
The Economy in 1987

The economy completed a fifth consecu-
tive year of expansion in 1987, with real
gross national product increasing almost
4 percent over the four quarters of the
year.1 The overall growth in output not
only was greater than in 1986 but also
was better balanced across industries
and regions of the country. In addition,
the rise in activity supported a net gain
of more than 3 million jobs last year,
and the civilian unemployment rate
stood at 5.8 percent in December, nearly
a percentage point below its year-earlier
level.

Virtually all broad measures of infla-
tion, after dropping sharply in 1986, re-
bounded in 1987 to about the pace seen
in 1984 and 1985. In large part, the
pattern of price movements over the past
two years reflected developments in oil
markets, where prices rebounded last
year after a marked decline in 1986.
However, prices of some imported con-
sumer goods and of a number of indus-
trial commodities at the producer level
also rose sharply. In contrast, wage
trends remained restrained last year, al-
though tightening labor markets and the
faster pace of inflation stemmed the pat-
tern of wage deceleration evident in pre-
vious years.

As suggested above, a number of sec-
tors that had been depressed in recent
years began to show signs of improve-
ment in 1987. The turnaround was most
pronounced in manufacturing, where
production and employment, especially
in capital goods and industrial materials
industries, picked up sharply in response

1. Except where noted, all percent changes are
from the fourth quarter of the previous year to the
fourth quarter of the year indicated.

both to stronger orders from abroad and
to higher capital spending by domestic
producers. Improvement also was ap-
parent in the domestic energy sector,
where, in response to the partial recov-
ery in oil prices, oil drilling retraced a
small part of its earlier precipitous de-
cline, and in agriculture, where higher
exports and continued federal support
boosted farm income and helped bring
about some firming in land prices.

In addition, the composition of activ-
ity moved toward a better balance be-
tween domestic spending and domestic
production. Weak consumer spending
reduced the growth of domestic demand
in 1987. At the same time, domestic
production was supported by the
increase in the international competi-
tiveness of U.S. industry: the continued
improvement in productivity in manu-
facturing and the moderate pace of in-
crease in labor compensation permitted
U.S. firms to lower the foreign currency
prices of their goods while expanding
profits. Indeed, much of the improve-
ment in economic conditions last year
could be traced to the effects of this
increase in competitiveness on the vol-
ume of imports and exports. Neverthe-
less, the combination of a substantial
increase in the value of oil imports and
rising prices of non-oil imports more
than offset an improvement in real net
exports, and the nominal trade deficit
widened to almost $160 billion in 1987.
In addition, a further erosion of net in-
come on investments and other service
transactions pushed the current account
deficit above $160 billion.

Although economic activity rose at a
brisk pace for 1987 as a whole, the Oc-
tober stock market crash added substan-
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tial uncertainty to the prospects for con-
tinued economic growth. The sharp drop
in stock prices reduced household
wealth considerably and raised the pos-
sibility of a further slowing in consumer
spending, domestic business invest-
ment, and housing construction. At
year-end, it was still too early to assess
the ultimate economic effect of the stock
market decline, but that effect seemed
likely to be offset, at least partly, by the
decline in interest rates after the crash.

Household Sector

Spending by households, which had
been a major contributor to growth in
earlier years, slowed considerably in
1987. Real consumer spending rose less
than 1 percent, after a 4 percent gain in
1986. In large part, the cutback in
spending reflected smaller increases in
real disposable income. Substantial
growth in employment and in farm and
interest income fueled continued gains
in nominal incomes; but a pickup in
consumer price inflation eroded much of
that rise and reduced the growth in real
income to about 2 percent last year,
compared with 3V2 percent in 1986.
Moreover, although the rise in stock
prices added further to household wealth
through August and supported con-
sumption, the subsequent stock market
decline returned equity wealth to 1986
levels.

In general, consumers cut back their
expenditures for both durable and non-
durable goods, while spending on ser-
vices continued to increase at about the
pace of recent years. Within the durable
goods category, sales of new cars fell
from 1IV2 million units in 1986 to about
10!/4 million units last year. Some of that
dropoff can be traced to an especially
slow pace of sales in early 1987, as
consumers shifted automobile purchases
into 1986 to take advantage first of

major sales incentives and then of the
sales tax deduction available only under
the old tax law. Nevertheless, domestic
auto sales were relatively sluggish
throughout 1987, despite the availability
of special incentive programs on a wide
range of models during much of the
year.

Housing activity in 1987 was damped
by the upward movement in mortgage
rates, continued high vacancy rates for
multifamily units, and changes in the tax
law. Total housing starts were 1.62
million for the year as a whole, about
10 percent below the 1986 total and
the lowest in five years. Single-family
homebuilding began the year at a brisk
pace but weakened considerably as con-
ventional mortgage interest rates began
to rise in April, reaching about WVi
percent for fixed-rate loans by mid-Oc-
tober. Although interest rates on mort-
gages dropped substantially thereafter,
the stimulative effect of that change on
housing demand may have been offset
by stock market losses and reduced con-
sumer confidence. In the multifamily
market, activity also weakened over the
year; near record-high vacancy rates on
rental units and tax-law changes that re-
duced the profitability of rental housing
continued to deter building.

Business Sector

Business spending on plant and equip-
ment rose about AVi percent in real
terms in 1987. In large part, investment
spending was associated with the overall
pickup in economic activity. However,
financial conditions also were conducive
to spending, with cash flows strong and
the costs of external capital fairly attrac-
tive through much of the year.

Outlays for equipment began the year
on the weak side, with spending down
sharply in the first quarter after firms
shifted expenditures into late 1986 to
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take advantage of the favorable treat-
ment of investment under the deprecia-
tion provisions of the old tax law.
However, investment in equipment re-
bounded sharply in the second and third
quarters, especially investment in com-
puters and other office equipment, which
had shown essentially no growth in
1986. In contrast, spending on industrial
equipment was not especially brisk de-
spite the strong gains in manufacturing
production.

Outlays for nonresidential structures
also turned up last year after a sharp
drop in 1986. Much of the turnaround
reflected an improvement in the energy
sector in response to higher oil prices. In
particular, drilling of oil and gas wells
was up more than 20 percent over the
year after having dropped 40 percent in
1986. Outside of the energy area,
spending on structures was about un-
changed, after falling nearly 9 percent in
1986. Producers were somewhat less re-
luctant to expand industrial facilities be-
cause of the substantial rise in produc-
tion, while office construction, although
down a bit last year, held up surprisingly
well in view of the high vacancy rates
still prevailing in many locales.

Business inventory investment gener-
ally moved in line with sales over most
of 1987, but a sharp accumulation of
stocks in the fourth quarter suggested the
possibility of excess inventory levels at
some retailers. In manufacturing, inven-
tories changed little on balance over the
first half of the year but rose consider-
ably in the second half as activity picked
up. Stockbuilding was most evident in
capital goods industries; orders and
shipments strengthened substantially as
producers added supplies in anticipation
of higher production levels. In the retail
trade sector, inventories of goods other
than automobiles also rose over the year,
pushing the inventory-sales ratio to a
relatively high level by December. The

accumulation was most pronounced for
home goods such as furniture and appli-
ances and for apparel. At auto dealers,
stocks generally rose in 1987, and at
year-end, supplies appeared to be well
above desired levels despite the preva-
lence of special incentive programs and
production cutbacks late in the year.

Before-tax profits of nonfinancial cor-
porations increased substantially in
1987. Profits were especially strong in
manufacturing, where a pickup in ship-
ments, firming prices, and good control
of costs contributed to improved mar-
gins. In other industries, before-tax
profits were little changed from 1986
levels. However, after-tax profits for the
sector as a whole fell a bit on an annual
average basis, as increases in corporate
tax liabilities associated with the new tax
laws more than offset the overall rise in
profits.

Government Sector

Significant progress was made last year
toward reducing federal budget deficits.
The deficit for fiscal year 1987, at $150
billion, was about one-third smaller than
the record level of the previous year, and
the administration and the Congress
reached agreement on a broad plan for
deficit-reduction actions totaling more
than $30 billion in fiscal 1988 and about
$46 billion in fiscal 1989.

However, a number of factors that
raised receipts and lowered outlays in
fiscal 1987 are not likely to be repeated,
and without further legislative action,
deficits could expand again unless eco-
nomic circumstances remain favorable.
About half the deficit reduction in fiscal
1987 could be traced to these one-time
factors, as tax-reform effects boosted
revenues, and asset sales and changes in
the timing of certain payments reduced
outlays. The remainder of the reduction
in the deficit reflected strong growth in
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Government Surpluses and Deficits
Billions of dollars

1983 1985 1987

The data on the federal government deficit are for fiscal
years and are on a budget basis; they are from the Depart-
ment of the Treasury.

The data on state and local governments are for operat-
ing and capital accounts. They are on a national income
accounts basis, and they come from the Department of
Commerce.

The total 1986 surplus of $7.4 billion for state and local
governments contained about $4.7 billion of nonrecurring
inflows from settlements involving oil company over-
charges. Outer Continental Shelf rents, and stripper-well
charges, as well as shifting of some revenue-sharing pay-
ments to fiscal 1986.

revenues and a very small underlying
rise in outlays. The economic expansion
boosted receipts, while, on the outlay
side, lower interest rates in fiscal 1987
offset some of the increase in interest
payments associated with the rise in the
size of the national debt. In addition, the
improvement in the farm sector reduced
agricultural support payments, and
lower inflation in 1986 held down cost-
of-living adjustments for many entitle-
ments. Spending restraint also had a
noticeable effect: the rise in military
spending slowed, and cuts in discretion-
ary programs reduced outlays for educa-

tion, energy, and intergovernmental
assistance.

The state and local sector recorded a
sizable deficit in its operating and capital
accounts (which exclude social insur-
ance funds), as expenditures expanded
more rapidly than receipts. Many states
took action in early 1987 to deal with
eroding fiscal positions. About half of
the states cut their budgets last year and
two-thirds raised taxes, with many of the
budget adjustments in energy and farm
states. However, pressing needs to ex-
pand and upgrade schools, highways,
and correctional institutions continue to
squeeze many state and local budgets.

Labor Markets

Nonfarm payroll employment increased
3 million over the 12 months of 1987, as
the pickup in economic activity led em-
ployers to add workers at a brisk pace.
The strengthening in hiring was wide-
spread by industry, in contrast to earlier
years, when the labor market was char-
acterized by sharp disparities across sec-
tors. Manufacturing employment edged
up over the first half of the year and then
rose substantially in the second half in
response to the large gains in industrial
production. Expansion of jobs in the
trade, service, and finance industries re-
mained sizable during most of 1987.

The demand for labor considerably
outpaced the increase in labor supply,
and the civilian unemployment rate
dropped nearly 1 percentage point over
the year to 53A percent at year-end—the
lowest level since 1979. The jobless rate
for adult men moved down to about
4!/2 percent by the end of last year, re-
flecting strong growth in the industrial
sector. The rate for adult women fell to
around 43A percent early in the year, but
changed little in the second half.

As the unemployment rate dropped
sharply, wage increases, which had been
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Labor Market Conditions
Net change, millions of persons, Q4 to Q4
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Payroll employment covers the total nonfarm sector;
the employment cost index is for private industry, exclud-
ing farm and household workers. All data are from the
Department of Labor.

slowing for several years, leveled out;
however, they showed little sign of ac-
celeration. Hourly compensation, as
measured by the employment cost
index, advanced 3!/4 percent in the 12
months ended December, about the
same pace as in 1986. The widespread
moderate rise in compensation occurred
despite a substantial pickup in con-
sumer-price inflation. As a result, real
hourly compensation fell last year and
since 1984 has increased at an average
annual rate of only about Vi percent.

Unit labor costs in the nonfarm busi-
ness sector rose only \XA percent in
1987, after a 2 percent increase in 1986.
The continued restraint in labor costs
primarily reflected moderate growth in
compensation—productivity gains for
the sector as a whole have improved
little from the sluggish pace of the
1970s. In contrast, manufacturers ap-

parently have made significant progress
in increasing efficiency and streamlining
operations, and output per hour in this
sector rose nearly V/i percent in 1987.
This advance in manufacturing produc-
tivity, coupled with continued slow
growth in manufacturing wages, contin-
ued to put downward pressure on factory
unit labor costs last year.

Price Developments

Inflation rebounded in 1987, largely re-
flecting higher energy prices and contin-
ued price hikes for imported goods. The
fixed-weight price index for GNP in-
creased about 4 percent for the year as a
whole., after a 2!A percent rise in 1986.
The indexes for consumer prices and
for producer prices suggested an even
sharper acceleration in prices over 1987,
owing to the greater importance of en-
ergy prices in those indexes. The con-
sumer price index was up AV2 percent in
the 12 months ended December, after a
1 percent rise in 1986; the producer price
index, which includes only prices of do-
mestically produced goods, rose 2XA
percent over the year, after dropping 2VA
percent in 1986.

The overall rise in energy prices in
1987 reflected both a sharp rebound in
prices early in the year and an additional
runup in prices around midyear. Spot
prices for West Texas Intermediate crude
oil (the benchmark crude oil in the
United States) rose $3 per barrel in
January of last year to about $18.50 in
response to lower OPEC production
levels. Tensions in the Persian Gulf
boosted prices further during the sum-
mer, to a high of around $20 per barrel
in early August. Precautionary stock-
building during this period, coupled
with higher levels of production by
OPEC countries and the absence of any
major disturbance in the Persian Gulf,
subsequently helped put downward
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Consumer Prices
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The data are from the Department of Labor.

pressure on crude oil prices, which re-
treated to about $17 per barrel after late
summer. Retail prices for gasoline and
home heating oil closely followed these
movements, rising about 20 percent
through August and then falling some-
what in the latter part of the year. In
contrast, prices for natural gas and elec-
tricity were down or little changed last

year, reflecting a further adjustment to
the net decline in oil prices since 1985.

Outside of the energy area, price in-
creases for goods picked up in 1987
while prices for nonenergy services rose
about 4Vi percent, a bit less than in
1986. A jump in used car prices ac-
counted for much of the acceleration in
goods prices, but further increases in
import prices associated with the falling
exchange value of the dollar also were
evident. As a result, retail prices for
many items with high import propor-
tions, such as women's and girls' ap-
parel, photographic equipment, and toys
and music equipment, posted notable
increases.

Prices for many industrial commodi-
ties also rose considerably over the
course of 1987. In addition to the in-
crease in crude oil prices, copper prices
more than doubled, and steel scrap
prices were up 36 percent by year-end.
To some extent, the sharp rise in com-
modity prices reflected the influence of
dollar depreciation on markets for inter-
nationally traded goods. However, tem-
porary supply shortages for some indus-
trial metals and the firming in U.S.
industrial activity undoubtedly also had
an important influence on commodity
markets. In the agricultural sector, grain
prices fell early in 1987 as farmers sold
large amounts of grain received through
government programs; prices rebounded
in the latter part of the year as exports
picked up in response to the falling
dollar.
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