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May 1984 Forecast Update:
Executive Summary

A Strong First Quarter

Real GNP grew at an 8.3 percent
annual rate in the first quarter =-— up
sharply from the 5 percent growth rate
posted for 1983.4. The accelerated growth
can be traced to a faster pace of inven-
tory accumulation. Monthly data point to
a slowdown in the rate of growth of final
sales during the latter part of the
quarter which led to an unanticipated
buildup in inventories. The result was an
increase in real nonfarm inventory invest-
ment of almost $10 billion (1972 dollars).
We can expect slower growth in the current
quarter as firms adjust production to
',ng inventories in line with sales.

Continued Weakness in the Foreign Sector

Our trade balance continued to slide
in 1984.1 with real net exports turning
negative for the first time since the ear-
ly 1970's. Further deterioration can be
expected through the summer. By fall the
slower growth of the domestic economy and
the more rapid growth of the economies of
our major trading partners should permit
some improvement in our trade balance.
Even so, we are predicting that the real
trade balance will still he in deficit by
the end of 1985.

Looking Ahead

We are forecasting that real GNP will
increase at a 3 percent annual rate in the
.trent quarter and at a 4 1/2 percent

rate during the rest of 1984. This is
slower growth than the 6.2 percent
increase which occurred during 1983 and
represents the more sustainable growth of
the second year of a recovery. During
1985 the rate of economic growth will
decline steadily averaging 4.4 percent
(annual rate) during the first half of the
vear and slowing to a 3 percent rate hy
year—end. The unemployment rate 1is
forecast to decline steadily reaching
6 1/2 percent by the end of 1985. The
rate of inflation, as measured by the con-
sumption deflator, will rise steadily from
a 4 percent rate in the current quarter to
a 5 3/4 percent rate by the end of 1985.

Credit Conditions and Their Effects

Interest rates, which rose steadily
during the first quarter are forecast to
show 1little change from current levels
through the summer. We have assumed that
the Fed will ease monetary policy slightly
in the fall as it becomes apparent that we
have achieved a more sustainable rate of
economic growth. Consequently, interest
rates will fall slightly through the early
months of 1985. During the rest of the
year the tightening of the credit markets
will cause short-term interest rates to
rise again.

This pattern of interest rates will
take its toll on the housing industry.
Housing starts are forecast to decline
slowly over the period of the forecast.
There will be a brief respite in early
1985 as residential building activity
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responds to somewhat lower interest rates
but tighter credit markets will reduce
housing starts further during the latter
half of 1985.

Auto sales are projected to average
10.9 million units (annual rate) during
the current quarter as a new year begins
for the Japanese voluntary import restric-—
tions. Auto sales are forecast to average
10.7 million units for the second half of
the year. During 1985 auto sales are vir-
tually unchanged for the year.

Rusiness capital spending will grow
throughout the forecast but at a steadily
declining rate.

Progress on the Federal Budget

Both the House and the Senate are

considering packages of tax increases and
expenditure cuts designed to reduce the
deficit by about $150 billion over three
years. Agreement appears to bhe much
closer on the revenue side of the package
and we have incorporated such a tax
increase program in our forecast.
Specific cuts in both defense and non-
defense spending are much further from a
concensus and the time to reach an agree-
ment is limited. Congress has a real
opportunity to settle these issues before
the election and as we have said before
the sooner a program is in place the bet-
ter. The prompt enactment of such a
package is 1likely to increase the Fed's
willingness to ease up on monetary policy
and to calm growing uneasiness in the
credit markets, increasing the likelihood
of a sustained recovery through 1985.

o

Actual RSQE Forecast
1982 1983 1984 1985
GNP (bill. of current §'s) 3073.0 | 3310.5 | 3644.2 3986.9
Inflation (GNP Deflator, % Change) 6.0 4.2 3.9 5.0
Real GNP (bill. of '72 §'s) 1485.4 1535.3 1626.9 1694.7
% Change -1.9 3.4 6.0 4.2
Civilian Unemployment Rate (%) 9.7 9.6 75 6.7
Capacity Utilization, Manufacturing (%) 71.1 75.2 82.3 85.7
Auto Sales (mill. of units) 8.0 9.2 10.7 10.8
Private Housing Starts (thous. of units) 1059 1704 1866 1782
3-Month Treasury Bill Rate (%) 10.6 8.6 9.5 9.4
Aaa Corporate Rate (%) 13.8 12.0 12.5 12.1
Real Disposable Income (bill. of 72 §'s) 1060.2 1094.6 1160.0 1194.8
% Change 0.5 3.2 6.0 3.0
Corporate Profits Before Tax
(bill. of current $'s) 174.2 207.5 241.5 281.3
Federal Deficit (Fiscal Year,
bill. of current §'s) 119.0 185.7 184.4 167.4
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Introduction

The preliminary data for the first quarter indicate that total real output
grew at an 8.3 percent annual rate for the quarter, up from the 5 percent rate
posted for the final quarter of 1983. Much of the acceleration can he attributed
to the faster pace of inventory accumulation. Real nonfarm inventory investment
increased by almost 810 billion (1972 dollars) in 1984.1. Farm inventory

. investment was up as well as farmers received additional crops from the

government's Payment-in-Kind program.

The weakest sector of the economy continues to be net exports. Real net
exports declined by $9.3 billion (1972 dollars) in 1984.1 to post the first
negative trade balance since the early 1970's. Both the pace of economic growth
in the U.S. and the strong dollar contributed to the continuing influx of

imports.

Real final sales rose at a 3.6 percent annual rate in 1984.1 =- virtually the
same pace as was posted for 1983.4. However, monthly data indicate that the rate
of growth of final sales slowed somewhat during the latter part of the first
quarter producing a sizeable, unanticipated buildup 1in inventories. We can

. expect the pace of economic activity to be considerably slower in the current
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quarter, as firms slow production to bring inventories to more desirable levels

in relation to sales.

Inputs to the Forecast

In preparing our May update we continue to assume that the Federal Reserve is
placing extra pressure on banks to avoid using the discount window. We have
artificially raised the discount rate to 9 1/2 percent (1/2 percent above the
official level) to reflect this added pressure. We have held the discount rate
at 9 1/2 percent until November 1, 1984 and then lowered it to 9 percent —— the

current posted rate -- for the rest of the forecast.

In the area of fiscal policy we have assumed that the indexing of the
personal income tax begins as scheduled next January and that a tax program
similar to those being considered in both the House and Senate will be enacted.
We have assumed that such a program will raise taxes by $9.2 billion during
fiscal 1985 through a combination of increases in the personal income tax, the
corporate profits tax and indirect business taxes. During fiscal 1985 the tax
increases will be almost double the tax loss due to the indexing of the personal
income tax, but by fiscal 1986 the revenue loss from indexing will begin to

outstrip the revenue gain from the proposed tax increases.

On the expenditure side we have assumed that total expenditures will increase
by 851 billion for the current fiscal year and $68 billion for fiscal '85

following an increase of $79 billion for fiscal '83.

The Forecast for 1984-85

Real GNP is forecast to grow at a 3 percent annual rate during the current

quarter and at a 4 1/2 percent rate during the second half of the year. During




1985 the rate of expansion is forecast to decline steadily from a 4.7 percent

rate in 1985.1 to a 3 percent rate in 1985.4.

Auto sales averaged 10.6 million units (annual rate) in 1984.1. They are
forecast to increase to 10.9 million units in the current quarter, as a new year
begins for the Japanese voluntary import restrictions. Auto sales are forecast
to average 10.7 million units for the second half of the year. During 1985 auto

sales will be virtually unchanged and average 10.8 million units for the year.

Housing starts, which soared in February and plunged in March (on a
seasonally adjusted basis), are forecast to average just under 1.9 million units
(annual rate) in the current quarter and about 1.8 million units for the second
half of the year. During 1985 residential building activity will decline slowly,
with housing starts falling from just under 1.8 million units in 1985.1 to 1.75

million units by the end of the year.

Business capital spending will continue to grow but at a steadily declining
rate throughout the forecast period. During 1984 real business capital spending
is forecast to increase by almost 13 percent, while during 1985 it is forecast to

increase by only half as much.

Our net export position is forecast to continue to deteriorate through the
summer. Thereafter, faster growth in the economies of our major trading partners
as well as slower domestic growth should permit some improvement in the trade
balance. The real trade balance is forecast to continue to be in deficit through

the end of 1985, however.

Our forecast of economic growth implies a decline in the unemployment rate
from the 7.9 percent posted for 1984.1 to 7.1 percent by the end of 1984, and

6 1/2 percent by the end of 1985.



The rate of inflation, as measured by the consumption deflator, is predicted
to rise steadily from a 4 percent rate in the current quarter to a 4 3/4 percent
rate by the end of the year and then to continue to rise to a 5 3/4 percent rate

by the end of 1985.

We are forecasting that interest rates will change very little from current
levels through the summer. 1In the fall interest rates will decline slightly as
the Fed eases monetary policy, but during 1985 short-term rates will begin to
rise again as credit markets tighten. We are forecasting that the 3 month
treasury bill rate will bottom out at about 9.1 percent early next year before

rising again to about 9 1/2 percent for the second half of 1985.

The principal economic indicators in our 1984-85 forecast are summarized in
the enclosed Executive Summary. Full quarterly detail is contained in the
computer output attached to this update.

Prepared by

Joan P. Crary
Saul H. Hymans
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