10.8
8.0
2.8

10,0
19.5
6.5

5.2

-4.8
-7.7

2.8

1.7
3.2

16.3

5.6

3.0

71.0

-4.8
-15.6

10.8

75.8

60.2

15.6

.3

-11.9

-.6

IV

52.9
13.1
10.9
2.2
9.5

23.7
6.7

5.4

1.3
-5.7

7.0

-.2
2.8

22.3

6.4

3.2

87.6

11.9
-.4

12.3

75.7

61.9

13.8

.3

14.2

-.1

1989

I

55.6
11.9
8.2
3.7

11.3
21.7
10.6

4.8

31.0
27.0
4.0

-4.3
3.0

30.4

22.6

10.4

132.6

30.5
18.8
11.7

102.1

59.8

42.3

4.4

-1.7

1.2
11 8

6.1

n

45.9
6.5
3.3
3.3

11.4
21.3
6.6

4.7

-4.2
-6.4

2.3

-3.1
2.0

26.1

9.8

2.9

78.4

23.3
9.6

13.7

55.0

57.1

-2.0

.3

-5.0

-.3

1. Estimates of the impact of the Tax Reform Act of 1986 on Federal Government personal tax payments and indirect effects on State and
local government personal tax payments.

NOTE.—Most dollar levels are found in table 2.1 of the "National Income and Product Accounts Tables."
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the BUSINESS SITUATION

PREICLIMINARY estimates show
somewhat more strength in the U.S.
economy in the second quarter of 1989
than was indicated in the advance esti-
mates. In particular, consumer spend-
ing increased at the same pace in the
second quarter as it had in the first; the
advance estimates had indicated that
the pace of consumer spending slowed
further in the second quarter.

• Real GNP—a measure of U.S.
production—increased at an annual
rate of 2^2 percent in the second quar-
ter; the advance estimates issued a
month ago had shown an increase of
l1^ percent.

• The second-quarter increase in real
gross domestic purchases—a measure
of U.S. demand—was also revised up
from lx/2 percent to 2^2 percent at an
annual rate.

• The second-quarter increases in
both the GNP price index (fixed
weights) and the gross domestic pur-
chases price index (fixed weights) were
unrevised at annual rates of 5 per-
cent and 5x/2 percent, respectively
(chart I).1

The second-quarter revisions in real
GNP and real gross domestic pur-
chases were largely accounted for by
a $7.1 billion upward revision in per-
sonal consumption expenditures (PCE)
(see table 1 on page 18). Most of the
nonauto components of PCE durable
goods and most of the nonenergy com-
ponents of PCE nondurable goods were
revised up, reflecting the incorporation
of revised Census Bureau retail sales
data for May and June; the nonen-
ergy components of PCE services were
also revised up, reflecting information

NOTE.—Quarterly estimates in the national in-
come and product accounts are expressed at sea-
sonally adjusted annual rates, and quarterly
changes are differences between these rates.
Quarter-to-quarter percent changes are com-
pounded to annual rates. Real, or constant-
dollar, estimates are expressed in 1982 dollars.

1. The regularly featured estimates of real GNP and
GNP prices are based on 1982 weights. Alternative
measures based on more current weights are shown in
tables 4 and 5 on pages 19-21.

from a variety of government and trade
sources.

Among the other components of
GNP, Federal Government purchases
was revised up $4.1 billion. The revi-
sion reflected new and revised monthly
data from the U.S. Department of Agri-
culture (USDA) that showed higher net
transfers of crops from farmers to the
Commodity Credit Corporation (CCC)
and information on Federal outlays for
June that indicated higher purchases
of most of the other nondefense cat-
egories. The change in farm inven-
tories was revised down $3.2 billion,
partly reflecting the newly available
information on CCC inventory trans-
actions and partly reflecting a lower
USDA forecast of crop output for 1989.

Corporate Profits

Profits from current production de-
clined $7 billion in the second quar-
ter after a much sharper decline in
the first (table 1). Profits before tax
(PBT) registered the opposite pattern
of decline—a $201/2 billion drop in the
second quarter after only a slight de-
cline in the first.

The current-production measure of
profits includes two adjustments that
are not included in PBT—namely, the
inventory valuation adjustment (IVA)
and the capital consumption adjust-
ment (CCAdj); these adjustments con-
vert the inventories and depreciation
reported by business to those used in
the national income and product ac-
counts (NIPA's). The IVA increased
$171/2 billion in the second quarter af-
ter a decline of $18 billion in the first;
the CCAdj declined by about $4^2 bil-
lion in both quarters. The second-
quarter increase in the IVA mirrored
a decline in inventory profits that re-
sulted from a slowdown in the rate of
increase of inventory prices. For exam-
ple, the Producer Price Index, the com-
ponents of which are a major source
of data for estimating inventory prices,
increased 6^2 percent (annual rate) in

1 CHART 1

Selected Measures:
Change From Preceding Quarter

Percent
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Note.—Percent change at annual rate from preceding quarter;
based on seasonally adjusted estimates.

U.S. Department of Commerce, Bureau of Economic Analysis
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the second quarter, following a
percent increase in the first.

Domestic nonfinancial corporations
more than accounted for the second-
quarter drop in profits from current
production. Real product of domes-
tic nonfinancial corporations increased
slightly, but unit profits from current
production fell. The decline in unit
profits reflected a smaller increase in
unit prices than in unit costs; both la-
bor and nonlabor unit costs increased.

Profits by industry.—Current-
production measures of profits are not
available by industry; PBT with IVA
is the best measure of industry prof-
its. For nonfinancial corporations,
this measure declined $3^2 billion in
the second quarter after an $18 bil-
lion decline in the first. On the ba-
sis of incomplete source data, it ap-
pears that the second-quarter decline
was largely in manufacturing; profits
in wholesale and retail trade slipped
only slightly, while profits in the trans-
portation and public utilities group
and in "other" nonmanufacturing in-
dustries increased. (Detailed indus-
try estimates will be published in the
September 1989 SURVEY OF CURRENT
BUSINESS, when more complete source
data are available.) Profits of mo-
tor vehicle manufacturers turned nega-

Table 1.—Corporate Profits

Profits from current production
Domestic

Financial
Nonfinancial

Rest of the world....

Inventory valuation adjustment
Capital consumption adjustment
Profits before tax

Profits tax liability
Profits after tax

Profits by industry:
Profits before tax with IVA

Domestic .. .
Financial
Nonfinancial

Manufacturing
Trade . . . . . . .
Transportation and public utilities ....
Other

Rest of the world
Receipts (inflows) .
Payments (outflows)

Unit prices, costs, and profits of domestic
nonfinancial corporations:
Unit price
Unit labor cost
Unit nonlabor cost
Unit profits from current production

Change from
preceding

quarter

1989:1 1989:11

Level

1989:11

Billions of dollars

-23.9
-24.0
-1.1

-22.9
.1

-18.2
-4.9
-.8
1.2

-2.0

-19.0
-19.1

— 8
-18.2
-9.0
-77
-1.9

4
.1

1.1
.9

-7.2
-9.0
-1.5
-7.5

1.8

17.6
-4.3

-20.4
-11.1
-9.3

-2.8
-4.6
-1.4
-3.3

1.8
2.6

.8

309.1
260.7
32.9

227.8
48.4

-20.7
32.3

297.6
133.3
164.3

276.9
228.5

27.9
200.6

48.4
64.2
15.8

Dollars

0.008
.012
.005

-.009

0.012
.011
.005

-.004

1.168
.779
.297
.092

tive; the drop partly reflected the costs
of sales incentive programs. (For im-
ported cars, the costs of sales incen-
tive programs are reflected in the prof-
its of wholesalers and help to explain
the slippage in trade profits.) Prof-
its of chemical manufacturers dropped
for the second consecutive quarter, per-
haps reflecting increased costs asso-
ciated with high capacity utilization
rates. Profits of petroleum manufac-
turers were adversely affected by the
costs of cleaning up the oil spill off the
coast of Alaska.

For financial corporations, profits de-
clined $!1/2 billion. An increase in
the income of Federal Reserve banks—
which is treated as corporate profits in
the NIPA's—was more than offset by
a decline in the profits of other finan-
cial institutions. Losses of savings and
loan associations increased (although

at a slower rate than in the preceding
two quarters), and profits of commer-
cial banks declined.

Rest-of-world profits increased $2
billion. Inflows of profits from foreign
affiliates of U.S. corporations increased
more than outflows of profits from U.S.
affiliates of foreign corporations.

Government Sector

The fiscal position of the government
sector was essentially unchanged in
the second quarter of 1989, as the com-
bined deficit of the Federal Govern-
ment and of State and local govern-
ments increased $3 billion. The deficit
of the Federal Government increased
$1 billion, and the surplus of State and
local governments declined $2 billion.

Table 2.—Government Sector Receipts and Expenditures

[Billions of dollars, seasonally adjusted at annual rates]

NOTE.—Levels of these and other profits series are found in tables
1.14, 1.16, 6.18B, and 7.18 of the "Selected NIPA Tables."

Government sector

Receipts

Surplus or deficit (— )

Federal Government

Receipts

Personal tax and nontax receipts
Corporate profits tax accruals ,
Indirect business tax and nontax accruals
Contributions for social insurance

Expenditures..

Purchases of goods and services
National defense
Nondefense

Of which' Commodity Credit Corporation inventory change
Transfer payments

To persons
To foreigners

Grants-in-aid to State and local governments
Net interest paid
Subsidies less current surplus of government enterprises .. .

Subsidies
Of which'. Agricultural subsidies

Less' Current surplus of government enterprises , ,
Less' Wage accruals less disbursements

Surplus or deficit (—)

State and local governments

Receipts

Personal tax and nontax receipts . ... ... ...
Corporate profits tax accruals . . .
Indirect business tax and nontax accruals
Contributions for social insurance
Federal grants-in-aid

Expenditures

Purchases of goods and services

Transfer payments to persons ,

Less: Dividends received by government ,
Subsidies less current surplus of government enterprises

Subsidies
Less' Current surplus of government enterprises

Less' Wage accruals less disbursements . ....

Surplus or deficit (— )

Social insurance funds
Other

Change from preceding quarter

1988

II

40.8
28.8
11.9

28.4

14.7
7.4

6.2

18.2

3.0
.7

2.3
-2.4

1.5
2.7

-1.2
2.0
5.0
6.8
2.4
2.2

-4.4

10.2

14.4

3.8
2.0
5.8
.8

2.0

12.8

11.4
.5

2.7
-.4

.6
-.3

.3

1.6

2.1
-.4

III

12.1
-4.2
16.2

4.1

-6.0
2.4
1.5
6.3

-14.9

-9.6
-1.9
-7.6
-4.4

3.6
2.1
1.5

-1.2
4.0

-11.8
-14.6
-15.0
-2.8

19.0

6.8

1.2
.4

5.5
.8

-1.2

9.5

8.0
-2.1

2.7
-.5

.3
-.4

.4

-2.6

1.7
-4.4

IV

26.6
75.7
49.2

17.3

8.9
1.8
.5

6.1

62.4

38.9
4.4

34.5
30.0
9.6
3.0
6.6
1.2
3.2
9.6

18.4
18.1
8.3

-45.1

10.5

3.0
.2

5.2
.9

1.2

14.6

13.9
3.3
2.6
-.7

.3
-1.0

1.0

-4.1

1.7
-5.8

1989

I

51.2
28.1
23.2

41.6

26.5
1.2
.2

13.3

21.5

-7.4
-1.8
-5.6
-7.9
12.8
19.5
-6.7

6.5
10.0
-.4

-1.7
-2.0
-1.3

20.1

16.1

4.0

4.8
.8

6.5

13.0

12.0
-1.3

2.4
-.6

.3
-.5

.5

3.1

1.7
1.4

II

25.5
28.4
-2.9

15.7

18.2
-8.6

.2
5.9

16.6

8.8
3.4
5.4
3.1
6.3
6.9
-.5
-.3
4.9

-3.1
-5.7
-6.0
-2.6

-.9

9.8

6.0
-2.3

5.1
.9

-.3

11.8

10.5
g

2.9
-.6

.3
-.6

.6

-2.0

1.7
-3.7

Level

1989:11

1,675.6
1,777.2
-101.6

1,051.9

465.0
108.4
58.2

420.2

1,200.3

407.8
302.0
105.8

-.7
466.7
455.7

11.0
118.4
171.9
35.4
28.5
12.0
-6.9

-148.4

742.5

187.4
25.1

354.8
56.3

118.9

695.6

627.5
57.2

139.6
-42.3

9.5
-19.6

.8
20.4

46.8

77.2
-30.3

NOTE.—Dollar levels are found in tables 3.2 and 3.3 of the "Selected NIPA Tables."
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The Federal sector.—The Federal
Government deficit increased to $1481/2
billion in the second quarter, as expen-
ditures increased slightly more than
receipts.

Receipts increased $15^2 billion,
compared with $41 ̂ 2 billion in the first
quarter, when receipts were boosted by
provisions of the Tax Reform Act (TRA)
of 1986 and by an increase in the so-
cial security tax base. In the second
quarter, personal tax and nontax re-
ceipts increased $18 billion, including
$8 billion from TRA (which reduced
taxes $26^2 billion in the first quar-
ter and $181/2 billion in the second),
and contributions for social insurance
increased $14 billion. These increases
were partly offset by an $8x/2 billion de-
cline in corporate profits tax accruals.

Expenditures increased $161/2 bil-
lion, compared with $211/2 billion in
the first quarter. Purchases of goods
and services increased $9 billion, in
contrast to a decline of $7^2 billion in
the first quarter. The shift occurred in
both national defense and nondefense
purchases but was most pronounced in

the latter, as purchases of agricultural
commodities by the Commodity Credit
Corporation (CCC) rebounded. Trans-
fer payments to persons increased $7
billion, and net interest paid increased
$5 billion. These increases were partly
offset by declines in subsidies less the
current surplus of government enter-
prises, in transfer payments to foreign-
ers, and in grants-in-aid to State and
local governments.

Cyclically adjusted surplus or
deficit.—When measured using cyclical
adjustments based on a 6-percent un-
employment rate trend GNP, the Fed-
eral deficit on the national income and
product accounts basis declined from
$185.2 billion in the first quarter to
$181.1 billion in the second (see ta-
ble 3 on page 18). The cyclically ad-
justed deficit as a percentage of the 6-
percent unemployment rate trend GNP
declined from 3.7 percent in the first
quarter to 3.6 percent in the second.

The State and local sector.—The
State and local government surplus

decreased to $47 billion in the sec-
ond quarter, as expenditures increased
more than receipts.

Receipts increased $91/2 billion, com-
pared with a $16 billion in the first
quarter. The deceleration was ac-
counted for by grants-in-aid, which in-
creased $6x/2 billion in the first quar-
ter and declined slightly in the sec-
ond. Personal income tax and nontax
receipts increased $6 billion in the first
quarter, including $1 billion from leg-
islated tax increases. Indirect business
tax and nontax receipts increased $5x/2
billion, and corporate profits tax accru-
als declined $2^2 billion.

Expenditures increased $H1/2 bil-
lion, compared with a $13 billion in
the first quarter. Purchases of goods
and services increased $10 billion; em-
ployee compensation and all other pur-
chases (excluding structures) recorded
smaller gains than in the first quar-
ter, and structures declined more than
in the first. All other categories of
expenditures combined increased $!1/2
billion, slightly more than in the first
quarter.

ERRATA

This table shows corrections to current-dollar inventories published in table 5.10 of the "National
Income and Product Accounts Tables" in the July 1989 SURVEY OF CURRENT BUSINESS. Only those
lines requiring correction are shown. No other tables are affected.

[Billions of dollars]

Line

1

3
4
5

6
7
8

9
10
11

12
14

15
16

26
27
28

Inventories .. ,

Nondurable goods

Nondurable soods

Wholesale trade
Durable goods *
Nondurable goods . ... .....

Merchant wholesalers
Nondurable goods

Nonmerchant wholesalers . ..
Durable goods

Ratio of inventories to final sales

Inventories to final sales .. .
Nonfarm inventories to final sales
Nonfarm inventories to final sales of goods and structures

Published

Seasonally adjusted quarterly totals

1987

IV

920.2

851.0
502.2
348.8

340.3
226.2
114.1

198.0
127.7
70.3

172.8
60.0

25.1
14.8

2.82
2.61
4.58

1988

I

936.6

865.6
509.3
356.3

346.6
230.3
116.3

204.9
133.0
71.8

179.1
61.4

25.7
15.3

2.81
2.60
4.56

n

960.8

885.8
519.1
366.7

353.8
235.0
118.7

210.0
133.2

76.8

184.0
66.3

26.0
15.5

2.82
2.60
4.55

III

984.0

906.4
534.2
372.2

359.6
239.2
120.4

215.6
138.5
11 A

188.9
66.5

26.7
16.1

2.85
2.62
4.60

IV

1,002.2

926.5
548.0
378.4

367.1
245.6
121.5

218.4
140.6
77.8

190.9
67.2

27.5
16.9

2.83
2.61
4.58

Corrected

Seasonally adjusted quarterly totals

1987

IV

920.7

851.5
502.7
348.8

340.8
226.7
114.1

198.0
127.7
70.3

172.8
60.0

25.2
14.9

2.83
2.61
4.58

1988

I

937.8

866.7
510.5
356.3

347.7
231.4
116.3

204.9
133.1
71.8

179.1
61.4

25.8
15.4

2.82
2.60
4.57

n

962.0

887.0
520.3
366.7

354.9
236.1
118.7

210.1
133.3
76.8

184.0
66.3

26.0
15.6

2.82
2.60
4.55

ni

985.3

907.7
535.5
372.2

360.8
240.5
120.4

215.7
138.6
11. \

188.9
66.5

26.8
16.2

2.85
2.62
4.61

IV

1,004.0

928.3
549.5
378.7

368.6
247.0
121.7

218.6
140.7

77.9

191.0
67.3

27.6
17.0

2.83
2.62
4.59

Correction

Seasonally adjusted quarterly totals

1987

IV

0.5

.5

.5
0

.5

.5
0

0
0
0

0
0

.1

.1

.01
0
.01

1988

I

1.2

1.1
1.2
0

1.1
1.1
0

0
.1

0

0
0

.1

.1

.01
0
.01

II

1.2

1.2
1.2
0

1.1
1.1
0

.1

.1
0

0
0

0
.1

0
0
0

HI

1.3

1.3
1.3
0

1.2
1.3
0

.1

.1
0

0
0

.1

.1

0
0
.01

IV

1.8

1.8
1.5
.3

1.5
1.4
.2

.2

.1

.1

.1

.1

.1

.1

0
.01
.01
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the BUSINESS SITUATION

Corporate Profits

X ROFITS from current production
declined $8^2 billion in the second
quarter after a much sharper decline
in the first (table I).1 Profits before
tax (PBT) registered the opposite pat-
tern of decline—a $22 billion drop in
the second quarter after only a small
decline in the first.

The current-production measure of
profits includes two adjustments that
are not included in PBT—namely, the
inventory valuation adjustment (IVA)
and the capital consumption adjust-

1. Quarterly estimates in the national income and
product accounts are expressed at seasonally adjusted
annual rates, and quarterly changes are differences be-
tween these rates.

Table 1.—Corporate Profits

Profits from current production
Domestic ,...

Financial
Nonfinancial

Rest of the world

Inventory valuation adjustment
Capital consumption adjustment
Profits before tax .

Profits tax liability
Profits after tax

Profits by industry:
Profits before tax with IVA

Financial
Nonfinancial , ..... .

Trade
Transportation and public utilities ....
Other .. .

Rest of the world
Receipts (inflows)

Unit prices, costs, and profits of domestic
nonfinancial corporations:

Unit labor cost
Unit nonlabor cost
Unit profits from current production

Change from
preceding

quarter

1989:1 1989:11

Level

1989:11

Billions of dollars

-23.9
-24.0
-1.1

-22.9
.1

-18.2
-4.9

— 8
1.2

-2.0

-19.0
-19.1

-.8
-18.2
-9.0
-7.7
-1.9

.4

.1
1.1
.9

-8.5
-5.5

— 8
-4'.8
-3.0

17.8
-4.3

-22.0
-9.5

-12.5

-4.2
-1.2
-.7
-.7

-6.2
2.8
-.8
3,5

-3.0
-1.7

1.3

307.8
264.2
33.6

230.5
43.6

-20.5
32.3

296.0
134.9
161.1

275.5
231.9

28.6
203.2
90.3
36.9
40.8
35.2
43.6
59.9
16.3

Dollars

0.008
.012
.005

-.009

0.012
.010
.005

-.003

1.168
.778
.297
.093

ment (CCAdj); these adjustments con-
vert the inventories and depreciation
reported by business to those used in
the national income and product ac-
counts (NIPA's). The IVA increased
$18 billion in the second quarter af-
ter a decline of the same amount in
the first; the CCAdj declined by about
$4^2 billion in both quarters. The
second-quarter increase in the IVA—
or, equivalently, the decline in inven-
tory profits—resulted from a slowdown
in the rate of increase of inventory
prices. For example, the Producer
Price Index, the components of which
are a major source of data on inventory
prices, increased 6^2 percent (annual
rate) in the second quarter, following a
9x/2-percent increase in the first.

Domestic nonfinancial corporations
accounted for about one-half of the
second-quarter drop in profits from
current production. Real product of
these corporations increased slightly,
but unit profits from current produc-
tion fell. The decline in unit profits re-
flected a smaller increase in unit prices

than in unit costs; both labor and non-
labor unit costs increased.

Profits by industry.—Current-
production measures of profits are not
available by industry; PBT with IVA
is the best measure of industry prof-
its. For nonfinancial corporations, this
measure declined $^2 billion in the sec-
ond quarter after an $18 billion decline
in the first. The second-quarter de-
cline was more than accounted for by
manufacturing. Profits of motor ve-
hicle manufacturers turned negative;
the drop partly reflected the costs of
sales incentive programs. Profits of
food manufacturers declined from the
high levels of the two preceding quar-
ters. Profits of chemical manufactur-
ers edged down after a large decline in
the first quarter. Profits of petroleum
manufacturers were adversely affected
by the costs of cleaning up the oil spill
off the coast of Alaska.

Profits of domestic financial corpo-
rations declined $x/2 billion. An in-
crease in the income of Federal Re-
serve banks—which is treated as cor-

NOTE.—Levels of these and other profits series are found in tables
1.14, 1.16, 6.18B, and 7.18 of the "Selected NIPA Tables."

Looking Ahead...

• State Personal Income. A publication containing complete time series
for State personal income estimates will be available soon. It contains an-
nual estimates for 1929-87 of total personal income, quarterly estimates for
1948-87 of disposable personal income, and quarterly estimates for 1948-87
of total personal income. It also contains a statement of methodology reflect-
ing the national and regional comprehensive revisions. Order information
will appear in an upcoming issue of the SURVEY.

o Local Area Personal Income. A five-volume publication containing an-
nual estimates for 1982-87 of personal income and supporting detail for
metropolitan areas and counties will soon be available. Each volume also
contains a statement of methodology. Order information will appear in an
upcoming issue of the SURVEY.

• Input-Output Accounts. The 1984,1985, and 1986 input-output tables will
appear in the SURVEY over the next several months. The annual accounts
are prepared using basically the same procedures as used in the 1977 bench-
mark tables, but with less comprehensive and less reliable source data.
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porate profits in the NIPA's—was more
than offset by a decline in the profits
of insurance carriers. Profits of prop-
erty/casualty insurers declined, as in-
creased investment income was more
than offset by increased underwriting
losses. Profits of private noninsured
pension plans (which are included in
the corporate sector of the NIPA's as
insurance carriers) also declined. Con-
ceptually, PBT of these plans is de-
fined as the difference between divi-

SURVEY OF CURRENT BUSINESS

dend payments and dividend receipts;
because the plans do not pay divi-
dends, however, PBT is simply divi-
dend receipts with sign reversed. In
the second quarter, dividend receipts
increased.2

2. For further information on the treatment of pri-
vate noninsured pension plans, see U.S. Department
of Commerce, Bureau of Economic Analysis, Corporate
Profits: Profits Before Tax, Profits Tax Liability, and

September 1989

Rest-of-the-world profits declined $3
billion. Lower inflows of profits from
foreign affiliates and higher outflows
to foreign owners contributed about
equally. Both inflows and outflows
were dominated by profits of non-
petroleum affiliates.

Dividends, Methodology Paper Series MP-2, (Washing-
ton, DC: GPO, May 1985, with update), 19; and "Spe-
cial Note.—Profits of Financial Corporations," SURVEY
OF CURRENT BUSINESS 63 (November 1983):3-6.
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the BUSINESS SITUATION

XXEAL GNP, a measure of U.S. pro-
duction, increased at an annual rate
of 2^2 percent in the third quarter,
the same rate registered in the second
(chart 1 and table 1). Although U.S.
production increased at the same rate
in the third quarter as in the second,
two measures of U.S. demand—gross
domestic purchases and final sales to
domestic purchasers—increased con-
siderably more than in the second
quarter, reflecting a sharp drop in net
exports. Prices increased less in the
third quarter than in the second—3
percent for the GNP price index (fol-
lowing an increase of 5 percent) and
2^2 percent for the price index for gross
domestic purchases (following an in-
crease of 5x/2 percent).1

1. The regularly featured estimates of real GNP and
GNP prices are based on 1982 weights. An alterna-

The effect of Hurricane Hugo.—
Despite the devastation caused by Hur-
ricane Hugo when it battered South
Carolina and North Carolina late in
September, the storm did not have
significant quantifiable effects on the
size or composition of third-quarter
GNP measured as the sum of expen-
ditures. Personal consumption expen-
ditures, investment, and government
purchases may have been affected, but
the impacts cannot be quantified from

tive measure of price change that uses more current
weights—the chain price index—is published in table
8.1 of the "Selected N3PA Tables." The GNP chain price
index, which increased 3 percent in the third quarter af-
ter a 5-percent increase in the second, can be used to cal-
culate an alternative measure of real GNP growth based
on more current weights; this measure increased at an-
nual rates of 3 percent in the third quarter and 2 per-
cent in the second. Growth of real GNP in 1987 dollars,
another measure based on more current weights, will
be published in the "Reconciliation and Other Special
Tables" in the November SURVEY OF CURRENT BUSINESS.

CHART 1

Looking Ahead...

• Input-Output Accounts. The 1984 input-output table will be presented in
the November SURVEY; tables for 1985 and 1986 will be published in several
months. These annual accounts are prepared using basically the same pro-
cedures as used in the 1977 benchmark tables, but with less comprehensive
and less reliable source data. The 1982 benchmark tables will be published
in the SURVEY in the spring of 1990.

• Gross Product by Industry. The presentation of revised and improved
estimates, of gross product by industry for 1977-88 has been delayed from
late tiiis year to March 1990. Revised estimates for 1987 and 1988 and
estimates for 1989 'will be presented in July 1990.

• State Personal Income. A publication containing complete time series for
State personal income estimates will be available from the U.S. Government
Printing Office in mid-December. It contains annual estimates for 1929-87
of total personal income, annual estimates for 1948-87 of disposable per-
sonal income, and quarterly estimates for 1969-88 of total personal income.
It also contains a statement of methodology. Order information will appear
in the November SURVEY.

• Local Area Personal Income. A five-volume publication containing an-
nual estimates for 1982-87 of personal income and supporting detail for
metropolitan areas and counties will be available from the U.S. Government
Printing Office in mid-December. Each volume also contains a statement of
methodology. For order information, see the inside back cover of this issue
of the SURVEY.

Selected Measures:
Change From Preceding Quarter
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10

5

0

-5

-10

10

-5

-10

10

10

REAL GNP

I..JHbnu

REAL GROSS DOMESTIC PURCHASES

I ..jilLih.il

GNP PRICE INDEX (FIXED WEIGHTS)

0R0SS DOM&TIC PURCHASE PRICE INDEX
(FIXED WEPTS)

19891986 1987 1988

Note.—Percent change at annual rate from preceding quarter;
based on seasonally adjusted estimates.

U.S. Department of Commerce, Bureau of Economic Analysis

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

October 1989



SURVEY OF CURRENT BUSINESS October 1989

the source data BEA uses to estimate
these components. Similarly, in the
fourth quarter most of the increased
expenditures associated with recovery
from the storm will not be quantifiable.

The storm did have significant quan-
tifiable effects on the composition, but
not the size, of GNP measured as the
sum of incomes. On the income side,
GNP is the sum of

• Capital consumption allowances
with capital consumption adjust-
ment, including accidental dam-
age to structures and equipment,

• Certain nonfactor charges, such as
indirect business taxes, and

• National income—factor charges
(that is, employee compensation,
profits, proprietors' income, rent,
and interest) net of capital con-
sumption.

Storm-related accidental damage to
structures and equipment increased
capital consumption and reduced fac-
tor charges. GNP was unaffected be-
cause, in the estimates, the increase in
capital consumption was offset by the
reduction in factor charges.

BEA estimates the storm-related
damage to structures and equipment
at $131/2 billion in constant dollars and
$16 billion in current dollars (annual
rates). These estimates are based on
preliminary information from an in-
surance industry trade association and
from the Federal Emergency Manage-
ment Administration. The estimates
reflect adjustments—based on histor-
ical relationships and news reports—
to exclude damage to personal property

Table 1.—Recent Patterns in Real GNP and Real Gross Domestic Purchases
[Seasonally adjusted at annual rates]

Gross national product

Less' Exports . . . .
Plus' Imports

Equals' Gross domestic purchases .

Less' Change in business inventories

Equals' Final sales to domestic purchasers.,

Billions of 1982 dollars

Level

1989:111

4,158.1

587.5
661.6

4,232.1

30.2

4,201,9

Change from preceding quarter

1988

IV

26.7

19.5
18.3

25.6

-19.2

44.8

1989

I

37.4

18.3
-.6

18.6

6.2

12.4

II

25.7

17.8
14.1

21.9

-5.4

27.4

III

25.6

0
22.9

48.4

11.1

37.2

Percent change from preceding
quarter

1988

IV

2.7

15.5
12.6

2.5

4.5

1989

I

3.7

14.0
-.4

1.8

1.2

II

2.5

13.1
9.3

2.1

2.7

III

2.5

0
15.1

4.7

3.6

NOTE.-—Percent changes are found in table 8.1 of the "Selected NIPA Tables." Dollar levels are found in table 1.6.

and to include damage not covered by
insurance.

These very rough estimates
cover only damage to structures and
equipment owned by businesses (in-
cluding damage to owner-occupied
residences).2 Note, in particular, that
damage to structures owned by gov-
ernments (such as roads and bridges)
is excluded because those structures
are treated as purchases on current ac-
count and are, therefore, not capital-
ized. (Damage to government-owned
structures will also be excluded when
BEA prepares estimates of the effect
of the earthquake that struck northern
California in mid-October.)

2. Damage to personal property is reflected in re-
duced personal consumption expenditures to the ex-
tent that insurance benefits cover the damage. Specif-
ically, personal consumption expenditures for casualty
insurance are estimated on a net basis—premiums mi-
nus benefits—so increased benefits reduce personal con-
sumption expenditures. In the context of current-dollar
personal consumption expenditures in the neighborhood
of $31/(2 trillion, this effect was negligible in the case of
Hurricane Hugo. Note that to the extent that damaged
personal property is not insured, there is no effect on
personal consumption expenditures or on GNP.

NOTE.—Quarterly estimates in the national income and product accounts are expressed at
seasonally adjusted annual rates, and quarterly changes in them are differences between these
rates. Quarter-to-quarter percent changes are annualized. Real, or constant-dollar, estimates
are expressed in 1982 dollars. The advance GNP estimates for the third quarter were based on
the following major source data, some of which are subject to revision. (The number of months
for which data were available is shown in parentheses.)

Personal consumption expenditures: Sales of retail stores (3), and unit auto and truck
sales (3);

Nonresidential fixed investment: Unit auto and truck sales (3), construction put in place (2),
manufacturers' shipments of machinery and equipment (2), and exports and imports of
capital goods (2);

Residential investment: Construction put in place (2), and housing starts (3);

Change in business inventories: Manufacturing and trade inventories (2), and unit auto in-
ventories (3);

Net exports of goods and services: Merchandise exports and merchandise imports (2);

Government purchases of goods and services: Federal outlays (2), and State and local con-
struction put in place (2);

GNP prices: Consumer Price Index (3), Producer Price Index (3), merchandise export and
import price indexes (3), and unit-value indexes for exports (1), for petroleum imports
(2), and for nonpetroleum imports (1).

Net national product (NNP), another
measure of production, is GNP less
capital consumption. NNP was af-
fected by the hurricane because NNP
reflects only the reduction in factor
charges. Real NNP increased1^ per-
cent in the third quarter but would
have increased about 2 percent were it
not for the hurricane. Comparison of
the $6T/2 billion increase in real NNP
with the $25^2 billion increase in real
GNP implies that about $19 billion (or
75 percent) of the GNP increase merely
offset capital consumption (both acci-
dental damage and the normal using-
up of capital in production).

Three types of factor charges were
affected: Rental income of persons,
proprietors' income, and corporate
profits. These incomes are not avail-
able in constant dollars in the national
income and product accounts; the esti-
mates reported in the following para-
graphs are in current dollars and are
expressed at annual rates.

The difference between capital con-
sumption attributable to accidental
damage, on the one hand, and insur-
ance benefits, on the other, reduced
rental income of persons about $3 bil-
lion, proprietors' income about $x/2 bil-
lion, and corporate profits about $lx/2
billion. In addition, benefits paid by in-
surance companies reduced their prof-
its by $12 billion for a total effect on
corporate profits of $131/2 billion.

The reductions in rental income of
persons and in proprietors' income, to-
gether with about $^2 billion in wages
and salaries lost because of the storm,
caused personal income to be roughly
$4 billion lower than it would have
been if the hurricane had not struck.
Estimates of the level of national in-
come that reflect the effects of the
hurricane will be released next month
when source data for corporate profits
become available.
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Components of Real GNP

Although real GNP increased at the
same rate in the third quarter as in
the second, among the major compo-
nents of GNP, only fixed investment
registered roughly similar changes in
the two quarters. Personal consump-
tion expenditures and inventory in-
vestment, which had added a total of
$7 billion to the second-quarter change
in GNP, added $481/2 billion to the
third-quarter change. Net exports
and government purchases, which had
added a total of $141/2 billion in the sec-
ond quarter, subtracted $27x/2 billion
from the third-quarter change.

Personal consumption expenditures

Real personal consumption expendi-
tures (PCE) increased 6 percent in the

third quarter, after increasing 2 per-
cent in the second (table 2). (The
third-quarter increase was the largest
since the first quarter of 1988, when
PCE also increased 6 percent.) All
three major components contributed to
the acceleration. Durables increased
much more sharply than in the sec-
ond quarter; nondurables increased af-
ter a second-quarter decline; and ser-
vices increased slightly more than in
the second quarter.

The third-quarter strength in PCE
was consistent with most factors usu-
ally associated with consumer spend-
ing. Real disposable personal income
increased 4 percent or more in three of
the past four quarters. Consumer con-
fidence (as measured by the Index of
Consumer Sentiment prepared by the
University of Michigan's SURVEY Re-
search Center) increased in the third

Table 2.—Real Personal Consumption Expenditures

[Seasonally adjusted at annual rates]

Personal consumption expenditures

Durables
Motor vehicles and parts
Furniture and household equipment
Other durables

Nondurables .
Food
Clothing and shoes .
Energy1

Other nondurables , . .

Services .'.
Housing
Household operation..,,

Energy2

Other
Transportation
Medical care ,
Other services

Billions of 1982 dollars

Level

1989:111

2,691.2

440.0
192.0
177.1
70.9

918.6
463,3
172.5
120.7
162.2

1,332.5
373.1
163.6
79.9
83.7
98.9

297.4
399.5

Change from preceding quarter

1988

IV

19.6

9.8
4.4
2.7
2.6

1.7
.2
.5

2.1
-1.2

8.2
1.2
-.6
-.7
0
1.0
4.0
2.5

1989

I

13.3

-1 2
-4.5

6.8
-3.4

3.0
3.9
.4

-3.2
1.9

11.5
1.6

-2.3
-2.6

.3

.1
5.1
7.0

II

12.7

5.6
.9

3.7
1.0

-5.3
-4.6

.8
-.7
-.9

12.3
2.1
1.0
.7
.2
.8

4.1
4.4

m

37.5

15.1
15.0
-1.4

1.5

8.9
1.9
6.7
_ 2

.7

13.5
1.4
-.8

-1.5
.8

1.8
4.3
6.8

Percent change from preceding
quarter

1988

IV

3.0

9.9
10.4
6.7

15.9

.7

.2
1.2
7.0

-2.9

2.6
1.3

-1.4
-3.3

0
4.3
5.8
2.7

1989

I

2.0

-1.1
-9.6
17.2

-17.6

1.3
3.4
1.0

-9.9
4,8

3.6
1.8

-5.4
-11.9

1.5
.4

7.4
7.5

II

1.9

5.5
2.1
8.7
6.0

-2.3
-3.9

2.0
-2.3
-2.2

3.8
2.3
2.5
3.5
1.0
3.4
5.8
4.6

HI

5.8

15.0
38.5
-3.1

8.9

4.0
1.7

17.2
-.7
1.7

4.2
1.5

-1.9
-7.2

3.9
7.6
6.0
7.1

1. Gasoline and oil, and fuel oil and coal.
2. Electricity and gas.
NOTE.— Percent changes in major aggregates are found in table 8.1 of the "Selected NIPA Tables. Dollars levels are found in table 2.3.

Table 3. — Real Gross Private Domestic Fixed Investment

[Seasonally adjusted at annual rates]

Gross private domestic fixed investment

Nonresidential .
Structures

Nonresidential buildings excluding farms ..
Public utilities »
Mining exploration, shafts, and wells
Other .

Producers' durable equipment
Information processing and related equipment ...

T ansDortation and related eauioment
Other

Single-family structures •
Multifamily structures
Other

Billions of 1982 dollars

Level

1989:111

705.0

518.0
119.8
77.0
23.8
14.2
4.8

398.2
189.4
75.8
65.4
67.6

187.0
88.2
19.4
79.5

Change from preceding quarter

1988

rv

-5.3

-8.3
-1.6
-1.2

1.2
-2.3

.7

-6.7
-6.4

2.5
-2.0
-.8

3.0
2.6
.1
.2

1989

I

5.8

8.3
_ q

l'.7
.3

-2.1
-.2

8.6
8.1
2.9

-4.0
1.5

-2.5
,4
.3

-3,1

n

4.1

10.4
-3.0
-3.2
-.5

.2

.6

13.3
8.8

-1.4
4.1
1.8

-6.3
-7.2

.3

.6

in

4,3

6.6
1.7
.4

-.2
1.1
.3

5.0
.3

2.3
.6

1.9

2.3
-2.9
-.4
1.1

Percent change from preceding
quarter

1988

IV

-3.0

-6.5
-5.1
-5.9
22.6

-43.5
111.5

-6.9
-13.6

15.2
-11.5
-5.0

6.3
11.4
2.1
1.0

1989

I

3.4

6.9
-1.0

9.0
5.1

-45.3
-18.1

9.6
20.2
17.1

-22.5
10.0

-5.0
1.6
6.4

-14.5

II

2.4

8.6
-9.5

-15.1
-7.9

6.3
77.3

14.8
21.0
-7.3
29.9
11.8

-12.3
-26.2

6.3
3.1

HI

2.5

5.3
5.9
2.1

-3.3
38.1
24.5

5.2
.6

13.1
3.8

12.1

-4.8
-12.1
-7.8

5.7

NOTE.—Percent changes in major aggregates are found in Table 8.1 of the "Selected NIPA Tables." Dollar levels are found in table 5.13.

quarter after declining in the second.
The inflation rate slowed, and the un-
employment rate remained very low.

Expenditures for durable goods in-
creased 15 percent in the third quar-
ter after increasing 5x/2 percent in the
second. Most of the third-quarter step-
up was in new cars, which increased
sharply after a small increase. Con-
sumers' purchases of trucks and recre-
ational vehicles increased sharply in
the third quarter after declining in
the second. Both car and truck pur-
chases were stimulated by sales incen-
tive programs offered by nearly all do-
mestic (and many foreign) manufactur-
ers. The programs—among the most
attractive in 3 years—provided rebates
or below-market financing on nearly all
1989 models.

Expenditures for nondurable goods
increased 4 percent in the third quar-
ter after declining 2^2 percent in the
second. Clothing and shoes increased
sharply, following a small increase; the
third-quarter increase may reflect, in
part, consumers' reactions to a down-
swing in prices. Food rebounded after
an abnormally steep decline in the sec-
ond quarter.

Expenditures for services increased
a little more than 4 percent in the
third quarter after increasing a lit-
tle less than 4 percent in the sec-
ond. Transportation and "other ser-
vices" increased more in the third quar-
ter than in the second; the third-
quarter acceleration in transportation
reflected, in part, enhanced discounts
on airline tickets. A decline in house-
hold operation was more than ac-
counted for by electricity and gas, re-
flecting the cooler-than-normal sum-
mer weather that limited the need for
air-conditioning.

Nonresidential fixed investment

Real nonresidential fixed investment
increased 5x/2 percent in the third quar-
ter, following an 8^2-percent increase
in the second (table 3). Structures and
producers' durable equipment (PDE)
both contributed to the third-quarter
increase. Structures increased 6 per-
cent after declining 91/2 percent, and
PDE increased 5 percent after increas-
ing 15 percent.

Almost three-fourths of the increase
in structures was accounted for by
oil well drilling; despite the increase,
however, oil well drilling remained
very low. Construction of commer-
cial buildings, which had accounted
for most of the second-quarter de-
cline in structures, changed little. In
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PDE, industrial equipment rebounded
from a second-quarter decline and ac-
counted for about one-half of the third-
quarter increase; information pro-
cessing equipment and transportation
equipment both registered only small
increases in the third quarter after
substantial increases in the second.

Many factors point to restrained cap-
ital spending in the near future: Cor-
porate profits and cash flow were weak
in the first half of the year; increases
in real final sales (excluding inventory
transactions of the Commodity Credit
Corporation) have been modest; capac-
ity utilization in manufacturing, al-
though still rather high, edged down in
the second and third quarters; and con-
tracts and orders for plant and equip-
ment, as well as manufacturers' new
orders for nondefense capital goods,
have been flat since late in 1988. In-
terest rates are one of the few factors
pointing in the other direction: The
yield on new issues of high-grade cor-
porate bonds dropped almost 1 percent-
age point from the first to the third
quarter.

Residential investment

Real residential investment declined
5 percent in the third quarter, follow-
ing a 12 ̂ 2-percent decline in the sec-
ond. Both single-family and multifam-
ily construction declined in the third
quarter; the "other" component (which
includes additions and alterations, ma-
jor replacements, mobile home sales,
and brokers' commissions on sales of
residences) increased.

Single-family construction declined
12 percent in the third quarter, follow-
ing a much sharper decline in the sec-
ond. A second-quarter drop of 77,000
(seasonally adjusted annual rate) in
starts of single-family units affected
single-family construction put in place
in both the second and third quarters
(chart 2). Multifamily construction de-
clined 8 percent in the third quarter af-
ter four consecutive quarters of small
increases; the third-quarter slippage
occurred despite a declining rental va-
cancy rate. (The rental vacancy rate
was 7.3 percent in the third quarter of
1989, compared with 7.8 percent in the
third quarter of 1988.)

The 5^-percent increase in the
"other" component was largely ac-
counted for by an increase in brokers'
commissions. Sales of new and exist-
ing houses increased 160,000 (season-
ally adjusted annual rate) in the third
quarter as mortgage interest rates de-
clined (chart 3).

Inventory investment

Real inventory investment—that is,
the change in business inventories—
increased $11 billion in the third quar-
ter, as businesses added $30 billion to
their inventories after adding $19 bil-
lion in the second quarter (table 4). In
contrast, inventory investment had de-
creased $5^2 billion in the second quar-
ter. The upswing in inventory invest-
ment was largely in farm inventories.

Farm inventories increased $5x/2 bil-
lion in the third quarter, following
a $x/2 billion decrease in the second.
These changes—which occurred in the
context of rising market sales by farm-
ers and continued weakness in farm
output—largely reflected the pattern
of transactions with the Commodity
Credit Corporation (CCC) under the
commodity loan program. In the sec-
ond quarter, a swing in transactions

with the CCC from net withdrawals
to net placements and the increase in
market sales both led to a downswing
in inventories held by farmers. In the
third quarter, when net withdrawals of
crops from CCC inventories resumed,
both market sales and inventories held
by farmers increased.

Nonfarm inventories increased
$24]/2 billion in the third quarter,
following a $191/2 billion increase in
the second. The step-up was ac-
counted for by manufacturing and
wholesale trade inventories; a down-
swing in retail trade inventories was
more than accounted for by auto deal-
ers. Nonfarm inventories exclud-
ing those held by auto dealers were
up $36 billion in the third quar-
ter, considerably more than in the
second.

The accumulation in manufactur-
ing inventories jumped to $18x/2 bil-

Tabte 4.—Change in Real Business Inventories

[Billions of 1982 dollars; seasonally adjusted at annual rates]

Change in business inventories

Farm . . . .

Nonfarm . . . » . . . .
Manufacturing
Wholesale trade
Retail trade

Auto dealers
Other retail trade < ,

Other

Addendum:
Nonfarm less auto dealers

Level

1988

III

37.5

.3

37.2
5.8
9.8

13.3
8.6
4.7
8.3

28.6

IV

18.3

-13.6

31.9
12.2
1.9

11.6
6.6
5.0
6.2

25.3

1989

I

24.5

7.6

16.9
3.8

-2.4
8.4
9.0
-.6
7.1

7.9

II

19.1

-.5

19.5
8.3
4.5
2.6

-3.0
5.6
4.1

22.6

m

30.2

5.5

24.6
18.4
8.0

-5.9
-11.5

5.6
4.2

36.1

Change from preceding quarter

1988

IV

-19.2

-13.9

-5.3
6.4

-7.9
-1.7
-2.0

.3
-2.1

-3.3

1989

I

6.2

21.2

-15.0
-8.4
-4.3
-3.2

2.4
-5.6

.9

-17.4

II

-5.4

-8.1

2.6
4.5
6.9

-5.8
-12.0

6.2
-3.0

14.7

III

11.1

6.0

5.1
10.1
3.5

-8.5
-8.5

0
.1

13.5

NOTE.—Dollar levels for most inventories are found in table 5.11 of the "Selected NIPA Tables."

CHART 2

Housing Starts
Million of units

2.5

2.0
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lion in the third quarter from $8^2
billion in the second. Inventories of
durable goods accounted for two-thirds
of the third-quarter accumulation; the
largest accumulation was in trans-
portation equipment, although inven-

tories of fabricated metals and elec-
trical machinery also registered siz-
able increases. Inventories of non-
durable goods increased substantially
for the second quarter in a row.
The two-quarter accumulations were

Table 5.—Real Net Exports of Goods and Services

' [Seasonally adjusted at annual rates]

Net exports of goods and services

Exports . .
Merchandise. . .

Agriculture
Nonagriculture

Services . .

Imports
Merchandise ,

Petroleum
Nonpetroleum ,

Services....

Billions of 1982 dollars

Level

1989:111

-74.1

587.5
391.1
37.4

353.8
196.4

661.6
509.6
99.3

410.3
152.0

Change from preceding quarter

1988

IV

1.1

19.5
14.5
0

14.4
5.0

18.3
15.1
3.9

11.2
3.4

1989

I

18.8

18.3
13.9
3.9

10.1
4.4

-.6
-6.0
-2.4
-3.6

5.3

II

3.8

17.8
14.4

.6
13.8
3.4

14.1
10.1
3.7
6.4
3.9

III

-22.9

0
4.2

-3.3
7.6

-4.2

22.9
22.1
7.7

14.4
.9

Percent change from preceding
quarter

1988

IV

15.5
18.0
0

20.1
11.1

12.6
13.5
19.3
12.3
10.2

1989

I

14.0
16.4
50.6
13.1
9.4

-.4
-4.9

-10.2
-3.6
15.8

II

13.1
16.4
6.1

17.7
7.1

9.3
8.7

17.9
6.7

11.0

III

0
4.4

-28.7
9.1

-8.1

15.1
19.4
38.1
15.4
2.4

NOTE.—Percent changes in major aggregates are found in table 8.1 of the "Selected NIPA Tables." Dollar levels are found in table 4.2 (for
major aggregates) and table 4.4 (for end-use category detail).

Table 6.—Real Government Purchases of Goods and Services

[Seasonally adjusted at annual rates]

Government purchases of goods and services

Federal . . .

Nondefense .

Other .

State and local
Structures
Other . .. . ..

Billions of 1982 dollars

Level

1989:111

805.7

335.9
258.2
77.7
-6.9
84.6

469.9
57.7

412.2

Change from preceding quarter

1988

IV

30.5

24.1
2.8

21.3
17.9
3.4

6.4
3.3
3.0

1989

I

-6.7

-8.4
-7.2
-1.2
-1.1
-.1

1.7
-1.3

3.0

II

10.6

8.1
1.4
6.7
6.4
.3

2.5
-.5
3.3

ffl

-4.6

-7.7
2.4

-10.1
-10.0

-.1

3.2
.2

3.3

Percent change from preceding
quarter

1988

IV

16.7

33.7
4.4

231.3

17.9

5.7
25.7
3.0

1989

I

-3.3

-9.4
-10.6
-5.7

-.5

1.5
-8.5

3.0

II

5.4

10.0
2.2

37.4

1.4

2.2
-3.4

3.3

m

-2.3

-8.7
3.8

-38.7

-.5

2.8
1.4
3.3

NOTE.—Percent changes in major aggregates are found in table 8.1 of the "Selected NIPA Tables." Dollar levels are found in table 3.8B.

CHART 3

Selected Interest Rates
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1985 1986

Data: FRB, FLHLMC.

U.S. Department of Commerce, Bureau of Economic Analysis

1987 1988 1989

widespread; the largest were in chemi-
cals and allied products, petroleum and
coal products, and "other" nondurable
goods.

Wholesale trade inventories in-
creased more in the third quarter than
in the second. Inventories of mer-
chant wholesalers of durable goods—
primarily of machinery, equipment,
and supplies—were up strongly in
both quarters. Inventories of mer-
chant wholesalers of nondurable goods
changed little after a decline.

Retail trade inventories decreased in
the third quarter after increasing in
the second. Auto dealers' inventories
fell $H1/2 billion after decreasing $3
billion; the third-quarter liquidation
came about as a result of the more at-
tractive sales incentive programs dis-
cussed earlier. Other retail inventories
were up about the same amount in the
third quarter as in the second.

Reflecting the third-quarter changes
in inventories and in final sales by
business, the constant-dollar ratio of
total inventories to total final sales
edged up to 3.05. The ratio has been
in the range of 3.04 to 3.07 since the
first quarter of 1988; these ratios ar^
below those registered at any time in
the past 20 years.

Net exports

Real net exports declined $23 bil-
lion in the third quarter, following a
$4 billion increase in the second (ta-
ble 5). Merchandise imports increased
sharply and, together with a small
rise in imports of services, fully ac-
counted for the third-quarter move-
ment; a modest increase in merchan-
dise exports was offset by a decline in
exports of services.

Merchandise exports increased $4
billion (or 4^2 percent) in the third
quarter after increasing $14^2 billion
(or 16^2 percent) in the second. Agri-
cultural exports declined; nonagricul-
tural exports increased, but only about
one-half as much as in the second quar-
ter, and at the lowest rate since the
second quarter of 1988. Weakness was
evident in all major end-use categories
other than capital goods (except autos),
which increased $7^2 billion.

Merchandise imports increased $22
billion (or 19^2 percent) in the third
quarter after increasing $10 billion
(or 8x/2 percent) in the second. Both
petroleum and nonpetroleum imports
contributed to the third-quarter in-
crease. Within nonpetroleum imports,
capital goods (except autos) registered
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the largest increase; all other end-use
categories registered modest increases
except for autos and "other," both of
which declined slightly.

Exports of services declined $4 bil-
lion after a $3 ̂ 2 billion increase, and
imports of services increased $1 billion
after a $4 billion increase. In both
cases, the movements were dominated
by downswings in investment incomes
that reflected declining interest rates.

Government purchases

Real government purchases de-
creased $4x/2 billion (or 2x/2 percent)
in the third quarter, following an in-
crease of $101/2 billion (or 5x/2 percent)
in the second (table 6). The turnabout
reflected the pattern of change in in-
ventories of farm products held by the
CCC. Both Federal defense purchases
and State and local government pur-
chases increased slightly more in the
third quarter than in the second.

The level of inventories held by
the CCC decreased $7 billion in the
third quarter, largely reflecting net
withdrawal of crops—mainly cotton
and wheat—under the commodity loan
program.

Federal defense purchases increased
$2x/2 billion in the third quarter,
somewhat more than in the second.
The third-quarter increase was spread
across all types of defense purchases
other than nondurables. Nondefense
purchases excluding CCC inventory
transactions changed little after in-
creasing slightly.

Table 7.—Price Indexes (Fixed Weights): Change
From Preceding Quarter

[Percent change at annual rates: based on seasonally adjusted index
numbers (1982=100)]

GNP

Less' Exports
Plus' Imports .

Equals: Gross domestic purchases

Less' Change in business inventories

Equals: Final sales to domestic
purchasers

Personal consumption expenditures
Food

Other personal consumption

Nonresidential structures
Producers' durable equipment .

Government ourchases

Addenda:

Petroleum and products
Other merchandise

1988

IV

4.3

2.4
4.2

4.5

4.5

4.9
4.6

.4

5.4
4.5
4.8
2.6
3.5

27
-337

8.1

I

4.8

1.6
8.6

5.5

5.5

4.8
5.6
4.7

4.6
5.3
4.4
5.8
8.0

11 1
1138

2.6

1989

II

5.0

2.5
5.7

5.4

5.3

6.3
7.8

31.5

3.9
4.2
2.2
7.2
3.3

6.7
99.4
-2.6

m

2.9

-.6
-3.8

2.6

2.6

2.3
2.7

-9.2

3.2
4.0
2.3
4.1
3.3

-6.8
-28.9
-2.9

Within State and local government
purchases, structures changed little in
the third quarter, following a decline
in the second. Purchases other than
structures increased at the same rate
as in the second quarter.

Prices

Inflation slowed in the third quar-
ter, following several quarters in which
price increases had been in the range of
4^2 to 5^2 percent. GNP prices were up
3 percent after a 5-percent increase in
the second quarter, and gross domes-
tic purchases prices were up 2x/2 per-
cent after a S^-percent increase (table
7). The slowdown was most evident in
PCE prices, especially in food and en-
ergy prices.

PCE prices increased 2^2 percent
in the third quarter, following a 6^2-
percent increase in the second. Food
prices slowed sharply, to a 2 ̂ 2-percent
increase. The slowdown was largely

in meat prices, where increases moder-
ated after substantial gains in the two
preceding quarters; also, prices of fresh
fruits and vegetables increased moder-
ately after a sizable increase. Energy
prices declined 9 percent after surg-
ing 31^2 percent. The sharp move-
ments were largely traceable to prices
of gasoline and oil; prices of electric-
ity and gas registered a small decline
in the third quarter after little change
in the second. The increase in "other"
PCE prices slowed for the third consec-
utive quarter; the third-quarter slow-
down was largely due to a sharp down-
swing in prices of clothing and shoes.
Prices of nonenergy services, which ac-
count for nearly one-half of PCE, in-
creased 4x/2 percent in the third quar-
ter after increasing 4 percent in the
second.

Among other components of final
sales, prices of nonresidential fixed in-
vestment again increased 3 percent, as
prices of both structures and PDE in-
creased at about the same rate in the
third quarter as in the second. Prices

Table 8.—Personal Income and Its Disposition
[Billions of dollars; seasonally adjusted at annual rates]

Wage and salary disbursements
Commodity-producing industries

Manufacturing ,
Other .

Distributive industries. ..
Service industries
Government and government enterprises .

Other labor income

Proprietors' income ,
Farm
Nonfarm

Rental income of persons
Personal dividend income .
Personal interest income , .

Transfer payments

Less: Personal contributions for social insurance

Personal income . .

Less' Personal tax and nontax payments
Impact of the Tax Reform Act of 1986 l

Other

Equals: Disposable personal income

Less' Personal outlays .

Equals: Personal saving 4

Addenda: Special factors in personal income: 2

In wages and salaries:
Federal Government and Postal Service pay adjustments

In farm proprietors' income:
Agricultural subsidy payments

In transfer payments:
Social security retroactive payments
Cost-of-living increases in Federal transfer payments

In personal contributions for social insurance:
Social security rate and base changes, the initial premiums under the

medical catastrophic coverage, and an increase in the premium for
supplementary medical insurance , ,

Level

1989:111

2,653.3
742.0
555.5
186.5
619.6
811.5
480.2

250.7

345.4
37.2

308.2

4.8
113.2
669.2

635.5

215.5

4,456.5

646.6

3,809.8

3,613.8

196.0

Change from preceding quarter

1988

IV

52.9
13.1
10.9
2.2
9.5

23.7
6.7

5.4

1.3
57
7.0

-.2
2.8

22.3

6.4

3.2

87.6

11.9
-.4

12.3

75.7

61.9

13.8

.3

14.2

-.3

1989

I

55.6
11.9
8.2
3.7

11.3
21.7
10.6

4.8

31.0
27.0
4.0

-4.3
3.0

30.4

22.6

10.4

132.6

30.5
18.8
11.7

102.1

59.8

42.3

4.4

-1.7

1.2
11.8

6.1

n

48.1
7.2
3.6
3.5

12.0
22.4
6.6

4.7

3i
3.9

-2.0
2.0

26.1

10.4

3.0

82.5

24.3
9.6

14.7

58.2

63.2

-5.0

.3

-4.7

.1

III

44.5
8.3
5.6
2.7
8.8

20.7
6.7

4.7

-10.1
-14.1

4.0

-5.0
1.8

14.1

8.7

2.5

56.2

-6.0
-16.1

10.1

62.1

66.8

-4.7

.2

-8.2

-.6

NOTE.—Percent changes in major aggregates are found in table 8.1
of the "Selected NIPA Tables." Most index number levels are found
in tables 7.1 and 7.3.

1. Estimates of the impact of the Tax Reform Act of 1986 on Federal Government personal tax payments and indirect effects on State and
local government personal tax payments.

2. Hurricane Hugo's impact on several components of personal income is discussed near the beginning of the "Business Situation."
NOTE.—Most dollar levels are found in table 2.1 of the "Selected NIPA Tables."
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of residential structures were up some-
what less than in the second quarter,
and prices of government purchases
increased at the same rate in both
quarters.

Prices of exports and imports both
declined after increases in the second
quarter. A sharp downswing in prices
of merchandise imports, following two
quarters of substantial increases, was
traceable to petroleum. Petroleum
prices, which had jumped 114 percent
in the first quarter and 99^2 percent
in the second, dropped 29 percent in
the third. Prices of "other" merchan-
dise imports declined 3 percent in the
third quarter, following a similar de-
cline in the second. The two-quarter
dropoff in these prices included all of
the major end-use categories of imports
except for consumer goods.

Personal Income

Personal income increased $56 bil-
lion in the third quarter, following an
$82*/2 billion increase in the second
(chart 4 and table 8). Personal interest
income and farm proprietors' income
were responsible for much of the de-
celeration, but nearly all of the major
components contributed. Reflecting a
swing from a large increase to a small
decrease in personal tax and nontax
payments, disposable personal income
increased more in the third quarter
than in the second.

Wage and salary disbursements
were up $44x/2 billion in the third quar-
ter, $3x/2 billion less than in the sec-
ond. Among the major private indus-
try components, wages and salaries in
the distributive industries were up $3
billion less than in the second quarter;
about one-half of this deceleration was
accounted for by strikes in the telecom-
munications industry.

Farm proprietors' income decreased
$14 billion in the third quarter, follow-
ing a decrease of $7^2 billion in the sec-
ond. Federal agricultural subsidies de-

clined in both quarters—$8 billion in
the third, $4x/2 billion in the second.
Farm income excluding subsidies also
declined in both quarters—$6 billion
in the third, $3 billion in the second.
The third-quarter decline in farm in-
come excluding subsidies was largely
due to lower crop prices; the second-
HOHBHHMHHHnH CHART 4

Selected Personal Income
and Saving Measures

Billion $
150

PERSONAL SAVING RATE

1986 1987 1988 1989
Based on Seasonally Adjusted Annual Rates

Note.—Changes are from preceding quarter.
U.S. Department of Commerce, Bureau of Economic Analysis

quarter drop had reflected lower farm
production.

Personal interest income increased
$14 billion in the third quarter, sub-
stantially less than in the past several
quarters. The slowdown reflected de-
clines in interest rates.

Rental income of persons declined
$5 billion, the fourth consecutive quar-
terly drop. As noted earlier, rental in-
come was reduced about $3 billion by
Hurricane Hugo. Among the remain-
ing components of personal income, in-
creases in other labor income, personal
dividend income, and nonfarm propri-
etors' income were similar to those in
the second quarter. Transfer payments
increased $8^2 billion in the third quar-
ter, somewhat less than in the second.
Personal contributions for social insur-
ance, which are subtracted in deriving
the personal income total, increased
about the same in both quarters.

Personal tax and nontax payments
decreased $6 billion in the third quar-
ter, following a $24^2 billion increase
in the second. The downswing mainly
reflected the effects of the Tax Re-
form Act of 1986: Net settlements
dropped sharply in the third quarter
after a substantial second-quarter in-
crease that was related to payments
on income that had been deferred from
earlier periods.

Disposable personal income (DPI) in-
creased $62 billion (or 7 percent) in the
third quarter, compared with a $58 bil-
lion (or 6 ̂ -percent) increase in the sec-
ond. Real DPI increased 5 percent, fol-
lowing an increase of 1 percent, as the
modest acceleration in current-dollar
DPI was augmented by the sharp slow-
down in PCE prices.

Personal outlays—largely PCE—
increased almost $67 billion in the
third quarter, $3^2 billion more than in
the second. The larger increase in out-
lays than in current-dollar DPI led to
a $4x/2 billion decrease in personal sav-
ing. The personal saving rate declined
0.3 percentage point to 5.1 percent in
the third quarter.
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the BUSINESS SITUATION

CHART 1
± RELIMINARY estimates show that
real GNP—a measure of U.S.
production—increased at an annual
rate of 2x/2 percent in the third quar-
ter of 1989; the advance estimates is-
sued a month ago had shown a similar
increase. The third-quarter increase
in real gross domestic purchases—a
measure of U.S. demand—was revised
down from 4x/2 percent to 4 percent at
an annual rate. The third-quarter in-
creases in both the GNP price index
(fixed weights) and the gross domestic
purchases price index (fixed weights)
were unrevised at annual rates of 3
percent and 2*/2 percent, respectively
(chart I).1

Although the third-quarter revision
in real GNP was small, revisions in
two major components were substan-
tial. Net exports was revised up $10.5
billion, and inventory investment was
revised down $9.0 billion (see table 1
on page 18).

Within net exports, a $2.3 bil-
lion upward revision in exports was
largely attributable to new and revised
monthly Census Bureau merchandise
trade data. An $8.2 billion downward
revision in imports reflected a revi-
sion in merchandise trade due to the

NOTE.—Quarterly estimates in the national in-
come and product accounts are expressed at sea-
sonally adjusted annual rates, and quarterly
changes are differences between these rates.
Quarter-to-quarter percent changes are com-
pounded to annual rates. Real, or constant-
dollar, estimates are expressed in 1982 dollars.

1. The regularly featured estimates of real GNP and
GNP prices are based on 1982 weights. Alternative
measures based on more current weights are shown in
tables 6 and 7 on page 20.

newly available monthly Census Bu-
reau data and a revision in services
that stemmed from new information on
the impact of Hurricane Hugo (see the
section on corporate profits for a dis-
cussion of this revision).

The downward revision in inventory
investment—that is, change in busi-
ness inventories—was concentrated in
nonfarm inventories. The change in
manufacturing inventories was revised
down $5.2 billion, and the change in
wholesale trade inventories was re-
vised down $6.0 billion; these revisions
reflected new and revised monthly
Census Bureau inventory data.

The broad picture of the economy
sketched in last month's "Business Sit-
uation" was not greatly altered by the
revisions. Real GNP increased at the
same pace in the third quarter as
in the second. Real gross domestic
purchases increased considerably more
than in the second quarter, reflect-
ing a sharp downswing in net exports;
growth in exports slowed sharply, and
imports increased at about the same
pace in both quarters (the advance esti-
mates had shown a pickup in imports).
Inflation, as measured by the GNP
price index and the gross domestic pur-
chases price index, slowed in the third
quarter.

Corporate Profits

Profits from current production de-
clined $151/2 billion in the third quarter
after a decline of $8a/2 billion in the sec-
ond (table 1). Hurricane Hugo, which
ripped into the southeastern coast of
the United States in late Septem-
ber, caused most of the third-quarter

Looking Ahead...

• Regional Differences in Economic Growth. An article accounting for re-
gional differences in per capita personal income growth will appear in an
upcoming issue of the SURVEY. This article, covering 1929-88, updates and
extends an earlier analysis.

Selected Measures:
Change From Preceding Quarter

Percent

-5 -

-10

10

-10

REAL GROSS DOMESTIC PURCHASES

GNP PRICE INDEX (FIXED WEIGHTS)

10
GROSS DOMESTIC PURCHASE PRICE INDEX
(FIXED WEIGHTS)

1986 1987 1988 1989

Note.—Percent change at annual rate from preceding quarter;
based on seasonally adjusted estimates.

U.S. Department of Commerce, Bureau of Economic Analysis
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Table 1.—Corporate Profits

Profits from current production
Domestic

Financial
Nonfinancial

Rest of the world

Inventory valuation adjustment
Capital consumption adjustment
Profits before tax

Profits tax liability
Profits after tax

Profits by industry:
Profits before tax with IV A

Domestic
Financial.. .
Nonfinancial

Manufacturing
Trade
Transportation and public utilities-
Other

Rest of the world

Unit prices, costs, and profits of
domestic nonfinancial corporations:
Unit price
Unit labor cost
Unit nonlabor cost .
Unit profits from current production

Change from
preceding

quarter

1989:11 1989:111

Level

1989:111

Billions of dollars

-8.5
-5.5
-.8

-4.8
-3.0

17.8
-4.3

-22.0
-9.5

-12.5

-4.2
-1.2
-.7
-.7

-6.2
2.8
-.8
3.5

-3.0

-15.5
-15.0
-10.2
-4.7
-.5

14.5
-6.0

-24.0
-12.5
-11.6

-9.5
-9.0

-10.2
1.3

-.5

292.3
249.2
23.4

225.8
43.1

-6.0
26.3

272.0
122.4
149.5

266.0
222.9

18.4
204.5

43.1

Dollars

0.012
.010
.005

-.003

0.008
.005
.005

-.003

1.176
.783
.302
.090

NOTE.—Levels of these and other profits series are found in tables
1.14, 1.16, 6.18B, and 7.18 of the "Selected NIPA Tables."

decline. Domestic insurance compa-
nies paid almost $9^2 billion in storm-
related benefits, reducing profits of do-
mestic financial corporations by that
amount; in addition, storm-related cor-
porate damages not covered by insur-
ance reduced profits, mainly of domes-
tic nonfinancial corporations, by about
$lV2 billion.

Last month's "Business Situation"
reported that domestic insurance com-
pany benefit payments arising from the
storm were about $12 billion.2 The
downward revision, to less than $9^2
billion, is based on new information
indicating that about $3 billion of in-
surance payments that had been at-
tributed to domestic insurers were ac-
tually from foreign insurers and rein-
surers. In the national income and
product accounts (NIPA's), purchases
of casualty insurance are recorded as
the difference between premiums and
benefits, and purchases of insurance
from foreigners are reflected in service
imports. Recognition of the $3 billion
in benefits received from foreign insur-
ers, therefore, resulted in a $3 billion
downward revision in imports and a $3

2. The October "Business Situation" also described
the sources used by BEA for estimating the impact of
the hurricane, the types of property damage included
in the estimates, and the effect of the storm on incomes
other than corporate profits.

billion upward revision in net exports
and in GNP.

Domestic nonfinancial corpora-
tions.—For domestic nonfinancial cor-
porations, profits from current produc-
tion declined $4*/2 billion in the third
quarter after a similar decline in the
second. (The third-quarter decline in-
cludes the storm damage of close to
$1^2 billion not covered by insurance.)
Real product of these corporations in-
creased more in the third quarter than
in the second, but unit profits from
current production fell. The decline
in unit profits reflected a smaller in-
crease in unit prices than in unit costs;
both labor and nonlabor unit costs
increased.

Profits before tax.—Profits before tax
(PBT) declined $24 billion in the third
quarter after a decline of about the
same size in the second. The current-
production measure of profits includes
two adjustments that are not included
in PBT—namely, the inventory valu-
ation adjustment (IVA) and the capi-
tal consumption adjustment (CCAdj);
these adjustments convert the invento-
ries and depreciation reported by busi-
ness to those used in the NIPA's. The
IVA increased $141/2 billion in the third
quarter, somewhat less than in the sec-
ond; the CCAdj declined by $6 billion in
the third quarter, somewhat more than
in the second. The third-quarter in-
crease in the IVA—or, equivalently, the
decline in inventory profits—resulted
from a slowdown in the rate of increase
in inventory prices. For example, the
Producer Price Index, the components
of which are a major source of data on
inventory prices, changed little in the
third quarter after a 5-percent increase
in the second.

Government Sector

The fiscal position of the government
sector deteriorated in the third quar-
ter of 1989, as the combined deficit of
the Federal Government and of State
and local governments increased $5
billion to $103 billion (table 2). The in-
crease was caused by an increase in the
Federal Government deficit and a de-
cline in the State and local government
surplus.

The Federal sector.—The Federal
Government deficit increased $2 billion
to $147x/2 billion, as receipts declined
more than expenditures.

Receipts declined $10 billion, in con-
trast to a $17 billion increase in the
second quarter. Corporate profits tax
accruals declined $10 billion, compared
with a $7^2 billion decline in the sec-
ond quarter; both declines were at-
tributable to declining profits. Per-
sonal tax and nontax receipts declined
$6 billion after an $18 billion increase
in the second quarter. These large
changes in personal taxes were due to
provisions of the Tax Reform Act of
1986; final settlements were boosted in
the second quarter of 1989 by tax pay-
ments on income shifted from 1987 to
1988 to take advantage of lower tax
rates. Indirect business tax and non-
tax accruals increased $lx/2 billion af-
ter no change in the second quarter;
the acceleration was in customs du-
ties and in nontaxes, which included
a $^2 billion (annual rate) fine levied
on a major securities trader. Contri-
butions for social insurance increased
$4*/2 billion after a $6 billion increase
in the second quarter, reflecting con-
tinued growth in incomes.

Expenditures declined $8 billion, in
contrast to a $15 billion increase in
the second quarter. Large declines in
subsidies less the current surplus of
government enterprises and in nonde-
fense purchases were partly offset by
increases in other categories. A $13x/2
billion decline in subsidies less the cur-
rent surplus of government enterprises
included $10^2 billion in Government
payments to farmers. In the second
quarter, payments to farmers included
large advance deficiency payments for
the 1989 crop and disaster payments
for the 1988 crop; no comparable pay-
ments were made in the third quar-
ter. A $9^2 billion decline in non-
defense purchases included $8^2 bil-
lion in net purchases of agricultural
commodities by the Commodity Credit
Corporation.

National defense purchases in-
creased $7 billion. The increase was
accounted for by services other than
compensation of employees ($4 bil-
lion) and military equipment ($3 bil-
lion). Transfer payments to persons in-
creased $6 billion, primarily because
of growth in benefits for social secu-
rity, medicare, and catastrophic med-
ical insurance. All other expenditures,
on balance, increased $2 billion.

Cyclically adjusted surplus or
deficit.—When measured using cyclical
adjustments based on a 6-percent un-
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employment rate trend GNP, the Fed-
eral deficit on the national income and
product accounts basis increased from
$183.3 billion in the second quarter to
$186.5 billion in the third (see table 3
on page 19). The cyclically adjusted
deficit as a percentage of the 6-percent
unemployment rate trend GNP was 3.6
percent in both quarters.

The State and local sector.—The
State and local government surplus
declined $3 billion to $44^2 billion,
as expenditures increased more than
receipts.

Receipts increased $8 billion, com-
pared with a $10 billion increase in
the second quarter. Personal tax and
nontax payments increased $2!/2 bil-
lion, compared with $6 billion in the
second quarter; most of the deceler-
ation was attributable to indirect ef-
fects of the Tax Reform Act of 1986.
Corporate profits tax accruals declined
$2x/2 billion, about the same as in the
second quarter; both declines were at-
tributable to declining profits. Indi-
rect business tax and nontax accru-
als increased $7 billion, compared with
$5x/2 billion in the second quarter; the
acceleration was in sales taxes. All
other receipts, on balance, increased $1
billion.

Expenditures increased $11 billion,
about the same as in the second quar-
ter. Purchases of goods and services in-
creased $9ly2 billion, slightly less than
in the second quarter; a deceleration in
fuel purchases was partly offset by an
acceleration in purchases of structures.
All other expenditures, on balance, in-
creased $1 !/2 billion, slightly more than
in the second quarter.

Table 2.—Government Sector Receipts and Expenditures

[Billions of dollars, seasonally adjusted at annual rates]

Government sector

Receipts ,
Expenditures

Surplus or deficit (-)

Federal Government

Receipts ,

Corporate profits tax accruals
Indirect business tax and nontax accruals
Contributions for social insurance

Expenditures

Purchases of goods and services
National defense
Nondefense

Of which' Commodity Credit Corporation inventory change

To persons
To foreigners .

Grants-in-aid to State and local governments . .
Net interest paid
Subsidies less current surplus of government enterprises

Subsidies
Of which' Agricultural subsidies

Less ' Current surplus of government enterprises
Less' Wage accruals less disbursements

Surplus or deficit (— )

State and local governments

Receipts .

Personal tax and nontax receipts ,
Corporate profits tax accruals
Indirect business tax and nontax accruals
Contributions for social insurance
Federal grants-in-aid

Expenditures

Purchases of goods and services
Of which: Structures ,

Net interest paid
Less' Dividends received by government
Subsidies less current surplus of government enterprises

Subsidies
Less' Current surplus of government enterprises

Less' Wage accruals less disbursements

Surplus or deficit (— )

Social insurance funds
Other

Change from preceding quarter

1988

III

12.1
-4.2
16.2

4.1

-6.0
2.4
1.5
6.3

-14.9

-9.6
-1.9
-7.6
-4.4

3.6
2.1
1.5

-1.2
4.0

-11.8
-14.6
-15.0
-2.8

19.0

6.8

1.2
.4

5.5
.8

-1.2

9.5

8.0
-2.1

2.7
-.5

.3
-.4

.4

-2.6

1.7
-4.4

IV

26.6
75.7
49.2

17.3

8.9
1.8
.4

6.1

62.4

38.9
4.4

34.5
30.0
9.6
3.0
6.6
1.2
3.2
9.6

18.4
18.1
8.8

-45.1

10.5

3.0
.2

5.2
.9

1.2

14.6

13.9
3.3
2.6
-.7

.3
-1.0

1.0

-4.1

1.7
-5.8

1989

I

51.2
28.0
23.2

41.6

26.5
1.2
.2

13.8

21.5

-7.4
-1.8
-5.6
-7.9
12.8
19.5
-6.7

6.5
10.0
-.4

-1.7
-2.0
-1.3

20.1

16.1

4.0

4.8
.8

6.5

13.0

12.0
-1.3

2.4
-.6

.3
-.5

.5

3.1

1.7
1.4

II

27.3
26.5

.8

17.0

18.2
-7.3

.2
5.8

14.9

6.9
2.6
4.3
2.8
6.5
6.9
-.4
-.3
5.0

-3.2
-5.7
-6.0
-2.5

2.1

10.0

6.1
-2.2

5.5
.9

-.3

11.3

10.2
-.5
2.8
-.6

.3
-.8

.8

-1.3

1.7
-3.0

III

-2.2
2.9

-5.2

-10.1

-6.0
-10.0

1.3
4.7

-8.1

-2.7
6.9

-9.6
-8.7

6.7
5.9

.8
-.1
1.3

-13.4
-10.2
-10.4

3.1

-2.0

7.8

2.5
-2.5

6.9
.9

-.1

10.9

9.6
.5

3.1
-.6

.6
-.5

.6

-3.2

2.0
-5.2

Level

1989: III

1,675.2
1,778.2
-103.0

1,043.1

459.1
99.7
59.4

424.8

1,190.5

403.3
308.2
95.1
-9.8

473.6
461.6

12.0
118.3
173.3
22.0
18.3
1.7

-3.7

-147.4

750.4

190.1
22.7

362.2
57.1

118.3

706.0

636.8
71.6

142.6
^3.0

10.1
-20.4

.8
21.1

44.3

79.1
-34.8

NOTE.—Dollar levels are found in tables 3.2 and 3.3 of the "Selected NIPA Tables."
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the BUSINESS SITUATION

Corporate Profits

JTROFITS from current production
declined $12x/2 billion in the third
quarter after a decline of $8^2 bil-
lion in the second (table I).1 Hur-
ricane Hugo, which ripped into the
southeastern coast of the United States
in late September, caused most of
the third-quarter decline. The pay-
ment of almost $9*/2 billion in storm-
related benefits by domestic insur-
ance companies lowered profits of do-
mestic financial corporations by that
amount; in addition, uninsured storm-
related corporate damages reduced
profits—mainly of domestic nonfinan-
cial corporations—about $1^2 billion.
(The October and November "Business
Situation" described the sources used
by BEA for estimating the impact of
the hurricane, the types of property
damage included in the estimates, and
the effect of the storm on incomes other
than corporate profits.)

Domestic nonfinancial corpora-
tions.—For domestic nonfinancial cor-
porations, profits from current produc-
tion declined $4 billion in the third
quarter after a similar decline in the
second. (Without the $!1/2 billion
of uninsured storm damages, profits
of domestic nonfinancial corporations
would have declined about $2V2 bil-
lion.) Real product of these corpora-
tions increased in the third quarter,
but unit profits from current produc-
tion declined. The decline in unit prof-
its reflected a smaller increase in unit
prices than in unit costs; both labor
and nonlabor unit costs increased.

Profits before tax.—Profits before tax
(PBT) declined $21 billion in the third
quarter after a decline of about the
same size in the second. The current-

production measure of profits includes
two adjustments that are not included
in PBT—namely, the inventory valu-
ation adjustment (IVA) and the capi-
tal consumption adjustment (CCAdj);
these adjustments convert the invento-
ries and depreciation reported by busi-
ness to those used in the national in-
come and product accounts (NIPA's).
The IVA increased $14 billion in the
third quarter, somewhat less than in
the second; the CCAdj declined $6
billion in the third quarter, some-
what more than in the second. The
third-quarter increase in the IVA—or,
equivalently, the decline in inventory
profits—resulted from a slowdown in
the rate of increase in inventory prices.
For example, the Producer Price In-
dex, the components of which are a ma-
jor source of data on inventory prices,
changed little in the third quarter after
a 5-percent increase in the second.

Profits by industry.—The current-
production measure of profits is not
available by industry; PBT with IVA
is the best measure available. For do-
mestic nonfinancial corporations, PBT
with IVA increased $2 billion in the
third quarter after a slight decline in

Table 1.—Corporate Profits

Profits from current production
Domestic

Financial
Nonfinancial

Rest of the world

Inventory valuation adjustment
Capital consumption adjustment
Profits before tax

Profits tax liability
Profits after tax ,

Profits by industry:
Profits before tax with IVA

Domestic
Financial
Nonfinancial

Manufacturing
Trade
Transportation and public utilities..
Other

Rest of the world
Receipts (inflows)
Payments (outflows)

Unit prices, costs, and profits of
domestic nonfinancial corporations:
Unit price
Unit labor cost
Unit nonlabor cost
Unit profits from current production

Change from
preceding

quarter

1989:11 1989:111

Level

1989:111

Billions of dollars

-8.5
-5.5
-.8

-4.8
-3.0

17.8
-4.3

-22.0
-9.5

-12.5

-4.2
-1.2
-.7
-.7

-6.2
2.8
-.8
3.5

-3.0
-1.7

1.3

-12.6
-14.7
-10.8
-3.8

2.1

14.2
-5.8

-21.0
-12.3
-8.7

-6.8
-8.9

-10.8
2.0

-3.7
5.0

-1.4
2.2
2.1
1.8
-.4

295.2
249.5
22.8

226.7
45.7

-6.3
26.5

275.0
122.6
152.4

268.7
223.0

17.8
205.2
86.6
41.9
39.4
37.4
45.7
61.7
15.9

Dollars

0.012
.010
.005

-.003

0.008
.005
.005

-.002

1.176
.783
.302
.091

NOTE.—Levels of these and other profits series are found in tables
1.14, 1.16, 6.18B, and 7.18 of the "Selected NIPA Tables."

1. Quarterly estimates in the national income and
product accounts are expressed at seasonally adjusted
annual rates, and quarterly changes are differences be-
tween these rates.

Looking Ahead...

• Regional Differences in Economic Growth. An article accounting for re-
gional differences in per capita personal income growth, updating and ex-
tending an earlier article, will appear in an upcoming issue of the SURVEY.

Recruitment..

• Senior Level Positions. In January, BEA expects to begin recruiting for
two senior positions—Associate Director for Regional Economics and Asso-
ciate Director for International Economics. These are career reserved po-
sitions in the Senior Executive Service. For more information, contact the
BEA Administrative Officer (202-523-0508).
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the second. Declining profits in man-
ufacturing and in transportation and
public utilities were more than offset
by increasing profits in trade and in
"other" nonfinancial industries.

Chemical and electric equipment
manufacturers posted large declines
that more than accounted for the $3x/2
billion decline in manufacturing prof-
its. For chemicals, the drop was the
third in succession; for electric equip-
ment, which had registered a mod-
est increase in the second quarter,
the third-quarter drop matched a large
first-quarter decline. Profits of motor
vehicle manufacturers remained neg-
ative in the third quarter, partly re-
flecting the cost of automobile sales-
incentive programs. The only substan-
tial increase in manufacturing prof-
its was in petroleum; the increase re-
flected, at least in part, sharply lower
expenditures for cleanup operations as-
sociated with the oil spill off the coast
of Alaska in March.

The third-quarter increase in trade
profits was widespread and reflected
the deceleration in inventory prices.
Both wholesale and retail trade reg-
istered increased profits, and, within
retail trade, profits of food stores,
auto dealers, and "other" retail in-
creased substantially; only the general
merchandise category of retail trade
declined.

For domestic financial corporations,
a steep third-quarter decline was dom-
inated by property and casualty insur-
ance companies. Without the impact
of the hurricane on insurance compa-
nies, the third-quarter decline in finan-
cial profits would have been about $lx/2
billion (mainly reflecting reduced prof-
its of commercial banks).

Profits from the rest of the world in-
creased $2 billion in the third quar-
ter. Increased receipts from foreign
subsidiaries of U.S. corporations ac-
counted for 85 percent of the increase;
reduced payments by domestic sub-
sidiaries of foreign corporations ac-
counted for the remainder. Like all
NIPA profits, profits from the rest of
the world exclude capital gains and
losses. In the balance of payments
accounts (BPA's), in contrast, receipts
of income on U.S. direct investment
abroad and payments of income on for-
eign direct investment in the United
States include capital gains and losses.
These BPA measures are discussed
in "U.S. International Transactions,
Third Quarter 1989" in this issue; the
capital gains are shown in table 2 of
the "Reconciliation and Other Special
Tables."

NIPA Treatment of the
"Bailout" of Thrift

Institutions

The Financial Institution Reform,
Recovery, and Enforcement Act of 1989
(FIRREA) was enacted in August to
resolve the severe financial problems
that besieged thrift institutions dur-
ing the 1980's. (Thrift, or savings, in-
stitutions are depository institutions,
such as savings and loan associations,
that traditionally specialize in financ-
ing residential real estate.) This note
briefly traces developments leading up
to the passage of the act and describes
the resulting organizational changes.
Next, it describes the treatment in
the NIPA's of the Federal agencies in-
volved in the supervision of and pro-
vision of deposit insurance for depos-
itory institutions, with special atten-
tion to the transactions involved in the
"bailout" of the thrifts. Then, it de-
scribes a change in treatment requir-
ing a correction that was incorporated
into the third-quarter estimates.

Background

Early in the 1980's, new Federal
and State laws—particularly two Fed-
eral laws, the Depository Institutions
Deregulation and Monetary Control
Act of 1980 and the Garn-St Germain
Depository Institutions Act of 1982—
radically altered the activities of the
thrift industry. The 1980 act phased
out many of the restrictions on inter-
est rates paid by both federally reg-
ulated commercial banks and thrifts,
and it increased the limit on deposit
insurance from the Federal Deposit In-
surance Corporation (FDIC) for banks
and from the Federal Savings and
Loan Insurance Corporation (FSLIC)
for thrifts from $40,000 to $100,000
per depositor. The 1982 act eliminated
the statutory differential between ceil-
ings on interest rates paid by commer-
cial banks and those paid by thrifts
and accelerated the phaseout of inter-
est rate restrictions begun by the 1980
act. The 1982 act also broadened the
investment powers for thrifts, autho-
rizing them to make commercial, cor-
porate, business, or agricultural loans
up to 10 percent of their assets and
to increase the percentage of their as-
sets held in loans secured by nonresi-
dential real estate, in consumer loans,
and in State and local government
obligations.

Although these laws did not di-
rectly apply to State-chartered thrifts

that were insured by the FSLIC,
these thrifts were indirectly affected.
Various States, including Texas and
California, had already given State-
chartered thrifts similar, but even
broader, authority to expand the types
and extent of their investment activi-
ties. In the wake of the 1982 act, such
legislation proliferated.

At the time of the passage of these
two Federal acts, the thrift industry
faced a divergence in interest rates.
On the one hand, thrifts had to pay
high rates to savers in order to avoid
losing their deposits to competitors,
such as money market funds, that had
no regulatory limit on interest paid.
On the other hand, thrifts' interest-
bearing assets were concentrated in
long-term home mortgages with low,
fixed rates of interest. During 1981
and 1982, savers withdrew nearly $32
billion more than they deposited in
FSLIC-insured thrifts. This disinter-
mediation, coupled with bad manage-
ment and investment decisions, laid
the foundation for a crisis that began
in the 1982-83 recession. Reflecting
failures and mergers of solvent insti-
tutions, the number of FSLIC-insured
thrifts dropped from 4,250 at the begin-
ning of 1980 to 3,447 at the beginning
of 1988. Of the remaining institutions,
the FSLIC identified 259 as likely to
need financial assistance to resolve
their problems and another 252 that
were considered insolvent under gener-
ally accepted accounting practices. In
mid-1988, the FSLIC estimated that
the cost of resolving these 511 insol-
vencies was $30.9 billion. A year later,
when Congress passed FIRREA, the
estimated cost of dealing with deposit
payouts, financial assistance, and the
interest on the funds borrowed for the
bailout ranged from $150 billion to
$160 billion.

The FIRREA dissolved the FSLIC
(and the Federal Home Loan Bank
Board; which supervised it) and re-
placed it with several new organi-
zations. In addition, the act in-
creased the premium to be paid by
insured institutions for deposit insur-
ance and increased the tangible capital
requirements—that is, the ratio of cap-
ital to assets—that institutions must
maintain to remain in business. The
five new organizations dealing with
thrifts and the one dealing with com-
mercial banks are as follows:

The Savings Association Insurance
Fund (SAIF).—The SAIF, a separate
fund under the jurisdiction of the
FDIC, insures deposits up to $100,000
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per thrift depositor. The SAIF collects
premiums but will not be responsible
for any financial assistance or for any
insured deposit payouts until after Au-
gust 1992.

The Resolution Trust Corporation
(RTC).—The RTC is to merge or liq-
uidate thrifts that fail between Jan-
uary 1, 1989 and August 8, 1992. The
RTC, which will automatically termi-
nate operations at the end of 1996, is
to provide all financial assistance and
make all insured deposit payouts re-
sulting from failures prior to August
1992. The RTC also is to manage and
dispose of the assets and liabilities in
its possession. When the RTC termi-
nates operations, all remaining assets
and liabilities will pass to the FSLIC
Resolution Fund.

The FSLIC Resolution Fund.—The
FSLIC Resolution Fund, a separate
fund under the jurisdiction of the
FDIC, is to assume and dispose of all
the assets and liabilities of the FSLIC
except those expressly transferred or
assumed by the RTC. The FSLIC Res-
olution Fund will be financed in part
by a share of the premiums paid by in-
sured thrifts.

The Office of Thrift Supervision
(OTS).-The OTS, an office in the De-
partment of the Treasury, will exam-
ine and supervise all thrifts and will
have all the regulatory powers previ-
ously vested in the Federal Home Loan
Bank Board.

The Resolution Funding Corpo-
ration.—This corporation is to sell $50
billion of 30-year bonds to finance the
initial bailout of the failed thrifts. In-
terest on the bonds will be paid by the
RTC and the Department of the Trea-
sury.

The Bank Insurance Fund (BIF).—
The BIF, a separate fund under the ju-
risdiction of the FDIC, insures deposits
up to $100,000 per depositor at com-
mercial banks. The BIF collects premi-
ums and makes any necessary insured
deposit payouts.

NIPA treatment

In the NIPA's, the FDIC and the
FSLIC prior to the enactment of FIR-
REA and now the FDIC, the SAIF,
the RTC, the FSLIC Resolution Fund,
and the BIF are treated as government
enterprises.2 Under the enterprise

treatment, the income of the agency is
considered a nonfactor charge against
GNP and is included as part of the
"current surplus of government enter-
prises." The current enterprise sur-
plus of the FSLIC and the FDIC had
been calculated as the deposit insur-
ance premiums received from insured
institutions less the agency's operat-
ing expenses. For the NIPA's, these
expenses included net payouts to de-
positors in failed institutions—that is,
the difference between the payment to
depositors and the proceeds from the
sale by the agency of any assets of
such institutions. These expenses ex-
cluded various types of financial assis-
tance provided by the FSLIC or the
FDIC, such as payments to a "healthy"
institution to facilitate their acquisi-
tion of, or merging with, a failing one.
The financial assistance was treated as
an asset transfer, which is excluded
from GNP and charges against GNP
because it does not arise from current
production.

Deposit insurance premiums low-
ered the profits of the thrift and bank-
ing industries and increased the en-
terprise surplus by equal amounts.
Charges against GNP were unaffected,
and the Federal surplus was increased.

Net payouts reduced the enterprise
surplus and, because there was no off-
setting entry in any other factor or non-
factor charge, reduced charges against
GNP. The Federal surplus also was re-
duced. Because the net payouts re-
duced charges against GNP but did
not affect GNP, they contributed to the
NIPA statistical discrepancy, which is
the difference between GNP and the
charges against GNP—totals that are
equal in principle but not in practice
because they are estimated indepen-
dently. (More recently, there also have
been interest payments on money bor-
rowed by the Resolution Funding Cor-
poration to finance the bailout. In-
terest payments by government enter-
prises are treated as interest paid by
general government, not expenses of
the government enterprise. They do
not affect charges against GNP, but
they reduce the Federal surplus.)

BEA identified two problems with
its current treatment of the FSLIC
and the FDIC. The first is the statisti-
cal discrepancy to which the treatment
gives rise. The second relates to the
treatment of FSLIC and FDIC losses,
which is inconsistent in that the en-
terprise surplus is reduced by losses
generated by deposit payouts but not

Table 2.—Selected Federal Government Expenditures, 1980-89:111

[Billions of dollars, quarters at seasonally adjusted annual rates]

2. Government enterprises are agencies that cover a
substantial proportion of their operating costs by selling
goods and services to the public and that maintain sep-
arate accounts. For a complete discussion of the NIPA
treatment of government enterprises, see Government
Transactions, BEA Methodology Paper No. 5 (Washing-
ton, DC: U.S. Government Printing Office, 1988), 6-7.

Published

Expenditures

Subsidies less current surplus of
government enterprises

Current surplus of government
enterprises
FSLIC
FDIC

Surplus or deficit (— )

Corrected

Expenditures

Subsidies less current surplus of
government enterprises

Current surplus of government
enterprises
FSLIC
FDIC

Surplus or deficit (— )

Amount of correction

Expenditures

Subsidies less current surplus of
government enterprises

Current surplus of government
enterprises
FSLIC
FDIC

Surplus or deficit (— )

1980

615 1

11.5

-1.2
3
3

-61.3

6151

11 5

-1 2
.3
.3

-61 3

1981

7033

12.3

-5

4

-63.8

7033

123

-5

.4

-637

-1

-.1

.1

t

1982

781 2

160

-9
3
5

-145.9

781 1

159

-9
3
6

-145 8

-1

.1

1

1

1983

8359

229

-1 2
3
7

-176.0

8359

229

-1 2
3
8

-1760

1984

8956

21 2

-1 0
6

1 2

-169.6

895 1

207

1 4
9

1 3

1692

-.4

-.4

4
3

4

iQoe

9856

203

1 9
1 8
1 2

-196.9

9854

20 1

20
1 9
1 3

1967

-2

-2

2

1

2

1QOA

1 0348

260

5
1 6

9

-206.9

1 0342

255

1 0
1 8
1 4

206 3

-5

-5

5
1
4

5

1087

1 0728

326

-1 8
1 6

7

-161.4

1 071 8

31 6

— 8
1 9
1 5

1603

-10

-1 0

1 0
2
g

1 0

1QOO

1 118 3

360

7 1
1 4
1 3

-145.8

1 114 8

325

36
1 6
1 8

—1424

-35

-35

35
3 0

4

3 5

I

1 1837

385

-43
—1 4

1 0

-147.5

1 1802

350

8
1 6
1 5

1440

-35

-35

35
3 1

4

3 5

1989

II

1 1986

353

68
1 4

5

-145.4

1 1946

31 3

2 8
1 6
1 5

141 4

-40

-40

40
30
1 0

40

m

1 1905

220

37
j

1 2

-147.4

1 188 5

200

1 7
1 6
1 5

—145 4

20

20

20
1 7

3

20

NOTE.—Federal Government expenditures and subsidies
enterprises appears in NIPA table 3.12.

FSLIC Federal Savings and Loan Insurance Corporation
FDIC Federal Deposit Insurance Corporation

less current surplus appear in NIPA table 3.2; current surplus of government
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by the losses generated by financial
assistance associated with the sale or
merger of failing institutions.

To deal with the inconsistent treat-
ment of losses, either (a) financial as-
sistance provided by the FSLIC or the
FDIC must be allowed to reduce the
enterprise surplus or (b) net payouts
to depositors must not be allowed to
reduce the enterprise surplus. Under
option (b), the statistical discrepancy
problem disappears; under option (a),
it is necessary to deal with the problem
by adding an offset in charges against
GNP for not only the financial assis-
tance but also for the net payouts.

Under option (a), all losses could be
treated as charges for bad debts. The
enterprise surplus would be reduced by
these losses and an offsetting amount,
known as a defaulter's gain, would be
added to the profits of the thrift or
banking industry on the premise that
the industry, by not paying off debts
and "transferring" them to the govern-
ment, gains the value of the debts.
This alternative is analogous to the

current treatment of bad debts of pri-
vate businesses. This alternative was
rejected because of the anomalous ef-
fect it would have on NIPA profits and
the Federal fiscal position: Savings
and loan failures would increase prof-
its when the failed institutions were
closed, and the losses would increase
the NIPA Federal Government deficit,
indicating increased fiscal stimulus.

BEA has decided that option (b) is
most appropriate—that all losses are
best regarded as asset transfers. Such
transfers are excluded from GNP and
charges against GNP because they do
not arise from current production. This
decision means that the net payouts
should have been excluded in measur-
ing the enterprise surplus, as were the
various types of financial assistance
provided by the FSLIC or the FDIC.

Typically, when BEA uncovers a
problem, such as the inconsistent
treatment of the FSLIC and FDIC
losses, the correction is made at the
next annual revision, which in this
case will be in July 1990. If the correc-

tion affects the estimates of more than
the 3-year period covered by an an-
nual revision, the corrections to other
years would be made at the time of
the next comprehensive revision. How-
ever, because net payments to deposi-
tors may become very large before next
July, BEA has decided to introduce the
correct treatment effective with the re-
lease of the final third-quarter NIPA
estimates, which appear in this issue
of the SURVEY.

The corrections affect total Fed-
eral Government expenditures and the
current surplus of government enter-
prises. In the third quarter of 1989, the
correction reduced expenditures and
raised the current surplus of govern-
ment enterprises $2.0 billion at a an-
nual rate (table 2). For 1986 through
the second quarter of 1989, the correc-
tions ranged from $0.5 billion to $4.0
billion, and they will be incorporated
in July 1990. Corrections for earlier
periods, which are very small, will be
introduced in July 1991.
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