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A Sluggish First Quarter

Preliminary government data imply a

meager 1.3 percent (annual rate) increase
for real GNP in the first quarter of 1985.
This was the second quarter of slow growth
in the past three quarters — following a

1.6 percent increase for 1984.3 and a 4.3

percent increase for 1984.4. Once again
the major culprit was a substantial

deterioration in our real foreign trade
balance brought on by the strength of the
dollar. Final sales to domestic pur-
chasers — a measure of the strength of
local demand actually increased by 3.5

percent in 1985.1, but most of that
increase was covered by rising imports as

worldwide sales of U.S. production rose by
only 4/10 of a percentage point.

drop in real net exports in the current

quarter — a drop of $3.8 billion (1972
dollars) in 1985.2 compared to a drop of

$12.7 billion in 1985.1. Auto sales are

forecast to improve slightly to an 11 mil-

lion unit pace and residential building
will pick up again after a two-quarter
slide.

Further Ahead

Economic growth is forecast to remain
in the 3-3 1/2 percent range during the
second half of 1985 and all during 1986.
Auto sales and home building activity are

forecast to decline slightly during 1986,
while real business capital spending con-

tinues to grow by 6-7 percent.

Dollar Depreciation

The exchange value of the dollar slid
fretween February and late April and then
rose slightly from late April to early
May. We are predicting that the dollar
will wind up 10 percent below its February
peak by the end of 1985, and be another 7

percent lower by the end of 1986. This

depreciation of the dollar implies a

modest further deterioration in our trade

balance through the summer and then a slow
but steady improvement in our real net

export position from late 1 85 through the

end of f 86.

Improvement in the Current Quarter

We are projecting a 2.7 percent
increase in output for the current

quarter. The improvement is due in large
part to our forecast of a much smaller

Our forecast for economic growth
implies a small increase in the unemploy-
ment rate to a 7.4 percent average for the
current quarter, followed by no further

change over the rest of the forecast

period as the modest overall growth rate

of the economy implies a rough matching of

job growth and labor force growth.

Inflation

Inflation is forecast to remain

moderate over the next year and a half but
to be trending upward as higher prices of

imported goods resulting from the

depreciation of the dollar contribute to

an acceleration in the inflation rate.

As measured by the consumption
deflator, we are forecasting price
increases of 3.4 percent in the current

quarter, 3.8 percent in the second half of

1985 and 4.8 percent during 1986.

over

"The Michigan Model"
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The Policy Bind at the Fed

The Federal Reserve has expressed
concern about the softness of the manufac-

turing sector of the economy. This is

largely the result of the strong dollar

making imports more attractive here and
our exports less attractive abroad. The
Fed might be tempted to ease monetary
policy, lowering domestic interest rates

and, thereby, the exchange value of the
dollar — an attractive short-run solu-
tion. In the presence of the current,
extremely expansionary fiscal policy,
however, such monetary policy could

rekindle at least the fear of a renewed

inflation further down the road. If the

Congress and the Administration are able
to agree on a deficit reduction package,
however, the Fed could ease monetary
policy in the context of a shift in the

policy mix so as to lower interest rates

and keep inflation fears at bay at the

same time. Such a policy mix would also

permit an orderly depreciation of the dol-
lar and a corresponding improvement in our

trade balance.

The Bottom Line

The economic expansion is at risk now

because our long delay in dealing
decisively with the federal deficit has

kept enough upward pressure on the dollar
to produce an enormous deterioration in
our net export position. That has
weakened our own economy to the point
where the long-awaited depreciation of the
dollar may now be at hand. We can avoid
recession in the near term if permanent
deficit reduction actions are taken so

that the Fed can adopt a more expansionary
policy which supports the domestic economy
both by keeping interest rates lower and

by allowing the dollar to continue
downward and thereby to improve our inter-

national compe titive nes s.

Actual RSQE Forecast

1983 1984 1985 1986

GNP (bill, of current $'s) 3304.8 3662.8 3892.8 4142.9
Inflation (GNP Deflator, % Change) 3.8 3.8 3.3 3.1
Real GNP (bill, of *72 $'s) 1534.7 1639.3 1686.9 1741.4

% Change 3.7 6.8 2.9 3.2

Civilian Unemployment Rate (%) 9.6 7.5 7.4 7.4

Capacity Utilization, Manufacturing (%) 75.2 81.6 81.5 83.5

Auto Sales (mill, of units) 9.2 10.4 10.8 9.9
Private Housing Starts (thous. of units) 1702 1764 1847 1864

3-Month Treasury Bill Rate (%) 8.6 9.5 8.0 8.1

Aaa Corporate Rate (%) 12.0 12.7 12.0 11.6

Real Disposable Income (bill, of 72 $'s) 1095.4 1169.0 1205.7 1229.1
% Change 3.5 6.7 3.1 1.9

Corporate Profits Before Tax
(bill, of current $'s) 203.2 235.7 216.4 229.0

Federal Deficit (Fiscal Year,
bill, of current $'s) 186.1 171.5 199.2 198.1
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The U.S. Economic Outlook for 1985-86:

May 1985 Forecast Update

Introduction

The growth of real output has seesawed over the past three quarters from a 1.6

percent annualized rate in 1984.3 to 4.3 percent in 1984.4 and back down to a

preliminary 1.3 percent in 1985.1. The growth rate for the most recent quarter

was considerably weaker than most economists had expected and was 8/10 of a

percentage point below the flash estimate for the quarter reported in March.

The weakness in both 1984.3 and 1985.1 can be traced to the sharp
«

deterioration in the trade balance which occurred in each of those two quarters.

In both of the low-growth quarters real imports rose sharply. Real exports, on

the other hand, moved up a bit in 1984.3 and then slipped back again in 1985.1.

In fact, the quantity of U.S. exports in 1985.1 was slightly below its year-

earlier level, while U .S. imports of goods and services rose by 11 percent over

the same period.

Final sales to domestic purchasers have remained strong throughout the past

three quarters, but in the two quarters of weak domestic growth much if not all

of the increase in domestic purchases was covered by rising imports:

"The Michigan Model"
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Changes in Real GNP
and Components (billions of '12 $^s)

1984.2-
1984.3

1984.3-
1984.4

1984.4-
1985.1

Inventory Investment

Final Sales

GNP

Net Exports
Final Sales to Domestic Purchasers

6.4
10.3
-3.9
11.7
15.6

17.2
-13.8
31.0
17.4
13.6

5.6
3.9
1.7
14.3
-12.7

The continued strong growth in final sales to domestic purchasers would

normally be expected to rule out the onset of a recession in the near term, but

the continued deterioration of the trade balance is a significant cause for

concern and it is likely to continue to act as a drag on domestic production in

the coming months.

Inputs to the Forecast

The Senate is in the midst of trying to hammer out the details of a deficit

reduction bill by modifying a package -- supported by both the White House and

the Senate Republican leadership -- designed to cut about $50 billion from the

deficit for fiscal 1986. At the present time the final outcome of the bill is

unclear and we have maintained our assumption of a $30 billion deficit reduction

package for fiscal 1986. We continue to believe that tax increases will not be

part of the deficit reduction package for next year. In the context of our

forecast, these assumptions produce federal deficits totalling close to $200

billion for both fiscal 1985 and fiscal 1986 but declining to $185 billion by the

beginning of fiscal 1987.

In recent weeks the Federal Reserve has expressed concern over the weakness in

some sectors of the economy especially the manufacturing sector which has

borne the brunt of rising imports. In light of that concern we have assumed that

the Fed will allow the monetary base to grow at a 7 percent annual rate through

the summer. This is somewhat slower than the 9.2 percent average rate of growth



3during the first quarter of 1985 but above the 5 percent average growth rate for

the last six months of 1984. We have assumed that the growth rate of the

monetary base will return to 5 percent later this year -- a policy move

consistent with our overall forecast in which a recession is avoided and the

trade balance begins to show some improvement.

The Forecast for 1985*86

Real GNP is forecast to grow by 2.7 percent (annual rate) in the current

quarter, by 3.4 percent (annual rate) during the second half of 1985 and by 3.3

percent during 1986. After the current quarter the growth rate remains steady in

the 3-31/2 percent range throughout the forecast period.

Consumer durables are forecast to show some weakness after the current quarter

as auto sales -- which are forecast to peak this quarter at an annual rate of 11

million units -- decline to a 10 1/2 million unit pace by the end of 1985 and to

9.7 million units by the end of 1986. Auto sales are forecast to total 10.8

million units for 1985 and just under 10 million units for 1986.

Residential building is projected to improve through the end of 1985, but it,

too, is expected to weaken during 1986. Housing starts are forecast to rise from

a 1.8 million unit pace in the current quarter to a 1.92 million unit pace by the

end of this year and then to decline to a 1.85 million unit pace by the second

half of 1986.

Real business capital spending is forecast to grow steadily over the forecast

period at a rate of 6 - 7 percent per year which is nearly double the 3 1/2

percent rate of growth posted for 1985.1 but well below the nearly 16 percent

recorded during 1984.



4uur trade balance is forecast to continue to deteriorate through the summer of

this year, and to begin a slow but steady improvement thereafter through the end

of the forecast period. We are forecasting that the exchange value of the dollar

will decline by just over 10 percent from its peak in February through the end of

this year, and will drop by another 7 percent during 1986.

While we are projecting relatively steady growth in output at a 3 - 3 1/2

percent rate over the forecast period, that is not sufficient to reduce the

civilian unemployment rate below the 7.4 percent that we are forecasting for the

current quarter. We are forecasting no net change in the unemployment rate

during the forecast period.

Inflation, as measured by the consumption deflator is forecast to rise from

3.4 percent (annual rate) in the current quarter to an average of 3.8 percent for

the second half of 1985 and 4.8 percent during 1986. Much of the acceleration in

prices during 1986 is due to higher import prices resulting from the declining

value of the dollar.

Short term interest rates change very little over the forecast period with the

three-month treasury bill rate remaining close to 8 percent. Long-terra rates are

forecast to decline slowly with one exception -- the mortgage rate is projected

to remain steady at about 13 1/4 percent through the end of 1986#

The principal economic indicators in our 1985-86 forecast are summarized in

the enclosed Executive Summary. Full quarterly detail on the forecast is

contained in the computer output attached to this update.

Prepared by
Joan P. Crary
Saul H. Hyraans
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