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The U.S. Economic Outlook for 1980 
Saul H . Hymans, Harold T . Shapiro, and Joan P. Crary 

Department of Economics 
The University of Michigan 

Review of the 1979 Forecast 
Although the unfolding of a series of unusual and 

sometimes puzzling economic events in recent years has 
made traditions in economic forecasting somewhat 
suspect, we wil l set the stage for our forecast of the coming 
year with a careful appraisal of last year's predictions. We 
recall first our predicted increase in real GNP of just over 
$28 billion, which compares to an increase which we now 
estimate at $29.6 billion for calendar 1979. Thus, in terms 
of the aggregate level of output of goods and services for 
1979, our forecast was very accurate indeed. With respect 
to the two other key indicators of aggregate economic ac
tivity, the rate of price inflation and the unemployment 
rate, our forecasts were less accurate. A year ago we 
forecast a modest increase in the rate of infla
tion—measured by the GNP deflator —to a level of 7.7 
percent for 1979 as a whole. This falls well short of our 
current estimate of an 8.9 percent rate of inflation for 
1979. With respect to the unemployment rate, our forecast 
of a year ago anticipated an increase of 6/10 of a percen
tage point to a level of 6.7 percent. We now estimate a 
slight decrease in 1979 compared to 1978, to a level of 
about 5.9 percent for the year as a whole. 

The sources of these forcast errors as well as the overall 
nature of our forecast for 1979 can be better appreciated 
by considering the data presented in Table 1. As indicated 
by these data, our forecast correctly predicted the sharp 
slowdown in the rate of growth of real GNP from the 4.4 
percent experienced in 1978 to about 2 percent for 1979. 
Our forecast error with respect to the rate of inflation can 
largely be attributed to our failure to anticipate the very 
sharp increases in farm prices, import prices, and crude 

Table 1. REVIEW OF MQEM FORECAST FOR 1979: 
GNP, PRICES, AND UNEMPLOYMENT 

1978 1979 
Economic Indicator Actual Actual3 Projeetedb 

Rates of Growth (percent): 
Real Gross National Product 4.4 2.1 2.0 
Inflation: 

GNP Deflator 7.3 8.9 7.7 
Import Deflator 5.4 14.3 7.9 
Farm Prices 21.6 15.6 6.6 
Crude Materials Prices 12.9 23.0 12.2 

Productivity, Private 
Nonfarm Sector 0.3 -1.0 1.3 

Change in Unemployment Rate 
(percent) -1.0 -0.15 0.6 

aSource for first three quarters o f 1979 and calendar 1978, Survey of Cur
rent Business, October 1979. Dale for the fourth quarter of 1979 repre
sent the current M Q E M forecast. 
Projected as o f November 1978. 
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materials prices. These latter increases, of course, are 
dominated by the sharp.increases in crude oil prices. A 
year ago we anticipated that OPEC actions would produce 
an increase of only 10 - 12 percent in world oil prices. In 
fact, it now appears that the price of our oil imports rose 
by about 65 percent from 1978:3 to 1979:3. Our over-
prediction of the unemployment rate, despite our accurate 
prediction of the level of production, can be traced to our 
overestimate of productivity. A year ago we forecast a 
modest increase of 1.3 percent in output per hour in the 
private non-farm sector. We now anticipate, however, a 
decrease of 1.0 percent for the current year. This poor pro
ductivity performance allowed the creation of more jobs 
than we anticipated in conjunction with the correctly 
forecast level of aggregate production. 

Our overall forecast for 1979, discussed in the Winter 
1978-79 issue, could also be classified as "mainstream." At 
the end of last year most private forecasters were predic
ting that the rate of growth of real GNP would decline to 
the range of 1.5 - 2.5 percent. The corresponding forecasts 
of the unemployment rate ranged from 6 XA percent to 714 
percent—all too high—and nearly all underpredicted infla
tion with forecasts between roughly 7 Vi percent and 9 per
cent. An interesting contrast, on the other hand, is 
available when our forecast is compared with those 
published by the Congressional Budget Office and the 
Council of Economic Advisers. In January of this year, the 
CBO forecast anticipated that real GNP would increase by 
3 - 5 percent from 1978:4 to 1979:4, and the CEA Annual 
Report estimated 2 - 2Vi percent growth for the same 
period. Our own forecast was for real growth of one per
cent from 1978:4 to 1979:4, and we now estimate that the 
rate of growth of real GNP will amount to about 4/10 of 
one percent for the year ending in 1979:4. 

The Current State of the Economy and 
Input Assumptions 

The basic framework within which our forecast of 1980 
is generated is set by the following three broad factors: 

• The specification and parameter estimates embodied 
in the Michigan Quarterly Econometric Model 
(MQEM). It is these factors which both summarize 
relevant previous history and process current infor
mation and projections of economic policy to deter
mine the short term economic outlook. 

• 77ic current state of the economy. Our initial or start
ing position clearly impacts directly on the likelihood 
of alternative paths of development of economic ac
tivity in the next year. 

• Projections regarding the stance of government eco
nomic policy and other key variables not explained 
by our model. In addition to projecting the status of 
key monetary and fiscal policy variables we must also 
"inform" our model concerning expected develop
ments in world trade, farm and crude materials 
prices, and other factors. 
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The structure of MQEM is continually being evaluated 
and modified as part of our ongoing research and 
forecasting program. This review and modification of our 
model is guided by an assessment both of the model's 
forecasting performance and the needs of forecast users. 
In the past year and a half, the results of two important 
pieces of research have been incorporated into the model's 
structure. About a year ago we introduced a substantially 
enlarged monetary sector designed not only to better ar
ticulate the economic mechanisms determining interest 
rates and monetary aggregates, but also to introduce into 
the model the important relationship between the Federal 
deficit and the bond market.These changes were incor
porated into the model used for last year's forecast. More 
recently we have developed a more detailed determination 
of business investment expenditures in producers' durable 
equipment. Our model now contains a three-sector disag
gregation of this component of aggregate demand 
(agricultural equipment, production equipment, and all 
"other" producers' durable equipment) rather than the 
single aggregate relationship used in recent years. These 
new relationships are in use at the present time, and the ad
ditional sectoral detail is contained in the forecast for 
1980. 

We turn now to an assessment of the current state of the 
economy and our input assumptions for 1980 and beyond. 
After rising at a rate of 4.6 percent during the last half of 
1978, real GNP grew little at all in the first quarter of 1979 
and then declined sharply in the second quarter of this 
year. Although the slowdown was certainly "led" by 
durable goods and construction expenditures, it was 
broadly based among almost all components of aggregate 
demand. In the second quarter, only inventory investment 
showed substantial growth in real terms. Perhaps surpris
ingly, real GNP turned up in the third quarter, wiping out 
the entire decline of the previous quarter. Although the 
third quarter experienced a sharp drop in the rate of inven
tory accumulation, net exports and consumer expenditures 
expanded briskly with the latter reducing the saving rate to 
4.1 percent. A year ago we had forecast that the middle 
two quarters of 1979 would be characterized by virtually 
no growth in real GNP. Current estimates for this period 
confirm the net result of that forecast although the actual 
quarter-to-quarter movements in GNP growth rates were 
considerably more volatile, registering -2.3 percent and 
+ 2.4 percent percent for the second and third quarters, 
respectively. This unanticipated volatility can be explained 
in large part by the direct and indirect effects of the sharp 
changes in price and availability of gasoline in the Spring 
and Summer quarters of the year. Despite this rather weak 
overall performance of the economy from 1978:4 through 
1979:3, the unemployment rate remained almost unchanged 
as output per hour in the private non-farm sector declined 
by 1.5 percent in the year ending in 1979:3. 

We are now forecasting that the fourth quarter of 1979 
will be characterized by virtually no growth in real GNP. 
Specifically, we now expect the fourth quarter to register 
an annual rate of growth in real GNP of only about 2/10 
of one percent, with relatively sharp declines forecast in 
consumer expenditures on durables (especially cars) and 
residential construction. Further, we expect the personal 
saving rate to remain very low at close to 4 percent. In
terest rates, which have already registered historic highs, 
are expected to be little changed during the closing months 
of the year. Inflation rates, partly under the influence of 
rapidly rising energy prices, will remain at the double-digit 

level in the fourth quarter. We forecast that the GNP 
deflator and the consumer price index (CPI) will register 
annual growth rates of 10-1 percent and 11.4 percent, 
respectively. Thus the final quarter of the year is 
characterized by virtually no growth in the output of goods 
and services, continuing high inflation rates, and interest 
rates at historically high levels. 

The economic outlook for 1980 will be shaped in impor
tant ways by the economic policies of the Federal Govern
ment. This is so despite the fact that the full economic 
effects of policy actions occur with some lag. While the 
current period may be thought of as one of considerable 
uncertainty regarding the future course of national 
economic policy, we must face the task of articulating as 
best we can the set of policies that seem most likely to be 
put in place over our forecast horizon. Such a choice ob
viously requires a judgment on our part not only regarding 
the general nature of the short-term economic outlook, but 
also regarding the national government's attitude towards 
certain tradeoffs between alternative objectives that might 
be available. Our Control Forecast contains the following 
assumptions with respect to the future course of monetary 
and fiscal policy. 

With respect to monetary policy: 
• The monetary base—as measured by the Federal 

Reserve Bank of St. Louis —which followed a rather 
volatile path from very slow growth (4.6 percent an
nual rate) at the beginning of 1979 to very rapid 
growth (12.6 percent) in the third quarter of 1979, is 
projected to grow by 9 percent (annual rate) in the 
current quarter and by just under 8 percent from 
1979:4 to 1980:4. 

• The discount rate is assumed to remain at its current 
level of 12 percent through the middle of the second 
quarter of 1980 and then to decline by 50 basis points 
in each succeeding quarter to a level of 10 percent by 
mid-1981:l. 

Regarding fiscal policy, our forecast is based on a 
number of assumptions with respect to both the expen
diture and revenue (tax) sides of the Federal budget. We 
are projecting an increase in Federal expenditures (Na
tional Income and Product Accounts basis) of $53.0 and 
$50.9 billion in Fiscal 1980 and 1981, respectively. For 
fiscal 1980 the projected level of expenditures of $546.7 
billion is virtually the same as that currently projected by 
the Office of Management and Budget (OMB). In detail, 
however, we are projecting a somewhat lower level of pur
chases and higher level of transfer payments than OMB. 
Our projected budget contains a 13 percent increase in 
defense purchases—adequate to achieve the targeted in
crease of 3 percent in real terms. A similar percentage in
crease in defense expenditures is incorporated into the 1981 
budget in order, once again, to achieve a minimum 3 per
cent increase in real terms. Defense and transfer payments, 
the latter substantially indexed to inflation, remain the 
fastest growing elements in the budget. 

With respect to revenue or tax policy we have incor
porated the following policy actions into our forecast 
assumptions: 

• An indefinite postponement of the currently sched
uled increases in the Social Security tax rate (1981) 
and the wage ceiling for Social Security tax purposes 
(1980 and 1981). The estimated revenue impact of 
these scheduled tax increases would have been $5 
billion in 1980 and $11 billion in 1981. 
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• Passage of a windfall profits tax yielding about $1.6 
billion in revenues for calendar 1980 and $3.1 billion 
for calendar 1981. We further assume that most of 
these increased revenues ($1.6 billion in 1980 and 
$2.6 billion in 1981) will be returned to households to 
help offset the burden of higher utility and home 
heating oil bills. 

In addition, our forecast also incorporates scheduled 
decreases in taxes established by the 1979 tax-cut bill. Tak
ing account o f these changes in tax policy, the anticipated 
levels of Federal revenues derived from our Control Fore
cast together with our projections of expenditure levels 
result in anticipated Federal deficits of $21.4 billion in 
Fiscal 1980 and $37.4 billion in Fiscal 1981. This compares 
to a deficit o f $10.7 billion now estimated for Fiscal 1979 
and is roughly consistent with the deficit ceiling of $29.8 
billion on the Unified Budget for 1980 which was recently 
adopted by the Congress. 

With respect to state and local government purchases, 
we are projecting an increase of $34.5 billion (11.2 percent) 
for calendar 1980. This exceeds the increase of $26.3 
billion, or 9.3 percent, now estimated for 1979, but is 
below the increase of nearly 12 Vi percent experienced in 
1978. 

A number of important assumptions have been made 
regarding the foreign sector. 

• The price of imported oil is expected to rise rapidly in 
the final quarter of 1979 to an average level of $26.00 
per barrel. We expect the price of imported oil to 
continue rising relatively rapidly throughout our 
forecast horizon. In terms of dollars per barrel we are 
projecting an increase to $28.60 by the second 
quarter of 1980 and just over $32.00 by mid-1981. 
Domestic crude oil prices are projected to rise even 
faster as a result of the process of gradual decontrol. 
From a level which we estimate at $15.50 per barrel in 
the third quarter of 1979, domestic prices are pro
jected to rise to $22.00 by mid-1980 and to be very 
close to the projected world level of $32.00 per barrel 
by mid-1981. 

• Net of the effects of rising oil prices, the price of im
ports—as measured by the import deflator —is pro
jected to rise at an 8 percent annual rate throughout 
our forecast horizon. Including the impact of oil 
prices, import prices are expected to rise at an annual 
rate of 13.8 percent in the final quarter of 1979 and 
by 9.5 percent from 1979:4 to 1980:4. 

• The volume of U.S. exports is expected to increase at 
an annual rate of 4 percent through the third quarter 
of 1980 and then rise further to a growth rate of 5lA 
percent (annual rate) by mid-1981. The chief strength 
of U.S. exports over this period is in the agricultural 
sector, but the rising growth rates projected after 
mid-1980 relate to stronger anticipated growth in the 
economies of our trading partners. Export prices —as 
measured by the export deflator —are projected to 
rise at a 9 percent annual rate through the first 
quarter of 1980, and at an 8 percent rate thereafter. 

Finally, we must introduce a set of assumptions regard
ing farm prices, crude materials prices, and retail gasoline 
prices over our forecast horizon. Our forecast of 1979 
seriously underestimated the rate of inflation in all these 
areas (see Table 1). With respect to farm prices, we are 
now projecting modest increases (7 percent annual rate) 
through the first quarter of 1980, with much sharper in
creases in subsequent quarters. Between the fourth 

quarters of 1979 and 1980 we are projecting an increase of 
12 percent in farm prices. These relatively rapid increases 
are driven both by government support programs (sugar 
and dairy products) and our expectation that domestically 
available grain and meat supplies will lag somewhat behind 
the growth of domestic demand. Crude materials prices, 
heavily influenced by domestic oil prices, are projected to 
rise by 17.6 percent from 1979:3 to 1980:3 and 13.4 percent 
in the following year. For calendar 1980 this represents an 
increase of 18.5 percent compared to the 23.0 percent in
crease now estimated for 1979. Retail gas prices are pro
jected to increase at an annual rate of almost 20 percent 
during the current quarter and by a further 23 percent be
tween the fourth quarter of 1979 and the fourth quarter of 
1980. For 1980 as a whole these projections imply a 32 per
cent increase over gas prices in 1979—a very similar in
crease to that experienced in the current year. In summary, 
substantial increases in the prices of farm products (after 
next spring) and of both domestic and imported oil are 
projected to make significant contributions to the rate of 
inflation. 

An Overview of the Forecast for 1980 
An overview of our Control Forecast for 1980 is 

presented in Charts 1 and 2. Compared to the 2.1 percent 
increase in real GNP now expected to characterize 1979, 
we are forecasting a decline in the real output of goods and 
services of -0.25 percent for the year 1980 as a whole. Cor
responding to this forecast of a virtually stagnant level of 
aggregate production, we anticipate a rise in the unemploy
ment rate to a level of just over 7 percent for the year as a 
whole, and to a level above 7.5 percent by the end of 1980. 
The rate of price inflation—as measured by the GNP 
deflator—is forecast to remain at the 1979 level of 8.9 per
cent for calendar 1980 as a whole. By year-end, however, 

Chart 1. MQEM CONTROL FORECAST FOR 
1980: OVERVIEW OF SELECTED 
INDICATORS 
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we expect that inflation rates will have declined by about 
V/i percentage points from their late 1979 and early 1980 
levels. The combination of a real growth rate of -0.25 per
cent and an aggregate inflation rate of 8.9 percent pro
duces a forecast increase in current dollar GNP of 8.6 per
cent to a level of $2,571 billion. This compares to the 
$2,366 billion now estimated for 1979. Personal income is 
forecast to grow by 9.7 percent in 1980, compared to the 
11.8 percent growth rate now estimated for the current 
year. A similar movement is forecast for disposable in
come. Real disposable income, however, is forecast to re
main virtually unchanged for calendar 1980 as opposed to 
an increase of 2 percent now expected for 1979. We note 
also that the forecast contains a slight fall in farm income 
for 1980, and only modest growth in coroprate profits (up 
1.8 percent for the year). 

Chart 2 presents an overview of our Control Forecast 
for 1980 with specific reference to the composition of ag
gregate demand. As indicated in the chart, real expen
ditures on consumer durables and residential construction 
show the greatest weakness with declines of 4.4 percent 
and 22.7 percent, respectively. Developing weakness is also 
apparent, however, in aggregate consumption and business 
fixed investment. Among the major components of ag
gregate demand the only real source of strength for 1980 is 
in net exports, and this is primarily due to the relative 
strength of U.S. exports of agricultural goods. In the 
monetary sector a small increase is forecast in the level of 
both short-term and long-term interest rates, although by 
year-end short-term rates are considerably below their 
peak levels of late 1979. 

Annual averages and year-to-year changes often fail to 
reveal important aspects of ongoing economic 
developments. It is important to supplement this overview, 
therefore, with an analysis of the quarter-by-quarter path 
of economic activity as projected in our Control Forecast. 

Chart 2. MQEM CONTROL FORECAST FOR 
1980: CHANGES IN COMPONENTS OF 
REAL GNP 
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The Quarterly Path in the Control Forecast 
The quarterly path of output (real GNP) contained in 

the Control Forecast is shown in Chart 3. It is clearly a 
recession path, but the quantitative details are most impor
tant: 

•Beginning with a rise of only 2/10 of one percent (an
nual rate) in 1979:4, the rate of growth of real GNP 
then turns negative for three successive quarters before 
positive growth is resumed in the closing quarter of 
1980. 

•The extent of the decline in real GNP —that is, the 
severity of the recession —is distinctly modest. In the 
1980:3 trough quarter, real GNP is only about 6/10 of 
one percent ($8!^ billion) below its preceding peak 
value in 1979:4. By comparison, the first three 
quarters of the 1975-76 recession produced a 2 percent 
decline in real GNP, and a further decline of 3.7 per
cent occurred in the next two quarters of that five-
quarter-long recession. 

The volatility of real GNP in the second and third quarters 
of 1979 effectively "masked" the basic underlying 
developments in the economy. In many ways a truer pic
ture of economic developments is gained, in this instance, 
by considering semi-annual growth rates in GNP from 
mid-1978 through our forecast period. Beginning with the 
last half of 1978 these growth rates are as follows: 3.3 per
cent, 0.6 percent, zero, -0.2 percent, -0.7 percent and 0.8 
percent. Thus the rather shallow "U-shaped" pattern is 
seen to have begun in late 1978 and to reach a trough in 
mid-1980. 

The initial quarters of the recovery, however, are 
characterized by very slow growth rates. The growth in real 
GNP during the first half of 1981 is a very modest 1.3 per
cent at annual rate. This compares to an annual growth 
rate in real GNP of almost 8 percent in the half year im
mediately following the 1974-75 recession, and to a growth 
rate of just under 8 percent for the first year of the expan
sion. Thus in these terms the initial stage of recovery 
following the 1980 recession is very sluggish indeed. There 
are a number of factors at work here. One has to do with 
an atypical aspect of the 1980 recession. Historically, most 
recessions have been characterized by a progressive easing 
of credit conditions, which leaves the banking system in a 
position to accomodate the early stages of the subsequent 
expansion with little difficulty. In addition, the Fed has 
often acted to reinforce the easing of credit conditions dur
ing recessions and early expansion periods. The 1980 reces
sion—as we forecast it —will not be characterized by such 
an easing of credit conditions, in part because the recession 
itself is so mild and, in addition, because we have assumed 
that the Fed will continue to pursue a policy of slow 
growth of the monetary base. Another special cir
cumstance relates to energy prices, including both world 
prices and the rapid growth of domestic oil prices under 
the decontrol program. In our model, the continued rapid 
increase in the price of gasoline keeps the auto market 
from recovering as rapidly as would be the case if the same 
expansionary factors were at work without such increases. 

Corresponding to this forecast path for real GNP, our 
Control Forecast implies a continuous rise in the aggregate 
unemployment rate throughout our forecast period (see 
Chart 3). Increases in the unemployment rate, however, do 
moderate somewhat after positive real growth rates resume 
in the final quarter of 1980. By year-end, however, we are 
predicting an unemployment rate of 7.6 percent, 1.5 
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Chart 3. ANNUAL RATE O F GROWTH O F 
REAL GNP; UNEMPLOYMENT RATE 
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percentage points higher than in the closing quarters of this 
year. By mid-1981, we expect a further rise to a level just 
over 8 percent. During the first half of 1981, the resump
tion of positive growth rates in productivity "prevents" any 
rapid arrest of the rising unemployment rates despite im
proving real growth rates. 

The sectors forecast to exhibit the greatest weakness in 
the 1979-80 recession are residential construction, respon
ding to interest rates at historically high levels during this 
period, and the automotive sector. During our forecast 
period homebuilding activity reaches its trough in the final 
quarter of 1980, almost 36 percent below its peak activity 
level reached some two years earlier. A similar pattern is 
forecast for the automotive sector, which reaches its 
trough in the third quarter of 1980 about 23 percent below 
its peak activity level of mid-1978. Thus, in these two sec
tors the recession is both long and fairly deep. The forecast 
pattern of activity is quite different in the area of business 
expenditures on new plant and equipment. Here, peak 
levels of activity are achieved in the third quarter of 1979 
followed by a continuous series of modest declines 
throughout the forecast horizon. From mid-1980 to 
mid-1981 the level of real expenditures in this sector falls 
by about 6'/i percent, and in the second quarter of 1981 
real expenditures are some 7 percent below the peak levels 
achieved in 1979:3. These durable goods sectors were also 
the weak spots in the 1974-75 recession, although the 
percentage declines from peak to trough during that reces
sion were 16 percent for business fixed investment (as op
posed to the 7 percent decline forecast in 1980-81), 42 per
cent in residential construction activity (versus 36 percent 
in 1980-81), and 34 percent in the automotive sector (ver
sus 23 percent in 1980-81). 

Personal income is forecast to rise 9.7 percent for the 
year 1980, but corporate profits (including IVA and capital 
consumption allowances) rise by only 1.3 percent. Cor

porate profits respond quickly to the negative real growth 
rates, and after reaching a peak of $195.3 billion in the 
first quarter of 1980 decline during the remainder of calen
dar 1980 before beginning a partial recovery through 
mid-1981. By the end of our forecast period, 1981:2, cor
porate profits rebound to about the level achieved in the 
third quarter of this year. Disposable income, corrected 
for inflation, shows virtually zero growth for calendar 
1980. On a quarterly basis, real disposable income drops 
modestly through mid-1981 and then recovers slowly. Per
sonal saving rates are forecast to remain close to 4 percent 
throughout the forecast period. By historical standards 
this is very low indeed. 

In the presence of the continued rapid increases forecast 
for energy prices, the overall rate of inflation, whether 
measured by the GNP deflator or the Consumer Price In
dex, is forecast to moderate steadily, but only slowly. By 
mid-1981 we are forecasting a rate of inflation —as 
measured by the GNP deflator —of close to 8 percent. The 
corresponding forecast for the Consumer Price Index is 9.3 
percent. Thus, while some moderation in the rate of infla
tion is expected, no dramatic "break" in inflation rates is 
anticipated through mid-1980. 

Finally, short-term interest rates are expected to reach 
peak values in the final quarter of 1979 and to decline 
thereafter throughout the forecast period. We are now ex
pecting a 12.3 percent rate for 3 month Treasury Bills in 
the current quarter. Thereafter we forecast a steady fall in 
this rate to a level of 9.8 percent in the fourth quarter of 
1980, and to 8.2 percent by mid-1981. Long-term rates (the 
Aaa Corporate Bond Rate) are forecast to rise somewhat 
through mid-1980, from the 10.25 percent level now ex
pected for the current quarter, but then to return to this 
level by the second quarter of 1981. 

Table 2 displays additional quarterly detail from the 
Control Forecast. 

The Impact of Additional Tax Cuts 
There has been considerable discussion in the press and 

in Congress concerning the advisability of various tax cut 
packages. In our Control Forecast we assumed the passage 
of legislation that would postpone the scheduled increases 
in Social Security taxes and establish a windfall profits tax 
in the oil industry along with a mechanism to return the 
bulk of these new revenues to households. In order to 
evaluate the impact of additional tax-cut stimuli on the 
economy we assumed the following additional tax program 
initiated in the third quarter of 1980: 

• a cut in personal income taxes of $10 billion dollars, 
• an increase in the Investment Tax Credit from 10 per

cent to 15 percent, and 
• adoption of new accelerated depreciation schedules 

for both structures and equipment. In both cases we 
assume that the effective annual depreciation 
rate —for tax purposes —in increased by approx
imately 5 percentage points. 

This additional program implies a reduction of Federal 
revenues of approximately $8.4 billion in calendar 1980 
and $19 billion in calendar 1981. No change in Federal 
government expenditures or monetary policy is assumed in 
conjunction with this tax-cut package. The impact of this 
program over our forecast period (through 1981:2) can be 
briefly summarized as follows: 

• A modest increase in the real growth rate from 
mid-1980 through mid-1981. With the additional 
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Table 2. SELECTED ECONOMIC INDICATORS AS FORECAST BY MQEM 
seasonally adjusted 

Quarterly Data Annual Data 

E C O N O M I C I N D I C A T O R A C T U A L PROJECTED Act . Pro j . Act . P ro j . E C O N O M I C I N D I C A T O R 

79:1 79:2 79:3 79:4 80:1 80:2 80:3 80:4 81:1 81:2 1979 1980 
ft Ch 
78-79 

inges 
79-80 

GROSS NATIONAL PRODUCT 2292 2330 2392 2451 2500 2543 2590 2649 2707 2771 2366 2571 11.2 8.6 
PERSONAL CONSUMPTION 
EXPENDITURES 1454 1476 1529 1565 1602 1636 1672 1712 1750 1790 1506 1656 11.5 9.9 

DURABLE GOODS 2)3.8 208.7 213.6 212.7 214.0 214.3 215.6 221.2 225.4 230.4 212.2 216.3 6.0 1.9 
AUTOMOBILES and PARTS 97.7 89.1 89.8 87.2 86.2 84.9 85.0 89.6 92.9 97.0 91.0 86.4 -0.2 -5.0 
FURN. and H.H. EQUIPMENT 82.1 84.2 88.2 89.3 91.0 91.9 92.5 92.8 93.0 93.2 85.9 92.1 10.7 7.1 
OTHER DURABLES 34.0 35.4 35.6 36.2 36.8 37.4 38.1 38.8 39.5 40.2 35.3 37.8 12.1 7.0 

NONDURABLE GOODS 571.1 581.2 602.4 617.7 633.4 648.4 665.0 680.7 696.3 712.0 593.1 656.9 11.8 10.8 
SERVICES 669.3 686.0 712.3 734.2 754.6 773.3 791.4 810.3 828.7 847.4 700.4 782.4 13.0 11.7 

GROSS PRIVATE DOMESTIC 
INVESTMENT 373.8 395.4 392.0 396.6 397.1 391.9 386.6 385.6 389.9 399.8 389.4 390.3 10.8 0.2 

NONRESIDENTIAL 243.4 249.1 257.1 263.8 271.0 275.2 277.2 278.0 278.8 280.7 253.3 275.4 14.5 8.7 
RESIDENTIAL STRUCTURES 111.2 112.9 114.9 114.1 106.9 96.8 90.0 88.7 92.3 100.1 113.3 95.6 4.9 -15.6 
CHANGE in BUS. INVENTORIES 19.1 33.4 20.0 18.7 19.2 19.9 19.3 18.9 18.8 19.0 116.9 120.3 - -

NET EXPORTS 4.0 -8.1 -5.3 -6.3 -4.6 -2.7 0.7 4.4 5.8 7.3 -4.0 -0.6 - _ 
EXPORTS 238.5 243.7 266.4 274.9 283.6 292.5 301.3 311.4 321.2 331.9 255.9 297.2 23.5 16.2 
IMPORTS 234.4 251.9 271.7 281.2 288.2 295.2 300.6 307.0 315.4 324.6 259.8 297.8 19.5 14.6 

GOVERNMENT PURCHASES 460.1 466.6 476.2 495.7 505.4 517.8 530.6 547.1 560.6 574.3 474.7 525.2 9.0 10.7 
FEDERAL 163.6 161.7 162.5 173.7 174.9 178.6 182.4 189.7 193.7 197.7 165.4 181.4 8.4 9.7 

NATIONAL DEFENSE 103.4 106.0 108.5 113.7 116.9 120.1 123.4 129.2 132.6 136.0 107.9 122.4 9.0 13.4 
. OTHER 60.2 55.7 54.0 60.0 58.0 58.5 59.0 60.5 61.1 61.7 57.5 59.0 7.2 2.7 
STATE and LOCAL 296.5 304.9 313.7 322.0 330.5 339.2 348.2 357.4 366.9 376.6 309.3 343.8 9.3 11.2 

GROSS NATIONAL PRODUCT 
DEFLATOR, 1972 = 100 160.2 163.8 167.1 171.2 175.1 178.6 182.0 185.8 189.4 193.1 165.6 180.4 8.9 8.9 
REAL GROSS NATIONAL PRODUCT 
(billions or 1972 dollars) 1431 1422 1431 1431 1428 1424 1423 (426 1429 1435 1429 1425 2.1 -0.3 
AGGREGATE UNEMPLOYMENT 
RATE (percent) 5.7 5.7 5.8 6.1 6.4 6.9 7.3 7.6 7.9 8.1 5.9 7.1 _ 
CORPORATE PROFITS 
plus iVA and CCA 178.9 176.6 189.4 193.8 195.3 189.7 183.9 183.4 184.6 188.7 184.7 188.1 10.2 1.8 
PERSONAL DISPOSABLE INCOME 1572 1602 1637 1675 1714 1750 1796 1837 1876 1915 1621 1774 11.2 9.4 
REAL DISPOSABLE INCOME 
(billions of 1972 dollars) 996.6 993.0 990.3 990.1 989.9 989.6 995.6 998.9 999.7 1000 992.5 993.5 2.0 0.1 
PERSONAL SAVING RATE 
(percent of disposable income) 5.0 5.4 4.1 4.0 3.9 3.9 4.3 4.2 4.1 3.9 4.6 4.1 - -

Note: A i l data are in billions of current dollars unless otherwise indicated. 
Sources: Projections by Research Seminar in Quantitative Economics, University of Michigan; actual data from Departments or 

Commerce and Labor, Board of Governors of the Federal Reserve System. 

stimulus, a growth rate of 1.2 percent is achieved as 
compared to the 0.75 percent of the Control 
Forecast. 

• A very modest strengthening of real business fixed in
vestment expenditures by mid-1981. 

Because of the lags involved, however, the full impact of 
this program is not measured during our forecast horizon. 
A more meaningful exercise is to assess the effects of such 
a tax stimulus program 8 quarters after the program has 
been initiated. By this time the effects of the program have 
been more fully worked out. The impact of this program 
over an 8 quarter period is illustrated in Charts 4 and 5. At 
the end of the two year period, real GNP has risen by an 
additional $15 billion, allowing a reduction of 0.4 
percentage points in the aggregate unemployment rate (see 
Chart 4). Further, there is little, if any, inflationary impact 

of the program as the improved productivity thereby 
generated permits a greater level of output without added 
inflation. At first the source of this improved productivity 
performance is largely cyclical, but as time passes some im
pact is felt from the installation of new capital as well. 
Also interesting are the data presented in Chart 5, which 
sets out the gains in investment and consumption from this 
stimulus policy. As one might expect, the consumption ef
fects occur relatively quickly while the impact on invest
ment expenditures lags somewhat. By six quarters out, the 
two effects are approximately equivalent; subsequently the 
investment effects dominate. By eight quarters out, we 
have an additional $6.4 billion in real consumption and 
$10.0 billion in new investment (1972 dollars). As noted 
above, the total impact on real GNP is approximately 
$15.5 billion—just over one percent of its level. 
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Concluding Comments 
Our Control Forecast reflects our expectation that the 

U.S. economy will pass through a recession in the coming 
year, although the expected loss in output is relatively 
modest by historical standards. In such an environment it 
might be reasonable to expect some additional monetary 
and fiscal stimulus, especially since the first three quarters 
of the year, just prior to a national election, are forecast to 
be characterized by declining real GNP and rising 
unemployment rates. However, because inflation is ex
pected to remain close to the two-digit level and so much 
uncertainty exists regarding energy supplies — both 
domestic and foreign-we believe that the most likely tax 
stimulus package will be limited to the payroll tax item in
corporated into our Control Forecast. In fact, the Control 
Forecast already includes a turn to somewhat greater 
monetary ease by mid-1980, and the impact of this policy 
change is of some importance in turning around the 
declines in GNP that are forecast for the first three 
quarters of 1980. Our best judgment, therefore, is that the 
Control Forecast contains the most likely configuration of 
economic policy over the forecast horizon. 

We have made no special allowance for the existence of 
wage/price guidelines. But our Control Forecast contains 
increases in wages and prices of approximately 9 percent, 
and we believe this to be the outcome most likely to accom
pany the constraints suggested by the Administration. 

Finally, one cannot overlook the possibility that short-
run "bottie-necks" induced by the disruption of energy 
supplies (either crude oil from abroad or domestic distribu
tion difficulties) could have a sharp effect on the economic 
outlook, very much as we experienced in the second 
quarter of 1979. We have made no specific provision for 
such an event. 

In summary, we view the economic outlook over the 
next year and a half as having very sluggish real growth ac
companied by slightly lower inflation rates. In this context 

unemployment rates can be expected to rise steadily. The 
recovery forecast from the recession which we expect to 
characterize the first half of 1980, however, is critically 
dependent not only on our assumption of a modest easing 
of monetary policy after mid-year, but also on the 
postponement of scheduled Social Security tax increases. 
Indeed, it seems appropriate to us to give careful con
sideration to additional tax stimulus programs in 
mid-1980. 

November 1979 
Addendum: The preceding analysis was completed early 

in November for presentation at the University of 
Michigan's Economic Outlook Conference in mid-Novem
ber. The availability of new information ted us to update 
the Control Forecast for internal purposes in late 
December. In particular, the estimate of the growth rate of 
real GNP for 1979:3, as reported by the Department of 
Commerce, was revised from a preliminary figure of 2.4 
percent to 3.1 percent at annual rate. In addition, the 
scheduled meeting of the OPEC oil ministers resulted in 
substantially higher oil prices including a 33 percent in
crease in the price of Saudi Arabia's marker crude. Fur
ther, in the area of fiscal policy, the rollback of the Social 
Security tax increase for 1980 no longer appears probable. 

The general pattern of our forecast for 1980 remains un
changed—including the relative movements of the com
ponents of real output as well as the paths of the broader 
aggregates. The growth rate of real GNP in the updated 
version of the forecast remains positive for the final quar
ter of 1979 at a 1 percent annual rate. A three quarter 
recession follows with the sharpest drop in real growth 
(-2.7 percent) occurring in the first quarter of 1980. In the 
final quarter of 1980 the economy returns to slow positive 
growth —again about 1 percent. Our projection of the rate 
of inflation for calendar 1980, as measured by the GNP 
deflator, remains unchanged from our November forecast 
at 8.9 percent while we anticipate an unemployment rate of 
about 7 percent for the same period. 

Chart 4. INCREASE IN REAL GNP AND DECREASE 
IN UNEMPLOYMENT RATE DUE TO TAX CUT 
POLICY 

Billions of 1972 Dollars Percentage Points 

Chart 5. INCREASE IN REAL CONSUMPTION 
AND BUSINESS FIXED INVESTMENT 
DUE TO TAX CUT 

Billions of 1972 Dollars 
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The Uncertain 1980s 
Paul W. McCracken 

Edmund Ezra Day University Professor of Business Administration 
The University of Michigan 

The American economy and decennial years have not 
had a notably harmonious relationship during the last cen
tury. For those with numerological inclinations, this may 
be another reason for worry as 1980 and the new decade 
come on stage. Of the ten decennial years during the last 
century, including 1980, two (1940 and 1950) escaped be
ing associated with bad news for the direction of the 
general economy, and they had the stimulus of a rapid ex
pansion in outlays for national security to push things 
along. 

If 1980 breaks this century-old pattern and moves up
ward throughout, the few hardy souls in the profession still 
practicing macro-economics will be sitting before their 
drafting boards with brows really furrowed deeply. In the 
December monthly round-up of 42 economists' forecasts 
by Eggert Enterprises, only six did not predict a lower level 
of economic activity in real terms for 1980 than for 1979, 
the average projected decline for the 42 being 1.1 percent. 
And one of the six was Mr. Eggert himself who chose not 
to take sides and projected no change year-to-year. This 
expectation of a recession seems to be shared by the 
econometric services, most of whose models, after exercis
ing their numerous equations, produce projections point
ing to about the same slippage in the economy. 

The Effects of Government 
Economic Policy 

There are these points to make about this outlook. 
While predictions about a recession earlier in 1979 were, 
like the report of Mark Twain's death, exaggerated, they 
were (as also with the Twain report) in the final analysis 
simply premature—attaching too much significance to the 
sharp second-quarter drop in auto sales that reflected our 
gauche handling of gasoline problems rather than any 
general recession. Evidence about the state of the economy 
as we move into 1980 is more insistently pointing to a 
recedence in business activity this year. Basic fiscal and 
monetary policies themselves point in that direction. Ac
tually budget policy has remained on a reasonably re
strained and steady course. The rise in Federal outlays, 
probably the best crude measure of the thrust or push of 
the budget on the economy, was at a 10 percent rate in 
-1979 —about the rate at-which the economy itself was ris
ing. And a slightly larger rise is projected for the current 
fiscal year (1980). Since something like this pace seems 
destined to continue, fiscal policy is not apt to deflect the 
economy from its path. That means it will not have caused 

INCREASE IN FEDERAL OUTLAYS 
OVER PREVIOUS FISCAL YEAR 

Fiscal Year Total Nondefense 
1978 11.9% 13.2% 
1979 9.5 9.1 
1980 10.8 11.5 

Source of basic data: Off ice of Management & Budget 

a recession. It also means, however, that fiscal policy has 
done little to counter the economic pressures giving us 
double-digit inflation. 

Monetary policy has, therefore, had to carry the load. 
The sharp shift last October to a less expansive monetary 
policy was urgent and tardy. Indeed, the Federal Reserve 
would have to be assigned and academic grade of "F" for 
its performance during 1978 and 1979 up to the change in 
policy last October. The basic rate of expansion being 
established for the economy is about one percentage point 
higher than the rate of expansion of the broadly defined 
money stock (Mi). The Federal Reserve's policies in 1978 
first allowed rates of expansion for M2 in the 11-12 percent 
zone, and after a spasm of courage toward the end of that 
year allowed the rate of expansion to move into the 12-13 
percent range in 1979 —this in an economy whose capacity 
to increase real output had been reduced, as a result of 
government policies, to not over 3 percent per year. 

INCREASE IN THE MONEY STOCK, 1979* 
Quarter M i 
First 1.7% 
Second 11.9 
Third 12.8 
Fourth (est.) 7.0 

•Seasonally adjusted at annual rate 
Source o f basic data: Federal Reserve System 

Double-digit inflation was the inevitable result of these 
policies, they had to be changed, last October they were, 
and the results were already showing up in monetary data 
during the final quarter of 1979. This sharp change of 
direction was made necessary by the earlier failures of 
policy, but only in an economy enjoying an exceptional 
degree of internal balance would it be reasonable to expect 
no recedence in the economy from such actions. The 
economic scene as 1980 opens is not that serene. 

Problem Areas 
These actions are having the expected adverse effect on 

housing construction, and "starts" in 1980 will amost cer
tainly be down 15-20 percent or so from 1979 levels. The 
only consolation to be found in this picture is that the 
decline would have been worse except for measures to keep 
funds more available for mortgage lending. 

Inventories as the economy moved along through 1979 
were becoming a bit heavy relative to the volume of sales. 
The excess was not large, far smaller than in 1974 before 
that downturn, but the sharply higher credit cost of carry
ing inventory will put pressures on businesses to pare down 
these stocks. That in turn means reduced production 
schedules, at each point in the chain, for suppliers. 

The most serious imbalance in the economy is to be 
found in consumer buying. For one thing even the sluggish 
pace of retail trade during the closing months of 1979 was 
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INVENTORIES AS A PERCENT 
OF FINAL SALES* 

Year: Quarter Percent 
1969:2 
1974:2 
1979:3 
Average of reasonably 
balanced quarters, 
1973-78 

24.1% 
25.7 
24.0 

23.6 
•Seasonally adjusted, 1972 dollars 
Source: U.S. Department o f Commerce 

pushing consumers hard. They were, in fact, saving about 
2 percentage points less of their incomes than during most 
of the 1970s. While lurid worries about a collapse from too 
much consumer debt are over-drawn, consumer spending 
cannot be expected to continue running as high relative to 
their incomes as during the latter part of 1979. 

The most dreary part of the retail sales picture has, of 
course, been sales of new domestically produced cars as 
uncertainties about availability of gasoline emerged in 
1979. While supplies world-wide were tight, it was our in
sistence on keeping U.S. prices below world levels, and on 
having Government rather than markets allocate, that 
forced the U.S. to absorb a disproportionate share of the 
gasoline shortage. 

At chic cocktail parties it is fashionable, particularly on 
the part of intellectuals, to explain the problem away by 
accusing the U.S. automobile industry of not producing 
cars that the public wants. The fact is that the domestic in
dustry was on an orderly down-sizing program. It was, in 
fact, moving a bit more rapidly in that direction than 
buyers preferred —as indicated by the fact that relative to 
supply it was the demand for small cars that was sluggish 
through 1978. In 1979 the ineptitude of our energy 
policies, creating unnecessary filling station lines, then 
caused new-car buyers in panic to run to the other side of 
the ship. The serious unemployment in the automobile in
dustry today is more "Made in Washington" than created 
by OPEC or in Detroit. 

Areas of Strength 
Two major areas of the economy will sustain the 

economy through 1980. Compared to 1979, businesses 
continue to plan for larger outlays, in real terms, to expand 
and improve their production facilities. This reflects in 
part a pervasive conviction in the business community that 
sharp slashes in their capital budgets in the 1974-75 reces
sion were not wise. These drastic cuts left many businesses 
short of capacity and forced to re-activate some of those 
cancelled projects at much higher costs. Unless the general 
business situation develops into a cumulative decline, 
capital budgets this time will be better sustained. 

Our export market will also, in real terms, be stronger 
than 1979 —itself a good year. During the year ending with 
the third quarter of 1979 our merchandise exports showed 
a gain of 30 percent, compared with a gain of 11 percent in 
GNP (or 2 percent in real terms). Moreover, the increase in 
these exports was equal to 19 percent of the increase in our 
GNP, and equal to 47 percent of the increase in our output 
of goods (tangible products). While our important export 
customers (Canada, Japan, Germany, the U.K.) are rein
ing in their domestic economies, having their own prob

lems with inflation, they will continue to show some gains. 
U.S. exports should, therefore, rise further in 1980 — 
though not at the dramatic rate of last year. 

Summary Outlook 
Mr. Eggert's economists are probably realistic. When all 

of the cross currents are taken into account, the volume of 
output in real terms this year will be down about 1 percent, 
the rate of inflation should be a point or so lower, and the 
unemployment rate will be up a point or two. If that will 
start us on the path to the lower rates of inflation and 
unemployment, and stronger sustained gains in real in
come, that have characterized the U.S. economy historical
ly, 1980's trauma will have been a worthwhile investment. 

As the year opens, we cannot ignore contingencies 
which, if they were to materialize, would have Gargantuan 
repercussions on the economy. If the Middle East were to 
erupt and its oil become unavailable to the rest of the 
world, the adverse impact would be of Stygian propor
tions. Wars historically have been fought over lesser 
threats than this to vital interests. Indeed, this era is start
ing to take on some of the personality of that which led up 
to World War I I . Economists, however, have enough dif
ficulty forming judgments about matters properly con
sidered to be within their purview —without reaching for 
those beyond their horizon. 

December 1979 

BUSINESS CAPITAL OUTLAYS 
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Forecasts for 1979 and 1980: An Assessment and A Survey 
Victor Zarnowitz 

Professor of Economics and Finance 
The University of Chicago 

How well did economic forecasts fare in 1979? How is 
the economy doing now? What is being predicted for 1980 
and why? Traditionally, this is the time of year to raise 
such questions, and we have done so in this space annually 
since 1975. 

A Postmortem on the 1979 Predictions 
The median forecasts from the November 1978 ASA-

NBER survey over-estimated slightly the 1978-79 annual 
percentage change in real GNP and underestimated 
significantly the corresponding change in the implicit price 
deflator (column 5 in the table below). As a result, the rise 

THE ECONOMY IN 1979: 
PREDICTED VS. ACTUAL CHANGES 

Quarterly Changes Annual 
Changes 

1978:4- 1979:1- 1979:2- 1979:3- 1978- 1978:4-
1979:1 1979:2 1979:3 1979:4 1979 1979:4 

(1) (2) (3) (4) (S) (6) 

GNP in current dollars3 

Predicted 2.4 1.9 2.3 1.7 10.2 8.6 
Actual 2.6 1.6 2.8 1.8 11.0 8.9 

GNP in constant dollars3 

Predicted 0.5 0.3 0.3 0.4 2.4 1.4 
Actual 1.1 -2.3 3.5 -0.4 2.0 -0.1 

Implicit price deflator3 

Predicted 1.8 1.8 1.6 1.6 7.4 7.0 
Actual 2.2 2.2 2.0 2.3 8.8 9.1 

Index of industrial production3 

Predicted 0.7 0.7 -1.3 0 2.8 0 
Actual 1.0 -0.2 0.2 -1.1 4.5 3.3 

Unemployment rate*3 

Predicted 0.1 0.2 0.2 0.1 0.4 0.6 
Actual -0.1 0 0.1 0.4 -0.1 0.4 

Corporate profits after taxes3 

Predicted 0.6 -1.4 -1.2 1.6 6.0 -0.4 
Actual 7.3 -1.9 6.2 -5.4 17.0 5.8 

Business expenditures on new plant and 
equipment3 

Predicted 3.0 2.1 1.4 1.7 10.8 ' 8.4 
Actual 1.2 4.5 1.0 2.1 12.7 9.2 

New private housing units started3 

Predicted -6.6 -7.0 -5.2 -1.8 -13.7' -19.2 
Actual -22.3 13.6 -0.2 -8.8 -13.9 -19.7 

Change in business inventoriesc 

Predicted -0.5 -3.5 -0.8 -2.7 ' -3.7 -7.5 
Actual -1.5 14.3 -18.1 -5.0 7.8 -5.6 

aPercent changes. 

''Differences, percent o f labor force. 

•-Differences, billions o f dollars. 

Sources: Predicted changes are based on median forecasts f r o m the 
November 1978 ASA-NBER survey. Actual changes are based on figures 
reported in the November 1979 issue o f Business Conditions Pigest for 
the four quarters 1978:4 - 1979:3 and on median forecasts f rom the 
November 1979 ASA-NBER survey for 1979:4 and 1979. 

in nominal GNP this year was predicted with a small error 
on the low side. The error in predicting too low a rise in 
current dollar outlays on plant and equipment also can be 
viewed as relatively small. The decline in housing starts 
was predicted very accurately. However, the forecasters 
were definitely too pessimistic on industrial production, 
the unemployment rate, corporate profits, and business in
ventory investment. 

The comparisons between 1978:4 and 1979:4 (column 6) 
reflect the slowdown in economic activity that began a year 
ago much more strongly than do the 1978-79 (year-to-year) 
comparisons. The slowdown was reasonably well predicted 
by most forecasters, though its impact on real GNP was 
somewhat understated and its impact on industrial produc
tion and profits was overstated. The survey certainly 
deserves high scores for the 1978:4-1979:4 forecasts of 
business fixed and inventory investment and of housing 
starts. The underestimation of the inflation rate by about 2 
percentage points is the most serious error here. 

A year ago the prevailing view was that the economy 
would grow slowly in 1979, not that it would turn down, so 
that no quarterly declines in real GNP were specified in the 
median forecast (columns 1-4). Those who predicted an 
outright recession were still in a minority. During the first 
half of 1979 forecasters grew more and more pessimistic, 
and projections of declining activity both spread and 
deepened. But the events soon contradicted the predictions 
of a sustained contraction in total output beginning in the 
spring or summer. The pattern of movement that did 
materialize — down in the second and up in the third 
quarter —was generally unanticipated even six months 
after the forecasts reviewed here. For example, the median 
predictions from the May 1979 ASA-NBER survey had 
fractional declines of real GNP in 1979:2 and 1979:3 
followed by a small rise in 1979:4. 

The actual values for 1979:4 and the year as a whole are, 
of course, still unavailable at this time; those in the table 
are the average projections from the latest ASA-NBER 
survey, which reflect the prevailing expectations of a 
downturn. Should the economy perform better (worse) 
than these figures indicate, the year-ago forecasts in col
umns 4-6 will prove to be more (less) accurate than the 
table suggests. 

The State of the Economy 
Notwithstanding the sizable quarter-to-quarter varia

tions in real GNP and the continued, though slowed, up
trend in employment, the basic fact remains that the U.S. 
economy has been hardly growing since the beginning of 
1979. This is perhaps best shown by the flat course of the 
index of four roughly coincident indicators (nonfarm 
employment, personal income less transfer payments, in
dustrial production, and real manufacturing and trade 
sales). This index has a good claim to serve as a monthly 
measure of overall economic activity, and its recent 
behavior is summarized in the tabulation that follows. The 
rise in employment was in recent months limited to the 
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cyclically rather insensitive service industries; in the goods-
producing sector, employment seems to have peaked and 
real wages and salaries to have declined. Total employment 
has been increasingly lagging at peaks in the recent 
business cycles. The more sensitive coincident indicators 
are now all showing local trends that are either horizontal 
or mildly downward. 

1978:4 1979:1 1979:2 1979:3 10-11/1979 
Leading index 143.1 142.8 140.1 140.0 137.5 
Coincident index 144.3 145.4 144.9 145.0 144.8 
Lagging index 152.0 158.2 162.8 167.6 179.2 

At the same time, as is also shown in our summary, the 
index of twelve leading indictors, which tends to 
foreshadow the cyclical movement of the economy, has 
been drifting downward from a peak reached in October 
1978. This is a slow but widely diffused drift, which ex
tends to various series of marginal employment ad
justments (hours of work, layoff rate, unemployment in
surance claims), capital investment commitments (deflated 
new orders and contracts, housing starts and permits), real 
inventory investment, purchasing, delivery periods, profit 
margins, and certain comprehensive money and credit flow 
indicators. 

In sharp contrast to the weakness of most leaders and 
coinciders, the series that tend to lag at business cycle turns 
have risen strongly this year. Those increases in interest 
rates and private debt aggregates, unit labor costs and in
ventories embody growing cost burdens to producers and 
thus have an adverse aspect when they accompany an 
economic slowdown. It is true that inflation mitigates these 
burdens by lowering the real costs of labor and finance to 
the firms that are able, to raise their selling prices commen-
surately. But this ability is by no means equally distributed 
or unchanging, and the disparities are bound to increase 
both when inflation continues uncurbed and when it is cur
tailed by tightening of money and credit. 

Developments such as those just described typify an 
economy in transition from an advanced expansion to a 
major slowdown: But a slowdown may end either in 
renewed expansion or in a generalized decline (recession), 
and the problem is that the signals do not differentiate well 
in advance between the two latter alternatives. A com
parison of patterns of the current and past slowdowns 
presented in the previous issue of ECONOMIC 
OUTLOOK USA led to the suggestion that these 
measures, though permitting no firm conclusion, "lean 
toward the alternative of a recession." An updated com
parison confirms this judgment, even though it includes 
some new information which shows the economy to be 
remarkably resilient (real GNP in 1979:3, unemployment 
in November). Both the leading and the coincident in
dexes, and most of their components, trace an in
termediate course in their current patterns, below the 
average of the three previous slowdowns that did not 
become recessions but above the average of the six that 
did. With data covering the first ten months of the present 
retardation (tentatively dated as having begun in December 
1978), the patterns suggest that this episode now resembles 
more a mild recession in its early stages than a passing in
terlude of shallow growth rates. 

In contrast to the uncertainties about the elusive reces
sion, there is no doubt at all about the fact that inflation 
rates have continued to soar. This is quite unlike the 
average cyclical patterns for the principal price indexes, all 

of which show inflation moderating during past 
slowdowns as well as recessions, but there is an obvious 
and important precedent in 1973-74. Actually, the lag in 
response of the inflation rates to onsets of sluggish 
business conditions has been increasing for many years 
now as people have learned to expect that inflationary 
policies will be pursued most of the time in peace or war, 
expansion or contraction. 

The Fed's credit-tightening moves of early October were 
widely viewed as a major turn away from such policies 
toward a strategy of combating inflation by containing 
growth in the monetary aggregates. But the entrenched in
flationary expectations will not be reduced permanently to 
much lower levels unless the policies of monetary and 
fiscal moderation are implemented consistently long 
enough to demonstrate that they can bring down and keep 
down the actual inflation rates. This will take considerable 
time. Meanwhile the short-run effect of curtailing the 
growth in bank reserves and letting interest rates move 
freely will be to make credit immediately more expensive 
and gradually less available. As a result, real economic ac
tivity will be lower than it would be otherwise. 

Amidst much uncertainty about this novel course of ac
tion, the events begin to tell a story that is largely consis
tent with the above assessment. Since October 6 the growth 
of monetary aggregates has slowed and interest rates have 
risen substantially. Most recently, the demand for bank 
loans sagged, reflecting weaker business conditions, and 
market interest rates retreated a little from their peak 
levels. While remaining high by any reasonable measure, 
inflation was at least not accelerated still further. Contrary 
to a popular but faulty argument, the new rises in energy 
costs (like the old ones) do not compel a monetary accom
modation and need not frustrate counter-inflationary ac
tion; however, it is surely true that they will hurt economic 
activity. The upward movement of the dollar was cut 
short, partly because the Fed's activities turned out to be 
less drastic than initially expected and partly because of 
foreign developments (new Mideast turmoil, higher Euro
pean interest rates). 

The Outlook for 1980 
The prognosis grows out of the diagnosis, and after the 

preceding account it should not be surprising that 
economists expect the new decade to open on a rather 
cheerless note. (However, many look forward to favorable 
longer trends, particularly those who attach new hopes to 
anti-inflationary attitudes and policies.) 

The median forecasts from the latest ASA-NBER survey 
show real GNP moving down in 1979:4 and the first half of 
1980 at an average annual rate of about 2.9 percent. In the 
second half a sluggish initial recovery is to occur at a rate 
of 2.4 percent. The implied "shallow saucer" pattern 
resembles the movement observed in some mild recessions 
(1960-61, 1970) and contrasts with the "V-type" transitions 
at the end of steeper declines (1957-58, 1974-75). Industrial 
production movements will show the same timing but 
larger relative amplitudes: 4.7 percent down from a peak in 
1979:1 to a trough in 1980:2, then up 3.2 percent in the sec
ond half of 1980. The time profiles of most individual 
forecasts are similar. 
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The unemployment rate will rise from 5.9 percent in 
1979 to an average 7.3 percent in 1980. Early next year it is 
projected to reach 6.8 and in 1980:4 7.5 percent. Few of 
the surveyed predictions deviate from these averages by 
large margins. 

Corporate profits after taxes are expected to decline 
from $148 billion in 1979:3 to $130 billion in 1980:2, then 
rise to $136 billion in 1980:4 (the figures are in current 
dollars at annual rates). This would be a relatively small 
and short movement compared with past cyclical declines 
in profits. 

The forecasters are relatively pessimistic on the pros
pects for business fixed investment. They see the current-
dollar expenditures on plant and equipment as rising about 
4.8 percent between 1979:4 and 1980:4, which might mean 
a decline of 3 to 4 percent in real terms. The Commerce 
survey of business plans for capital spending released more 
recently (but conducted in late October and November) in
dicates a 5.9 percent increase between the second half of 
1979 and the first half of 1980, which raises the possibility 
of some small real gain. For business inventory invest
ment, on the other hand, the ASA-NBER survey foresees 
only a moderate downward adjustment, which does not 
turn negative. 

Private housing starts, now estimated at 1.7 million 
units annual rate, are to fall to 1.4 million units in both 
1980:2 and 1980:3, then to recover partially to 1.6 million 
units. The year-to-year comparisons yield declines of 13.9 
percent for 1978-79 and 15.5 percent for 1979-80. 

Consumer expenditures for durable goods, having 
already lost some 3.8 percent in real terms between 1978:4 

and 1979:3, will continue to be a source of comparable 
weakness. In current dollars, their average level in 1980 is 
to be about the same as in 1979, but here too a weak 
recovery is expected to occur in the second half of next 
year. 

The one positive element in the forecast is that the reces
sion will be associated with a downturn in inflation. The 
annual rates of inflation, in terms of the implicit price 
deflator, are expected to hover between 8.2 percent and 8.5 
percent in the first three quarters of 1980 (down from 9.7 
percent in 1979:4), then to come down to 7.7 percent in 
1980:4. Thus the survey suggests that inflation is at its peak 
right now and will drift down considerably next year. 
There is a high degree of consensus on that among the 
forecasters. Many report that they assumed an unchanged 
or tightened monetary policy, none that the policy will be 
eased; instead a tax cut between $15 billion and $25 billion 
is a frequent assumption. 

Averages of other recently published forecasts by in
dividual economists and teams operating econometric 
models resemble broadly the medians from the ASA-
NBER survey. But this year the averages conceal come 
unusually large disparities among the forecasters. There 
are a-few-optimists who still-foresee merely-a-slowdown-or 
a very mild and short recession ending early next year and 
a few other who anticipate that the decline will extend into 
the second half of 1980 or begin only at mid-year. In short, 
the uncertainty about the prospects for the U.S. economy, 
heavily aggravated by international and domestic political 
factors, is as great as ever at the onset of this new decade. 

December 1979 
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The Recession of 1980: Real or Imaginary? 

F . Thomas Juster 
Director, Institute for Social Research 

Professor of Economics 
The University of Michigan 

As the decade of the 1980s dawns, economic forecasters 
are trying to resolve a number of questions concerning the 
near-term outlook and are puzzling equally hard over 
questions, perhaps more important ones, concerning 
economic prospects over the decade. 

Short-Term Uncertainties 
For at least a year now, a significant majority of the 

forecasting fraternity has been expecting a recession to oc
cur, including this writer. Most expected this recession to 
begin last year, while a few saw weakness emerging toward 
the middle or end of 1978. When data came in for the sec
ond quarter of 1979, a typical view was that the long-
heralded recession had begun: automobile sales were weak, 
housing starts looked shaky, and nobody thought that con
sumers would continue pushing the saving rate down from 
its abnormally low level of roughly 5 percent in order to 
provide further sustenance for economic advance. 

But the third quarter rebound surprised most everybody, 
the second quarter data didn't look quite as weak when 
revised as they did originally, and the economy entered the 
fourth quarter of 1979 with the year looking essentially flat 
rather than down. While the fourth quarter is not yet in, 
the preliminary guess is that it will show essentially no 
change in real activity, despite the pall cast on the economy 
by the rapid run up of interest rates during the last several 
months. 

A typical view of 1980 prospects is that we will witness a 
recession o f moderate severity, with year-to-year changes 
in real output showing 1980 about one percentage point 
lower than 1979, a peak-to-trough decline of perhaps 3 
percent, and a slow recovery beginning late in 1980 and 
continuing through 1981. 

Much of the puzzlement surrounding 1980 prospects 
rests in trying to figure out what consumers will do next. It 
is widely expected that the fourth quarter saving rate will 
be down to the unheard-of rate of 3 plus percent. A typical 
econometric model forecast has the saving rate wandering 
around between 3 and 4 percent during 1980 and, for that 
matter, 1981 as well. That seems hard to believe, given 
history, unless the world has really changed dramatically 
and consumer behavior has significantly altered in 
response to that change —which is possible. But the wary 
forecaster should keep in mind that it was not too many 
years ago —1975 to be exact —when saving rates were run
ning around 8 percent, and the typical econometric model 
forecast had rates over 8 percent continuing during the 
next year. In short, conventional models almost inevitably 
make the future look much like the recent past, and i f the 
recent past has been strange, the typical model will project 
that peculiarity into the future. 

Why were saving rates down at the 3-4 percent level dur
ing the latter part of 1979, as apparently was the case? It's 
not too difficult to invent plausible reasons, although 
demonstrating that they account for the highly unusual 

saving behavior of American consumers is difficult, 
perhaps impossible, given our present statistical 
knowledge. 

One obvious explanation is that the numbers are simply 
wrong: a statistical system that functions well when infla
tion rates are 2-6 percent does not necessarily function 
equally well when inflation rates are 10-13 percent. For ex
ample, certain types of income may tend to be badly 
reported more often when inflation rates are high, and 
estimated saving is after all the residual difference between 
estimates of income and estimates of consumer spending. 

Many analysts point to the behavior of mortgage debt 
and the housing market as a major part of the explanation 
for low saving rates: in a market with rapidly rising hous
ing prices and rapidly rising equity, anyone who sells a 
house realizes a substantial amount of cash, and not all 
that cash is necessarily put into purchasing another house. 
There is some evidence to support that line of thought, 
since housing mortgage debt has continued to be substan
tially larger than can be accounted for by mortgages in
curred to buy newly built housing. Or possibly consumers 
are shifting money into goods by acquiring items like art 
objects, gold coins, jewelry, and what have you, all of 
which are really investment and saving but are measured as 
consumption the way we keep economic accounts in the 
U.S. 

The data from the Surveys of Consumer Attitudes, 
reported elsewhere in this publication, are clearly consis
tent with the notion that consumers have been spending at 
a high rate during 1979 because of inflationary expecta
tions; hence explanations that rest on people buying tangi
ble assets of various sorts as the best way to hedge against 
inflation are behaviorally plausible. But toward the end of 
1979, the survey data clearly show that speculative buying 
motivations were dropping sharply, in effect being over
come by concerns about high interest rates (affecting both 
housing and durables) and perceptions that prices were too 
high (affecting durables primarily.) Thus i f speculative 
buying is the basic explanation for the low saving rates in 
1979, a plausible guess from the survey data is that saving 
rates will rise appreciably in 1980. 

Since the typical forecast finds a 1980 recession even 
with saving rates staying in the 3-4 percent zone, a 
presumption that saving is likely to increase in 1980 clearly 
implies an even sharper recession than generally forecast. 
But that scenario has some problems. I f one looks at the 
rest of the economy, it is difficult to see much evidence of 
serious weakness: 

• The present moderate level of auto sales, for example, 
may not decline much further since consumers are 
clearly interested in buying energy-efficient cars, 
although unenthusiastic about other models. 

• While housing is universally expected to be extremely 
weak because of concerns relating to high mortgage 
rates, the basic structure of the housing market seems 
quite sound —vacancy rates are not excessive, a lot of 
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families are in the age and income categories where 
they are interested in home-buying, and people not 
thought to be home-buyers (singles) have turned out to 
be surprisingly strong buyers of single-family housing. 

• Investment activity is certainly not weak generally, and 
major investments in structures have been sluggish for 
a long time and may provide a relatively buoyant in
vestment sector. 

• While government spending is not seen as moving 
ahead, current international uncertainties are incon
sistent with a weak public sector spending perfor
mance. 

• Finally, there seems to be almost no evidence of inven
tory inbalances of the sort that have typically 
generated severe recessions in the past. 

While the speculative buying dimensions of consumer 
behavior seem to to receding in the data, the general cast of 
comsumer attitudes is not unfavorable. Consumer expecta
tions both about their own and the economy's future 
reached a low point in the summer of 1979 and since then 
have recovered slightly. And that is in the face of con
sistently bad economic news, which no longer appears to 
have much effect in deepening consumer pessimism. While, 
optimism is at a very low level, it was almost unaffected by 
the sharp monetary tightness in the fall and early winter of 
1979, and has by and large been unaffected by the interna
tional uncertainties in Iran and Afghanistan. Thus 
although consumers are not particularly upbeat, the low 
level of their enthusiasm is not weakening further. 

While the way these factors are usually added up pro
duces a recession forecast, it seems plausible to this writer 
that they could add up to a flat, no-change scenario in 
terms of real output growth over the next several quarters. 
This is not to say that there will be no quarters of negative 
real growth, but a believable 1980 scenario consists of a 
replay of 1979—an erratic sideways movement, with some 
quarters of negative growth and some of positive growth, 
and not much going on generally because small pluses and 
minuses are cancelling each other out. I f that is true for 
1980, 1981 is more likely to see a modest rise than anything 
else, thus producing an extended growth recession but no 
real recession with its cumulative deterioration in real out
put, declining employment, rising unemployment, and 
sharp liquidation of excess inventories. 

Either the recession scenario or the no-growth story has 
much the same implications for the behavior of prices dur
ing 1980. Partly for technical reasons, the consumer price 
index is likely to show a much better performance in 1980 
than it did in 1979, while the more accurate Implicit Con
sumption Deflator is likely to show about the same or 
perhaps a slightly worse performance in 1980. The 
technical reasons' have to do with the impact of rising 
mortgage rates on the CPI: i f mortgage rates remain at 
their late 1979 level and do not move ahead further, the 
cessation of increases will have a perceptible effect in 
reducing the rate of growth in the CPI. And both the CPI 
and the Consumption Deflator may get some favorable 
1980.news from food prices, which are generally expected 
to rise a lot less in 1980 than they did last year. 

But the basic inflation rate in the economy is much bet
ter measured by looking at changes in wage costs than in 
looking at the behavior of particular prices like food or in
terest rates. There, neither a mild recession nor a no-
growth period can be expected to have much impact. Thus, 
unless wages and prices behave much differently than 
anyone expects, we can anticipate entering the next period 

of economic expansion with a basic inflation rate that is 
far in excess of what most think tolerable. 

Longer-Term Prospects 
At the beginning of the decade of the 1970s, it was wide

ly thought that the U.S. economy was in for a period of 
sustained growth and general economic prosperity. The 
1970s proved to be far from that: the growth in real income 
was disappointing by recent historical standards, inflation 
rates showed probably the worst peace-time performance 
in U.S. history, and productivity growth, that mainspring 
of economic progress, continued to show noticeable 
deterioration. 

Although the current problems of the U.S. economy 
may appear to be insoluble, a longer term perspective 
makes the decade of the 1980s look a little more promising. 
Many of our 1970s problems can reasonably be traced to 
economic changes that are likely to be temporary, or at 
least have a transitory character to them. For example, the 
dramatic shift in energy prices relative to all other prices, 
which, fueled .an appreciable.part ofthe.l97Qs inflation, rate 
in the U.S. and elsewhere, has had pervasive effects in 
shifting investments of all sorts from productivity-
enhancing additions to the capital stock to energy-saving 
modifications of existing capital. That transition period, 
while not over, clearly represents a one-time adjustment to 
higher relative energy prices, and the adjustment process 
will not last forever. 

Similarly, the rapid rise of labor force participation, 
especially among women, is unlikely to continue at the 
same rate, although it seems likely that participation rates 
will continue to grow for reasons relating to some clearly 
desirable characteristics of work as part of people's pre
ferred mix of activities. But higher participation rates have 
limits, and the process of moving from moderate to high 
rates can only occur once. Although the evidence is by no 
means clear, it is entirely possible that part of the produc
tivity slowdown of recent years is a consequence of the 
pressures on the economy to absorb very large numbers of 
new workers with relatively little training, or without re
cent training: that problem should ease as those workers 
gain experience. 

Finally, the decade of the 1970s was characterized by a 
substantial diversion of investment into forms that 
enhance environmental quality, but have no direct impact 
on measured real output. In part, those environmental in
vestments represent a makeup of investments that should 
have been made in the 1950s and 1960s, but were not. 
Again, there is a one-time transition in such investments, 
and while they can certainly be expected to continue, they 
may perhaps be anticipated to represent a smaller propor
tion of total investment resources in future years than they 
have been during the recent past. 

While it is easy to identify problems that will face the 
American economy and society in the 1980s, one should 
not overdo the magnitude and duration of those problems. 
Some of them will doubtless continue unabated, and life 
will certainly be less smooth in the 1980s than it was during 
the 1950s and early 1960s. But some of our 1970s problems 
seem to this writer to represent the impact of transitory 
events, and coping with that transition has imposed costs 
which may be less onerous in the future than they have in 
the past. 

January 1980 
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Buying Attitudes Decline 

Richard T . Curtin 
Director, Surveys of Consumer Attitudes 

Survey Research Center 
The University of Michigan 

Pessimism Nears Record Levels 
Representative sample surveys of American households 

conducted during 1979 have documented a sustained 
decline in consumer sentiment. By December 1979, the In
dex of Consumer Sentiment was 61.0, down 28 Index-
points below the cyclical peak recorded two years earlier, 
and just 3 Index-points above the all-time record low 
recorded in early 1975 (see the chart, which displays the 
1979:4 value of 63.3). The decline recorded in consumer 
confidence has been widespread among income and age 
subgroups as well as across geographic regions. 

Future changes expected in economic conditions grew 
increasingly unfavorable throughout 1978 and into 
mid-1979; but since August 1979, evaluations of future 
business prospects have resisted further declines. During 
late 1979, however, favorable buying attitudes, which were 
maintained at an elevated level by buy-in-advance price ra
tionales, were significantly weakened by high interest rates 
and limited credit availability. Consequently, by year end 
1979, nearly all attitudinal and expectation measures were 
within the range of levels only recorded immediately prior 
to or during recession periods. 

In comparison with prior periods, the current decline in 
consumer sentiment had become by the end of 1979 the 
longest recorded in the history of these surveys, although 
the extent o f the decline remains less severe. Starting from 
February 1969, the Index of Consumer Sentiment declined 
by a total of 24 Index-points during 22 months of sustained 
decline—an average decline of 1.1 points per month. From 
August 1972 to February 1975, a decline of 36 Index-points 
was recorded in a 30 month period, for an average decline 

of 1.2 Index-points per month. The current decline follow
ing the May 1977 cyclical peak reading has amounted to a 
total of 28 Index-points, over a period of 31 months, for 
an average decline of 0.9 points per month. 

Personal Finances Strained 
By the end of 1979, evaluations of personal financial 

progress were less favorable than at any time except the 
1974-75 record lowpoint. In the December 1979 survey, 27 
percent said they were better off financially and 46 percent 
reported being worse off financially than a year ago. Dur
ing the past two years, there has been a substantial increase 
in the proportion of respondents who report being worse 
off financially, rising from 29 percent in late 1977, to 38 
percent in December 1978, and 46 percent in December 
1979. When asked to explain why their financial situation 
had changed, 46 percent of all respondents mentioned that 
higher prices were making them worse off Financially, up 
from 31 percent in December 1978, and 27 percent in late 
1977. 

In each of the 12 surveys conducted during 1979, pro
portionately more families expected to be worse rather 
than better off financially in the year ahead. Such a 
plurality of unfavorable personal financial expectations 
was recorded in only one survey prior to 1979—that con
ducted in late 1974. By year-end 1979, 26 percent expected 
to be worse off Financially compared with 25 percent who 
expected improvement in the year ahead (the remaining 
near-majority expected no change in their financial situa
tion). 

INDEX OF CONSUMER SENTIMENT 
February 1966 = 100 

A 
V, J 

\ A 
I 1 1 1 1 1 1 1 1 1 1 1 ! I I I I I 1 1 I 1 1 1 1 1 I I I I 1 1 1 I I I I I I 1 1 1 1 1 1 i i i 1 1 1 1 1 1 1 

1 1 1 
1 1 1 1 1 1 1 1 1 1 1 1 

1957 1958 1959 1960 1961 1962 1963 1964 1965 1966 1967 1968 1969 1970 1971 1972 1973 1974 1875 1976 1977 1978 1979 

Note: Shaded areas Indicate recession periods as designated by the National Bureau of Economic Research. Inc. 

E C O N O M I C O U T L O O K USA, Winter 1980 17 



Personal financial expectations have remained at record 
low levels, a result of improved expectations for nominal 
income increases being offset by even higher expected price 
increases. Among all families in November 1979, 25 per
cent expected that their income would increase by 10% or 
more during the next 12 months, up from 21 percent in 
November 1978. Among families with incomes of $15,000 
or over, income increases of 10% or more were expected 
by 35 percent of all respondents, up from 24 percent in 
November 1978. Expected changes in real incomes re
mained quite pessimistic, however, since inflation is ex
pected to continue at its double digit pace. In December 
1979, consumers, on average, expected prices to increase 
by 10.4% during the next 12 months, up significantly from 
the 7.9% recorded in December 1978. Overall, almost half 
(47 percent) of all families expect prices to increase by 10% 
or more during 1980. 

Economic Slowdown Reported 
News heard and recalled of recent changes in business 

conditions remained overwhelmingly negative in the 
December 1979 survey. Fully eight times as many un
favorable as favorable news items were reported (81 versus 
10 percent.) Among all families, 66 percent felt that 
business conditions had worsened (up from 43 percent in 
December 1978), while just 21 percent reported that cur
rent business conditions were better than a year earlier 
(down from 31 percent at that time). The majority of the 
decline in evaluations of current business conditions oc
curred during 1978 and the first half of 1979; since July 
1979 these evaluations have remained largely unchanged. 

By year-end, the outlook for future business conditions 
improved somewhat from the record low levels recorded in 
mid-1979. The proportion of respondents who expected 
business conditions to further worsen exceeded the propor
tion who expected improvement by a margin of 17 percen
tage points (35 versus 18 percent). The December reading 
represents an improvement over the negative margin of 32 
percentage points recorded in July 1979, and the 25 percen
tage points recorded in December 1978. 

In December 1979, 68 percent of all respondents ex
pected bad times financially in the economy as a whole 
during the next 12 months, more than three times the pro
portion who expected good times financially (20 percent). 
Expected changes in business conditions during the next 
five years were also quite pessimistic. In the December 
survey, 66 percent of all families expected bad times in the 
economy during the next five years, while just 15 percent 
expected good times financially. As with short term 
business expectations, this represents a marginal improve
ment over the July 1979 record low readings but 
nonetheless remains near record low levels. 

Expected change in the unemployment rate returned to 
its mid-1979 low reading. In December 1979, 61 percent of 
all families expected unemployment to increase, up from 
46 percent in December 1978. Concern with unemploy
ment rather than inflation as the most serious economic 
problem facing the nation has grown in relative impor
tance, although inflation still dominates public concern. In 
the December 1979 survey, 28 percent reported that 
unemployment was the more serious economic problem, 
up from 23 percent in December 1978; in comparison, 60 
percent reported that inflation was the more serious 
economic problem, down from 65 percent in December 
1978. 

By year-end 1979, the majority of respondents did not 
expect' interest rates to increase for the first time since the 
December 1977 survey. The proportion of consumers who 
expected further increases in interest rates declined to 40 
percent in December 1979, down from 66 percent in 
December 1978. Interest rates were expected to go down 
during the next year by 35 percent of all families, up from 
just 7 percent in October 1979, and 6 percent in December 
1978. 

Buying Attitudes Weaken 
Favorable attitudes toward buying conditions for large 

household durables declined significantly in the December 
1979 survey. Among all families, 41 percent reported un
favorable attitudes for durables in December, up from 30 
percent in December 1978. The proportion who reported 
favorable buying attitudes toward household durables re
mained unchanged (53 percent in both December 1979 and 
December 1978). The growth of unfavorable attitudes 
toward durable buying conditions can be traced to more 
frequent mentions of postponement because of high prices 
which might fall later, and more frequent complaints 
about high interest rates. 

The December 1979 survey recorded a modest improve
ment in attitudes toward buying conditions for 
automobiles above mid-1979 lows, although they still re
main less favorable than a year ago (see the chart on p. 21). 
The proportion of respondents who expressed favorable 
buying attitudes in the December 1978 and December 1979 
surveys were nearly identical (42 versus 44 percent), while 
the proportion holding unfavorable attitudes increased 
from 37 percent to 47 percent. This significant increase in 
unfavorable attitudes can be traced to more frequent men-
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tions of tight credit conditions and high interest rates (16 
percent in December 1979 compared with 6 percent in 
December 1978), and to a greater concern with the energy 
crisis (12 percent in December 1979 compared with 3 per
cent a year earlier). Although the proportion of 
respondents holding favorable car buying attitudes has re
mained largely unchanged during the past year, the reasons 
underlying these views have shifted from buy-in-advance 
price rationales (21 percent in December 1979 compared 
with 31 percent in December 1978) to more frequent men
tions of low prices (15 percent in December 1979, up from 
4 percent a year earlier), and the more frequent mentions 
of the availability of new fuel efficient models (10 percent 
in December 1979, up from 2 percent in December 1978). 

Buying attitudes for houses declined sharply in late 1979 
(see the chart on page 21). Overall, just 27 percent of all 
families rated buying conditions for houses as favorable in 
December, down from 46 percent in August 1979. Un
favorable attitudes grew from 48 percent in August 1979 to 
66 percent in December. When asked why buying condi
tions for homes were unfavorable, fully 61 percent of all 
families mentioned high interest rates as the reason, up 
from just 27 percent in August 1979. 

Summary Outlook 
Surveys conducted during 1979 indicate substantial and 

widespread declines in consumer sentiment across major 
population subgroups as well as among the several attitude 

and expectation measures. By December 1979, almost half 
of all consumers reported that their personal financial 
situation had worsened during the past year, and two-in-
three expected bad times financially in the economy as a 
whole in the year ahead. Buying attitudes, which were 
maintained at an elevated level due to buy-in-advance price 
rationales, have been seriously weakened by high interest 
rates and limited credit availability. After more than two 
years of growing pessimism, the state of consumer senti
ment at the start of 1980 was similar to that in prior 
periods of economic recession. 

These findings indicate that declines in consumer sales, 
especially for houses and cars, can be expected to continue 
into mid-1980. Federal monetary policy has proven to be a 
potent deterrent to consumer spending. Buy-in-advance 
psychology flourished in an environment of low interest 
rates on consumer debt coupled with low returns on sav
ings balances. Although the shift in monetary policy has 
greatly diminished the appeal of advance buying through 
the use of credit, it has not allayed fears of continued 
double-digit inflation. Expectations of double-digit infla
tion continue to promote buy-in-advance price rationales, 
and thus will continue to bolster consumer sales in the year 
ahead. As long as high interest rates and limited credit 
availability are maintained, however, consumers will have 
little flexibility other than to react to adverse changes in in
comes and prices through cutbacks in consumption spend
ing. 

January 1980 
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Actual and Projected Economic Indicators 
seasonally adjusted 

SERIES FORECAST BY THE ASA-NBER PANEL 

Quarterly Data Annual Data 

ECONOMIC INDICATOR Actual Projected Actual Proj. 

1978:1 1978:2 1978:3 1978:4 1979:1 1979:2 1979:3 1979:4 1980:1 1980:2 1980:3 1980:4 1978 1979 1980 

GROSS NATIONAL PRODUCT 3011 2104 2160 2235 2292 2330 2397 2434 2464 2497 2550 2616 2128 2363 2532 

GNP IMPLICIT PRICE DEFLATOR 
(index, 1972=100) 147.1 130.8 153.5 156.7 160.2 163.8 167.2 171.0 174.4 178.0 181.6 185.0 152.0 165.6 179.8 

GNP IN CONSTANT DOLLARS 
(billions 1972 S) 1368 1393 1407 1427 1431 1422 1433 1425 1410 1400 1407 1417 1399 1428 1409 

INDUSTRIAL PRODUCTION 
(index, 1967=100) 140.8 145.1 147.9 150.7 152.2 151.9 152.3 150.5 147.0 145.0 146.6 149.6 146.1 151.7 147.1 

UNEMPLOYMENT RATE 
(quarterly measure, percent) 6.20 6.00 3.97 5.83 5.73 5.73 5.83 6.2 6.8 7.4 7.4 7.5 6.00 5.87 7.28 

CORPORATE PROFITS 
AFTER TAXES 106.7 122.4 124.6 132.3 142.0 139.3 148.3 133.0 130.1 132.5 136.5 121.5 142.4 (33.0 

EXPENDITURES FOR NEW 
PLANT, and. EQUIPMENT. - 144.3 130.8 -155.4 164.0 165.9 173:5 179.3 J79.0 180.4 183.0 184.0 187.5 153.6 174:4 183.7 

NEW PRIVATE HOUSING 
UNITS STARTED 
(millions) 1.803 2.102 2.044 2.078 1.615 1.834 1.834 1.67 1.47 1.38 1.43 1.60 2.007 1.738 1.47 

CHANGE IN BUSINESS 
INVENTORIES 22.8 23.8 20.0 20.6 19.1 33.4 14.5 15.0 3.0 2.5 5.4 10.0 22.3 20.5 5.2 

CONSUMER DURABLE 
EXPENDITURES 183.3 200.3 203.5 212.1 213.8 208.7 213.4 210.0 208.5 209.5 214.5 220.5 200.3 211.5 213.3 

NATIONAL DEFENSE 
PURCHASES 97.6 9S.2 99.0 101.2 103.4 106.0 109.0 112.0 114.7 117.0 119.0 123.0 99.0 107.6 118.4 

SERIES FROM THE GROSS NATIONAL PRODUCT ACCOUNTS 

ECONOMIC INDICATOR 
Quarterly Data Annual Data 

ECONOMIC INDICATOR 
1977:1 1977:2 1977:3 1977:4 1978:1 1978:2 1978:3 1978:4 1979:1 1979:2 1979:3 1979:4 1976 1977 1978 

GROSS NATIONAL PRODUCT 1820 1876 1931 1971 2011 2104 2160 2235 2292 2330 2397 2456 1702 1900 2128 

PERSONAL CONSUMPTION 
EXPENDITURES 1169 1191 1221 1260 1287 1331 1369 1415 1454 1476 1529 1580 1090 1210 1351 

DURABLE GOODS 174.3 173.7 178.9 186.4 185.3 200.3 203.5 212.1 213.8 208.7 213.4 215.5 157.4 178.8 200.3 

NONDURABLE GOODS 467.7 473.5 483.0 499.2 505.9 521.8 536.7 558.1 571.1 581.2 604.7 631.0 443.9 481.4 530.6 

SERVICES 327.1 539.3 558.7 574.1 596.0 609.1 629.1 645.1 669.3 686.0 710.6 733.9 488.5 549.8 619.8 

GROSS PRIVATE DOMESTIC 
INVESTMENT 280.4 300.0 315.7 316.9 327.0 352.3 356.2 370.5 373.8 395.4 392.3 383.3 243.0 303.3 351.5 

NONRESIDENTIAL 179.8 186.1 193.2 198.6 203.7 218.8 225.9 236.1 243.4 249.1 261.8 261.3 164.9 189.4 221.1 

RESIDENTIAL STRUCTURES 81.3 91.4 95.0 99.9 100.5 107.7 110.2 113.7 111.2 112.9 116.0 115.6 68.1 91.9 108.0 

CHANGE IN BUS. INVENTORIES 19.3 22.5 27.5 18.5 22.8 25.8 20.0 20.6 19.1 33.4 14.5 6.4 10.1 22.0 22.3 

NET EXPORTS -9.2 -6.0 -6.3 -18.1 -22.2 -7.6 -6.8 -4.5 4.0 -8.1 -2.3 -7.7 8.0 -9.9 -10.3 

GOVERNMENT PURCHASES 380.0 391.6 400.5 412.8 419.4 428.3 440.9 453.8 460.1 466.6 477.8 499.8 361.3 396.2 435.6 

DISPOSABLE PERSONAL 
INCOME* 1250 1286 1323 1361 1395 1437 1477 1525 1572 1602 1640 1679 1185 1305 1458 

PERSONAL SAVING RATE 
(% of disposable income) 4.2 5.1 5.4 5.1 5.3 5.0 4.8 4.7 5.0 5.4 4.3 3.3 5.8 5.0 5.0 

Note: All data are at annual rates and in billions of current dollars unless otherwise indicated. 

Sources: Projections: American Statistical Association — National Bureau of Economic Research pane) of forecasters. (Forecasts were released in 
November 1979.) 

Actual Data: U.S. Departments of Commerce and Labor, Board of Governors of the Federal Reserve System. 

'This series was incorrectly labeled (as constant-dollar GNP) in the Autumn 1979 issue. 
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MEASURES OF NATIONAL ECONOMIC ACTIVITY 
Percent Change 

12 — „ • - • 

QUARTERLY CHANGE IN REAL GNP \ I 

8 

0 

QUARTERLY CHANGE IN REAL GNP 

12 

Percent 
9 

8 

UNEMPLOYMENT RATE 

Percent Change 

14 . • 

12 
QUARTERLY CHANGE IN CONSUMER PRICE INDEX 

10 

8 

Percent Price Index 

140 

10 120 

8 100 
STANDARD & POOR'S INDEX OF 500 STOCK PRICES (right scale) 

80 

60 
FEDERAL FUNDS RATE (left scale) 

40 

0 20 

5 3 5 4 5 5 5 6 5 7 5 8 5 9 6 0 61 62 63 64 65 66 67 68 89 70 71 72 73 74 75 79 76 77 78 

Note: Shaded areas Indicate recession period* as designated by the National Bureau at Economic Research, Inc. 

ECONOMIC OUTLOOK USA, Winter 1980 



MEASURES OF NATIONAL ECONOMIC ACTIVITY 
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These four volumes of descriptive data pre
sent statistical results from an ongoing study 
of high school seniors - 16,000 to 18,000 
per year — in approximately 130 public and 
private schools throughout the United States. 
The first four volumes have just been pub
lished, with responses from the graduating 
classes of 1975, 1976, 1977, and 1978. 
Additional volumes will appear annually. 

The Monitoring the Future series, autrToTed 
by Lloyd D. Johnston, Jerald G. Bachman, 
and Patrick M. O'Malley, addresses issues 
that are broad in scope and of interest to 
researchers, market analysts; policy makers, 
journalists and educators. Each volume 
presents a wide variety of characteristics of 
that year's senior class, including charac
teristics of subgroups based on sex, race, 
region, college plans, and drug-use patterns 
(with the exception of the 1975 volume 
which does not present data for subgroups 
based on race or college plans). Subject 
areas of questions include: 

• drug use and attitudes 
• race relations 
• education 
• delinquency 
• ecology and conservation 
• social and ethical attitudes 
• confidence in social institutions 
• changing roles for women -
• interpersonal relationships 

In addition, each volume contains a wide 
variety of background and demographic 
information, a detailed description of the 
study, and an appendix with estimates of 
sampling errors. 

These volumes are a unique and valuable 
resource for several reasons. First, they 
present results very soon after the data 
have been collected. Second, they make the 
data available to many more-people-than-
those who would exert the effort to con
duct computer analyses of the archived 
data. Third, the format — consistent from 
one volume to the next — makes it easy 
to study trends in the attitudes and be
haviors of American youth. 

1975 (ISBN 0-87944-235-2) $ 15 
1976 (ISBN 0-87944-236-0) $ 15 
1977 (ISBN 0-87944-237-9) $ 15 
1978 (ISBN 0-87944-238-7) $ 15 
Four Volume Set 

(ISBN 0-87944-241-7) $ 45 

All orders from individuals must be prepaid. 
Send orders to: 

ISR Publications Sales 
Institute for Social Research 
P.O. Box 1248 
Ann Arbor, Michigan 48106 
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