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The public school establishment hat¥#nultifold interest in and concern
-with the condition of the nation’s ecdhomy and its prospects for the

1980s. As citizens, voters, taxpayers, and homemakers, public school
personnel share the.concern of all Americans in their own and their
families’.and néjghbors’ economic #sll-being. But economic conditions
affect teachers in more direct ways, as well. By their impact on govern-
ments’ revenue resources, economic conditions influence the quality of
work teachers are able to do in their classrooms, in the environment in
which they have to function. '

Continued inflation (and the fiscal stringency that accompanies it) is
debilitating public school institutions. It is resulting in' deferred mainte-

nance of school plants, facilities and equipment; in depleted inventories of
school supplies and teaching materials; in payscales lagging behind cost-

of-living increases; and in erosion of fringe benefits and underfunding of
retirement systems. Overcrowded classrooms presided over by discour-
aged and disenchanted teachers take their toll.

Public school officials understanda¥ly focus on economic conditions in
their immediate area. Their financial support is derived largely from their

resgective states and local governments. The economic health of the

nation as a whole, howeyer, has a pervasive impact on schools every-

where. Federal funding of public schools remains’strikingly small, espe-~~

cially in comparison with that of other Western countries. It-should and

must be increased both because (a) the educational quality of the public -
school graduates, wherever they chance to live, profoundly influencés the .

nation’s ability tq recapture and resume its historical pace of econgmic

growth—a critical contributor to the nation’s defense capability and its
citizens’ standard of living—and (b) because it is indispensable to narrow- -

ing the vast disp\aritiés among the educational offerings of the states.

This school year, the average expenditure per pupil in average dailly
attendance is estimated to vary from $1,300 in Arkansas to $2,800 in New
York. The average salary of classroom teachers is estimated to range from

o §l 1,900 in Mississippi to $19,200 in New York. These averages mask even

greater variations among school districts within individual states. Differ-
ences in locally prevailing price and compensation levels can help ration-
alize some of these differences, but only a small part of them. Most
intrastate and interstate differerices in the level of public school support
result from differences in local financial resources and political attitudes

‘o - 4 OCTZO\%O-
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presumed to reflect voter sentiment toward the support of this pivotal
government function.

At the start of the 1980s the economic outlook is less clear and more
confused than possibly at any time within memory. Day-to-day changes
in foreign relations, with their 1mpllcatlons for national defense needs; in
the machinations of petroleum producers; in money market conditions; in
housing and automobile production statistics; in gold, silver, and mineral
quotations, etc., are reflected in everchanging economic forecasts.

‘Because the economic outlook plays an important part in the policy
positiens the National Education Associationis called upon to adoptona
variety of social and economic issues; NEA Research commissioned
Richard E. Slitor to review and analyze the more widely recognized
economic forecasts as of the start of the 1980, to identify the differences
and similarities in their underlying assumptions, and to explain and assess
their significance. Dr. Slitor’s. lucid and informative exposition will aid
the Association’s policy officials and the officials. of its state and local
affiliates to a better understanding of how thenation’s economy func-
tions. This, in turn, will help them to discharge their responsibilities.

H
Dr Slitgr is an economic consultant with extensnve academic and; govern-
ment experience. He holds S.B. and Ph.D. degrees from Harvard and an
M.A. from Colgate. He has taught at both of these mstltutlo(:v(de at Mt.
Union College and the University of Massachusetts. He has served in
various research p#sitions at the U.S. Treasury and as consultant to such—
public and private organizations as the Rand Corp., the Committee for
Economic Development, the Advisory Commission on Intergovernmen-
tal Relations, the National Scienge Foundatlon the New York State
(Fleischmann) Commission on Education, the Federal Reserve system,
.and the United Nations. He has partlclpated in several missions abroad

( and has authored some fifty titles in learned and technical journals.
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ECONOMIC OUTLOOK FOR THE EARLY 1980’s:
'MIXED SIGNALS IN A CHANGING SETTING

X Executive Summary )

This papef reviews and analyzes the economic outlook for the early

1980’s. An interpretive survey of various major forecasts, it emphasizes
the extraordinary and pervasive uncertainties that characterize the

current predictions, the assumptions on which they -are based, and the

range of ‘possibilities. of which-a consensus-type view is a part. These

“doubts and uncertainties, the paper points out, include the reliabikhity of
-, applying past statistical-relationships to the present situation, extend to
‘the economic indicators and measures used in forecasting and quantifying -
results, and involve even the theoretical framework and methodology of

modern macroeconometric forecasting.

L

_,_hg:);analysis begins ‘with the highlights of the consensus forecast, which

predicts a mild to moderate recession tapering off after mid-year 1980,
with a sluggish recovery extending through 1981 and probably into 1982.

- A recession forecast has prevailed for some months, and the delay in its

appearance hassent economy watchers scurrying, amidst mixed signals
and portents, for explanations for the pegsisting slippage in the recession
schedule: | “‘*wrv . -
/’ ’ "‘L )
As the year 1980 began, forecasters continued to scan the economic skies
for trustworthy signs confirming that the much-advertised, long-awaited
recession of 1979-80 had at last begun. But, as the discussion points out,
their attention to this elusive phenomenon and the problems of inflation

and energy cost ?dsupply was soon shifted to a new cluster of political

. L
events and econdémic portents: ) .o

~and Persjan Gulf area E “
e -T»bé'Adfninistration’s “partial” embargo on grain shipments to the
-Soviet Union, the Moscow Olympics boycott, and related
developments signaling the end of detente S /
. Growing economic signals.from official and unpfficial sourced that

the economy, in stubborn defiance of most forecasts, had grown at

le%st modestly and, in some respects, was surprisingly resilient; even |

. ropust.

N | 3

A}

S The poss(bility of a grave military confrontation in the Middle East -

Pervasiveness

of uncertainty #

Y

-Consensus

forecast

Elusive
recession
of 1979-80

Political
events and
new economic
signals
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" unequivocal data supported this view. As sophisticated observers pointed

~or that they would contlnue to hold up. The term standoff seemed to"

r A ,. .

The discussion reviews in some detail the conflicting trends and year-end

‘doubts -and uncertainties, including vigorous consumer spending and

perslstently low rates of unemployment that present the questions: Is the
1980 recession real? What revisions are necessary in the post-Afghanistan
situation in which a defense build- -up may basrcally alter the framework of

‘economic’ asSumptlons for the future?

As of mid- February 1980 1t was still'appropriate to report that while the
economy might be at or approaching a critical turningpoint, no

out, there were no positive signs that business conditions were worsening

describe the situation—an economy still basically in even stride, with no
new strengths, no gathering weaknesses, and a delicate bailance of the
leading economic indicators betWeen pluses and minuses.

~

It there were a self-fulfilling propbecy effect of recession forecasts the

1979-80 recession would long since have materialized. Yet even as of mid--
February, forecasters generally clung to their expectatlon of recession.

They saw deterioration below the surface; the ineluctable aging of the

“ business cycle; and faint hopg, if any, of any fresh stimulus via monetary

or fiscal policy or resurgence of consumer or business demands, under
constant erosion as they were by 1nﬂatlonary price-cost increases. Only

' defense spendlng and new activity m‘:oplng with the energy crisis offered

“rays of hope.” If there was any firmress in the outlook, it was for-

~ continued inflation at‘only a slightly moderated double-digit rate, come
recessnon or come continued growth

P

There was almost a hunger for bad news among econorhy watchers; bad

news became good news in a world of inexplicable and virtually

uncontrollable inflation. Recession, a more semantically favorable term
than even mild depression, represents a condition economists are more

familiar with, something which promises some measure of relief from

demand-pressured inflation, something public policy can fight with

approvedsweapons. It was a hunger for bad news that would confirm

prevrous forecasts and dissipate discomforting impressions that the
economy is beyond understandlng or ratronal remedial actson.

: Throughout the early days of 1980, gold came to be increasingly

recognized as the barometer of international anxiety, of loss of faith in the

-dollar and financial institutions; of a desperate quest for ultimate,

. portable, anonymous ‘and primitive security. ButthereWere hmtsthatthe

e ‘ | . v ‘ 5 )
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~gold frenzy might bring into'auestion previous U.S. demonetizatil:)_

.major economic forecasters. These include the great macroeconometric

r

policies that rejectéd any future role for gold 'in the internatipn
monetary structure. ' ' . J '

With this background, the study reviews in broad outline, and in Qa'or'

sectoral detail, the outlook for the'early 1980 as predicted by a number pf

model forecasts of Data Resources, Inc. (DRI); the Heller-Perry outlook
letter, sponsored by the National City Bank of Minneapolis; the views of
Citibank’s Economics Department, ptblished in Il\pnomic Week; the
official government projections embodied in the Economic Report oftﬁe
President and the Annual Report of the Council of Economic Advisers;
and the fiscal year 1981 budget documents, as well as a range of others

. Teported in the financial press and publications such as the Wall Street

Journal, McGraw-Hill’s Business Week, U.S. News and World Repon
Dun’s Review, Nation's Business, Fortune, and others.

The analysis includes an appended background discussion of the natur
methodology, and problems of macroeconometric forecasting.

separate appendix alsb summarizes a recent comparative performan
rating of the great macroeconometric forecasting models: Da
Resources, Inc. (DRI), Chase Econometric As¥ociates, Whart
Econometric: ‘Forecasting Associates, MAP-CAST Group-Generjl
Electric Co., and the median forecast ftom a survey conducted jointly 9
the American Statistical Association and the National Bureau j
Economic Research. L A 1 . .

The paper points@%)ut_certain basic problems and criticisms sometimes
raised in'connection with macroeconometric models. These computerized -

systems$ of simultaneous equations are based upon past relationships and
their assumed persistence in the forecast period. They are generally based
upon a neo-Keynesian concept or model of hbow the economic systen
works: total income is assumed to: be the sum of its parts; the parts af_e
deemed to be largely. additive; saving, by-and large, is consideredja
e

depressant; and spending is assumed to generate income in accordange
with a kind of “dollar is a dollar is a dollar” philosophy, which tends %o

- . help encourage productivity. Another Achilles heel of the forecast modeis

is - the difficulty they apparently have in pre-identifying and reliabjy
foreasting an economic turning point, suchas that predicted in the 197p-

emphasize demand and overlook the supply side and the incentives that

M

‘.) ’n

- 80 situation. As demonstrated by the experience in late 1979, the modef?s., ‘
J

The major

macromodel
forecasters *
and other .
Sources

Weaknesses

_ and

limitations
of the
neo-Keyhesian

ch"OMOdels
it Gat)



10

Major
forecast

assumptions

Major
forecast
areas

A~

Inflation -
outlook

in common wijth less sophisticated forecaslp techmques have limited

ability to predlcl the behavior of consumers, especially where consumer

demand isfortified by a large, not clearly measureable, supporting fund of
- tredit resources and liquid savings. Like other forecast methods, the
-econometric models are sensitive to disturbances in their underlying
assumptions about major factors in the economic structure, public policy .

commitments, and essentially unpredictable political-economic

contingencies—the probabilities of which must be assessed by essentlally :

sub_]CCllVC; mtumve methods:

The paper examines w1th at “least a broad brush’ treatment theé

‘uncertainties surrounding major forcast assumptlons such as those relied

upon in recent DRI forecasts: (1) fiscal policy and budgetary posture, (2)

monetary policy and the interest rate ‘structure, (3) energy prices and

avallablllly, and (4) the posmon of the dollar and the state of world

economies. ~

$

“With this,groundwork, the dlscusslon proceeds to an analysls of major

forecasts in a list of forecast areas, including (1)-the inflation outlook (2)

the gross national product (GNP), (3) consumer spcndmg, (49 busmess.

fixed investment, (5) mventory behavior, (6) interest rates, (7) housing, (8)
auto production and sales, (9) the government &cror, including separate
treatment of the state and Jlocal sectors and the federal government, (10)
employment, unemployment, and productnvnty trends, (11) industrial
production a
these forecast.

reas represent “dependent variables” that are projected by

computerize macroeconometric models on the basis of their systems of

assumptions or mdependent variables.” In some cases, such.as defense

spending and government operations, they represent detailed

mdcpcndent analysis and mformedjudgmcnl about.future developments
in the early 1980%s. : :

N«

" In the inflation area, thé paper pomts out, forecasters generally prcdlctcd .

that inflation will continue at recent double- -digit rates. or possibly worse,
through the first half of 1980. Demand pressures are expected to recede
slowly, and the December 1979 oil repricing effects will continue to

pcrcolate through the economy. After this process is completed, inffation.

is expected to fall back to high, single-digit figures. The impact of higher
defense spending and posSlblc dcparturcs from the relatively restrained
budgctary posture mapped out in the 198] budg,et Is not-much takcn into
account in these mﬂatlon forecastk, althoug,h it is recognized that there are

“capacity utilization, and (12) defense spending. Usually,

risks that economic and polmca/cvcnts mdy cause hléhCl‘ than-expected

rates of price incréase.

11
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.~ Gros§ naéo‘_nal )pr'od'uvct (GNP}, the heart of an econoric forecast, was

+ . generally predicted to-decline in,relal'\t,er'ms (current dollars coffected for . NI

" * , inflation) by:some [ or 2})erc¢nt int 1980 below thay of 1979. The gerieral ~ The GNP .
.+ flavor of the coffsensus-type outlook is givenby 4 total GNP of some §2.6 - outlook

#°  trillion in clirrent dollars for 1980 as a-whole, subject to an inflation -~ -~ ©

L cdfrr;ec;tion factor in the 9; to 10-percent range. In terms of constant 1972
.. Mdollgrs, the .1980*GNP would be "somewhat ‘over $1400'billion versus _

©" $1432 billion in 1979; There.are recognized possibilities of a smaller L
* ° percentage' decline i real GNP, but the jymajor-risks contemplated by . '

- forecasters.in January 1980 were that the recession would be deeper. Thet, >

DRI forecast of January 1980 foresaw recovery in terms of réal GNP

»¥. growth rates in tt‘li’é:2.5_-pelr,cent range in 198 'l»an"dA-percent' range in [982.

. . .
e e
PN RS . s . N

) ~ N . . B A ) . " . N . A he i <
-+, The paper traces in some.detail the expected recession pattern of weakness . CO"S;f"e’ p
.. and declihe in consumer-spending and business fixed investment, major | Z’f‘i';né:f |
‘ .c"o"'mponen'ts (roughly. 64'pércem'and 11 percent, respectively) of the GNP investment
o o . . - : . o o . . ' .

. R
- ~

_ ‘FQrecz'i-ster's found strength in the: relatively restrained or*lean”inventory + ' = '
~. - position of business, which they feltwould stave off the possibility of large  Invenrory
", < or volatjle inventory movements that mighg aggravate the expected busi- | behavior -
"nés's-doWnthgn.‘CO'ns’idverable‘r_is_lawas recognized by some that a reversal £y
of the recession forecast could lead to explosive scrambling by businesses
Lo ¢ - .

to restock their inventories. . - - - : _ ;o

It was generally believed that interest rates had already péaked or that
* they would peak early in 1980, with the possible exception of long:term -
bond rates.. Mid-February I 9_80-d‘eve}opments suggested that even long- - Inrerest
} term bonds were being temporarily taken off the “untouchéble’,’}list; rates
f  signaling a leveling-off or possible decline in their yields, Most forecasters
' believed that the projected decline in interest rates will be slow in 1980-81. : _—
- * There were dissidents who felt the risksof continued high intetest ratesare \J
| teal'if inflation control is not appreciably effective.Some felt that “nomi- ’
nally” high intc{rest rates"(bu} low real rates after subtracting gxpected
.inflation rates) combined with relatively loose credit remain the orderof

|

the day and may felp continue the inflation.” . - R
' <L : EEETRNRN
The housing and autoe sectors, both expected.to be sources of weaknessin.
the 1980 econgmy and possible contributors to recovery in 1981, are  Housing and
~ examined in some detail. There is room for various shades and qualifica- =~ aufos o
~tions of optimism and pessimisg irfs both housing ‘and autos in the G —

near-term 1980’s. ' S

- . .
¢ * .
h
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Government

- sectors
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Federal

budget- -

3 1981

")
e

The government sectors, state and local and federal, constituting some 20
percent of the GNP at recent levels, are regarded as probable sources of
constraint or as at least a leveling-off tendency in the 1980-81 economy.

The impact of government on the economy may be viewed both in terms
of the size of government purchases of goods and services as a component
of GNP and in terms of the mode of financing overall operations, i.c., the
resultlng budgetary posture of b,ildncc deficit, or surplus.

thtlc or no real growth in total purchases by state and local governments
is forecast over the next year or so. This represents a sharp deceleration of

" state and local purchases from 1979 levels. Some gradual expansion of

state and local purchases i1s anticipated with the predicted economic

.recovery in 198). Frdm the budgetary Standpoint, the overall state and

local position is expected to shift to a-substantial deficit (in the $12- to

14-billion annual rate range) as against the record surplus position of a-

year: or so ago. Thus, while state and local purchases are expected to
remain level-—held in check by tax and spending limitations and a clamp-
down on increases in federal grants—the anticipated deficit would tend,
other things being equal, to be a stimulative or inflationary factor for the
economy as a whole, particularly if some indirect “accommodation” of
thcsc fmanmal demands is made by federal monetary authorities.

scal year 1981 is expected to provide substan-

; ense or defense-related increases in spend-
ing beyond budggf-planned levels. Some are concerned that the federal
budget may swing too sharply toward restraint in 1980-81, generating a
too high employment surplus (the surplus that would be produced under
existing tax revenue schedules at a high level of employment). This fiscal
drag-element is regarded as “tighter and tougher than in most election
years” but should be ameliorated in light of the rise in defense spending,
“election year slippage,” and business investment outlay response to the
defense buildup. Some cautionary attitude §n the budget posture is justi-
fied in view of inflation trends. While tax cuts are a possibility in 1980-81,

The fedcral budget for the
tial fiscal restraint, ba

- they are not factored into the official federal budget, which counts on -
substantial revenue from the oil windfall profits tax  not yet passed by
. ‘Congress. All this lecaves open to speculation possible chCrm tax

reductions to redistribute windfall tax moneys to the public ofto encour-
age productive business investment. The issue of tax cuts in 1980-81 is
complicated by growing doubt and uncertainty on whether recession or
austere fiscal policy to create slack in the cconomy really helps curb

.inflation in view of what is regarded as a high underlying inflation rate

13
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component due to the inertia of the cost-push, wage-cost spiral and other
“institutional ™ factors that are not susceptible to conventional restraints
in demand. "
From the standpoint of education programs, the early 1980 are CXpLCtLd
to bring a tapering down of federal aid to the states and localities. The
substantial growth rate in federal grants-in-aid will be replaced with a
more level funding situation subject to squeeze by inflation. This, together
with state and local tax and spending limits, will further complicate state
and local cfforts to deal with inffationary rises in the costs of fuel.

transportation, and other operating necessities and add a further squeceze
on measures to adjust salaries in line with i increases an the cost of hiving
(adjustments already estimated to be 12- to 15- percent behind the rise in
Inving costs). The paper analyzes in some detanl the federal aid programs
tor cducation in the federal budget. mdudmg the major youth education
and lmmmg initiative, and the prospects for slowmg in the rate of growth
in federal aid to education and related arcas in the carly 1980%. The
slow-growth or no-growth trend in federal grants-in-aid programs gener-
ally: will result in keener u)mpclllmn among various social program
mtiatives. The federal government’s LHmls to cope with the situation by
allocating slimmer means among. u)m‘umg needs and goals will be
complicated and made less palatable by the apparent paradox of
stagllation  the persistence of an uneven margin of uncmployment and

underutilization of humdn and ()Ehu resources in the face of a mysterious
and virulent inflation,

In lh'c.,;cmpl()yniCnl-uncmpl()ymcnl arca, the paper reports forecasts of a
rise in the unemployment rate to the 7- to 8-percent range at the projected
recesston peak, generally anticipated by mid-year 1980 or possibly later.
These forecasts are made in the face of recent stubborn strength in the
labor markets, although the economy was supposed to be already in the
foothills of recession. Analyses of employment, unemployment, and
related productivity trends note the somewhat puzzling dechine i in labor
productivity, some of which is attributed to labor compositional Lhanbcs
and some to the 1Lu)&m/uﬁum)muum of cychical weakness in produc-
tivity 1n periods of recessibn and slow growth.

CHje 1980-81 cconomice scene presents a severe test for both the economic

forccaster and the policymaker. Economic developments continue to
throw off mixed signals and compel almost kaleidoscopic revisions of
underlying assumptions. Gleamngs from the financial press as of mid-
February 1980 retlect continuing doubts and hesitations. Economists
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generally continued to forecast moderate recession, with slow and weak
recovery—handicapped by inflation, overhanging debt, tight credit, and
tax restraints—after the recession ends. But after the seemingly endless
wait for clear recession signs, they were reported to be more nervous
about specnfymg dates..One major forecaster continued to adhere to a
recession-prediction but conceded that the probablllty of its not happen-
ing was being upped to about one chance in three.

Some financial press reports as of near mid-February 1980 indicated that
a growing minority of private economists are defecting from the band-
wagon view of impending recession. Others who cling to the standard
recession forecast are found to be postponirtg its onset by another quarter
far so0 or shortening the odds against the recession scenario.

The forecast status as of mid-February 1980 suggests that even if and
when the long-predicted downturn of 1980 Raterializes, it will embrace
cconomic disturbances and dislocations due to external political events
and control measures that will basically alter its originally predicted
character as a phase of an aging business cycles s\

§ v _ -
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ECONOMIC OUTLOOK FOR THE EARLY 1980's:
MIXED SIGNALS IN A CHANGING SETTING

§

\ .
\

1. Introduction’.

" A." What this paper seeks to do »

This paper is an essay on ‘economic uncertainty in the context of the
economic outlook for the early 1980’s. Designed to be both reportorial
and analytical; it examines the consensus and the range of forecasts for the
U.S. economy in 1980-81 from the vantage point of mid-January 1980.

For a variety of reasons, uncertainty is, of course, the overriding factorin
the forecast'tor 1980 and a considerable period beyond; 1980 is a year of
little firm promise; and forecasting—always a risky business—is beset
with an unusual number of hazards and difficulties at this time. The
reader of the daily newspapers, financial columns, and the more spécial-
ized financial press—Iet alone the sophlstlcated macroeconometric model
forecasting services'—is well aware of the pervasive nature of present
forecast risks and uncertainties. The source of uncertainty- is at least
fivefold: (1) the critical turn of international events in Iran, Afghanistan,

and the Per51an Gulfarea (2) the unfoldmg scenario of an unprecedented
inflafion’process, (3) the repercussions of a drastic new monetary-interest
rate policy, (4) inherent difficulties in forecasting at a transition point in
the economic cycle, and (5) new doubts about the strength of the econ-
omy and the forces sustaining it. This paper will not belabor the obvious
on this point, but will explore the forecasts in some structural and sectoral
detail, and look into some littlérecognized sources of forecast uncertainty
and confusion. It will examine the anatomy of economic forecasting and

its problems and limitations in the light of the evolution and devolution of

neo-Keynesian and national income economics. It will add some com-
ments on the implications of current economic outlook analysis for the
development ‘of applied cconomics and for policy commitments in vital
areas of public expgnditure and taxation.

1R
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{nterest rarey

B. Highlights of the consensus forecast

The highlights of the apparent consensus forecast for 1980-81 are not
difficult to summarize within brief compass. The summary almost by
itself formulates the questions about the course of the economy and its
paradoxes. that present»theme\lt/es to t{le thoughtful observer.

The economy is expected to slump or slide into a recesslon——usually
characterized as relatlvely mild and brief—if, indeed, it is not already in
one. The trough of this slowdown will be reached about mid- -year'1980 or
shortly theréafter, to be followed by a relatively prompt recovery, Many
believe the recovery may obliterate most traces of the downlturn by
Elgction Day, November 4, 1980. Since any forecast represents one of a
cluster of poss1ble outcomes each with its own probability weight
attached, it-is significant to note that apparently only a minority of
forecasters believe that there is much chance that actual developments will

turn out better than the relatively benign scenario embodied in the
consensus outlook. It is also}dz borne in mind that the currently

LV

predlcted recession is a highly elusive phenoménon. It is the recession that .

is not there. This reluctant dragon has defied numerous predictions
throughout 1979 that" it would soon emerge, and its existence or
immifience was rudely rejected by the unm1stakable statistical evidence of
econpmic strength, robustness, and: resilience in such ljey indicators as
retaik sales and unemployment that emerged in the last’quarter of 1979

Most forecasts hold that the unemployment rate, about 5.9 percent as of
year-end 1979, will rise as an almost necessary feature of a recession, but
will not go above some 7.5 to 8 percent of the labor force at its worst, a
point to'be reached-in the fall of 1980.

The paradox of stagflation will continue to plague us and enter a new and
ing aspect. In sp1te of an expected appreciable downturn—in
cent range—in the gross national product (GNP) and rising

unemploym
will be moder
recorded in 1979. There seems to be little question among the consensus
forecasgers that the inflation rate will continue at a double-digit rate in
1980, possibly in the 10.5- to 12-percent range for the year 1980 as a whole.

.

Interest rates are generally believed to have already reached their peak

and to be on the point of edging downward over the year 1980, although -

still under the influence of the new austere Federal Reserve Board policy

17

, inflation as measured by the consumer price index (CPI). |
d only slightly below the 13.3-percent annual increase it -
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on interest rates initiated by Chairman Paul A. Volcker early in October
1979. - - '

w R

» N

Corporagfe profits in, the aggregate may, continué to rise in 1980, but the
increase'may be less than the inflation rate, and the profits picture will be-  Corporare
spotty and uncertain. The total profits picture will be bolstered by large  profits and
further increasesvfor oil and other energy companies and possibly by the Z:,I,',z:?;g,,};;
defense-oriented industries. Some observers believe that if the oil profit
increases aré removed from the analysis, the remaining profit total may be

somewhat, probably slightly, lower in 1980 than in 1979

Even these consensus-type predictions are doubtless made with implicit

reservations. The errors of economic forecastijg in the recent past demon- B Ecohomy has
strate that many of the key indicators (major omponents of the economy  life-of-its-own
itself) seem to “have a life of their own” ancf stubbornly resist the sup- - sy"dr_ome

posedly predictable behavior pattern expected|.of them ‘on the basis of
accepted economic doctrine or past experience : g

C. Administration posture _

. . A
On the very eve of President Carter’s budget and economic report, the
Administration was reported to remain uncertain as to how the economy,
which continued to defy recession forecasts, would perform in 1980; it
remained torn between. the objective of reducing U.S. dependence on -
foreign oil by the orthodox but procrustean restriction-rationing tech- ~
'nique of permitting gasoline and heating oil prices to rise further and "<~
anxiety over the severe cost-push and related effects this would have on
the U.S. inflation. '

In the face of these uncertainties and choice problems, the Administra-

tion’s basic forecast was reportedly in line with the “standard” 1980  Te srandard
forecast of most analysts: a mild recession in the first half of 1980, an  forecast
average annual unemployment rate of 7:4, and a consumer price rise of

some 10 to 11 percent for 1980 as a whole.

Yet financial press reports indicated as of mid-January-that the Adminis-
tration was still debating, or at least not ruling out, both possible tax cuts,
antirecession spending increases in the form of job-creating projects and
public works programs. The Administration’s practical policy posture
was reportedly described by a former official economic adviser, still in

O
]
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close touch with Admlnlstratlon pollcymakers as“adjusted to the facts of
' the present rather than to the forecasts of the future.” The present ecos.
‘nomic situation was described as a “soggy plateau” and the task of
economic policy formulation in 1980 likened to a “ballgame . . . played
under ‘a smoking volcano.” '
As January 1980 wore on, the delay and uncertainty of the long-heralted
Confusing . recession were enhanced by further unfolding of news of strength of the
signals ( economy. Well after mid-January 1980, key indicators continued to show
that the downturn would be delayed and would be, if anyt?rin'g,imilder
than previous estimates. Housing starts in December 1979 were found to
~ have edged up by 0.3 percent, in contrast-with the 14- percent decline in
November and in the face of unprecedented mortgage interest rates and
tight money conditions. Personal income increased by a seasonally
adjusted 1.1 percent in December 1979 andponsumptlon rose by 2 per-
cent, apparently financed in part by a reduction in the consumers’rate of
personal savings to a new record low level. In addition, Federal Reserve
data showed the nation’s manufacturmg plants continued to operate at
| over 84 percent of capacity in December 1979, unchanged from
—November. The latest data (for the week ended January 9, l980)/a
showed that the basic mioney supply (currency in circulation plus cheCking
accounlts in commercial banks) had declined less than had been expected
by experts, while a. more comprehenswe measure: of the money stock,
including time and savings deposntﬁm commermal banks exclusive of
large certificate accounts, increased> Money markets responded with a
spurt in short-term nterest rates. , } -

I

Desplte prlmary attention to.the relatlvely routing® ems of stagﬂa-‘

" Senseof ~ tion,’”and the curlously tenacious stablllty of the ecd)nomy, which atworst

economic . showed signs that its expansionary. force was “running out of steam
}Z:Z:;Zgg. there was a note of forebodingand a pervasive sense of grave threats to the
~nation’s basic economic and military security and the not entirely remote
possibility of movement to a mobilization basis with mandatory direct

controls on prices, wages, and the utlllzatlon of energy and materlals

v Gold prices meanwhlle continued their'spectacular rise, reaching $820 per
Gold frenzy ounce as of January 17, 1980. This market was followed by some “correc-
Z’;‘fn;’;‘;";zl‘:_ tion” in subsequent weeks but remained strong. There were indications
tion policy that the Admln.rstratlon’ s “muted response” to the new frenzled phase of

gold buying suggested a possible shift or adaptation of its previous
policies with respect to gold that were designed to dampen private gold

speculation and ultimately to phase out the role of gold in the world’s

L v .,
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monetary structure. Gold had come to be recognized as a baromefer of

international anxiety, of weakened'faith in the dollar and fmancral mstltu-"
tions, and of return to a form of economic prlmltwrsm

[ ]
~

tinued “strategy of restraint.” Yet] the economic background was des-

'In his’ message on the,1981 budg}rﬁtemdent Carter announced a con-

cribed im terms of his pflojection that “the long economic recovery

occurring throughout my first term may falter this year . . . therewill be.

some "decline in GNP during the course of 1980 followed by renewed but

-D.  Paradoxes and queries s : : | >

The economi;é)utlook for the early 1980°s and the related tasks of pollcy
decision making underscore a number .of fundamental paradoxes and

‘questions which have increasingly plagued thé economy for more thana

decade. Let’s restate them brleﬂy The dLscussron that follows may help
throw lrght on some ¥>f these issues.

The first basic issue; and in many ways the n‘éost neglected ‘yet most
difficult, is: What are the causes, the components, of the persisting and

nearly worldwide inflation movement and how can they be dealt W1th?
?} H

Some closely 'related issues: If inflation cpntrol stands in the way of full
utilization of our buman and other resources, can we continue. the

unhappy compromise of stagflation?-Does the only.free enterprise solu-
tion lie in conventional monetary and fiscal policy techniques that involve
heavy employment costs? Will greater reliance on management of prices

and incomes be called for? If inflation on a substantial scale seems tg be .
- the price of continued, reasonably full employment, what measures need_

¢

to be instituted to allow people to live wrth it more ratlonally a"nd -

equrtably" ' : - "

More rmmediate to the present fiscal situation: What accounts for the

. inexpected and recession forecast- defymg strength of the U.S. economy

as of mid-January 19802 What revisions in our forecast techniques and
theoretical framework are called for to help remove thrs kind of confusing

~ uncertainty for future policymaking?

SO 20
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v To what extént is the confusnon aboutinflation and the economic outlook
,.due to (1) mismeasurement of major indicators, (2) defects in such stand-

- ard statistical measures as the CPI, unerﬁployment money supply, and

productivity, or even (3) failure to reach a still inadequately measured

. ; . segment—:the * ‘underground economy”—hidden from official and other

information systems because of tax evasion, undocumented alien opera-
tions, or other factors?

FOOTNOTES

'Macroeconomemc is a term that combines the more usual dictionary terms

“macroeconomic” and “econometric.” It refers to the use of mathematical and statisti-

cal techmques to analyze and make quantitative predictions dealing with broad

economic aggregates, their interrelationships, the deternfhation of national income

and output, and the equnllbrlum of the economic system as a whole. Macroeconomics

is in contradistinction to microeconomics, which is concerned with more limited areas -

'/[\ of economic behavior and activity, such as the individual or houseHold, the business
firm, and the market for a partlcular commodity.

. ?Budget Message of the President. The United States Budgt in Brief, Fzscal Year
1981 Washmgton D.C.: Government Printing Office, January 28,-1980. p. M3

- . - ‘ e -'\

Y , *
> \ . .
" Y
» |
18




| i,
o

.- ) d

AN

/ .~ IL" Overall Economic Outlook Uncertainties

- . - ' , ~_
A. Year-end doubts and mixed signals

Toward year-épd 1979 an'uneasy consensus seeméd to be shaping up that

ﬁ'};lhe long-predicied recéssion was beginning to materialize. Forexample, a

\ - poll of 42 major economic forecasters, published in Robert J. Eggert’s
;- Blue Chip Ecortomic Indicators, showed that the average forecast pre-

4

dicted that the inflation-adjusted -gross national product-(GNP) would
showia decline at an annual rate of 1.5 percent in the fourth quarter of
1979 [(1979: 1V)s then a sharper decling in 1980: I-1I. This forecast,
howgver, was an average that tended to conceal a virtually unprecedented
rangg of differing estimates. Indeed, a minority 6f the forecasters polled
were reported to be he opinion that the recession had yet to begin; : \
some did not expect any real. recession in 1980.! ' ' )
Year-end 1979 was not only a period of yariation among economic _
outlook specialists, but also one of revisionism. In general, the revisions ' Revisionism )
‘tended to scale down previous predictions for change in the GNP but to
scale up the forecast rate of inflatfon. Professional forecasters admitted
“that the 1980 outlook was.far from being firm and was indeed one of the
most per’p/uexing in the relatively brief historg of economic forecasting.

It is not difficult to speculate on the reasons for the lack of clarity and ‘
firmness in the year-end 1979 outlook. Fhe uncertainties were of course  frah-Afghanistan
aggravated by the unfolding Iran-Afghanistan-Persian Gulf crisis, by,the  andthe end

. o 7 detent
apparent end of detente, and by the ominous- possibility of a _@vnder of detente
spreading political-economic crisis leading to grave threats of curtailment L &
in the nation’s—and the world’s—available oil supplies and. growing | {

military involvement. But basic uncertainties are also inherent in the-

technical capacities of the modern art of econometric forecasting, which

have recently undergone a period of severe buffeting of their simultaneous ‘
equations based on past relationships and, in any case, have their severest

test in handling turning points in the economic cycle, particularly under

novel and untried circumstances such as the present. \ - .
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~~ The earlier consensu“‘s—uneasy and tentative as it was—was shaken by
Challenge ~ new economic signals appearing in December 1979 and January 1980. In
Z;;?:nsus the face of the more austere Federal Reserve monetary and interest rate
policies emerging on October 6, 1979 (the beginning of the new Volcker -

era) and mixed domestic economic trends including important ones that

were clearly recessionary.in character, the U.S. economy began to display
an unanticipated “resrhency” and “robustness.”

The rate of unemployment declined in November 1979 to 5.8 percent from |
— 5.9 percent in October. This heartening piece of economic intelligence was

hardly consistent with the on\comlng reces#ion theme; although qurbh&;\\

could point out that while total employment increased at the same ti

its rate of increase slowed

— - .
; . FEP p L i . . 1 !

- Another pleasmg, but to the consensus foreeaster discordant, signal was .

Robust the feport of a sharp rebound of retail sales in November 1979, which
;‘;’:;ZZ";’ reflected a ].8-percent increase as agalnst a 1.7-percent decline in October.

Moreover, as reported in the ;mancral press, the revival of consumer sales
was apparently broadly based, coveringa considerable range of industries
and economic sectors. This. robust new note was interpreted by some
financial press commentators as presentmg or contmumg ‘a polxcy
: dilemma for the Administration in its upcoming economrc and budgetary

}) o decisions, partrcularly ith respect to whether tax cuts should be included
: ' in the January budgetx}ans 2 Those inclined to discount the consumer
sales rise suggested that expectations of future inflation and supply dis-

ruptions rather than basic, healthy consumer conﬁdence underlay the

, drsconcertmg upturn in the sales totals. . (

N\ ~~ The mixed signal effect was somewhat enhanced by a l-percent increase in

Mixed - business inventories that developed in Octqber 1979, followed by a 0.7

i’})’c’;‘x A percent rise in November An inventory increase is a form of investment:

_ . . that itself constitutes a stimulative 1ncome-contr1but1ng factor in the

’ standard  neo-Keynesian national income analysis. But an mventory

& , change contains ambrgumes with respect to the circumstances that pro-
- duced it. If it represents a healthy response to an increase in consumer

| -sales, it is part of an expansionary process. But if it is interpreted as

\ ' reflecting an involuntary accumulation due to an imbalance between
» business output or purchases and sales, it may be regarded as a harbinger
‘of future production cutbacks. Inventory liquidation isa possible sequel

that is a recessionary disinvestment factor. Analysts who looked at the
October 1979 rise seemed to conclude that it was not an indicator of a

/
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O serious imbalance. Moreover, the November development suggested that
inventories were not put of line and were “lean,” forestalling a possjble
D%@iye\li_quidation,” such as occurred inithe last r'eces"sion in 1974475.
~On questions raised with respect to,the special problems of the U.S. auto
industty, more will be &aid in a’later section. - - |

In sf)'ite of the persisting basic consensus that the nation fates a recessign
in 1986—mild, moderate, or moderately severe, depending upon the Seeking
semantic shadings of the particular forecaster-the net result of the mixed - fora.
economic signals and some irresolution in both economic theoretical S
veq}lipment‘ and forecasting techniques is that there is still confusion and
uncertainty among analysts over the continuing stubborn strength of the
- economy as of mid-January 1980. There are indeed skeptics withregardto
~* the long-promulgated, long-delayed recgssion dévelopments. Adminis-
tration policymakers still were left inthe position of awaiting a clear sign
: tha_tt _the expected f_ceessic_)n had actually m_at_\eriglized. According to -
~ "observers, such'a sign would have te be a definite increase in the unem-
“ployment rate, in contrast with what is regarded as the' inconclusive pat-
- tern of month-to-month variations that occurred throughout 1979 and
some months before. Unemployment still probably outcompetes inflation -
for the title of the most socially painful symptom of economicillnessanda .
key item in the continuing and sometimes too complacent policy trade-off
=~ between une’mplgyment and inflation. '

A

~B. s the 1980_ recession real? -

The lingering uncertainty about the recession consensus is well illustrated
by the treatment in the Citibank’s Economic Week of January 14, 1980,  poubssas to
- which begins with a heading: “Can We Sideslip- a.Recession?™ The the reality
questioning of tfe consensus view is based upon the initial observation | ;’Zc‘;slszio
. that the U.S. economy has much more momentum behind it entegring 1980 :
. than earlier data had suggested. This momentum is evidenced by the
Déecember 1979 employment-unemployment figures, strong retail sales, a
lengthening of the manufacturing workweek, and a probable rise in o
industrial production in December 1979 in the%l.o-percent range. =
Recognition was given to the announcement by the U.S. Commerce
Department’s chief economist Courtenay Slater of a 2-'to 3-percent
~ annual rate increase in the GNP, stemming largely from the year-end risé
in consumer sales. All this strength emerged in the face of layoffs in the
auto industry and rising claims for unemployment compensation. While

M 24 RS
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. . . .
s .
the Ecognomic Week questioning admits the possibility that real growth of
GNP may continue into the early months of 1980, it concludes thal onlya .
fortunate and highly unlikely combination of developments could dis-
credit the standard recession forecast for 1980. Récessionary factorsgited
include weakness in the housing industry due to"high interest rates'and
tightne$s of mortgage ‘money, slowness of defense orders in bolstering a

‘'sagging economy, dampening effects of the Soviet grain shipment ban,

and restraints on state and local government expenditures due to the
various budgetary restrictions. The only bright spot this analysis could .-
conjure up asasource of sustenance to the predicted decliningeconomy of
1980- was consumer spending, supported by either-rapid money income
growth or a slowddown of inflation which would enhance real buying

-power. The Econbmic Week analysis;doubted either source of possible

growth of real consumer purchasing power and adduced a final pessimis-
tic uncertainty about the value of the dollar on' the foreign exchanges.
which. could nvite further tightening of the Volcker monetary-interest
rate policies. Ending on a final ambiguous note, the analysis took the
stance thateven if there were an increase in real outputin 1980,.j$woulﬂ"be
weak and would not constitute “prosperity.” Inflation would ease only

'slowly—in 1981 and after. By February ‘11, 1980, Economic Week was

hedging its bets further. It adhered to its bdsic recession forecast but -

- conceded that the probabilities had shifted to a one-in-three chance that

there would be no recession.in 1980. . o o

C. Post-Afghanistan fevisions-: official and unbfﬁcia_l views

As the economy continued to expand, parficularl a8 reflected in a
l.4-percent real increase in GNP in the fourth quatter of 1979, White

House Press Secretary Jody- Powell reported.that the economy “has

“shown-itself to be stronger than most people expected.” With the excep-

tion of automobiles, the U.S. economy was seen to be entering 1980 witha

~ “relatively good balance between (inventory) stocks and sales, which

should be helpful in keeping the downturn from being sharp and of great
duration.” Regret ‘was expressed that the personal savings rate had -
dropped because it reflected inflationary-expectations, representing an

inflationary psychology leading to higher consumer spending that will

breed still more inflation “unless we’re able to turn itaround.” At th‘e'-,'same
time, Courtenay Slater was reported as saying that consumer spending
was largely responsible for the recent persistent real GNP growthrates: “It

. was the consumers that kept us out of recesé_ion.” As Dr. Slaterexpanded " .
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| In.other official quarters
“the Treasury G. Willia

-and the prospect’of stegped-up military spending. In a recent interview
- reported on Januaty |

“You see-a snowstorm co

- . L)
. It

: . /} . . . N .
~ on'this theme: “It was not that consumer spendiﬁg’\_l\%s booming, which it
- was not. ‘But compared with what we ‘might h‘avé\expected, given the

squeeze on real incomes because of higher oil prices and other factors,
consumer spending ‘was stronger thah. what we. suspected.” Still she
averred, *I think that we have to view some brief and.moderate recession
in the first half of this year as fairly.inevitable.™ Apparently this latter

qualification was in line with advance views of the official Administration -
forecast for 1980, to be released with the 1981 budget on January 28, 1980,

which was expected to predict a recession with unemployment {ising to

.about 7.5 per'ce‘nlg’. by the fourth quartei~ef 1980.4

A R
' e outlook for the recession—-already widely
recognized as delayed gnd possibly mi}d—was reviewed ‘by Secretary of
Miller in the light of new international tensions-

, 1980, Secretary Miller indicated his belief that
the expécted recession would be “a little shallower and a little shorter” as a
consequence. More(_).ver, he indicated, the new expa sionary thrust of the
economy caused by the renewal of cold war with thé Soviet Union would
make a tax cut “in these uncertain times” even less likely.

Secretary Miller’s assessment of thelatest prospects for a shallower,

- shorter recession in-1980 was said to be based on his opinion that the

economy is likely to be spurred by a psychological pickup. Still,. the

forthcoraing budget forfiscal 1981 would be based upon what was charac- -
_terized in the press report as “classic economics”™: The underlying assump-

tion predicts a moderate recession through, the first half of 1980, with a

~second-half recovery, although the outlook had been changed. by the

“disturbances in the Middle East” and their possible escalation. Pentagon

purchases could be expected to accelerate in order to improve prepared- -

ness, thus creating an earlier impact on the economy, whether or not total’

" defense spending was pushed beyond the alreddy planned real growth,

level. Another factor cited by Secretary Miller: Both businesses and
consumers would react to the potentially explosive world situatiom by
making investments and purchases that otherwise might be madé at a later
date. As TSecr'c:tary Mille;ﬁu‘t it: “This is fh‘e, tendency of human nature.

Ing, you get an extra bottle of milk.” Yet, the
Secretary indicated, the cost of increased military preparedness would not
add to inflationary . pressures ‘because other programs would be held

. down. As a result of this displacement, “The newbbudget"ové_rallvo“n’an
+ inflation-adjusted * basis ‘has no increase in spending in fiscal 1981,

. according fo Secretary Miller’s prediction.s ..

IR~

-

4 Rl

—

.

25 .-

e






o .
IC

 Provided by ERIC.

* .
3
F—
I3
4 N B
1
3
>
.
: B
\



Experts
differ,

some

“begin to
“backpedal”

The January 28, 1980, Business Week reported lhdl “husmcss holds firm
despite the downbeat forecasts™ while economic statistics were reported
as continuing to pmnl toward a sottunng in the cconomy, business
“stubbornly refuses to take the fall.” Superficially contradictory notes
were detected: A low. level of consumer and business optimism was

reported for December 1979, with a reduced inclination to spend. Yet,
‘with all this caution about the future, actual spending overall had not yet

declined, except for autos and, in the immediate prospect, housing.
lncomu were being sustained by employment gains, spreading even into

.fmd ufacturing, where a decling had previously been generally antici-

pdl :d. On top of all this, the latest surveys of consumer attitudes disclosed
*so worscnmg, both in how pcoplc view the future and their spending
intentions.”™ An example was given by the consumer sentiment index of

“the University of Michigan’s Survey Research Center, which was reported

at néar record low levels, as revealing evidence of a decline in the anticipa-

.tory or* ‘buy-in-advance” psycholog,y that had previously been a prop to

1979 buying by consumers.¢

-

Business Week's January 28, 1980, “Economic Trend” featured a signifi-
cant article announcing' “Recession Prophets Start To Backpedal.” Late
1979 economic results, it indicated, had caused forecasters to “question
the validity of results churned out by their computers™ and to “wonder
about the tnevitability of the 1980 recession.™ Its highlights also included
rcports that several economists are now.turning-out “no-recession fore-
casts.™ A brief summary of these for€casts and the probabilities attached

~are set forth below:

® Otto Eckstein of Data Resources Inc. (DRI)indicates that the odds
are “10 percent and rising” that a recession will not occur.

e Michael K. Evans puts the probability of no recession at 25 percent.

® George L. Perry of the Brookings Institution expects a slide into
recession but allows a 33-1/3-percent chance that it will not occur.
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One obhque but important comment on standard forecasts and their
“@Urrent troubles- with consumer spending behavnor,;,ﬂ\ﬁ/hlch defies the

behaworal assumptions underlying forecastlng models, is by Fedcral
Reserve Board Chairman Paul A. Volcker in a January 15, 1980, news
conference, “We’ re off the map In terms ofcslabllshed cconomic relation-
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Those who adhered firmly to the recession forecast include Lawrence R,
Klein of Wharton Econometric Forecasting Associates. He, along with
most cconomists, took the position that labor markets cannot remain
strong with key industries like autos, housing, and tarm-related industries
affected by the Sovicet grain Lmb‘u&,o turning slack. The “ripple ettect™ of
all this cannot be long delayed in their view.?

Finally, a variant interpretive note appeared in late January 1980 that
suggested that the “puzzling cconomy, stubbornly resisting recession,

appears headed into a period of sluggish growth, which many analysts

believe is the best path toa U'adual reduction of the inflation rate.™ A “top
Carter administration cconomist”™ was quotLd as sd\ln&, ?1 don’ t see any

fourth quarter (1979) numbers consistent with'the view that the cconomy

1s heading into recession™ but addnd thatit’s a“good bet” that there will be
a downturn sometime in 1980.+ Another government analyst said, “We
could be looking at an economy that's just moving sideways for the next
few months.™ t

/

D. Events, forecasting techniques, and the twilight of
. neo-Keynesian macroecqnomics

MTherc are obvious uncertainties in “external” events — cconomlc policy,
political, military, technological, and others—which may 1mportantly
shape the course of the nation’s economy. Assumptions or forccasts about
these exogeneous factors® are.necessarily subjective and intuitive. An
economic forecaster cannot be faulted for inability to foresee the unknow-
able, although uncertainties of this character may in effect swamp the
finest technical efforts to predict the economic future. The most that can
be asked in this regard is that the economic forecaster choose a realistic
and tenable assumption or outline a range of possible developments, with
some kind ‘%f)robability weight attached to each alternative outcome of
events, whict® can then be explored by means of the miracle of the
computerized macroeconometric model.

It is important to have the best possnble mtelhgence about the llkellhoodl‘;-;?.-*

of these external factors. But the moré immediate and practical concern of
the economist, the economic policymaker, and the concerned citizen is the
probable response of the economic system to exogeneous factors. Here we
, {ind another source, another type, of uncertainty. It is essentlallythe same
as the Gmcertainty, the loosg-jointedriess, we encounter in examining the
ability of the forecaster tg” predlct directionally and quantitatively the
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unfolding of the economic cycele in terms of its own forces, vectors, and
internal dynamism. Past relationships do not necessarily afford a guide;
and in many areas, large and small, they ma#clearly no longer operate.
The cconomy no longer seems to follow the accepted rules. There is no
assurance, for example, that a recessionary decline in demand and pro-
duction volume will reduce the inflation rate. The various institutional
“ratchet™ effects scem to prevent prices from declining. Upward move-
ment is casy but reverse changes, including compensatory price declines in
some arcas in response to price increases elsewhere, seem difficult. Pricing
policies of business are perverse by conventional price mechanisms stand-
ards. 1f demand recedes so that overhead costs are spread over a smaller
vglume, there may well be a price increase response. Spontaneous
aligopoly-type!? price increases are easy where inflation makes overpric-
ing error less likely or, at worst, ephemeral. New economic behavior
patterns—new, not well-recognized economic forces—seem to be emerg-
ing. Evenscasoned forecasters are constrained to fall back on the explana-
tory excuse: This or that part of the economy seems to “have a life of its
own.” The “life-of-its-own™ syndrome may have overtaken the whole
cconomy as we enter 1980.
{

The old trade-off rules, which gu1ded the neo-Keynesians in managing
employment and the prices, have faltered and have an uncertain validity
for the 1980’s. These rules of thumb, based on empirical observations over
the years, such as the Phillips Curve and Okun’s Law, no longer give
aszzance as to the key relationships which can be expected to prevail, for
¢kample, between unemployment and inflation rates or between employ-
ment/unemployment and GNP growth rates. At best, they need overhaul
and reformulation.

The neo-Keynesian world relied Wpon the bold but seemingly reasonable
principle that if effective demand is\expanded to absorb unutilized human
or other resources, output will respond upward and idle resources will be

.drawn into the orbit of economic activity with relatively little inflationary

slippage. In the late phases of the Great Depression of the Thirties and in
much of the early postwar period, the Keynesian aspirations were sub-
stantially realized, although an ominous premonitory low-rate price
upcreep soon developed. But for various reasons not all understood, the
neo-Keynesian approach encountered difficulties. The economy became
hypersensitized to inflationary pressure. A considerable margin of unem-
ployment resisted aggregate expansionary methods. The unemployed of

the 1970s were not the same as the previously employed and ready-to-

return-to-work brigades of the Thirties and postwar Forties.
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E. Definitional problems

Still another source of difficulty and uncertainty in predicting and manag-
ing the economy of the early 1980s is the apparent loss of relevant
definition or measurability of such vital variables as the quantity of
money, unemployment and even price levels.

The effective money supply may no longer be relevantly and reliably
defined as the sum of currency in circulation and checking accounts or as
this sum plus time and savings deposits in commercial banks. There has
been only recent recognition that in a world of credit cards, insured and
highly liquid savings and loan accounts in thrift institutions—possibly
with telephonic transfer arrangements, liquid balances with money

More comprehensive measures may be and have been developed, but their
relationships to price levels require further exploration.

In keeping with this general comment, critics have contended that inter-
preting the money supply numbers “has of late been a dicey game, chiefly
because the “current monetary measures are notoriously obsolete.” The Redefining
Federal Reserve’s revision of the monetary supply figures in late 1978 has the
been regarded by many as a failure. Under this system, M1 is currency ;"u;;‘;;
plus demand deposits; M1+ is M1 plus savings deposits at commercial
banks and checkable deposits at nonbank thrift institutions; M2 is M1
plus time and savings deposits at commercial banks other than large
certificates of deposit (CDs); and M3 is M2 plus deposits at nonbank ~
thrift institutions. The Federal Reserve has now sought to correct the
situation by adopting a new series of money measurements early in
February 1980. This is to include major changes in the basicseries of M’s,
which are employed in judging the degree of control of the growth of the

- money supply. One early report indicated that the major change would ¢
probably be the publlcatlon of a “do-1t- yourself” list of money supply
~components, including Federal Reserve estimates of a wide range of
money.quantity items—from the part of the Eurodollar magnitude (dollar
accounts in European financial institutions)that affects domestic money
growth to the changes money market mutual funds have caused in the
way people are now saving money. The additional shopping list of money
supply items would enable those dissatisfied with the old measures to “roll
their own™ according to a quotation from Federal Reserve Governor
Henry C. Wallich. Another change is said to be the iftroduction of a novel
money measure to be called L, for liquidity, embracing all types of liquid

assets, apparently adding up to several trillion:i}h’rs.

-1
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Possible confusion due to the shift in the data design is to be dealt with by

a “benchmark™ series of growth rates for the new monetary aggregates
-going back to 1973.11 . o

\
This lengthy exposmon is not entirely a digression since it gives specific
How substance in a major area to the point that uncertainty. prevails now and
u’":e“,sn':,’leo - will prevail in the future where the data used and the shape of the economy
ment bemg forecast are in doubt, under discussion, or in transjtion.
and . : . .
inflation”  Unemployment may be overstated by people relaxing between jobs and

’ ‘understated by the numbers of frustrated people who give up trying to get
' _]ObS by the partially employed and by the underemployed. Employabil-
ity is affected by legal and union-determined wage standards. Employ-

ment i the underground economy may affect the significance of
employment data.

The long-accepted and respected measures of consumer price levels have
been subjected to: challenge Tednical details, such as the weighting of
housing purchases in the housing budget items, are said to overstate

/mﬂatlon as a measure of the typical consumer’s market basket. The rude
intrusion of OPEC oil and related fuel and energy prices is said to
misrepresent the inflationary process to which normal restraining or
stabilizing instruments should be applied.

The skepticism about the CPI has recently been met head-on by the U.S.
Bureau of Labor Statistics. Commissioner Janet Norwood has defended
the present index against allegations by official and unofficial critics that
it exaggerates the inflation rate, but has announced as forthcommg some
five alternative “experimental™ measures of the most controversial index
. component—the cost of home ownership. Any resulting revision of the
basic CPI would be long in coming, the announcement made clear, since
the CPI is the best available measure, has long been used, and forms the

basis of various wage and other contracts with a cost-of-living adjustment
(COLA) feature.!2 :

All these technical matters will need continuing attention in the early
1980’s. They merit some credence but cannot be resolved in a way that
readily serves forecasting and economic management needs of early 1980.
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III. Limitations of Macroeconometric Forecasting =]

A considerable part of.the uncertainty in the immediate 1980 forecast
situation stems from the limitations of the macroeconometric technique.
A nontechnical background review of the methodology and problems of
macroeconometric forecasting is presented in Appendix A. "

. \ *
Macroeconometric models.are computerized systems of simultaneous

equations based upon past observed relationships among economic varia-

bles. Their results refleqt'the interrelationships and interplay among
variables in a way hitherto beyond the calculating ability or intuitive

perception of the most gifted. They largely follow the neo-Keynesian
approach to the national income, its components, and the mechanics of-

income generation. They have understandable difficulties in identifying
and forecasting economic turning points. Like any forecastingtechnique,
they have difficulty in identifying, predicting, measuring, and expressing
the forces of human behavior and mass psychology, particularly in a novel
and rapidly developing scenario.

Macroeconometric models must rely upon a set of basic assumptions that
depend in part upon external noneconomic decisions and events. They are:

efficient and make a great contribution in their ability to explore the
implications of alternative assumy ‘ions. But the selection of the most
probable assumptions and the assignment of probability weights to differ-
ent options in a cluster of possibilities relies upon informed judgment,
intuition,and, to a considerable degree, subjective choice. The choice of
assumption scenarios, no matter how intelligent, may still leave the
forecaster open to extraordinary surprise both in the form of unantici-
pated economic behavior and in the form of public policy or political
svents.

The major forecasters have compiled very fine records. Even if they err,
and frequently they err together, they furnish a tapgible, quantified
scenario that interested observers and policymakers can discuss, dissect,
and compare with their own more specialized view of economic events. A
brief comparative performance rating of five major macroeconometric
models, including Data Resources, Inc. (DRI); Chase Econometric Asso-
siates Inc.; Wharton Econometric Forecasting Associates, Inc.; and oth-
rs, 1s presented in Appendix B.

Q . ' 29
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IV.. Uncertainties Surrounding Major Forecast Assumptions

The practical validity of economic forecasts relying upon macroecono-
metric models depends upon (1) the realism and substantial correctness
of the underlylng assumptions, (2) the applicability of the simultaneous

‘behavioral equations relating dependent to independent variables based

on past relationships, and (3) to an appreciable extent, the stochastic!

__analysis, which simulates the impact of random shocks so as to develop
conﬁdence Bounds. A macroeconometrlc model may be technically excel-

lent; but if assumed conditions do not prevail, the forecast operation

becomes to that extent irrelevant. Moreover, the apphcablllty of the.

behav1oral equatlons and their resultant interplay may be’ adversely
affected.

, If 1979 was replete with surprlses inexplicable economic strength, and

mixed signal effects, 1980 promises to be similarly, if not more, unpredic-
table. Let’s examine briefly some of the basic assumptions upon which
economic forecasting of GNP, inflation, employment, and other forecast
variables depends heavily. The nature of the aira of uncertainty around
key assumptions is evident almost from a listing of the areas of policy
commitment and “external” economic forces involved:

® Fiscal policy and budgetary_ posture
® Monetary policy and interest rate structure controls
. ® Petroleum and other energy supplies and prices

® The value of the dollar on foreign exchanges, the state of world'

economies, and the U.S. balance of international payments.

Much of the forecast rests in the hands of these assumptlons which deal

with things with great potentlal for the unknowable and necessarily

embody intuitive judgment as to what is reasonable and plausible. In

‘some c1rcumstances the assumption virtually governs the forecast.

A. Fiscal policy and budgetary posture

Both in its major components, tax revenues and expenditures, and in their
subcomponents, the federal budget represents perhaps the single most

n

—
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important assumption in forecasting the 1980 economy. Various
approaches are possible in defining fiscal policy assumptions.

The Data Resources, Inc. (DRI), forecast as of mid-January 1980 recog-

Qnized the cloudy budget policy outlook as the President prepared his

~Budget Message for delivery January 28. It assumed that in spite of

significant tax debates in the election year, no tax cut would be adopted. It

- assumed the adoption of a windfall oil profits tax in January to yield some

$2.7 billion in 1980, with substantially increasing amounts in later years

($8.5 billion in 1981 and $17.1 billion in 1982). It envisaged a substantial

‘ package of tax cuts and Social Secusity tax rollback, aggregating some

- - $25 billion to be effective early in January 1981. Expenditures were

- assumed.to undergo only a mild expansion in 1980, in response to the
generally expected recession.2 -

Prior to the Afghanistan invasion by Russia, press previews of the fiscal

Early 1981 budget to be subr‘nitted late in January indicated that, pending a few
ans‘;‘mp’"’”s final decisions, it would eall for expenditures in the vicinity of $615 to
 previews $620 billion, with a deficit in excess of $15 billion.; This figure compares

of fiscal with a $35 to $40 billion deficit then expected for fiscal 1980, ending Sept. .

policyand 30 The 1981 budget was reported to include previously questioned $2.3

the budget - billi . . . :

for 1980-81 illion aid for state governments in the general revenue sharing program
(possibly with stipulations for its use, i.e., aid to local governments) plus
$4.9 billion in revenue sharing aid to cities, cpunties, and other local
governments. The budget spending plans were described as cutting back -

on some domestic programs or curbing their growth, but not too severely. .

Budget requests for defense were unofficially reported at $142.to $143
billion for fiscal 1981, up some 11.5 percent above the $127.4-billion level
 expectd for fiscal 1980. These requests were to increase the outstanding
~ obligational authority so as to push up the actual defense spending by $20
billion, or to more than $157 million in fiscal 1981, according to a
presidential statement. As of mid-December 1979, these plans were to
provide a “real” increase in the defense spending of about 4.5 percent in
the next five years, as against the 3-percent real increase figure sought in
~the past few years.3 ' ' -

forces, naval mpderMyzation to support a rapid deployment force, long-
range cargo aircha#t;and supply ships loaded with Marine Corps combat
“equipment. The announcement recognized that “the 1980’ are likely to
bNng continual turbulence and u,pheaVal’f related to strains caused by

The rf’l'id-Dece'r;lqt:z;[;oposals included improvements in strategic nuclear
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M
“problems of energy price and supply.” These plans were then attributed

by some observers partly to political requirements for the still pending

U.S. Senate ratification of the SALT agreement but also to the increased
depth of international stress precipitated by the Iran hostage crisis:

The mid-December budget plans probably understaied defense spending

increases, since such brojects -tend to unfold gradually in the various
legislative and administrative phases and subsequent cost overruns are a

‘real possibility. - | .

By mid-January 1980 the Administratign’s 'r'epc')rted fiscal y;:,ar 1981

budget was being characterized as “obsolete before it surfaces, a stillborn

* victim of the new cold war.” Commentators reported that, whatever last- -

minute increases for defense were inserted in the 1981 budget, the U.S.
Congress would raise the ante, including taking a 100k at reviving the
military draft. AnWom in defense spending was said to ,bc;
gathering force; def¥ms€ stocks were strong in the securities markets. Thé
former $615-billion fiscal year 1981 budget (versus receipts of $600
billion) was regarded by experts as too low. Receipts estimaied on the

basis of a modest recession were also gonsidged outmoded by probable
stimulation of economic activity and GNP/

It is not necessary to belabor the range of possibilities in the level of
defense spending in the next year and the next five years. It is very large.
But defense is not the only area in which unusual budgetary uncertainties
prevail. | ’ : | : |

The essential situation with which the .nation is confronted involves a
large and probably unprecedented range ofa_gjjustmehts both to military

and security-type demands and to economic ¢lnge due to oil price and -

availability problems and to anti-inflation/antirecession/antidislocation
measures. Government may be“called upon.to amecliorate the effects of
harsh economic cutbacks, for example, in the automobile and steel indus-
trics, the housing field, and the agricultural infustries affected by the
Soviet embargo. High interest rates will probably continueeven after the
supposedly peak levels of late 1979 are modérated; and the impact of such
interest rates on housing may call for government intervention.

Economic dislocations and adjustments may be expected to call for a
variety of social and welfare programs to assist people thrown out of work
and businesses compelled to shut down or curtail their operations. The

& - T
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severity of these demands would depend upon the overall tone of the
cconomy and the depth and duration of the anticipated recession, Jtself
still an unknowh quantity. "

On the taxation side of fiscal policy, the possibility of tax-increasing and

. Some tax tax-decreasing measufes under the pressure of economic and political

' c‘(‘)gﬁgi‘}’f";g" “developments cannot be dismissed. As of mid-January 1980 the prospects
1ouilies " . . . . .

b . for broad tax.cuts in 1980 seemed to be dim at best. Still, it was thought,

influential groups in the business commiunity- might yet press for early
enactment of tax reduction and incentives to “spur productivity and offset
inflation.” A Business Council tax package developed by the Business.
Roundtable in mid-December 1979 called for a $25-billion tax reduction’

" as follows: , :
" Business tax cuts \ | $ 7 bil_'lio'n ann“_;ually‘,‘
{ Individual tax cuts, $18 billion angélally
Total ' ) $25 billion'aﬁﬁually

The business component included liberalized depreciation on’the 10-5-3

plan (10 year write-off for buildings, 5 for machinery and equipment, and

— 3 for light trucks) plus 1'or 2 percentage points off across the board for the- .

- "cogéorate income tax. Forindividuals, the plan provided for rate schedule _
.adjustments to compensate for inflationary increases in the burden under’

progressive rates.6  ° | . ' )

iy

R
.

".
. .

~ While these proposals seem unlikely to'be enacted iri view of the mid-
January outlook for a brief, mild recession, if-any at-all; continuing
inflation; and new demands for defense spending, they _Cd.ri;r{_c")_tx be dis-
missed if there is a sag later in the year.-Other tax possibilitiés not to be

-excluded include additional gasoline or petroleum taxes .to- assist in
conservation and rationing of scarce supplies, special tax adjustments to
permit recycling of windfall oil tax revenues, and even a shift to value-
added tax (VAT) to bolster and replace payroll taxes for Social Security,
as proposed by Chairman Al Ullman of the House Ways and Means
Committee. L
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B Monetary policy and the'interest rate structure

A major economic factor still in a state of unp;ecedented break thh the .

past and continuing adjustment is the monetary-interest rate policy of the

Federal Reserve following the sharp tlghten g tn1t1ated b&Chalrman
Volcker.in October 1979. - R e

The rap1d1ty wrth Wthh monetary variable forecast assumptions had to
be changed in the last two quarters of 1979 presages the kind-of uncer-
tainty that must perforce prevail with respect to any assumptions made

for monetary policy for 1980

ERd

The m1d -January outlook in general subported the assumption that an

austere monetary policy would be continued well into 1980, until-the -
~recession and natural supply-demand conditions for money permitted

and favored some relaxation after mid-year 1980. Assumptlon of this
general character underlay the DRI forecast of January1980.” By mid-

'February an upward movement in interest rates was becoming evident.

Al

The prospects for a milder, brlefer recession or a slow-growth pattern,

with expanded defense spendlng, the possibilities of dollar weakness

conne®&ed/with. mternatlonal ‘money flows or speculatlon as part of the
repercussions of the gold’ frEnzy or continuation of the:inflation crisis

. could forestall - any softenmg of "the rigorous monetary policy of the

Federal Reserve dating from’ the Volcker new monetary pohcy (NM P)
1mt1at1ve of October 6 1979

to be uncertaintie$ about .its future role and possible" modlfrcatlons

-Obvious questlons are raised with respect to it on a conceptual basis. Is 1t '

an expression of Friedmanesque monetarism, designed chiefly to reduce
excessive accommodation of money and credit,demands on the\money

S o
" creating mechanisms of the Fed? Is it an up-to-date version of neo-

Keynesnamsm strlpped of its now inappropriate bias toward expansion-
ism and inflation? Is it essentlally a conservative crisis measure designed
chiefly to use the: 1nterest rate structure to slow borrowmg and investment,
combat 1nﬂat10n attrdct international funds, and strengthen the forelgn
exchange posmon of the dollar? Does it embody the idea of halting

inflation by: embracmg unemployment and possibly moderate recession?
* Is it tenable to assume very prolonged continuation:of repressively high
- . inferest rates? Will it prove necessary to “make exceptions” for the relief of
'housmg, small busmess and other areas that would hamper its mtended .

) '
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. _function? Is it reasonable, on the -ot'herah'z‘lfh_d_;"to assume that it will be
feasible in terms of the rationale of the NMP to.ease rates merely because
of slackening of heavy loan demands? Will:nat foreign exchange/balance

“of payments‘problems and continuing inflation call for very high, possibly
..fising rates? And the overriding ‘uncertainty iswhether we know, in a
~ stagflation situation, what a really high interést rate’is in terms of real vs. -
- nominal rates with the ‘CPI. rising at a ,-fl'2{ftol_'l4-per'_c'¢'xit,. annual rate.
Perhaps the NMP has, in fact, merely explored a stratum of nominal
interest rates, which begins to touch on a positive real rate in the more

e traditional range of 3 to 6.percent. or
~ “ - C. Energy ,bri'ces and availc:'b_ility

. . Y
Energy costs and supplies, with emphasis on imported petroleum, have'a
major bearing on economic growth, productivity , the inflation rate, the
balance of international payments, the value of,the dollar, monetary

> policy commitments, and other aspects of the economy of 1980 and
beyofid. . T \‘\ 0 '

- - ! N LT e
The year-end outlook for petroleu"m prices‘is.colored by several factors:
. (1) failure of OPEC members to reach a'uniiorm pricing structure at the
Caracas, Venezuela, meeting, (2) sybstantial oil price increases and basi-
\ . cally tight sil.pply‘conditions in 1980 and ‘beyond assumed by respected
\ ' forecaster's,_-]3)'.'conﬂicting evidencg adduced by some analysts to support.. .|
R. the opinion;.“,tl\]at prices of petroleym are pegkfifig‘g' in view of a supply-
demand balange.now developing that will necessitate production cuts by
{, OPEC to avé# an oil glut and tousﬁ‘pportith';,,;geﬁg_}ll oil price structure.8

K\"'/T'h'e OPEC agré ment to disagree left t€ world without a stable uniformg‘

_The -~ oll price sgpuctire? Whether this means 6fficial sanction to chaos in world

"'-'ac"r’ef:;""‘:fem - ol pricipg ifa¥be argded. Oil prices, were already being set-and reset
.,f,' peridefcally be the OPEC cartel at levels generally designed to charge
“disagree what ™ traffic would bear, all factors bearing upon oil politics consi-

dered. ", ’;’3 Caracas meeting adjournment without fixed price agreements
\ ,ffy'}ﬂ'l‘;pc:rrﬂft cach OPEC producer to set its own prices, 1{ to detérmine its

own 'ﬁprice"’?‘diff_,e’resptia’l- from the then prevailing $24 per barrel to be
maintained. fof;the time being by S@g;i‘ Arabia forl its “light marker .

crude.” Oil is t homogeneous; there. ¢. various grades, qualities, and
characteristics, including processing cos sy:that justify price differentials..
The new arrangement also apparently allo quicker, less “cartelocratic”
“price adjustments and fg¥R plember to exploit spot market

pre {1 - ; gs. ,
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_ Oil prlces must of course, be assumed to increase in l980both because of

- OPEC prlcmg and because of domestic petroleum price decontrol: The

. 4] : ‘ ..

*Q/*”7jf‘3

-+ DRI’ fOrecast as’ of January 1980 ‘assumed that OPEC prices would‘l_f_-_ '_
" average some: $27 per barrel in”1980 versus some $23 per barrel late'in = +o 7

1979, rlsmg to $31 per barrel in 1981 and $35 per barrel in 1982. Other
_ features of their. assumption were—

® An average 26- percentuannual rise in wholesale energy prices’

® Price-induced conservation and supply constraints causing-a mod- * -

 Arange”
of views”
onoil
prices and
supplies

erate (about 6 percent) drop in oil lfnports m 1‘380 and 1981 as -

against 1979,

' A rise in domestic crude oil prlces by over 60 percent in 1980 over

e .
RN

1979, with further substantial percentage mcreases instore for; 1981, -

and 1982 ' L -r,u,;,- |
- DRI assumed that world petroleum prices would remain tight, supportmg

upward pressure on prices, »but that there would be o major- supply
shortfalls in 1980.° . ~ s

. . - ..‘
B . ".« N
oL S o

b

" situation in 1980 as even‘more ominous than before. It indicated that,
~after'a momentary glut, we cannot count on adequate oil supplies even at
OPJEC prlces of $30 per barrel Moré specifically, their forecast assumed

o The Heller Perry letter- of January 21, 1980, regarded the Mlddle East a

DA
oot
AR

oil prlce increases now scheduled . by ‘OPEC coupled with a 50- to 60- ©

‘percent rise in domestic il prices, but made no" allowance fer “the

- shortages or possible ratlonmg that. would accompany a maJor lnterrup¢ e

tlon of supplles 1o

!

P

.

© The gptimistic oil price forecast by Lawrence’Shlmerme ofChase Econo-
metric Associates, which suggests that the oil price spiral may/have ended

or settled down to a steady tie-in with world inflation rates, echoes the

momentary glut in the early months of 1980 mentioned in the Heller- |
yPerry treatment. It underscores still another possibility in the recognized

spectrim of possrble energy prlce and supply condltlons for l980

g

Another forecaster Citibank” s Economlc Week, outllnes a still dlfferent '
view of 1980 oil prlce and su’pply developments. It regards the OPEC

. failure to agree on its benchmark crude oil price as not dlscontmumg its ..
rule over the-world oil market and as getting. the U S. “over a blgger :

~ barrel.” Still, given likely productlon levels, Economtc Week suggested
that .market forces will tend to establish a new equrllbrlgm in the $26.t0

~ $27 per barrel range in 1980, These prices are expected to depress OPEC L

_oll exports but to offer “lrttle challenge to its ablllty to set mlnlmum orl

1 : N
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prices.” Economic Week estimated only a 2-percent reduction of U:S: oil
consumption in 1980. Barring a substantial Iranian oil export cutback,
Economic Week' felt the 1980 oil market, in the midst of a weakening
“world economy, “would provide the OPEC moderates with an opportiin-
ity to reassért their influence on oil prices.” But, it indica®d, OPEC will'be
able to defend the $24 per barrel minimum agreed upon inCaracas “in the
face of any plausible reduction in 1980’ oil demand. M\
’ An essentially more pessimistic view of oil price and supply‘-gondmons IS
A expressed by John F. O’Leary, former U.S. Deputy Secretary of Energy.
pessimistic  He envisages the 1980’s as a period harsher by far ta the consumer than the
caveat . . . .
unkind 1970%. He sees the decline of the strategic cushion of surplus-
producing capacity. He sees a “crossover” into a world of permanent .
petroléum shortages—once expected to occur only in the mid- to late-
1980s—as being now at hand, in light of manifestations of oil productign *
cutback tendencies inmany O\Wrod ucing countries apart from Iran,Price
impacts are rdted as less serfous than the disruptive effects of.even
relatively small supply interruptions and the spillover into social unrest

s . . ajid possible military. action'? 5

i
1
h

N Another caveat with regard to energy price and supply-demand condi-

Conservatiadi  tions: price-induced conservation to datc has beewm short-run and limited

‘s’l"’[‘)’s"_mﬁm; by the existing stock of transpor_vtiaf_\ff(').'nfgfnd heating equipment. As the
effects time span for adjustment by consumers and users of fuel for automobiles,
home heating, and industry ig¢eeases, the inertia of past utilization patt-

T " crns will be overcome. For exathple:-asthe huge gas guzzlers are gradually

removed from the highways, the way will be made easicr and.safer for
smaller and lighter vehicles. Greater technical flexibility and adaptation
~than expected may occur even within the next couple of years and that will
'+ ‘improve upon the modest conservation and substitution effects witnessed
to date. 1 _' '
Lo F

, . “The status of the dollar and the state of world economies

| . . B ’ o
Some macroeconomic models and other forecast systems need to make

. certain assumptions relating to forces afftcting the external purchasing

power of the dollar --its exchange rate. These assumptions necessarily
take account of the prospects for both (1) the role of the dollar as a
reserve asset and as an oil pricing vehicle and (2) theinternational trading
relationships and Cupitul_"l'lo\f/s that affect the balanceof payments and the
exchange value of the dollar.

> -

©qq




43

..DRI’s forecast ofJanuary 1980, for cxamplc mdlcated that unccrtdlntlu{

= over the dollar’s position as a reserve asset eurrcnc; have. alrcady wed- Expert views
kened its value on the foreign CXChdné,C\ [t assumcs a del‘Lletlon in the on ’I{'"l_
. weakening
dollar’s “trade-weighted exchange rate™ at an annual rate of 1.4 percentin of the

“the. period 1980-82. ~This depreciation, of course, reflects both the dollar 7
expected high, L S. mﬂdtlon rate,and the persisting or growm&, trade. , E

imbalances. . Onc» factor in the assumed trade imbalance is a pI‘OJLClLd
slowing in the composltc growth rate of “our industrial trading partners™
to 1.2 percent in 1980 versus 4.7 percent in l979 to be followcd by
recovery back to 1979 levels by 1982.13,

The Heller-Perry 1980 cconomic outfook letter of January 21, 1980, did
not 'make explicit assumptions about the depreciation (or appreciation)
pOSSlblll(lcb for the dollar on foreign exchanges. Certain other assump-
tions or projections it mddcwfor cxample, about oil prices and productiv-"
ity of the labor force—Have an unfavorable bearing on the exchange valuc

.. of the dollar in 1980.'% Earlier sanguine reports in. the Heller- Perry
Zoutlook letter on cxports and the trade balance, rclymg In parton bumpcr B
crops and the Sovict market, looked to contlnucd improvement in the
trade bdldncc in 1980.15

The ca‘rlif'cr Hcller-Perry outlook letter of October 5, 1979, did, however,

‘deplore the use of high interest rates spurred in part by renewed “dollar High interest
jitters.” It observed that the Federal Reserve's interest rate boosts had not rate to
succeeded in removing ‘pressure on the dollar and attributed the then ;’,’::,’,Sf-l('”ar
-emerging scramble far geld and other precious metals to uncertainties criticized

about the dollar and-world inflation prospects. Speculation in gold, silver,
and copper had hccn spurrcd especitally by Arab buymg, Among other
thmg\s the Heller-Petry analysis went on to put down anxicties, deemed
pdl‘llCUldl‘ly misplaced in the case of major industrial nations, that the
gold price explosion would have dangerous effects by boostlng foreign
exchange reserves and thus® rddxmg policies of cconomic restraint. The
gold fever, in Heller and Perry’s opinion, should have no significance for \
U )/{u)n()mlc policy decisions, except as a “mirror of inflation, spu.uld-
tion, and footloose moncey that keeps the dollar under pressure.” n their
view, the gold fever was a painful reminder that defending the dollar, in
accordance with the November 1978 pledges by the White House and the
Federal Reserve, involved costs in the form of slower growth and deeper
recessions. Therr conclusion as of October 1979 seemed to be that the
self-corrective forées of deepening recession in the U.S. and slowdowns in

" foreign cconomies would reverse the upswing in interest rates.. This con-
cluston scemed to leave the reader with the impression that Heller and

W
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Perry did not regard the defense of the dollar as a bigobjective and looked

“forward to the automatic easing of the dollar problem along with high

mterest rates by the expected widespread recessionary trends in 1980.16

Hirits of switches from the dollar to the German mark or the Swiss franc

. as the medium for pricing oil and “storing” the enormous proceeds of ol

sale transactions have appeared in the fghancial news. But the possibility
of such a switch on a big scale seems to rjse anxieties on the part of these
hard currency countries that the new role would i impose heavy, if not
intolerable, burdens that would handicap their domestic monetary man-
agement more than it would help the dollar. Nevertheless, this possibility,
along with high gold prices, underscores the depth of international
tension and uncertamty about international monetary institutions and
mechanisms.

The easing in the price of gold as of January 22, 1980, was followed by the
major gold price “correction” on January 23. This, possibly with the aid of
the damping of silver speculation by curbs imposed by the New*York and
Chicago commodity exchanges, seemed to promise at least temporary
relief from whatever pressure on the dollar mlght be considered to stem
from speculatlve excesses and irrational pricing in the precious metals
area. Gold prices, U.S. gold policy, and their broader implications for the
U.S. economy still remained sources of uncertainty. :

A listing and brief discussion of some neglected contingencies and policy.
options are contained in Appendix C.

FOOTNOTES

'A stochastic fnodel is onc that includes error factors in its cquations to reflect
incxactness in the relationship between dependent and independent variables and thus
helps provide a kind of shorthgnd reprcscntauon of what may develop in complex
situations.

Cf. Greenwald, Douglas, and associates. The McGraw-Hill Dictionary of Mod-
ern Economics. New York: McGraw-Hill Book Co., 1965. p. 489.

*Data Resourees, Inc., The Data Resourdles Review of the U.S. h()m)mv (Lexing-

ton. Mass.), January 1980. p. 1.6.
‘Bacon, Kenneth H. Wall Street Journal, December 13, 1979,

*Rowen, Hobart. “Fiscal 81 Budget.a Victim of New Cold War.”
Impact. Washington Post, January 20, 1980. pp. 61-62.
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*Parts of the Business Council tax package closely parallel the DRI flsca!l'pollcy
assumption, with an effective date of January I, 1981, previously noted.

‘6Levine, Richard J. Wall Street Journal, December 12, 1979.
’Data Resources, Inc., Op. cit., p. 1.6.

!Chimerine, Lawrence (President, Chase Econometnc Associates), as reported in
Business Week, January 28, 1980. p. 24.

‘Data Resources Inc. Op. cit., p. 1.6.

"Heller, Walter W., and Perry, George L. “The U.S. Economic Outlook for
1980.” Minneapolis, an National City Bank of aneapohs January 21,.1980.

"Economics Department. Economu Week New York: Citibank, December 24,
1979. ,

2O’Leary, John F. “A Future Wlthout an Oil Cushion.” Washington Post,
January 22, 1980. p. A19. ;

*Data_Resources, Inc., Op. cit., p. 1.6.
'“Heller, Walter W, and Perry George L., Op. cit.

SHeller, Walter W., and Perry, George L. “U.S. Economic Outlook and Policy.”
aneapolls Minn.: National City Bank of aneapohs October 5, 1979.
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V. Major F/orecast Areas

This section reviews the prevailing forecasts in specxflc major sectors or
aspects of the economy, including the inflation rate, GNP and its chief
components, industrial production and capacity utilization, employment
and unemployment, labor productivity, interest rates, the government
sectors, selected major industries such as autos and housing, and others.

Most forecast items of this type, as of late January 1980, have been geared
to the consensus-type prediction of a recession in 1980. They will be
presented subject to all the qualifications and reservations raised by the
Middle East situation, the apparent end of detente, and the expected rise
in defense spending. A number of the sectoral forecasts are mterreiated

- -
[SERSRN

and coherent presentatxon is consequently comph@ed N e o

. L, e . B e

A. Inflation outlook e A
In general, forecasters predict that inflation will continue at double-digit

rates through the first half of 1980; demand pressures are expected to ease
slowly, particularly in view of the recent delay and amelioration of the

-recegsion outlook and the diffusion throughout the economy of higher
- fuelfand gasoline pnces due to the December 1979 oil reprlcmg Once the
oil ‘cdbt-push factor is absorbed and distributed and recession softens

demand, inflation is expected to fall back to high single-digit figures. The
average CPlI inflation rate for 1980 as a whole is apparently expecged to be
in or near the double-digit range but below the above-13 percent figure
racked up in 1979. ’

This summary closely parallels the DRI inflation forecast, based on its =

“control” or most likely forecast scenario.! It is also similar, but with some

differences noted later, to the Heller-Perry forecast of January 21, 19802

and to an only slightly- more recent forecast by Professor Heller.3 The
Heller-Perry approach factors together the various “building blocks” of
inflation for 1980: (1) modest labor productivity growth and compensa-
tion increases, (2) OPEC and domestic decontrol oil price hikes, and
(3) projected easing of mortgage interest rates. It comes out with an
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average CPI rise of about 9 percent for 1980 as a whole, consisting of a
I3-percent rate early in the year and a rate between 7 and 8 percent by the
end of {980. Professor Heller's own summary of this forecast is: “Yes,
inflatiorgvill race ahead at its present pace, or worse, for several months
as burgeoning oil costs continue to lift prices at the pump and the rise in
mortgage rates continues to distort the CPI numbers But, by mid-year,
double-digit inflation should be behind us

A recent Economic Week analysis of “what the downturn means for

prices” examined the effect of different phases of the economic cycle on
the inflation rate due to productwnty and labor cost pattems which it
finds glves -results at variance with traditional economic theory that
recessions ease mﬂatlonary pressures. > The exposition explamed that
recent history showed that recessions have a strong negative effect on
productwnty Thus' in terms of cost- -push inflation the anticipated reces-
sion would push prlces up. However, it could “lay the groundwork for a
future slowdown in the rate of inflation,” since output per worker hour
“typically surges ahead as.soon as the recession has ended,” thus reducing
the rate of increase in unit labor costs. Economic Week also looks forward
to some wearing off of the 1979 spurts in energy, housing, and finance
costs, but not in substantial amount until the second half of 1980. This
whole supply side analysis is qualified also by Economic Week's observa-
tion that the demand side is important and any substantial reduction in
the general inflation rate would have to wait upon a “sustained slowdown
in the rate of growth of the money supply.”

Inflation forecasts have tended to err on the downside in recent years.

Various factors other than technical error in forecasting equations are
responsible. Some are quite understandable, such as unforeseen or under-
estimated events. Unconscious bias due to a desire to justify and defend
intellectual positions on macroeconomic management and politicization
are probable factors. The emergence of supply side factors, resistance of
costs and prices to downward movement (ratchet effect), and inadequate
comprehension of the impact of monetary accommodation seem to have
played their part. The analyst must wrestle with various mteractmg,
self-reinforcing components of inflation, such as the wage-price spiral.

This involves comparisons of productivity and wage guidelines or other
wage determination processes and gaging the inertial momentum of
inflation. There are the mysterious costing and pricing policies of large

_corporations with market power to contend with. Recession effects on the

cost-supply side are in conflict with the traditional role of contracting
demand in the price equation. Consumer psychology and behavior and

16



- B. Grossnational product

the whole fleld of inflation-ex pectational economics need to be further

explored and developed.® There are economic mechanisms that are

neither. fully understood nor quantified. All ‘these points have some
bearing on the 1980 sntuatlon S , K

As further background a briéf comparison ofinﬂation GNP, and unem-

- ployment predictions in two governmental forecasts for 1980-81 by the

Congressnonal Budget Office (CBO) and the President’s Council of Eco-
nomic Advnsers (CEA) 1S presented in Appendix D. :

An interesting dlssent from the consensus-type forecast for 1980-81, that

recorded by the ARIMA techmque (as deVeloped by Data Resources,
Inc.), is summanzed in Appendlx E.

The heart of an economic forecast is its prediction for the gross’ national
product (GNP)—the comypsehensive measure of the nation’s output of

" goods and services. This magnitude embraces the entire package of eco-
" nomic activities and its maJor components: personal consumption expen-

ditures, gross private mestic investment, exports/imports, and
government purchases of goods and services. The GNP in current dollars,
with adjustment by the 1m;’clt price deflators for GNP, reflects both the

overall GNP mﬂatlon rate and the real (inflation-adjusted) GNP. The

treatment of GNP componengs'and subcomponents in an economic fore-
cast reflects.t eixpected omic factors or trends that are expected to
alter or suppagt lthe economic movement.

The GNP forecast mlght seem at first glance to mvolve less l‘lSk than

specific forecast items: since it combines various sectors, the ups and
downs of which may average oyt, or compensate each other. However, the

GNP components are interrelated and to some extent mutually
reinforcing.

" The Heller-Perry 1980 forecast letter and the DRI control (most proba- ,'

ble) forecast of January 1980 predict roughly comparable declines in GNP
for 1980 but with significant differences. Let’s examine them briefly.

The Heller-Perry forecast indicates that real GNP in 1980. will fall 1.2

percent below 1979, but the current dollar value GNP will be pushed up by

S .
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inflation by some 7.8 percent to over $2.5 trillion ($2500-billion). As of late
~~January 1980 Heller and Perry were still forecasting very much as they did

in October 1979—that the predicted.recession would carry GNP down
about 2.5 percent “from peak to trough.” In the January 1980 forecast
they refer to the GNP decline asa “slide” lasting most of the year. That this
is a mild recession forecast is indicated by their October 1979 comparison
of/the 2.5-percent slide-off figure with comparable figures for recent
recessions: 5.7 percent drop in 1973-75; 1.4 percent, in 1949; 3.3 percent, in
1953-54; 3.2 percent, in 1957-58; 1.2 percent, in 1960; and 1.1 percent, in
1969-70. : I ‘

Heller and'Perry stick essentially to the one GNP forecast that they term a
“reasonable prospect,” but they qualify it by the contingency that “an
intensified military build-up\could reverse the slide rather quickly.” They

give little or no attention to’ the possibility of down-side error—a more
severe recession. :

The DRI forecast predicts a.decline in real GNP at'an‘average 2-percent.
annual rate over the four quarters ended 1980: 111, with recovery settingin
late in the year. This forecast contemplates a current dollar GNP figure of

~some $2559 billion for 1980 as a whole, subject to animplicit price deflator

in the 9.5-percent range. The DRI forecast for 1980 follows its usual
forecast pattern of attaching probability weights to the control forecast

(50 percent) and possible alternative scenarios. The DRI analysis as of
. January 1980 recognized only a 10-percent chance of a briefer, milder

recession; it attaches greater probability (15 percent) to a deep recession,
but still greater probability (25 percent) to a “boom-bust” scenaria that
would maintainsincreasing GNP real growth rates through the first haif of
1980, to be followed by a sharp dip resulting in a negative annual growth
rate (nearly -9 percent) in 1980: 1V..

)

The Heller-Pgrry analysis views their moderate recession forecast as the
resultant of several negative factors pulling GNP down in 1980 (a tighten-
ing federal budget, Aigh interest rates and tighter credit, and oil prices
equivalent to a $50 billion net drain on consumers’ purchasing power) and
a cluster of expected positive factors supporting or pushing up GNP so as

"to keep the recession “within moderate bounds” (an expected “mild

inventory correction,” underlying strength in housing demand, strong
export performance, and the “mounting tide” of defense spending).

lag



The DRI analysis contemplates a'moderate overall fall-off or hesitation in
consumer buying after its recent display of stubborn strength partly due to

- “hedge buying.” ‘After recent higher-than-anticipated levels, business

investment in plant and equipment is expected to turn down. Other
negative factors operating to pull the real 1980 economic level downward
are the near double-digit inflation rate expected for the first half and the
9-percent range expgcted thereafter, a drop in housing under the pressure
of tight money, an%w%nory correctionsreflecting weaker markets. The
DRI discussion concludes that the economy is not likely to regain
momentum until early 1981. - '

Specific attention was given by DRI to a no recession or moderate growth
scenario in the form of a special study.® The study concluded that if
defense spending or private demand inflamed by inflation should push
growth on through 1980-81, there would be adverse repercussions that
would produce a worse recession later. These consequences are no

- improvement in inflation, higher interest rates, low savings rates, deterio- -

~ration in business balance sheets, and other more serious risks: (1) OPEC
responses to enlarging U.S. demands for energy, (2)- weakeped U.S. trade
balance, and (3) accompanying dangers to the world monetary system.

In broadbrush, possibly oversimplifying terms, the Heller-Perry and DRI
forecasts may agree on overall GNP results, but the policy conclusions
they draw are different. Heller-Perry says, in effect, recession is coming
unless defense spending “upsets the applecart,” but recession will be a bad

development because it will do little to ease the chronic inflation problems -

and will cause unemployment and failure to achieve the full U.S. eco-
nomic potential. DRI also says mbderate recession is coming (and the
chances of a worse one are greater than for a milder one); but if moderate
recession does not materialize because of a consumer buying splurge or
defense spending, the results will be bad because inflation and stimulated

energy use will lead to a graver future bringing-to-account and new OPEC
pressures.

f
|

f
C. Consumerespending |

{onsumer spending is the ‘la"!rges_t single'co,mpo'ne-ht of::GNf?‘,.rough:ly 64
persent at recent levels. It directlyreflects thecurrent living standards and

‘+.. indirgetly the personal savings rates ofthe people. It has a certain stability

-buf it.camr show considerable
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volatllrty and unpredlctablllty at critical times due tochangesin consumer
mood and confidence, expectations, availability of credit, responses to
products, the weather, attitude towards personal saving, and other fac-
tors. Apart from its sheer size in relation to the GNP total, consumer

spending can encourage or dampen business i Investments ininventory and L
productive plan;ﬁand equipment.

C
el 7.

The January DRI control forecast of moderate recession in 1980 projects
only a 1.7-percent decline in consumer spending over the first half of 1980,
related chiefly to durables and energy-related items. Recovery is forecast
[ later leading to a 3.1-percent annual growth rate in consumer buying in
1981 and 1982. Car sales.are prominent in this aspect of the forecast. The
v ‘consumption figure as a whole plays a prominent role in accounting for
differences between the control forecast of moderate recession and altegZ

native scenarios ranging through boom- bust, brief recession, and deep
recession. !0 :

- The Heller-Perry outlook analysis for 1980 recognizes the role of consu-
The “surpris-  mer spending, described as “surprisingly feisty,” in staving off the reces-
Jngly feisty™  ionh in late 1979. The bulge in consumer spending was apparently at the
consumer . . Ce . .
expense of personal saving rates, which declined from 5.2 percentearly in
1979 to 3.25 percent of disposable income in the latter half of 1979. This
developmeni? was all the more surprising in view of the drop in auto
purchases which would ordinarily be reflected in higher personal saving
rates. Heller andPerry believe that a considerable part of the sustained
~ consumer spending was financed by the proceeds of new mortgages oh
existing homes, a source that will dry up. The Heller-Perry forecast is fora» '
return of the personal saving rate to more normal levels of around 5’
percent. For 1980 as a whole, Heller and Perry are of the omeon that
constimer spending will grow about 9.5 percent over 1979 in current
dollars—which, after correction for inflation, would represent littlé or no
' real increase.!!

-—

Uncertainties of consumer mood, reaction to inflation arid world uncer-
Consumer tainties, adaptation to energy prices and shortages, and’access to cash
P flow from one not readily identifiable source or another make clear the
Z‘,’:Ziz risks in an economic forecast, especially for recession, in the present

situation. .
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D. Business fixédfiﬁ_tw&iment
Busmess fixed mvestment technically known as nonresrdentlal fixed ,
inyestment, represents business spending on plant and equipment (struc-.  Importance. -
tures plus producers durable equipment).Running at levels of about $261 ;'bes,sm_ess
billion annually in:late 1979, it constitutes some 11 percent of GNP. ﬁismem
Forecasts of this important variable reflect business confidence, ‘the busi- and its

ness community’s perception of consumer dema__nd_ trends in relation to = - economic
existing capacity, the cost and availability of financing, and other factors, o

such as tax incentives.and overall growth ‘expectations. Businfss fixed Rt

investment is important for i increasing: effncrency and productlvrty Under

inflationary conditions, it is subject to a tax handicap due to the shrinking

real value of.depreciation allowances-based on historic cost. Busin

fixed investment traditionally responds, with some lag, in multlple \
. fashion to-increases or decreases in consumer demagd (sometimes calléd *
-the “accelerator effect”). Business spending, in turn, has a “multiplier

effect” on the economy because ofthe w1der crrculatlon ofmoney incomes

it generates and supports.

t

The Heller-Perry outlook letter of January 21, 1980, was quite firm in -
pronouncing that, in spite of large order backlo for machinery and -
equipment and commitments for construction, “strength in this sector is

. ebbing.”2 Netting out a number .of - conﬂlctmg indicators in the' capltal
spending area, Heller and Perry foresaw business fixed investment rising
nearly 9 “percent in current dollars, representing little change in real
outlays after inflation correction. Their qualifications on'this evidence of
weakness were that (1) it was not expected to snowball as in the previous
recessron of 1974-75 and (2) 1t could be reversed 1n the event of mllltary

. build- -~up. :
The DRI control forecast of January 1980 projected a definite decline of
business fixed investment at a 4.8- pe’rcent annual rate over the next four A range
quarters, with continued smaller declines in 198] but strong recovery in . of expert
-1982. The fall of nonresidential construction in 1980 was expected to be at . -; H€*s
a hlgher rate (6.5 percent) thah that of the decline of spendmg on produc- R
ers’ durable equipment (3 9 percent) 13 ‘ 3

“The Citibank’s Economic Week as of mid-December 1979 was of the
opmlon that, while business capltal spendmg had been one of the bright
A spots in the U.S. economic picture in the recent period, most recent
surveys of business plans indicated that real capital spending- may well
have, peaked and slower investment growth is likely in 1980. The,recent
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str,'cr'.lgth'in capital spending was 'ffo’qnd,tra_ceabl_e to transportation equip- .
' _ment. While aircraft buying would" hold -up; automobile buying was .. -
<" éxpedted to be a “source of weakness. ™ Its: pessimistic conclusion: real
. “equipment outlays would fall some 9 to. 10 percent by mid-1980 and
.+ "7 nonresidential structures would drop even more, by some 12:5 percent _
before it “troughed” in late 1980. While Economic Week's analysts .
I - regarded this as a mild decline, they warned that it could be greater if-the
recession turned out to be more severe than expected. L

ar

.Thcnunécrta,i_nty and tentativeness in'thé,QQSinéss capital spending picture - =

: a;"',';‘;ss © are given anether fillip by U.S. Department of Commgrce data released in
- spending - late .lan,'ua'r_y;l-"whi.ch..s?hnow'ed that among other things, new factory orders..
adds to the t'.m--nqndcfenScﬁ"cap'i"téi‘l.}gdods’—_‘—r'egarded as a barometer of future plant
mystery of gL s NSRRI ' o S R
1080 . and-equipment spending-=jumped 7.9 percent in December 1979 vérsus'a

developments  2-percent rise in November gnd - a 3.7-percent decline in October..

Commenting on this new report, Courtenay Slater (the Department’s
', - chief economist) said that'it “fits the pattern we've been seeing, but that

pattern 1s somewhat of a‘mystery . . . new orders for durables certainly .-
‘aren’t strong, but they certainly aren’t fallirig. off and collapsing,
“ceither . . all the underlying forces tell us.we-ought to be going into a

recession, but there’s very little in the data to back that up.” Nevertheless, . ..
Dr. Slater added that she continued to believe that the combination of : "
high energy "costs and inflation, with its"croding effect on consumer’s-
buying po“‘/’ef? ultimately will produce a downturn in 1980. !4 '

All these developments and comments confirm th¢ now familiar question
whether the long-predicted recession of 1979 will really occur but suggest .
a restatement: If there is eventually an economic downturn in 1980 as a
result of inflation, OPEC adjustments, and similar disturbing factors, will
it be the same recession previously forecast but merely on a delayed time
.. schedule or will it, in fact, be a new phase of economic difficulty and.
‘readjustment? L

\

QE. Inventory behavior

A Business inventory changes figure in most comprehensive economic fore- .
Rolegf +- ' casts. Indeed, one of the early classical theories of what was then called -

Jeinventory - “the trade cycle” was based largely on waves of inventory accumulation
n.accumulation Y ‘ '

“and - - ©-4nd dccumulation-and the resulting stimulus-or destimulus to, factories™ "'
_}leczmmlar‘ion payrolls, all under the partial governance of interest rates and credit’
on supplies. - ' : ) Lo L

‘.
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Busmess 1nventor1es 1nclud1ng wholesale and retail trade plus manufae—"} . 5.'7
“.f- .f:__‘ turers’ stocks and’ goods n process, represent a total in the $425 billion ™ -
range.!> Net changes in inventories represent investment (mcreases) or = s
“disinvestment (decreases). Relatively small percentage‘changes in the =
inventory figure contribute significant amounts.to the business invest-
ment picture. Inventory holdmgs are essential to production and distribu- ‘
: tion; an adequate flow of .goods in the plpelme smooths the - -,
production-distribution sequence, avoids 1nterruptlons and delays, and =~
provides an important resérvé for the economy., ‘Inventories are kept in -
«balance with sales ‘and productlon flows but are affected by cost factors
and-expectations. Co “ization and similar- advanced 1nventory con- .
trol procedures have elped econymize on inventory investment. Higher . -~
mterest rates have added to the cost fholdmgmventory, whlle mﬂatlonA
ary trends may have tended to induce advance buying of inventory goods' o
“and materials. Top- heavy 1nventor1es are a source of instability since”
B rap1d llQUldathl’l would be a negatlve mvestment factor depressing pro-
duction, employment and the GNP. Lean i mventorles may reduce the risk - P
of drsorderly llquldatlon ‘but under strong recovery condmons could lead o
to rapld accumulatlon fuelmg a boom

The Heller Perry ou;look letter of January 2l l980 16 observed that

-restraint in ‘business inventories. has prevalled Allowmg for the special Lean :
increase in petroleum product inventories, Heller and.Perry, like others, - "’o"sflj;'il:’n’:’. 3
found a: good balance in other inventory components with sales. They: ’,’edude B
forecast 1nventory cutbacks (decumulation) inyresponse t0. pred1cted_’ " risk of -
weakness in retail sales, but the correction was anticipated to be- milder . volatile

. liquidation
_than usual in recessionary periods. Thus, for 1980 as a whole they merely e

in recessio

.

forecast $15 bllllon less inventory accumulatlon than in l'l%979
The DRl control forecast ofJanuary 1980 showedanet mventory décum- L

ulatlon of some $1.4 billion over the period 1980: 1, II, 11T as a whole with -
net accumulation of $3.4 billion in 1980: 1V, makinga netaccumulationof - - .
‘about’ $2 billion for 1980 as a whole.!? This compares, however, with a net C
accumulatlon of some $40 to $45 billion durmg 1979. The DRI analysts °

felt, however, that the cautlous inventory control, in line with sales, they .- -

~hiad observed in 1979 seemed to. continue and “should help to restrict the: -~ -~ ¥ o
normally volatlle movements Qf mventorres durmg a downswmg mig IR

The greatest inventory-movement - rlsk the DRl forecastgrs found in the' - Somem"""

i of sqrdm- - -
- 1980 situation-was the possibility of a sustained boomin 1980 (partofthe . #lingro. . -

1 | "-boom-bust scenarlo) which would leave businesses “understocked and | ’Ie;g(;c" if |
P sCramblmg foradditional goods and supplies. "19The 25-percent probabil- sion ,,’;f;s

i 1ty welght attached to this exploslve poss1blllty is a matter of subJectlve'_' to boom

L
'
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evaluation® but*'seems greater in light of possible accelerated defense
. spending- and” international *developments that would - encourage
’h(‘)_arding.'.‘m.""\ AN T c
F. * Interest rates
_ Interest rates constitute a recognized structure with a spread among
. Have high - different rates that has its own symptomatic value. Interest rates affect the
Z:Zessltowed price of corporate equities as well as outstanding bondsand, among other
-expansion pervasive effeﬁts on capital costs, have an impact on'housing construction
of money and home buyingand the financing of consumer durables. Any evaluation.-
and the , . of the outlook- for interest, rates has to start with questions about'the -
economy : T LA . S ) [ -
/.. developments’in the period following the Federal Reserve’s anriounce-
~ 'mentonOctober 6, 1979, of a restrictive monetaryand interest rate policy.
~_ Various questions ar_iSei/néEably: Lo T e
., ® Has the policy been successful in slowing growth in the money
stock? -~ ., ' R S
) e Has‘i‘ it " effected an economic slowdown ‘and, if so, of what’
R dimensions? - - T R T ‘

-7 7 Part of the c'onsensus-type/forecnas‘t is the prognostication that interest. -
" Have . " rtatés'have already peaked in the last quarter of 1979 or are aboy#d do-so
interest . . - - early.in 1980. This peak may be characterized in various ways with respéct
v, rates - : . : C T . .
" peaked? - 1O the complex structure or hlerarchy_olfmterest rates. DRI sees the peak
-/ 7. ,.  Interms of a prime rate (rate extended by commercial banks on short-
** term loans to their best-rated business customers) of over 15 percentanda
federal funds’ rate (rate charged on loans of reserve deposits. funds in
o “trading among'member banks of the Federal Reserve System) ot about
W 13.75 percent.2 ' : BT
" The projected decline is predicted to be slow, with the prime rate, accord- -
ing to DR1 estimates, falling no lowerf than 10.25 percent in 1981. - TR

1
3 Bty

. .The comblexityﬁ'of, the interest rate forecast and the risks of departure
" 'from the coﬂsensus-typle view on amount, timing, and direction of change
.~ are substantial. Tendifg to inérease interest rates are the political crisis
o 'affecting thd‘:gersian GUlf area, chaotic and speculative commodity afid
internationdlfinancial markets, §nd the. OPEC oil price effe'cts'(")n the
persisiing severe inflatjon: Combatting these supposedly upward-pushing’
- forees are the v'é”riouﬁ_s spects of the expected recessionary economy, with:
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5lugglsh monetary demands, ¢ rtdlled credit ‘demands, and a consistent
and stabilizing Federal Reserve stance. Is the result a standoff or is the
‘balance tipped toward a lower or higher interest- rate structure?

. 4
-
.

. The DRI detail analysis on interest rates seems to conclude that the
combination.of factors affecting the financial markets suggests weaker

bond markets (higher interest yields) in contrast with lowér money market
rates. The unc‘ertaintﬂy is such that the DRI detail forecast attiaches 40-
percent probability to thg,contlngency that worsening inflation afnd other
factors may prolongﬁhlgh interest rates and push them to new peaks
Con51derable weight'is’attached to the possibility of theé double peak for
interest rates (an ear‘her one for money market rates and a later one for
long_ -term bonds) in" view of thé intractable inflation problem.2!

Tﬁ'E'Heller Perry outlook analySls for 1980 makes no explicit appraisal or
forecast of the interest rate structure.. It implicitly forecasts that the
otherwise expected decline in interest rates would be delayed by “eco-
. nomic buoyancy and political tensions abroad,” with the p0551ble result of
a delay and recovery of real hpusmg actrvrty untrl 1981.

that .|

pressu stimulate the economy as ex pected increases if unemployment
develop and real ingomes continue to decline. Its view is that sagging

Cltlbagk s Economic Week of December 31, 1979, expressed the opinion

-business activity -and easing of inflation expectations by themselves
- should cause a marked decline in interest rates in 6 to 18 months. Specifi-

cally, it forecasts that the certificate of deposit (CD) rate will fall from -
) about 13.5 percent as ofyear end 1979 to an average 0f 9t09.5 percent by-
- spring 1980 and 7 to 8 percent by the first half of 1981 —unless the Federal -

Reserve resumes stlmulatlve pollcles

If the Fed should go back toa stimulative approach to “accommedate™ oil
price increases or to cope with recession and help recovery in the second
half of 1980 (and this stimulus is larger than in thé 1975-76 recovery),
Economic Week analysts believe that lnterest rates in 1980 “probably
would remain relatively high,” due to the effect on business and mﬂatlon
expectatlons 23 : '

.There are other views on the highly eomplek and fluid set df forces and

policy decisions affecting interest rates. In an October 1979 address
.entitled “Interest Rates.Cleared for Takeoff,” Dr. Albert M. Wojnilower,

- L : CaT x o . Sy
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57

Expert

views on
uture
interest

- rate

trends

he spring or summer of 1980 the Fed will experlence growing =~ -



58

The -
special
“problem
of long-
term bond
yields

Interest
rates
versus
money

supply

3

» -

managing director, The First Boston Corporation, made this introduc-
tory comment: '

. :As interest rates climb higher and higher, even some of the most
.hardnosed bond-market bears seem tempted to reach for the honey
“known to be stored at the ultimate peak. Rates surely are high by any

historical standard. But history can be a treacherous guide when inter-
preted too narrowly. The history familiar to many of us refers to a past
«» When the dpminance of the United States in world affairs was unassail-
a\>lc. when-our domestic lifestyles were different and much less diverse,
and wheng, financial institutions and markets were far more -
. circumscribed by convention and by law. These times are gone, perhaps
® never to return. :

Dr. Wojnilower concluded, among other things, that (1) ‘much of the rise
in long-term interest rates is likely to be quite permanent in character,
(2) the dismal inflation outlook for the long run means higher bond
yields, Treasury bond yields in excess of 10 percent is the rock-bottom
torecast, and (3) it is not apt to be long “before the storm arrives.” The
signal for the next cyclical crest in interest rates, Dr. Wojnilower
observed, is likely to come from abroad and not from Washington; -
foreign exchange markets and foreign economic competitors will block
efforts to'move to lower interest rates. Only when the major industrial
powers have cooled off their inflation can the U.S. “expect a breather
from rising, interest rates.” :

Still another divergent view, by commentator Henry Brandon:

In November most people thought (following the Volcker new mone-:
tary policy of the Fed) that the dollar had bottomed, that gold had been
knocked in the head by the huge rise in interest rates, and that thé major
recession about to start would complete the process of disinflation. It
was an illusion. Credit is becoming easier, interest rates are receding,
and the dollar, instead of recovering, hit a new low.

Mr. Brandon conclu‘ded‘ that the battle against inflation has been smo-
thered by the new priorities: Iran and Afghanistan. The implication:
inflation will continue; people will séek to live with it rather than bring it
under control, unless financial collapse intervenes.?S A related, unspoken
implication of the Brandon analysis is that relatively easy credit at interest
rates that are nominally high but still too low to restrain inflation may be

-one of the easy ways of living with the inflation system.

One of the aspects of the interest rate structure that directly affects great
numbers of people as home buyers and home sellers is the mortgage rate.
. ) 9t \ A L ———
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Experts il the field are reported to expect morigdgc rates to fall during,

1980, posslbly to between 10.5 and 10.75 percent (versus current rates in

the 11.5- to | 2-percent range, with incipient movement toward 14 percent
and up). But, they also expect these “benefits™ to be shortlived. Increased

;-demdnd from the late 1940’ “baby boom™ is expected soon to be “explo-

sive,” foréing departurcs from the conventional 30-year mortgage at le%d
rates.26 '

Bl

DRI, on the. other hdnd predicts that the effective conventional mortgage

rate for new slngle famlly homes will peak in excess of 12 percent by early
1980 and “remaln sticky at 11.5to 12 percent over the remainder of the
year. ™’

Mortgage lending by the savings institutions lives under the specter of
disintermediation—a process dreaded by thrift institutions -by which
savers withdraw funds from financial “intermediaries™ and lend them
more directly to various borrowers at higher interest returns than offered

~ by the intermediaries to depositors. DRI analysts believe that the higher

A'.‘lnterest rates paid to depositors will compel persistently high mortgage

- tates. Limited declines may begin late in 1980 with expected recession and

more accommodating monetary policy. Risks contemplated by DRI
analysts relate to “deep recession” and “boom-bust”scenarios (40 percent

combined probability) with double-digit inflation and possible severe

disintermediation.28

Other questions and uncertainties, related in part to the interest rate
structure  and its responses to the Iran-Afghanistan crisis, involve —

® The extent to which government borrowing will pressure mortgage
and other long-term markets

® Whether governmental decision making is prepared to make a
substantial exception from general monetary restraint for the hous-
ing industry and the home buyer

e How that exception, if made, would be implemented

® How the impact of sharply higher interest rates on the value of
mortgages and securities acquired under lower interest rates (and its
‘repercussions on net worth, capital ratios, and technicalsolvency of
financial ‘institutions) can be. handled

® The extent of enhancement of the advantages of tax- -exempt flnanc-
ing by state and local governments under higher interest rates due to
the fact that the inflation premium component of tax- -exempt inter-
est 1s not run through the income tax mill.

a7
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An outstanding feature of &‘Oﬁﬁmic projections for 1980 is a continuing
decline in new housing starts, caused by the sharply higher mortgage
interest rates and scarcity of mortgage funds. If questions remain, they
seem to be how deep the ultimate falloff will be andhow the decline in this
important segment of the economy, furnishing employment and serving a
basic need of millions of Americans, may be ameliorated. Measures to
amelio{ate may include adjustments to stem the outflow of deposit funds
and to protect the reservoir of mortgage money.

New housing starts in 1978 totalled about 2 million. The seasonally
adjusted annual rate ranged between I'4 and 1.9 million in various

months of 1979, running at around 1.5 million toward the end of the
year.? : :

The DRI control forecast of January 1980 predicted that housing starts
would fall to 1.3 million by mid-1980, with-recovery beginning slowly in
late 1980 as financial markets stage a predicted recovery. The forecast
envisaged a rise to 1.8 million units in 1981 and 2 million (the 1978 rate) in -
1982. The detailed forecast discussion disclosed “bleak prospects” for the
single-family housing market and financial data signaling further prob-
lems ahead. These signals included a tight and shrinking mortgage money
market and losses of savings and earnings by the thrift institutions. DRI's
evaluation recognized some hope in recent policy changes to strengthen
the flow of funds from savers to the housing buyers, such as federal and
state actions for relief from restrictions of state usury laws, new variable-
rate money market certificates, and proposals by the Federal Home Loan
Bank (FHLB) Board for variable-rate mortgages.

The DRI analysis points to continued strength in multifamily housing

~ construction aided by government support and'the compulsion of “unaf- .

fordable™ single-family home prices and financing requiremerts.

The overall outlook in the DRI anaiysis is for weédk housing aé‘f-ﬁiﬁvity, with
considerable downside risks in the forecast due to even tighté? financial
conditions.30 | ' E b

5

The Heller-Perry outlook letter ofJé}_nuary_ 21, léi%,‘.was also pessimistic
about residential construction in 1980. It predicted a:fallin housing starts
to 1.3 million in 1980, 25 percent below the 1979 level of about 1.75

million. This would represent a 15-péercent drop interms of GNP for “real

M
P
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residential construction activity™ for 1980. Heller and Perry recognize the
underlying strength of the housing sector: little evidence of gluts or
overbuilding, strong rates of family formation, and low vacancy rates.
Recovery only requires more favorable interest rates and mortgage
money, but Heller and Perry feel that this condition will be delayed by the

underlymg economic buoyancy and polltlcal tensions abroad possibly
until 1981.

TR

“The Cmbank s-Economic Week of January 28 1980 is somewhat more

optimistic in the near term than either DRI or Pieller-Perry on the housing
outlook, forecasting 1.5 million units in 1980 versus their 1.3 million

~range. For 1981, it sees recovery to about 1.75 million starts, sllghtly

below the 1979 level. Its analysls focuses on the regional differences in

. prospective housmg trends in recession and recovery, due to relative
~.growth patterns and other regional differentials. Population growth pat-

terns favor the maintenance of high levels of both demand and housing
construction in the West and the South and a growing share of the
nation’s total’ housing activity. However, housing stock dearths and
vacancy rates, especially in the Northeast but to a lesser extent in the
North Central states, suggest faster recovery in those areas in 1981, the
North Central area nearly matching the Northeast due to its antlclpated

earlier recovery of purchasing power.3!

| Overall,the outlook for housing in 1980481 seems to be one of strong

underlying demand based on population growthand need. The uncertain-
ties relate primarily to the operation of the financial structure, govern-
ment credit policies overall and with respect to housing, and possible
political events abroad that could perforce depress or halt normal housing
growth. :

A few further perspectlves on housing uncertainties are in order. Housmg

construction expendltures were ranging around the $100-billion level
(seasonally adjusted annual rate) in December 1979. Of this total, roughly
79 percent represents new housing units; and 21 percent, nonhousekeep-
ing residential construction and additions and alterations. Important as it
is, housing construction accounts for only about 42 percent‘of total

- construction in dollar terms as of December 1979. In the event housing:

receded as forecast for 1980, other construction—for federal, state, and
local governments; for commercial, industrial, and other uses, including
construction related to growing defense requirements—could absorb part
or all of the “release” of construction GNP by housing declines so as to

cushion the overall effect on the national economy.32

29
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Other uncertainties in the 1980 situation:

e How .will inflation expectations affect the inflation- corrected net
real mortgage rate that home buyers perceive?

® Will the anticipated falloff In auto demand serve to irrigate the
‘housing market? _
o .If the refinancing of existing homes, some of which is drained into
other uses by the sellers of homes, was reduced by hor&&;price
. conditions and credit policies, what support would this lend_to new
'-‘j'hOUSmgV ,
e Will new; ‘even' more favorable, savmgs certiflcate provisions and
- “similar fmancuil vehicles- maintain a surprising ﬂow of money to
"".fsupport h0usmg? :

II.

H. Autos *~ R

Like housing, automobile production and sales are one of the indicators
that help give economic forecasters considerable assurance in predicting
an economic decline in 1980. The auto industry and its suppliers consti-
tute a major element in the U.S. industrial structure. In normal times a
major falloff in domestic auto production and sales would almost cer-
tainly portend recession.

Experts differ in their degree of pessimism about the economic outlook

for the automobile sector, althgugh much of the difference may consist of
‘interpretive semantics rather than the actual statistical magnitude

- involved. Some, like Heller-Perry, seem to soft-pedal the auto industry

RS

component of the economy, as though with higher values in mind they did
not care to attach blame to a shrinkage of autos in a general decline or give
credit to a strong auto sector for possible strength in the economy of 1980.

First, a brief background on recent production_ levels for motor vehicles
and parts. As of December 1979, the production‘index for motor vehicles
and parts was 134.8 versus 182.1 a year earlier (26-percent reduction) and
169.9 for 1978 as a whole (21-percent reduction).3? Imports of small
foreign motor cars were making inroads into U.S. markets; and American
auto manufacturers were apparently mcapable~because of the long lead
time In producﬁon planning and previous lack of foresight or limited
fesponsiveness on the part of all concerned to imminent conservation
requirements-—of fully meeting the new market demands for more fuel-
efficient vehicles. This is the setting for the projected further declines in
automobile production:

60



On the pessimistic side, Lawrence Chimerdine of Chase Econometrics is

‘reported to forecast total car sales in 1980 of 9.1 million units, down 13.3

percent from the 1979 estimate of 10.5 million and 19.5 percent from the
1978 level of 11.3 million units, the latter the highest level since 1973.
Chimerdine predicts that foreign 1mports (equal to 22 percent of sales in
1979). will be down to 20 percent in 1980, leavmg 7.3 million domestic

‘units sold. American productron of small cars is said to account for the

2- pcrcentage point drop but is characterized as still nowhere near enough
to be of much help to domestic automakers. The auto sales downturn is
expected to run into summer 1980 as the anticipated recession intensifies.

- “Advance” buying in late 1979 is said to have borrowed from the future
..--market. People are said to be keeping their cars longer waiting until the
installment debt is fully paid off before “trading in,” discouraged by the

slump in used -car valuatrons from trades, and driving less.3 -~

Somewhat but quallﬁedly, more optimistic, David L. Babson*& Co.,

. investment advisers, are reported to predrct a. tWo-yeat drof#(1980-81) of ,
'lZ 5.percent: from the 1978 level of auto sales. They predict that the

R <1979-80 slowdown will turn out to be milder than'in 1973-75.35 Babson

indicates auto recovery may come by 1981 but there is@iflong row to hoe.”

Design and manufacture to meet pollution, mileage, ahd safety'standards
will require multibillion-dollar investments. Foreign competition will
increase. Babson indicates that even a Chrysler failure would not make

- much difference to the rest of the industry; Chrysler plants would con-

tinue to produce. : ,

Financial press reports of mid-February 1980 indicate a_22-percent
decline in car sales'in January, with erratic pressures and-differefitialsin

the impact on different auto manufacturers.36

In the face of this pessimism, General Motors Chairman' Thorrlas A.
Murphy was reported somewhat earlier to see vrtahty inthe auto ind ustry

and to predict that auto sales will soon climb. In his view, only the gasolme -

shortage kept 1979 from beinganother record auto year, although expe’rts
belying his prediction point out that gasolme shortages wrll contmue to be
a fact - o : S
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Certain points seem to have been left out of this analysrs (l) At ste; ] W

point in the gasoline price scale, the pressure to switch from old

guzzlers to new, more fuel-efficient models will overcome any trade-m- :
loss, stimulating new buying. (2) Prospects for a heightened defense -
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effort would presumably involve a substantial automotive component;* .
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- Pessimisti¢ ‘",

-and a_wide range of military-type vehicles and equipment is made by the
auto indystry, thus helping take up slack caused by a slump in civilian
demand. ' : B .

‘Another set of auto forecast figures by DRI reflects its view that the
automobile industry continues to be weak and will experience.a further -~

decline in sales.37 The outlook for the industry is characterized-as “bleak.”
In brief, its.control forecast indicates that total car sales will fall from their
10.8-million-unit rate in 1979: 111 to an average 9.4—mill§on-unit rate over
the next four quarters. DRI forecasts that domestic sales will fall to a
7.1-million-unit annual rate'by mid-1980 as fuel-efficient imports “con-

tinue to be"popular.” This forecast seems closely comparable to the

Chimerdine, Chase Econometric estimate of 7.3 millioﬁdomestic unit
sales for 1980 as a whole. : ‘

L ,';.Thé“factors;citéa by:DRI analysts as contributing fo this “dismal sales

" views on -

auto

- industry

sales

picture™ include (1).-a substantial, but not éntirely catastrophic, rise in -

gasoline prices averaging 21.2 percent over the forecast interval of four

- quarters, (2)"a 1.3-percent drop-off:in real disposable income of ¢onsu-

mers in the next four quarters, (3) a further -weakening of consumer

sentiment, (4) limited room for further inflation-anticipatory spending, .
on account of real income erosion, tight credit, and the overextended =

position of consumers as a v(/hole, and (5) unemployment.

Numerous downside risks in this forecast are cited. The most serious is

~said to be continued near-term strength in the economy, leading to a

deeper and more severe ’r'eadj_ustment in late 1980. Any sustained consu-
mer buying as an inflation hedge or strength in the business sector is

-envisaged as triggering further monetary-credit tightening by the Federal

Reserve. Sharply higher oil prices represent a contingency that would élsQ '
furthey curb auto sales/8 7

Trucks are not included in the figures shown for the above forecasts,
which are limited to passenger cars. However, the truck figures (in the 3.21
to 3.29 million range in 1980)% follow a generally similar pattern and do
not substantially alter the auto forecast picture. :

Citibaglk's Economic Week takes a pessimistic tone in examining auto’
sales, but the EW prediction that it is unlikely that auto sales will average
more than 10 million units in 1980 seems to be actually higher than the

" DRI, Chimerdin_.e, and -Babson figures cited. The explanation_ far this

>
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dlfference may be the rather spec1a1 assumptlon and related analysns on :
_ which the EW predrctlon seems to Test. This assumption is that the™7
- Féderal Reserve “wiil shift toward a more: stimulative posture by mld-_f;-f""“' - .
year, bringing about a sharp rise in real income, a speed-up in ‘permanent . N
income and, as a result,"a recovery in auto-sales.”4 EW predrcts the |

recovery wﬂl continue, brmg;ng auto sales to 10.8 mllhon umts m 198 l’“ﬁf_’r

e y g‘ *
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I.  The government sectors :

of economic data. One‘_,r_elates to government purchases of goods and GNP
services, a GNP coitiponent comprising roughly 20 percent of the total contribution
GNP at 1979:1V levels. Thiese figures represent the size of government, its ;i':,‘:iial
“contribution to the GNP aggregate; -and by the same token its utilization, . budgetary
and employment of the available economic resources of the nation'in’ ~ ' :position

providing government services. High-¢ or growmg levels of this component o
for example, may reflect greater pressure.on the economy. Changesinthe *
level also reflect, for example, changes in jobs and other _government- -
related business activity. The other data source is the financial budget
~_statistics for the level and balance of* revenue and expendltures for the-‘

~ ‘various. levels of government.  Budgetary surpluses tend’ to reflect a o
restraining; anti-inflationary, or even recessionary mﬂuence Deficits, - AN
particularly for the federal government, tend to represent a new source of o
purchasrng power that may serve to stimulate, or even cause 1nﬂatronary X
pressure on, the economy. :

"Illustrative. government GNP or purchases data as of 1979 IV are sHown

" Government
below: ' purchases
- _ analysis
Amount Percent of GNP
$billions, annual rate ($2455.8)
Federal : o ‘
Defense $114.6 . 467% - ¢
_Non-defense ¥ S 624 - 2.54\
Total, federal ~$177.0 - 7.21 \‘
State and local , . 3228 . 13.14
Total, all governments . 499.8 v 20.35
" /7’ SOURCE: Compiled and computed from data appearing in Economic Indicators. Pre- )

pared for the Joint Economic Committee by the Council of Economic Advisers.
Washington, D.C.:‘Government Printing Office, January 1980.p. 1.
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Federal purchases are smaller than state and local relatlve to correspond-
ing budget data since a large part of the federal budget represents transfer

Titems mvolvmg payments to citizens and other government levels that are
not direct purchases of goods and services.

. State and local governrhents

The DRI forecast of January 1980 predicted that there will be little or no

- Decelera- real growth in total purchases by state and locjl governments over the "~
zz:'e‘:ll;d next year. In the view of its analysts, the recent s rge of constructlon. o
tocal 5L -activity purchases by these governments in late l97}fs now over. Thus,its ="
purchases """ - forecast reflecting level purchases in 1980 involvés sharp deceleration of
state and local purchases from the late 1979 1evels. The prOJected €co-
' nomic recovery of 1981 is expected to bring slow and gradual real gainsin -
' purchases as state and local budget positions improve from the prOJected
1980 recesslon-related setback.
In budgetary terms the DRI forecast predlcts—conslstently ‘with its
State and overall recession forecast—that in spite of slowing expendlture growth,
focal " the revenue losses to state and localities will result in operating budget’
_"Zﬂﬁzﬁ"gﬂ deficits (excluding social insurance accounts) at about a $14-billion -

annual rate level by late 1980 ($12.2 billion for 1980 as a whole) Public
assistance rolls are also projected to swell with recession, increasing state

and local transfer payments by 11.3 percent in 1980 versus 7.8 percent m
1979. . E

Factors in this budgetary outlook include? (1) expected evaporation of
the 1977-78 surpluses in key states (which held most of the surpluses)
where tax limitation and roll-back initiatives played major roles, (2) con-
tinued decline’in federal aid, and (3) some lag in expenditure declines
“behind revenue decreases due to some tenacity m holding on to payrolls.

DRI analysts recogmze considerable risks in this forecast The chief one
seems to be that since the projected operating deficits are stretched to their
political and economic limits, any worsening of total receipts would
compel offsetting reductions in ex penditures.43 DRI’s risk analysls seems
10 ‘gnﬂllttle or no heed to the possibility that there may be no recession
(and its related 1mpact on state-local budgets) and that the continuing
defense outlay increases that may prevent it will also prevent the subse-
quent “bust” that DRI tends to include in its 25-percent prdbablllty,
delayed-recessnon scenario.
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analysis of state and local oper\atlons to the purchases aspect. 1f$y

that state and local purchases “are bemg held in check by. tax-_"t' fits, \-

spending limits, and a clamp-down on increases in federal gran sq"’For
1980 as a whole the prediction is that current dollar spendmg will mcregse
by about 9 percent, roughly the same as the 1979 advance.* This &cems .
roughly consistent with the control forecast by DRI, which shows cur’rent

dollar purchases rising from $323.0 billion in 1979:1V to $354.4 billion in.; i

1980:1V, subject to an mflatlon correctlon factorin the 9.5 percent range

2 Federal governmem o _ : U

- The DRI control forecast ofJanuary 1980 for the fiscal year 1981 federal
budget assumed tax cuts worth $25 billion effective in calendar 1981 but,
not in 1980. This forecast assumptlon is compared with the Administra-
tion’s budg {for fiscal year 1981 in the text table below. The Administra-
tion budgettassumes no fax cuts. Both DRI and the Administration
budget ‘gssume some revenues from the windfall tax on oil based on a
House- enate compromlse ’

DRI forecast Administration

Calendar year <, Fiscal year 1981 . budget, o
1980 1981 ° approximation*  fiscal year 1981 .
\ ’ ) ’ , '« [4 M
Receipts 540.5 604.0 - 588.0 - 600.0
Outlays  573.6 640.7 624.0 - - 615 8

Deficit (=)  —33.1 -36.7 -36.0 ~15. 8

*Derived by kauthor.'

Allowing for the $25 billion annual tax cuts in the DRI forecast assump-
tion effective in ¢alendar year 1981 (and 9 months of fiscal year 1981), the
two estimates are closely similar. Both are based upon similar projections,
of a mild recession in 1980 followed byyecovery into 1981. The DRI
control and Administration budget pI'O_]C tions of GNP are compared as
follows: : '

~

: Calend'ar years
. . (Sbillions)
) g D80 ¢ 198l

- DRI - 32,559 - $2,869

Administration budget _ 2,567 2,842
. _ ’

[}
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. Factors’
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local

spending
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© Federal .

budget

fo swing
toward .
restraint

- Not yet -
- time for
fax cuts

The DRI control forecast for GNP is-$8 billion below the Administration ..

_ "'ﬁ‘_b_udget'-ﬁgljre for 1980. It is $27 billion higher than the Administration
--budget projection for GNP for 1981, presumably reflecting, at least in

part, the stimulative effect of the $25-billion tax cut included in the DRI
assumptions for 1981 but not included in the Administration budget

calculations. - , . . b

The Heller-Perry outlook letter of January 21, 1980, foresees the federal
budget position as continuing to swing sharply toward restraint in 1980-
81. It se€s income tax liabilities rising at a rate of $12 billion a year and
Social‘Sg,curity payroll tax increases of $31 billion going into effect in the
1979-81 period. It indicates concern that this revenue-side strengthening
of the fiscal position, barring more spendirig, will cause the federal high |
employment surplus to-rise over $20 billion a year. This fiscal drag °
element would continue under the Administration budget for fiscal year

1981 which¥as Heller-Perry closely forecast, estimates spending at™$6.16 .
‘billion and revenue, without tax cuts, of some $600 billion.

The concern of the»Hellér-Perry analysis over the projected fiscal stance,

‘which they characterize as “tighter and tougher than in most election

years” is qualified by their view that the rise in defense spending, election-

- year slippage, plus the recessionary decline in GNP will increase total

federal spending in 1980-81 as a percentage of GNP. They observe that a
possible major military speed-up would bolster the economy not only via
the fiscal 1981 budget but also by fls motivating impact on business to
build plant and equipment for anticipated defense spending in the future.

The Heller-Perry analysis broadly agrees with the Administration’s posi-
tion that the time has not yet come for tax cuts. Heller-Perry take this
‘position in view of inflation, delay in the actual appearance of the pro-
jected recession, and defense requirements and anxieties generated by the
Middle East and Russian “intransigence.” They view their positionas one

of “keeping our powder dry” and being ‘‘ready to fire tax-cut shots at the -
*twin targets ,of recession and inflation as soon as the time is ripe.” The

Administration’s position, however, supports kertain tax increases,
included in the budget estimates, beyond the wipdfall tax on oil. These

- Include administrative procedures for speedier coltection of existing indi-

vidual and corporate income taxes, increased aviation fuel tax, and other
items (some proposed in the past or under legislative consideration),
which observers do not rate likely to go into effect. These items apparently -

total some $7 billion in fiscal 1981 and the projected revenues of $600 -
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The Admlnlstratron s refusal to propose tax cuts in the 1981 budget is
. more positive than the Heller- -Perry “keeping powder-dry” approach and
is apparently based on the grim picture of the economy presented in the:

President’s Economic Report and the Annual Re(port of the Council of

* Economic Adwsers This shows an economy headed for recession with
v'dangers of worsening inflation. The President'specifically regarded a tax
'-:_._f"cut irresponsible under these conditjons. In his words: “To have recom-

" mended a tax reduction and amuch larger budget deficit would have been

a signal that we weren’t serious in our fight against inflation . . . . It

o would have increased inflationary expectations, weakened the value of,

of pohcy fronts. : L ';f . "

the. dollar in exchange markets, and risked the translation of last year’s
oil- led mﬂatlon 1nto a new and h1gher wage- prlce splral in 1980.”

The EcOnomic Report analy’sis seems to take the newer view of the
inflation problem, which sees an “underlying”inflation rate component of

~ some 8 to.9 percent (higher by 2 to 3 percentage points than in 1976). This
underlymg inflation rate reflects the 1nﬂatlonary bias in the economy, .
" including the inertial momentum of the wage-price spiral. Other compo-

nents include the demand, shock effect, and cost-push elements in more

~volatile sectors, such as energy, housing, and food. The new view of
mﬂatlon and its components, which has numerous variants, see inflation
asa deeply embedded and still somewhat mysterious feature of the free

enterprise economy to be eradlcated only w1th years of effort ona varlety
iy

cil of Economic Advisers, which helps support‘the no-tax-cut position,
refers throughout to the difficulties ofeconomlc forecastlng in the présent

| bllllon would be $593 billion and the deficit of 515 bllllon would be $22 _
- billion, in their absence.45

-The discussion in the Economic Report and Anhual Repogt, bfthe Coun- '

situation. As Council Chairman Schultze is reported as saying: “The"

performance of the economy has made the economic outlook for 1980 and
1981 partlcularly difficult to fathom.™¢ o

The uncertainties and ambiguities inheren_t'-in the tax po‘licy de'cisi'ons(for-:'j?" -

1980-81 include the growing doubts whether recessions (or dustere budge-

i
]
E)

7Sl

R

" tary policy to create slack in the economy) now really hélp_to cure :; -
inflation. If the major component is a resistant underlying rate of 7, 8, or
- even 9 percent, and much of the remainder is shock oF gost-push 1nﬂatlon o
due to energy prices, little demand- or business cycle 1nﬂatlon is left to
. manage readily by fiscal programs 4 :
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" . . a. General observations . & L e
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o ‘Budgets for the early 1980% will be increasingly secumyfmmgedz' Inspite

* Eeveling off of determined initiatives in education and youth training, the budgetary
of grants-in- - grwth emphasis will ‘he elsewhere: With a clearly expanding defense
aid willlead - itott, possibly including national regi tration or the draft, grants-in-aid
to keen , ' CHOft, possibly including na lonal registratioq or the draft, grants-in~aid
competition - programs for social purposes, including edueation, will-not shrink much.
for funding ) . In real terms but will level off. The 14-tol -percent averageannualrate of |
o4 growth of recent years will not coptinue. Finangial funding for important

{o

o "pmgm'?s - social purposes will}ine'vitab‘l'y be slimmer as the period of expansioh€nds. . -
s - . The result'is bound to be keen competition among social programs for .
T ‘héalth, eduﬁgon, e ironznecntal protection, and other areas. - .- T

s Yo MU LR B

- * "Nor is doéfensé the sole sgurge of pressure-on education and other social

', General . " programs. The financing of Social Security will come up for review apd, -

' ;‘Zﬁf’"‘_’?’ " possibly _répeated_r‘e‘\b{iewsiirf the early 1980’s. With rollbacks of existing |
“involved -~ Payrdll thxes already undet consideration and -searches. under way for- -,

stopgap measiires, such as interfund transfers, and ways to curtail benefits
. In.some-areas, financial pressure. may compel consideration of financing =
_ Qo Social Security out of gene'gal revenues. Under these circumstances, there
- .would be keener competitibn and pressures for displacement in the gen-
- . eralsbudgetary arena. - o . ‘

. e

v The Afedéral government is under fiscal pressure, if not in fiscal-trouble; .

o Fiscal and its mode of Coping with the task of allocating limited means among
| pressure . competing needs and goals is complicated by the paradox of stagflation, a¥ .
fi;:derél. - persisting but uneven argin of unempleyment or underemployment of

. “governmenr:  VAarious kinds of human and other Tesources combined with a partially

e ‘mysterious and virulent inflation, persisting at underlying rates that were -

e considered a.grave sign of-instability by the standards of a decade or two. .
.. ago. o Lo, ‘ . :

R Ty [

_— While the federal :gg‘v'e;r'nrri?nt-«‘is-e'ngag'cd in this laocoon struggle, the -
Fiscaf ~  states will be subject to fiscal stringencies—tax limits:as well asspending

. Sfringencies ~limitations=—that make the tdpering down of federal aid a negative factor.

_ f:flliaiﬁ; . of g‘reatei“..s'i'gniﬁ'cance. Inflationary rises in costs for fyél,’ transportation,

. pressures and other operating necessities will continue to hamper efforts to adjust

. on stafe v, salaries in line with increases in the cost of living. Sqme estimatesiindicate

: ;Zg:,‘::;im that cost-of-living adjustments (C_QLA)tgd.»monéy_comp_ensaition forstate |

T . - and locat employees generally have falléh 12 to 15 percent behind the'cost
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“of living over the past decade or so, with corresponding downward
adjustments in real wages. This trend will probably continue well into the
. 1980’s. There is reason to suspect that the public ex pects these reductions.

While it is not possible to reduce teaching staffs beyond a certain:point-

without causing unacceptable teacher-pupll ratios, pay may be lowered by
inflation; wrthout commensurate inflation correction.

Increasing emphasis in judicial decisions and policy commitments on

more provisian for education for the disadvantaged or handicapped child
may be very expensive, adding to financial pressures already inherent in
the situation. Whatever' relief may develop from demographic trends
lowermg the school population, at least in slow-growing or static popula-
tion areas, is not readily measurable. Indeed, demographic trends may

serve to justify or support an increasiangly tight-fisted budgetary attitude
toward education at the state-local level.

b. Federal budget specifics

All federal grant-in-aid outlays to state and local governments are esti-
 mated at $96.3 billion for 1981, $7.4 billion above the estimated 1980 total
of $88.9 billion, and $13.5 billion higher than the 1979 level of $82.9
billion. In the two decades from 1958 to 1978, grants grew at-an average
~annual rate of 14.6 percent. The slower growth in grants-in-aid planned

1978 to'1981 of 7.3 percent annually is the result of two factors, as
outlined in the pertinent special analysis section of the 1981 budget
documentation: .

LA phasedown of outlays associated with economic stlmulus grants
enacted in response to the last recession

2. The need for overall budgetary restraint as part of a major effort to
hold down inflation. 48

This statement in the face of projected recession in 1980, virtually the first
ever forecast by a Presigent for h#term of office, let alone in an election
“year, emphasizes the strange contlict of objectives that undermines the
clear logic of public policy undgr stagflation.

.

Legislation creating the new Department of Education was proposed by

the Administration in recognition of the giowing size and complexrty of
federal support for education. The 1981 budget shows. increases in

~~ requested budget authority for education from $15.3 billion in 1980 to

~-$16.5 billion in* 198 1~—approximately a 7.8-percent rise. In terms of actual
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outlays thﬁ:stimated increase is from $14.2 billionin 1980 to $14.4 bil%lion
« . in 1981 about 1.25 percént during a period in which the amnual
Snflation rate is expected to be some 10 to 11 percent or higher.

| D)
[ £9)

[ [ ] [ Y
' W
N Thc prpécctcd equcatlon outlays include what is characterized as a major .
youth‘eQucation and trdlnmg initiative. The education component of this -

. ~initiative in 1981 would involve $900 million in grants for supplementary
. ‘ “ceducatioh in basic academic and employment skills for school districts _
with a high concentration of disadvantagd junior and senior high school
students. Local schools are expected to cooperate closely with private
‘Andustry and local agencies that are administering the complementary
training and employment program to help students dcquire the “basic

skills and work experience needed for full participation in thc work
force.”™

gomc $7.8 billion of estimated outlays in 1981 are for elementary, secon-
dary, “and vocational education. Most of this total is to provide formula
and diseretionary grants to assist state and, local education agencies.
Budget authority in the amount of $4.1 billion is requested for supplemen-

tary education services for low-income and low- dchlevmg students in
1984 . ' v *

. Budget authority increases are proposed in"the 1981 budget for Indian’
cducation, education of the handicapped, bilingualand adult edueation,
4 and Head Start programes. Funding for occupational and vocational
educatioh programs is réquested to be continued at 1980 levels. Thereis to
be a $286 millign reduction i in the impact aid program, but the Adminis-
tration is to direct the program to those school districts most adversely .
affected by federal activities. - .
The budgct rcquc'gt for hzgher educallog in 1981 includes $5.6 bllllon in
budget authority and $5.2'billion in planned outlays for student assistance
and contmumg education programs. The higher educatign totai embraces
7 some $2.4 billion in 1981 for the basic educational opportunlty grant
program to provide students with ggants of up tq$l 9Q0. Afgroup of other
- programs, comprising supplemental educational ppportumty' grants,
state student. incentive grants, and college weork-study pmgrams, would
bc funded at the same level as in 1980.

>

$

Other features of the 1981 budg,ct proposals m the Lducatlonal flcld
include the following:




® A reauthorization proposal to restructure the federal student assist-

- ance loan program, which would replace the present direct and

- guaranteed student loan programs with a new program designed to

“target federal assistance more directly to students most in need,”

v an item involving $1.6 billion for loan aid to 2.6 million students

® Assistance to higher education institutions to help disadvantaged
students in their postsecondary education, an item involving $430
‘million for about 850 additional fellowships for graduate profes-
sional studies and increased funding for placement, counselmg, and
- other services for disadvantaged college students

® Anincrease jh assistance to “developing” institutions (as part of the
higher education program) in the amount of $30 million

e Some $1.4 billion in estimated 1981 outlays for the support.of
education r¢search and development, as well as training, cultural
activities, and other general education aids.

The budget analysis also points out that in addition to the funding or
expendlture side of the budget summarized above, theres a “tax expendi-
ture” item for the education function, for such tax benefits as the deducti-
bility of many educational expenses and the exclusio*from taxable
income of scholarship and fellowship stipends. The tax eXpenditure fig:-
ure, representing money awarded via tax savings for education—
sometimes termed the “back door™ spending route to the budget—is
estimated at $2.7 billion in 1981. .
Longer-range projectigns of total budgetary authority and outlays for
“education over the period through fiscal year 1983 are summarized as

follows:
Fiscai years — $billions
1979 1980 1981 1982 1983
v actual estimate estimate estimate estimate
Budget authority $143  $I153 8165 $17.6 © $19.0
Outlays . .12.4 14.2 14.4 16.3 17.7

Source: Compiled from data appearing in The Budget of the United States Government, Flscal Year
1981, pp. 220-22.

Note: These data do not include a number of federal programs that are related to education, although

their primary purpose is to meet other national needs and to serve other-major missions, such as

. veterans®cducation, biomedical education, the Comprehensive Employment and Training Act (CETA)

“.. training activities, and others. For full detail, sec the table on “Federal Outlays for Education and

‘Related Purposes™ at page 230 of the Budget document source cncd dbOVL and related dlscussmn of
tr:unrng cmployiitent, and other labor services 4t 'pp. 229-38."
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Stubborn
persistence

“of low
unemployment
rate may not
continue

J. Employment, unemployment, and productivity

Seasonally adjusted employment fell by 108,000 in January 1980, while
unemployment rose by 338,000. As of January 1980 the total civilian
labor force was about 104,229,000 persons, of whom 97,804,000 or 93.8
percent were employed. This leaves an unemployment rate of about 6.2
percent, representing an increase of 0.4 percentage point from the 5.8-
percent rate prevailing in November 1979 and an increase of (0.3 percen-
tage point ovéigthe December 1979 level of 5.9 percent. The January 1980
increase reflects layoffs in the auto industry. The labor participation rate
(total labor force as a percent of the noninstitutional population 16 years

of age and over) was about 64.4 percent in January 1980, the result of a-
gradual updrift in this figure from 61.8 percent in"1974.

With only a slightly increasing (essentially stable) unemployment rate
persisting right into what most observers have contended are the foothills
of recession, what are the other;ill omens, if any, in the vital area of
employmeat—which, after all, is'4 major goal of a healthy economy?

> .
Citibank’s Economic Week of December 17, 1979, sees portents in the
labor market and its recent trends that indicate that the tenaciously low

unemployment rate may be misleading.5° It contends that the relatively -

low unemployment rate merely reflects a change in the balance between

the labor force and employment due to basic economic demographic

trends, reversing a previous 4-year period in which there was a record
increase in total employment but only a moderate and gradual reduction
in the unemployment rate for a labor force undergoing an unusually rapid
rate of growth. Economic Week analysts believe that the stability of the

unemployment rate will not continue into 1980. They find-signs of//

weakness in recent declines in the average workweek in-manufacturing,

increases in the layoff rate, decreases in the hiring ¥at&, and increases in
initial unemployment insurance claims. Their coficlysi6n is that employ-
ment and unemployment will followsthe projected recessipnary trend in
production. Their specific forecast: Eur}employ'ment rate'of 8 percent or

higher by summer 1980. gy

The DRI forecast of January 1980 re¢bgnized the “stugborn,strength that
has characterized labor markets all year.” Nevertheléss, DRI analysts
indicated some “employment correction” can be expected as the recession
deepens. Their specific forecast: an unemployment rate peaking at 7.9
percent in 1981:1l. They observed, -however, that there would be a
cushioning effect on the impact of recession due to support of the labor
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market by the “strong service sector, and energy-induced adjustments to

the capital labor mix.” The DRI analysis included the possibility - that
business has been simply postponing layoffs until the recession evidence is

clear, a factor that would be reversed as the expected recessiondeepens.s! -

The Heller-Perry outlook letter of Jaruary 21, 1980, made no specific

quantitative forecast on‘the expected level of unemployment but expected
that gains in employment will end as unemployment rises throughout .

1980 52This forecast tended to be susta1ned by the January 1980 flgures

Most commentators note the somewhat puzzllng decline in labor produc-
tivity. Some of it is attiibuted to labor compositional changes; some, to

the recognized phenomenon of cyclical weakness of product1v1ty in-peri- -

ods of recession and weak growth. The current situation is: sometimes
described as including a “dismal unit-labor-cost trend,” which will con-
tribute to inflation in the double-digit range well into-1980.52 Reports as
recent as January 29, 1980, show that productivity in private business fell

“at a l.6-percent annual rate in the f1nalquarter of 1979 (the fourth quarter

in a row that showed a decline).54

The employment and unemployment plcture seems less bleak than the
productivity performance and trend. Both aspects contain little under-
stood forces that justify the adjective “puzzling.” The recession assump-
tion underlying the émployment and productivity forecasts of mid- or
late-January became 1ncreas1ngly uncertain as the economic scenario

unfolded, particularly in the light of the hard-to- est1mate rise in defense
spend1ng

PN

K. [Industrial production and capacity utilization

Industrial production and capacity utilization data are more specialized
than GNP figures and are especially s1gmflcant for those who wish to
observe the tangible output of the economy in its basic physical produc-
tion sectors. Industrial production is measured in physical terms (tons of
coal, numbers of automobiles and trucks, kilowatts of electricity, etc.) so
that changes in ‘the level or: d1rectlon and magnitude of change of this
important set of indicators- represent real figures that, unlike monetary
data, do not call for the appllcatlon of deflators or.index numbers to
correct for inflation. Industrial prOdUCthI‘l data are, however, reduced to
index numbers to permit proad coVerage of areas with different types of
physical output units. . SO

e e
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" The degrée of éapacit)} utilization in.the manufa‘ct,‘(urin.g secft}r-difficult

Stagnant or
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" production

and
capacity
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to be
changed by
predicted
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~would fall at a 4.1 percent annual rate ov

Defense
buildup -
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predicted
slowdown
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-an impending slowdown are evidentgn recent data on industrial
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theyractually uncertain and contingent nature. They are subject to politi- - A N
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as it is to, measure—reflects the extent to which production may be
sagging below normal levels with the usual result of softening of prices due
to unused supply or the-extent to which output is pressing above maxi-
mum éfficiency levels. or toward the virtual.limits of physical capacity,
with the usual result of upward pressure on prices due‘to rising costs and
rigorous constraints on supply. ‘ ¢

Industrial production rose by 0.3 percent in December |9 following a
decline of 0.3 percent in November. This level of performance was main{
tained in spite of cutbacks in autos, trucks, and related products.s5 -

S .
The overall total industrial production index (1967=100) stood at 152.2 in
December 1979 (prelim) as against 151.8 a year before and, 146.1 for the
year 1978 as a whole. : | v ‘

Manufacturing capacity utilization (Federal Reserve Series) was at 84.4

percent as of December 1979 versus 86.8 percent a year previously and

84.4 percent for 1978 as a whole. These data rgai a4l rather “neutral” or

stagnant conditions in the manufacturing se .;y":z‘i tic &tput levels

and a slight tendency fOE the capacity uliliza,_bioi?v‘r'ag"o to sag.
oL

The DRI forecast of January 1980 predicg

] most' oM 980 with positive
he: gre
lfy motor vehicles, iron

growth beginning to appear in 1980:1V.
forecast in primary metals production, esp ‘ _
and steel, and furniture and lumber. Prodi was then predicted to. "
perk up tg a near 4-percent annual growth rat®n 1984 and over 7 percent
in the year thereafter. The DRI dé&ailed analysis ‘indidated that “signs of ¥
produc-
tion capacity.atilization, and inventory accurulation.™s6 The .expectgd
recession conditfons would reluce automobile and metal prodiugtion i
increase machinery and aircraft ofitput. The risk anailysié‘semJed BOES
chiefly concerned with possibilities of deeper recession'than the contro
forecast. More recent developments indicating a defense buildup ma;’
alper thl's‘.?‘;ct.ur_i.
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All budggt plags c_ont;iin an element of documentary for-mality“—;'tia' ¥ belies *
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cal, tmancnal and economic opposmon and ﬂexmg This. i m partlculdrly’i,

true. of the defense spendingitemin the, 1981 budget. As drawp( it provides

defense outlays of $146.2 billion for fiscal year 1981 to meefgoncerns over

Soviet aggression and unrest in the Middle East. This figuresby jitself

represents a 12-percent increase in current dollars overlhg; scalyear 1980
B percent after
adjustment for inflation. The plan is subject also to a presldentlal pledge

total of $130.4 billion, or an estimated growth of ove

that if inflation is higher than expected, the dollar fig 0 would rise to
protect the real growth target. The budget also calls forybédget authority
of $161.8 billion for national defense in 1981, representing an increase ¢f
some 5 percent over 1980 in estimated real terms. Pu& ¢r increases are
scheduled at a L2 to 13 percent annual rate in terms\b;@urrent doll@;s for

1982 and 1983.57 ) Ko

) . L, . .u.'
Itis only realistic to expect that these targets will be grgu reased,
even in 1980, unless some near-miracle of pacification ‘detente-

salvaging occurs. The range of areas of defense spending mvoh/ed—rapld
deployment, ship program, tanks, missiles, submarines, fighter planes,
and research and developmenlmsuggests the pOSSlbllllICS of expansnon
beyond the moderate budget document target. Morc.cver even in the
absence of further, more ominous developm nja,m the- Middle East,
Congressxonal advocates of a still stronger defensc:pésture are reportedly
pressmg for higher levels of defense spending.5¥The implications for the
previous consensus outlook are quite clear as to direction but impossible
to quantify.

e
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. forecast result, it is also fair to apply the'same disclaimer to the arrival of |

. VL. Concluding Comment’é

P

¢

The 1980 economic scene, already beglnnlng to unfold, presents a severe
test of both the economic forecastmg art and wise policymaking,

Itis easy to criticnze and deprecate the macroeconr'omic model in the light

of recent underestimates of inflation and the mysterious delay of the 1980

recession. But the continuing quantitative modeling of the economy has
- already demonstrated great capabilities andserveslmportantpurposes It -

is. essential to approach the tasks of economic policy with a structured

data bank and predictive apparatus based on the best behavioral rulesand -

1nterrelat10nsh1ps that theory and experience can provide. It is also proba-

“bly1i important to leaven the mechanics w1th occaslonally 1nsp1red 1ntu1tlon
-plus common sense.

On another point it seems quite premature to.pronounce, as some have
done, the bankruptcy of Keynesian econometrlc models on grounds that

‘they “cannot deal with current economic ills because they concentate on .

questions of demand,” neglecting the supply side and factors stimulating

. productiwty I The macroeconometric models are adaptable to whatever -
~ empbhasis is appropriate on supply-side variables. The: main stumbllng
block for such models is probably not supply-side omissions or even haive

Keynesian bias per se, but general dependence upon a limited repertoire of
behavioral rules and upon’ past statistical relationships and standard
available statistical magnltudes ina world of abrupt obsolescence ofold
coefficients and measuremeny "

o o’ . ~

1f and when something reser '-g g the most-advertised recession in his-
tory materializes, the recent il
should be recognlzed as alter ng %
same Tecession forecasters foresawyand, in some. cases, announced as
arriving long before the end of 19797 If it is fair to say “all bets are oft™

when external events upset forecast assumptions and ¢learly frustrate the

unanticipated-. economic dlsturbances .and dlslocatlons ‘that mimic

“recession.

-9

developments that have helped makeit -
essentlal charactef. It will not be the-

_ character |
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The worst uncertainties in the appte

pEpach to 1980 are perhaps not so much
the forecast, but how to deal wit *’,f' nd its variant scenarios. Ifinflation is
the Number One enemy, can it be déalt with by inviting recession, if a large.
inflation component is impervious to conventional restraining strategy? If
it takes years to-eradicate a deeply embedded mﬂatlonary bias, just how
does economic policy go about this task?’ Is tHe-free enterprise. system'
forever constrained.to buy a measure of prlce stablllty only at the price of
giving up its ablllty to marshall ‘all its resources in the great world
competition with ‘¢he authoritarian bloc? Can an effective socral

consensus be reached on measures to deal wrth inflation? =~ -

This paper was 1n1t1ated in December 1979. Its theme at that time-—the
unusual uncertainty in the 1980-outlook—had become almost threadbare
by early February 1980. Gleanings from the press in the first week.of
February continued to support the orlglnal theme of mixed signals,

crosscurrents, a kaleldoscoplc assumption framework, and basic uncer- . -

tainties in an outlook on which-there has been token agreement on a

3 strangely hollow consgnsus: mlld/brlef to moderate necessmn

The January 1980 Jump in the unemployment rate to 6.2 percent was

' accompanled by authoritative cautions that it would. be premature to -

: J . regard it as confirming a major downtur:n, or as reflecting general unem-"
© mixed signals,

ployment. since auto layoffs}yere a large. factor in the development Yet

General Motors was planning a record multibillion-dollar assembly plant. -

~modernization, looking beyond the current aato slulnp. Spot market oil*
" prices g

e reported taking a downturn, sugg€sting the likelihdod of a
slowd

. might avoid a recession ift. 1980 because of Middle East cr131§ deveTQp-

- defylng predlctlons that they could continue their pace at the

ments. Before the same Committee; Treasury Secretary Mill X reﬂectmg
on uncertalntles in the recent Administration forec#st, testifféd that “the
probabilities are that the (economy) might not be as soft aseexpected. v
Retail sales were reported to have rebounded.sharply in Jam&ry 1980’ .

savings.2 But this was qualified by.some who cqntended that it was a

than-usual decline of sales due to relatively mild January weath®. By
mid-February 1980 a number of economists were reported to be reyisig}

clung to a 1980 recession outlook but postponed its onset a quarter or
increased their estimaté of thé chances of d fo- recession scendario.? The

. . i
A RO ' Y

‘i’ worldwide price increases. Federal Rg@erve Chalrman .
Volcker stated before the Joint Economic Commlttee that the natlon T

L3

-technical result of applying standard seasonal adjustments to a smaller“ R\

,‘7} S

their forecasts, llftlng their prevrously gloomy 1980 predlctlons _'ﬁu..

“
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temporary strength of the stock market a dublous' but reyered(leading

indicator, raised obvious questions. Was it rejecting the recession thesis?
. Was it governed by the enticements of energy and defense stocks? Was it

~ merely being spurred by a new perception of corporate equities as one of
.the few remadining underprrced inflation hedges? Or was the market lifting.

1ts eyes beyond the 1980 recessnon to the hills of covery 1R 19817

These questlons were soon displaced by new developments that promrsedh :
to open a fresh chapter.in the 1980 economic saga. After sweeping by the

900 level of the Dow Jones industrial average, the stock market $uffered
premonitory tremors on February 14; 1980, which made it seem almost.as

_.though, tiréd and susceptible after a lengthy climb, it had received an.
“inkling of the disturbing news that came thenext daytOn February 15the
Federal Reserve raised its discount rate from-12 -percent to a record 13.. -
‘percent. This was in response'to a Jump in the producer price index by 1.6

percent in January 1980 (equivalent to a 19.2-percent annual rat¢, which

reports indicated would be 28.8 percent if food items weré excluded) and _ | |
growmg intelligence that key monetary aggregate’ data werg signaling -
growing mﬂatronary pressure as indicated by Federal Res&ve Board .

Governor Henry C.'Wallich. Stocks dropped back-below the 900 Dow
‘Jones industrial level. Bond prices also declined and yields. rose, the first
of a probably dramatic sequence{c}f'-'n"e'est rate adjustments to the new
Fed action. The higher producer-gg@@

L4

progressive, pyramiding mark- ipieffects through the price structure.

~ Administration spokespersons said little, but indicated this.was.consistent = -

~ with previous Federal Reserve policy. The' general reactlon was that this

whole developmenit increased the likelihood of the 1980 recession, with:
general slowdowns and increased unemployment Otto Eckstein, head of :
Data Resources Inc:, predicted higher interest rates and said that,busi-.-

ness should be more conservative about hiring and productnon appaf-
ently echomg comments of other economists. “It brings the recession back
into - the picture,” he was quoted as saying.. Without thrs action, he
indicated, the country: “seemed to be headed for another disaster.”

. Eckstein’s term disaster apparently referred to pers1stent and worsening *
1nﬂatron and presumably to some kmd of “bust” finale to the scenario. -

e
T

prlces ‘were the probable fore- -
runner of an expanding wave offm grods prices as they percolated with

3 . °
s .
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Appendlx A

METHODOLOGY AND PROBLEMS OF MACROECONOME'PRIC
FORECASTING ‘

e
LAY
\ [

This appendix provides nontechnical background on the methods and,

contributions of macroeconometric forecasting and its problems and
difficulties in watershed situations like the present one.
é;{.

; 2
k4 v

A. Methodology

.- By it nature, econometrics, and in partlcular macroeconometric modelg
1ng, seeks to identify and measure economlc relationship by statistical and,
mathematical techniques, prinfarily for the purpose of forecasting future
econ}?mlc developments and laying a factual groundwork for choosmg
among policy alternatlves ! S

+

While econometrics has evolved against a long historical background of
statistical-mathematical economics (the term itself was introduced in 1926
by Ragnar Frisch), its rapld expansion and extension into the field of
. economic forecasting models was the concomitant ofboth neo- Keynesnan
national income analysis and the post-World War II development of
" sophisticated, high-speed electronic computers. The computer technique
facilitated (1) the assemblage, retrieval, manipulation, and analysis of

economic data (increasingly, on a guarterly; or even shorter, time-interval |

basis) and-(2) the formulation of systems of simultaneous equations
expressing interrelationships among selected key economic variables,
usirtg multivariate regression-procedures. One of the major contributions

of the computerized simultaneous model systems is their ability to reflect

theinterplay and interaction of different component equations that would
otherwise defy ordinary calculation or intuition. The marvelous efficiency
of the computerized model permits the rapid exploration of the implicaz
tions of a. range of alternatlve forecast assumptions or public policy
\ optlons ~ ﬁ R
. g . . . %‘- . Y
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B. Dependence on persistence o/ past relationships
As this somewhat formidable preliminary comment suggests the macro-
economic models simulating the economic system are constructed on the

~ basis of past relationships developed from what are considered approp-

riate historic experience-data. The reliability of forecasts projected by
these models, therefore, depends upon the persistence in substantially
unchanged form of past interrelationships. Any sharp change or deviation
from the past—other than, say, a gradual evolutionary development for
which corrections can be made—will affect the predictive capacity of the
model and pOSSlbiy throw it into a tailspin. :

The most difficult task of macroeconometric models IS identifying and

,predictlng in quantitative terms the" outcome of economic turning

pomts—in the present juncture the presumed termination of a-protracted
recovery-prosperity period. The models perform best in predicting the
sequence of developments in well identified, early recovery phases of the
economic cycle—quite different from the present constellatlon of events.

The formulation of models is itself guided by the prevailing accepted

" repertoire of economic relationships, mechanisms, and forces. In periods

of departure from past relatlonshlps with the appearance and only grudg-
ing acceptance of new tendencies, motivations, and behavior patterns of
business and consumers, the old models call for overhaul or substantial
new drawmg bvard treatment. This problem is shared by both the
economic theorist and the economic model formulator.

The failure of economists and economic models to understand and take
account of the pervasive inflationary bias of the system in recent years has.

been publicly noted by at least one high public official. In her recent

“introspective farewell” to her position as Secretary of Commerce, profes- v
sional economist Juanita M. Kreps expressed doubts about economic
dogma and forécasting preoccupations and techniques, saying, among
other things: “I've been teaching since.l was 20; and to.tell you the truth, I
don’t know what I would teach now ... Youdolose faithinthe catechism
after a while.” '

C. Updating and fine tuning

The builders and managers of the great macroeconometric models; such
as Data Resources, Wharton School, and Chase Econometrics, are con-

84



ot ,q.
stantly at. work revising, rebu1ldmg, updating, and fine tuning their equa-

tions. How well these efforts will keep abreast of the rapidly changmg

economlc forces, inflation, inflation-control measures, and crisis-scale
events~m ﬂwe fuel and energy field is itself a major.source ofuncertamty in

‘evaluatkﬁg l‘gconomlc outdook forecasts.

l‘ ‘ vIf

D. Underly

“A"' .,’
Any macroeconorﬁet,mc model forecast depends upon its.assumptions as

to the future course: 0[ key mdependent variables on which the predictive

relationships operate to prOJCCt the'behavior of the dependbnt variablesof .

the system. Key assumptlons relaté; for example to the budgetary pos-
ture, major legislative developments, monetary and fiscal policies, energy

supplies and prices, productivity and unit labor costs, the exchange value

of the dollar, and the condition of world economies. All these are fraught

with obvious uncertainties, particUlarly in the 1980 situation. Alternative

assumptions may be made in recognition of these uncertainties, and
alternative forecast scenarios may be spun out by the computerized
system to Satisfy the needs of those who prefer their own partictlar

_ assumptions or who want to see the reasonable range of possible scena-

rios. Probability weights, essentially subjective in character, may be given
the alternative assumptions and related scenarios. Like percentage chance

weather forecasts, these furnish the customer with some impression both

of what will - probably occur and of a spectrum of other moderate or
extreme possibilities in either direction. No matter how technically per-
fect, a forecast for purposes of practical consumption is only 45 good as its

“underlying assumptions or range of assumptions. Exogeneous_factors
“disregarded in the assumptions can upset everything.

‘E. ~Statistical definitions and data errors -

Text discussions touched on uncertainties generated by questions of the

definition of the consumer price index. It seems worthwhlle here to point
up brleﬂy some of these and related matters.

- ’1’1

The world of mtelllgenc‘e measurement and educatlonal policy vis- a-v1s'

minority groups has been beset for years by questions and controversy

about traditional 1Q measures, their validity, and thgir predictive value

s | 85’ | ( |
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for educational career planning. A number of§-irr_;_ilar doubts and contro-

versies affect key economic measures usgd in pyedicting, evaluating, and _

recording the state of the economy. In brief, sog p‘gfthese‘are.a's follows®
. v @ 7 » 1 * ‘ .

4
- ) ”

I. Does the consumer price index (CPI) properly measure the actual
course of inflation? Is its systenr of weighting fairly representative of )
consumer budgets? Does it overstaté inflation that is due not to
money-spending factors but essentially to exgraneous cost factors, -
like OPEC ol pricing, envi,ronmentqg,protec:’t‘lon costs that yieldan
unrecorded benefit, or progductivity changes due in part to demo-
graphic changes affecting the composition of the labor force®

S . A * v

2. What is the effectiye money supp}y? Willeven newly fgvised M1and
M2 concepts t.ell us the apprpximate' monetary aggregate for pur-
poses of testing the Friedmanesque mg,netar%t theories of inflation?

. o

3. D¢ official gross national product (GNB) figures fairly represent
the magnitude-of the national economy? Can an apparently attenu- -
ated GNP economy’ be Bolstered to actually healthy levels by an
underestigated, underground economy that escapes detection by .
the tax collecter and the statistics gatherer? How does the under-
ground economy fluctuate in relationship to the official GNP?*
CQould the difference between the reality and the official estimate
mean the difference between a mild and a moderate recession?

4. Exacfly who are the unemployed? How many are de facto unem-.
ployable? How many are.actually employed? What is a realistic
~ estimate of the underemployed? : <

Possible data errors are another source of uncertainty. The recent period
hasewitnessed a gross error in monetary magnitudes, which triggered a
substantial stock market decline. Appreciable revisions sometimes occur
in time series data on key economiic indicators. Forecasts for 1980-81 as of
January or February 1980 are, therefore, subject to-considerable possible
error and uncertainty due to possible vagaries in recent data observations
that have a direct bearing on the interpretation of current economic
trends. % . s '
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F. Other levels of uncertainty

I.  Decline of neo-Keynesianism , .
o | : ) N
Conservative economic Qbservers note that economic policymaking and - *
its theoretical orientationm are in the throes of a major shift, caused’
primarily by the disturbing persistence and acceleration of inflation.
Naive neo-Keynesianism has been called into questighy, - Q‘nd there is_
increasing departure from the former tendency to focus egialnic analysis’

ggement of

oriented pOl'C'eS may mcreasmgly permeate forecw,_""z"
pollcy'makmg. o ) (;,

i - : R
05_15.1 . T )

s

2. Rolé.ofexpectatibns B 4

Expectational economics is, stlll very much jn theprocess ofdevelopment _ -
The role of expectations in the present mﬂzf‘tlona,ry situatidn is a source ofg, S I
uncertainty and has an explosive potential. Théfant«astlc fise and: day»to- R
day gyrations in gold priceg'supported by both faﬁ’s ad expectattog‘s isa - . & .. S
portent of what might happen if there were *gnq‘@v %cognmon ofa - . i
_ pendmg CO”lSlOI‘l between spendmg aspigations a;nd,ava;lab;; r;z;s‘omces in . T

inflation beyond the now-’familia f ,. n i

3. _Posszbzlztzes of exjra_ordznaryk-urprzse and error é;&& o g #

As observed earller a meanmgful economic forecast must embrace a- f.?"t
range or cluster of possible assumptions and ‘rélated outcomes with ; )‘ Lt
probability coefficients attached to each. These probability factors,whlch ) ' "
add up to 100 percent, are based upon a combination of factual mformaw :
tion, informed judgment, and intuition. When in doubt, a forecaster #

| ‘ .
- mlght well fall back on the rule of weather prediction: the: saf?:st predlctlon : . #’%
is more of the same orits variant, a continuation along the existing path of » . T

change. A sobering qualification of the weather prediction rule is the
element of surprise and unexpected disturbance that has marked social 3
and political processes In spite-of the elaborate apparatus for foresight - g
; ahd_ early warning, major change after major change has descended upon "

g

.
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the post-World War 11 world with llttle or no warn1ng or precognition.
Sometimes 1mpor%nt courses of events have reversed the overwhelmmg
consensus of profeksional economists. A number of these major forecast
and interpretive errors; which has had appreciable confusing effects on
practical policies, may be cited: = -
4
® The almost unanimous opinion that the economy was headed for
deep recession or depression, w1th massive unemployment in the \
~Immediate post- -World War I demobilization period, 1945-46. '

® 4Gross mlsreadmg of the effects on the role and price of gold result-

ing from the various steps leadmg to de‘monetlzatlon in the period
1967-71. = e ¢

~® . Chronic underpredlctlon of the rate of lnﬂat}on through much of

‘ : | the 1970’s, in which plain error and pqlltlclzatlon were hard to
. ' - distinguish; o ‘ k w _, / E

.

Substantial failure to grasp the serlous‘lmpllcatlo s and ultlmate )
threéat to the foreign exchange value of tl‘;‘idoﬂa%and U.S. eco- -
nomic strategic strength of the transitionto stubbornﬁnternatlonal .
payments deficits in the 1960’s and 1970%.

pparent refusal of many, if not most, economlﬁ to percelse)or
ccept, the implications for the "'mterest ra@ strl@ture money
supply, and inflation pressures in the chroni€-hudgetary déficits,

particularly throughout the late l960s and the 1979’s. @ '
t' h

® In a somewhat different vein, the myopi ttiﬁr e-of most liberal
~economists (along with s some other sc1entlot§) toward the con‘d’ept of
mtensnfymg Malthusian pressures on food supply and other essen-
; tial resources in the 1970’s and 19805 v L
) o ) o @
The novelty and unprecedented character of the pro ems now aff&ng '
the very lifeline of the economy and the monetary structup resent
., unfathomable uncertamtles~both as to the turn of events and W to tbe _
" response of the economy, with and without various adﬁptatlons of
national policy. These things defy ordinary forecastmg techniques,
~although the great macroeconomic models will help give better shape and
quantitative contours to alternative scenarios than were possible in the '
-past. However, experlence gives little assurance (ﬁd indeed indicates the

opposrte) that-we now know so mugh-that maJor surprlses Or errors of
lnterpretatlon can be avonded 4

Y 6 ~
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| %>' | FOOTNOTES |
‘ . : . . ~

1See Ammer, Christine, and Ammer, Dean. Dictionary of Economics. New York:
The Free Press, Macmillan, 1977.

. 2Rowen, Hobart. “Kreps: Introspective Farewell " Washington Post, November
3..1979. pp.. Al, A4.

‘See Burns, Arthur F. “How To End Inflation.”™ First Monday, October-
November, 1979. pp. 4, 21.
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Sl - ' Appendix B : ' -\
COMPARATIVE PERFORMANCE OF FIVE MAJOR
MACROECONOMIC FORECASTERS IN THE 1970’s

This appendix summarizes briefly an evaluation of the comparative per-

formance of major macroeconomic forecasters in the 1970%. The analysis
covers the five following major forecasters:

1. Chase Eco”nornetr_ic Associates, Inc.

2. Data Resources, Inc. (DRI)

3. MAP-CAST_group, General Electric Co. e
4. .Wharton Econometric Forecasting Associatés, Inc.

5. Median forecast from a survey conducted by the Amerlcan %tatlstr-
cal Assocratron and the Natronal Bureau of Economic Reseafich.

‘ : Yo .‘ LI
Among the major ﬁndings,of the evaluation:. S R ‘

3 » 1
. 1. Chase Econometric Associates, It.; made the most accurat%pre-
dictions of the money supply. . o %

. ¥
2. Data - Resources, Inc. (DRI) produced the most accurate

predictions of short-term interest rates.

3. Forecasts of real"growth inflation, ancﬁvunemploglment \i(')r the
perlod from mid-1974 to mid- 1975 were generally wrong

4. Inﬂatron forecasts for the perlod from & 1975 through mrd 1978

were quite accurate. 5
' ’N

5 Rorecast evaluation must - be relatr\(e rather than “absolute"
because no reasonable absolute standard el 1sts '
¥ ‘, . e v ‘ ‘ | Q
90 -
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6. Better forecasts could have been made by the forecasters if they had

paid greater attention to' the statfstical propertles of the economic
variables to be forecast.

Source: Based on “Whose Crystal Ball Is Clearest of AII?” Qutlook
Section. Nation'’s Business, Jamyary 1980 p. 14; this, in turn, reports
findings by Stephen K. McNees, vige-president, Federal Reserve Bank of
Boston, published in the New Eng[and Economic Review.
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Appendlx C.

NEGLECTED CONTINGENCIES AND POLlCY OPTIONS

The consensus-type outlook for mild recession and continued inflation—
- but below the 13.3 percent 1979 rate—has tended to overlook or brush
aside a number of major policy options that might be chosen to intervene
in a way that would substantially alter the course of economic develop-
ments in 1980. Some of these are listed with brief comment’s‘;,bélc‘)w.

1. Mandatory wage-price controls (or freeze) and/ or foretgn
exchange control. Mandatory price and ‘wage control proposals
recently have been supported by Barry P. Bosworth, former direc--" -~
tor, the President’s Council on Wage and Price Stability, and- Bruce
K. MacLaury, president, The Brookings Institution. Hearings on a
legislative proposal for mandatory wage-price .controls have been
agreed to before the Economic Stabilization Subcommittee of the
House Banking Committee. Until recently, proposals of this type
almost universally elicited protestations of horror. It is standard
political practice to abjure them. They have costs and disadvantages
and would doubtless involve some distortions, blackmarketeering,
and disappearance from.open store shelves’ of scarce.commodities
that are even now rationed-away from those of modest means by the

bidding up of their price by those with more purchasing power.
Nevertheless, such a system helps brake and contain inflation,
especially under conditions when ordinary fiscal and monetary

- programs cannot or will not be swung into action. Controls resist -
§ " the momentum of disorderly change and help give the economic
L system a breathing spell. Foreign exchange control would serve
- similar ‘purposes, including a check on oil imports. This form of
mgerventnon would lead i Into a Rew and different economlc scenar

- backed up theyfinancing of the war effort. .

o ",‘ ‘ E. o . 92 :
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. Gasoline and other ehbrgy rationing. This type of policy direction

would not only alter the way the country lived with oil shortages
and price inflation but also, in conjunction with more austere

import controls, slow the excess demand for oil. In some respects it

would be equivalent to confronting the OPEC ¢ tel with the
equivalent of a. monolithic buyer (monopsony) in th ited States.
This. would drastically alter the price mechanism framework, gener-
ally assumed for the economic outlook in 1980-81.

. Severe tax on gasoline from imported oil sources. This kind of.

measure, highly unpopular but plausible given greater public

" understanding, would serve several important related purposes: (a)

curtail gasoline consumption, (b) correct the present, abject direct
exposure of the American automobile driving public to OPEC oil
price demands by driving a tax wg_dge between.the buyer and seller,
and (c) divert some of the excessive price that motorists are pre-

'pared to pay back into the U.S. economy for various purposes,

including “synfuél” programs or tax relief in other areas. This
approach could alter the typical 1980-81 economic scenario in-

. which price adjustments are left to the marketplace with no tax

incentive modification.

-,

. Tax increase program. The. federal budget for fiscal yea“r".'l981—'—‘

with its anticipated $616 billion outlays, $600 billion receipts, and
$16 billio-n'defici,t{f'—may undergo alteration in either a more stimul-
ative or a more restrictive direction. Critics View it, li'ke'most_
budgets, as a political document but more than usually productive
of uncertainty for the economic outlook. Some regard it as too
restrictive and likely to produce a deeper slump than the under-1--
percent GNP drop, the 7.5-percent unemployment rate, and the.
9-percent GNP deflator rate of inflation officially projected. They
point to the “high employment surplus” of $57 billion the present
1981 budget would produce as a severely deflationary “wrench.”!
Such critics look to possible tax reductions or job creation pro- -

.grams to relax the budgetary restraint. But other critics, who-also

view the budget as an essentially political document, believe the $16
billion estimated deficit for fiscal year 1981 is “the greatestunderes-

- timate since Pearl Harbor.” Defense spending and other spending
- pressures not accounted for in the budget are the responsible fac-

tors. Of the latter group of critics, some would favor a general tax

Increase, at least as soon as politically realistic in an elegtion year.

3
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- Hobart: “The Cost of Guns and Butter.” Economic Impack. Washimgton Post, Febru-'
- -ary 3, 1980. pp. FI, Flgt and “The Carter Budget » E
','January 24 1980 S ,

2

The tax increase receives greater support by those who reason that
defense activity. that generates employment and diffuses: new
demand for consumer goods and services does not produce consu-
mer items to absorb the demand it generates. Using the guns-and-
butter analogy, guns (which generate, but'do not automat’ically

.

absorb consumer purchasing power) areamoremﬂatlonary incre-

ment to the economy than the butter category 2
5 Accelerated 7vynthetzc fuel'program, mcludmg oil shale and sands.
Synthetic fuel and oil-shale-type fuel, as well as biofuel ‘efforts, are

part of the present economic horizon. But various forms ofacceler-

ation as civilian and military needs may dictate should not be

dismissed. These would, like military spending, counteract or.

shorten a predicted recession. Somie kind of “technology fix” of the

breakthrough type, either on the supply side or on the conservation
side, could emerge that would alter the econOmlc horlzon even for

the early 1980°s.

6. Credit controls. A'carefully designed set of selective credi't controls

-  could be instituted, based on the idea of festraining inflationary

demand in. most sectors. subject to buying pressure but relieving
certam strategic areas; like new: housing, whe resources are availa-
ble and basic needs-exist. This approach, co froversial and subject
“to considerable opposrt.:lon would serve to limit spending on most

- items to funds avarlable(from currernt mcgme and curb consumerv

bflymg bmges fmanced w1th creéilt

. ’ 'b .o ’ ‘J’
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'ngh employment surplug (or deﬁcrt) is the budgetary posrtlon produced at

‘about a 5. I=percent: unemplayment rate The igh employment budget posrtron is

estimated dt a deficit of $12 billibn i in fiscal 1979 afd a surplus of $4 billion in fiscal
1980: Deficits are expansive; surpluses, deﬂatlonarym the Keynesran lexrcon Thus, a
swrtch toa $57 bllllon surplus woyld be considered quite * represslve in 1981" :

.2, Busmess Outlook unsmess Week February ll 1980. pb 27-28; Rowen,

( rlal Washington Post, '

Y

97



99

. .Appmdlw
g\ GOVERNMENTAL FORECASTS JANUARY 1980

. .6 4
Two .major- government forecasts of late January 1980 both reflect the . .
then prevailing economic outlook: Mild recession in 1980, subject to .~
uncertainties and qua11f1catlons One’is’ the predlcuon of the- Congres- -
‘sional Budget Office (Alice B. Rivlin, d1rector) The other is embodied in
" the President’s Economic Report and the accompanying Annual Report -
of the Pre51dent S Councrl of Economlc, Adv1sers (CEA)

The CBO predicted a mlld 1980 re_cesslon w1th a sluggrsh upturn by the: : ‘
end of the: year. Inflation was expected to moderate only. shghtly, unem-. B
ployment was forecast at between 7.2 percent and 8. 2 percent by the end of
1980. For 1981 the CBO forecast contemplated steady 1nflat10n but worse .
Joblessness h1tt1ng the 7.5 to 8. 5 range by the end of 1981

The 1980 portlon of the CBO forecast 1s conslstent w1th the Administra-
tion’s budget assumptlons and the v1ews of other major private
forecasters ' :
. . y . .
. he CBO forecast for a mlld recession was based, acco’dlng to Director o
" Rivlin, on the belief that U.S. exports will increase while imports will- h
decline. Also business spendlng was expected to turn up sooner than in |
: past recessions. AR . -
: The sluggish recovery was attributed to persisting’inflation (presumably
. cutting down-on real purchasing power), continued hlgh short-term inter- o
" estrates, and the scheduled 1981 Soc1alSecur1ty tax increases, Wthh will
- reduce consumer buylng capaC1ty :
- CBO Director Rivlin outlined qua11f1catlons and uncertainties. These /
include “the possibility of a I'CPCtlthﬂ of the 1979 experlence—-the-
f‘lrecessmn that did not occur—with employment staying surprisingly low
and unexpectedly' strong -consumer spending. She recognlzed the
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decllning productlv1ty phenomenon as someghlng “economlsts don tfully
B understand somethmg requrrmg further study

Major rlsks c1ted are as follows ' ;_y {’

3
w

- o Major 1nterruptlons of the oil supply llne Wthh would produce
' q Y worse shock lnflatlon and aggravate the recession -

PO

. S e Substantlal 1ncrease in defense spendlng, which would delay or’
' SR prevent recessron but also spur mflatlon o
The Presldent ) gzmd‘ the CEA s) Report forecast also antlclpates a mlld |
’?ecesslon and cdntinuing near double-digit inflation—but lowet’ than in
f979 The expected reductlons in real GNP and consumgr purchases arg
small—in the I-percent area, representlng almost a sluggish- sideways
mdvement of the economy. Moderate downturns - in business capital
D expendltures and *housing starts are factors. It counts on continuing
" helpful contributions from the Federal Reserve: -monetary restraint,
which it feels will-be “consistent with lower interest rates” When the-
slowmg of economic activity and 1nﬂatron rhaterializes in 1980 o0
| .“ Tl }5

The CEA also warns of uncertalntles

(oil price rises ,
ver into greater . .

° Futur’e prlce and productlon decrslons ,lof OPE
“greater than ‘the general iriflation rate would splll

energy costs,,wages and 1ndustr1al goods prlces ,
\

& ! The dlrectron of interest rates ‘
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® |he behavior of the personal savings rate (the abnormally low level -,
of which in late 1979 supported strong consumer buying).

.

- 7/
A briet tabular comparison of majog ¢lements in the CBO and the
Admintstration’s economie report forecdsts is presented below.

\ ) v

‘ . 3

' : CBO - ER-CEA . .

Real GNP, percentage change 1980 2310 -0.3% 0.75 10-1.25%
L N 1 ERITE! 28 . v/ ’,
Uncmploy;nént rate 1980 1V 7.2t0 8.2 7,25 t0°7.78 /\‘
v © 8LV 75085 7.25 )

A
Inflation rate !

GNP deflator © 1980 1V 8.2 10 10.2 9

19811V 81to10.1 © 8.6

CPI C1980:1V 8.6 to 10.6 10.4 -

_ o 19811V £83t0103 8.6 ;o7
~ . .- X
’J ! ™ !

~ K . -

Sourcé Compiled from data appeaning in a news article by Jonathan Fuerbringer, Washington Star. -

January 20, 1980, and The Economic Report of the President transmitted to the Congress in January ,
19%0. " The Economic Forecast,” pp. 691t s
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Appendix E.  ~

: THE DISSENTING VOICE OF ARIMA

1

Amidst the chorus ofvmacroeconometric voices predicting recession, one

techmque—dlscounted because of internal inconsistencies and other
semi-technical deficiencies by orthodox macroeconometric model
standards—suggests that recession is not here and is not imminent. That
technique.f economic forecasting is known as ARIMA: Auto Regressive

.Integrated Moying Average Analysis. It is presented by DRI, in contrast

with the DRI macromodel of the U.S. gconomy, with the statement that
“the ARIMA forecasts ¢ontinue to turn up llttle evndence suggestmg a
-recession over the next four quarters.™ ;
The ARIMA forecasts of January 1980 indicate a 2.2-percent real growth
rate for constant dollar GNP in the fourth quarter of 1979 versus -0.6

percent in the DRI control forecast. and a constant dollar GNP level-

hearly 4.5 percent higher than the DRI structural model for 1980:111,
: X .
The DRI comparison of its ARIMA and structural model forecast8 shows
that ARIMA predicts stronger real demands and higher short-term inter-
est ratés than the control results with the structural model. With respect to
inflation, however, ARIMA produces results that the DRI analyst con-

Siders mixed and apparently inconsistent: its all-urban CP1 is higher, but

the implicit GNP deflator is lower than predicted by the structural model.?

..

L

FOOTNOTES

A Y

tCooper, Frank. *“ARIMA.” The Data Resources Rewew of the U.S. Economy
. (Lexington, Mass.), January-1980. p. 1.162.-

For the reader who may wish further background before delvmg info auto-
regressive, integrated, moving-average analysis, it is a umvarlat,c methodology and is
not a correlative method. It represents a generalization of a method outlined in the’
Box-Jenkins Time Series Analysis of 1976. It does not rcﬂect the interplay and
interactive results of the simultaneous equations model, but it tends to avoid some of
the possible errors-of the past relationships employed as the basis of thestructural-type

" model.

A
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