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ECONOlIC ACTIVITY

8. An unusual leak of the Department of Commerce's "flash" estimate
GNP for the second quarter of 1979 showed a decline at an a ‘al

rate of "2, dﬁ from the previous period. The estimate was based

on partial 7 for the first two months of the quarter (apart 110m

some bWoomj ¢ s of automobile u’ias in early June) but da

since then hawz if anything to sh th stimate down even

further.
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(current dollars, millions)

March  April May

Autnmobﬁ?-% and
accessories -5 1493 14970 14180 13900

Other durable goods 10240 10100 10480 10360_. 10240
Gasoline service stations . 53 5570 5560 5680 5850
Other non-durable goods 40520 41030 41000 41120

otal retail trad - 71120 72040 71220 71110
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iTs The improvement in non-fuel trade will nevertheless probgbly

be swamped from the second halfi of this year by the extra cos

of fuel imports. Importsof fuel amounted to roughly $42 billion

in 1978 and now seem likely to rise above $55 billion this year.

Even in the absence both of any further increases in OPEC prices and
any significant restocking by the oil companies, the fuel import

bill for 1980 could exceed over 365 billion as the full effect of the
latest roumd of price in “235 S come H*ouvh Some ‘additional exports
to OPEC countries can be exp to achieved by the US, but

with growth elsewhere like 510w opreciably, the likelihood of thi
US being able to mﬂt@buﬁl ra improvement in the
balance of ﬂﬂvwents on t seems fairly small. In :
the first quarter of the ye: e ':'r.. account went into surplus
for the first time s3

18, The dollar suffered its first major period of weaknes

this year 'i~1 the —-up to Tl PEC meeting and Tokyo \.mmﬂt, It
declined throug ne nea ; in effective (“r“vﬁ~wonrhtod)

terms and uver 1% agzinst the Deubschemark in spite of apparently
substantial interventiom t I and the 1.11 sbank. Uncertainty
about what proposals the President would recommend following the

Tokyo commitment to restrzin oil imports to the 1977 level of

84 mbd contributed to some further hesitancy at the beginning of July.

FINANCIAL

are continuing to show a confusing 2
19“‘11Y large $6.9 billion in the first
at a level ﬂbOUu 1% above that
reting perceptibly since the
period. Its rate of growth =
rated to 10% p.a., incliuding the qt

-

Eﬂcrd hes meanwhi een ﬂocp nw
steady. Since the small upward adjust-
to 103z% there have been oce 310ﬂ17 pOTlOdu
j’y been content to see rates approaching
ems to hawve ﬁﬂve10 ped into a new
2 ve mesnwhile dropp,d significantly
3 ceiv ulga" of slackness in the rea:
economy. Yields o mont r'uru1y Bills fell from 93¢ at the
beginming of Ju to 8i% by the_end Expectations that bond prices
may have pass heir low point for uhG cycle have however receded
somewhat as f lew has strengthened that dollar weakness might
force the Fed tighten policy at least temporarily in the near

future. : "
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TABOUR NMARKRT AND PRICES

2 RET Empl _'5-” in June as ured by the household survey
returnod rOug its lia Z evel at 96.8 million, whilst the
survey showed ¢ arther slight increase. Average
nuHxJ w“:kri failed to retw » their Iarch peak, so that there
seems to have been a net re« Lon in total labour input through

the second quarter.
I
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55. The unemplovment rate fell marginally in June to 5.6% of
e labour force, but the drop was wholly accounted for by a fall
teenage unemployment. As Jine is the first month of
summer vacation there was in fact a large rise in rpported /
teenage wemployment during the month but the seasonal adjustment
factor, somewhat unra’«wbly jmore than offset it. Unemployment
has gtaycd very close to 5. 8 for nearly a year.

D3 Consumer prices again rose by 1.1% in May, boosted in
particular by a 1. 8% increase in transport costs Food prices have
begun to “oaﬁ“aue, but the Imlls which “Pvc been rerl stared in the
nroducer price index for finished goods have not yet been

<

Yerleoted at the consumer stage. Producer prices for foods fell
by 1.2% in June, following a 1. % drop in May and a 0.3% drop in
April. Other elements of the Ilnlfhnu goods price index have
continued to increase at rates in excess of 1% per month and at
the crude goods stage there has Fpen a significant acceleration.
The price of non-food materials is now over 20% above the level of
a year ago. 5 2

There are no indications yet of an acceleration in labour
to match these price movements Poor productivity growth
neant that unit labour cosis nnve been rising at rates approach-
10% p.a. for the last year bubt eamings do not seem to have
any tendency to accelerate. In fact the adjusted hourly
ings index rose by only 0.4% in June leaving the level 7.6%
bucﬁcﬂtqﬂ, of a year L'ﬂllur It appears likely that this moderate
performance is almost totally attributable to restraint in the
majority, non-union sector - with the Administration's wage
guidelines being u~norlllj kept - because details of setl: tlements
maﬂo by the major bargaining units and the effects of existing
c0"t—o”~livin" “ﬁjus ment clauses suggest that rather higher rates
of increase are being aittained in the wnionised sectors.
There have recently been several large wage ttlements which
severely stretched or broken the wage standard A detailed
ssment made by a former 0-11:1¢Lu3 0i the Council on Wage and
e Stability of the LPE“GtCT “nv1l agreement suggests that it
have been worth about 29 % over lrev years compe rgd with the
se line (before excep 1oqd) of ?rls ; by the Administration.
costly settlement Audp by Unluﬁd “1111ne" with its machinists
determined by COWPS to ha exceeded both comparable agreements
by other airlines bqu;P uﬂc Hollcf vas put in place and the
Administrationts formal standards. A "finding of Iloﬂ—udOFUTJ"ch"
has nOf been Tiled by the A4u1nlobrmulﬂﬂ’ which is the first stage
in instituting any action against the company. Similar moves have
been started “”qlnst the major rubber companies, whose recent
settlement appears like 21y to cost 38% in three years if the rate
of inflation averages 9% D.2.
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26, The way is now theoretically clear for the Administ: ration
to start denying Federal contracts to companies who have broken
their wage or price guidelines. The 10”Pr court ruling which declared
UnCOHSfLuuuluﬂul the President's right to invoke selective sanctions
has now been overturned by the apusals court and tne Supreme Cours
has to date not chosen Ho hear plaintiffs on the issue. @Action has
already been started against Amerada Hess and Ideal Basic for
violating the price guidelines. There are however further difficultic
on the wages side because, of the two major viclators to date,
Unitnﬂ Airlines does not hold large Federzl conracts and any action
against the Rubber Companies would probably necessitate the
L iministration tuming to foreign sources. General Electric may find
themselves the first company tc face serious sanctions following

o g o il 5
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their tentative setitlement worth anparently over 30% over three

lra e

years with the electrical workers.

ECONOMIC PROSPECTS
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27 The recent fur Lces has made a

recession this 3p”r i 1 . sense of six months of

declining outpusv far the most likely prospect for the US

economy. 1t alsc mee ;hat there is even less chance than

prev=gu:ly thought there will : a Tncovery in the earlier

part of 1980. ty 88 W seems P able, GNP at the end of 1979

is little changed fr ; end of 19;p end there is only very slow
€rcntl rough l,dO the yea: over-year growth rates will probably
register about 2¢t for 1979 and well uwnder 1% for lQ?U Thc Admai nrtLr-w
tion's mid— Budget review timed for release ay, 13dJuly is

year Budget

likely ® ho: only & ightly less gloomy j 10“900 .

e b

28 The inflation outlook is critical to the cast for

the real side of the economy. A'though the ups re in inflation

at the beginning of year vld in large part be attributed

to Spcpl&; circumsi and housing, it is now energy

which is the d :ina_ influence. A large part of recent

increases in oil pr to be passed throuﬂh to the

consumer (d¢uhoagJ .dcnce that mergins in the whole-

saling and retailing Sectors have recently risen

uﬂ~ugttlnub1y fast) consumer prices (the CPI)
nay well rise by 11% nd 157} and nearly as fast

in 1980. The CPI is easure of changes in Lue

eighting system, particularly
1.1 Gefkaho* Lor consumer
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-actual cost—-of-living
year and next. It
o

on the housing side, Db
expenditure may increas

grew at an annuzal rate 2 first guarter of this year
and will probably significantl] cceed this rate in the second

k

155 are begimming to
1n:lﬁticn rate, so that
g repidly eroded. The tax
relief, but offsets since
iscal drag have probably
below those of the end
nployn 2lso been small Although
seens llaelj thet wage increases wil. pwrtihhlﬁy nburc to
respond to the rece: wvements i ri (despite slacker demand
and the e;:stence f vage stan *Puv) l_LulL growth can be
expected this yea t i personal disposable incomes
uwnless large tax cuts e instituted. As consumers a2lso seem more
likely in current circumstances to react to the' increased
unce Iumlﬂuy about Jn;l;" Y memployment by raising their
rates of saving rather 250 “uynialnlng their consumption pattems,
the outlook for consumer expenditure is rather bleak. The recent
extreme weakness in ret 11 sales may exaggerate this tendency
because of the paru_culhrly disruptive effect on automobile and
other sales of the energy situation, but a sustainable recovery
seems unlikely. .
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30. The main question is still vhether the general slowdow
foreseen for the econ0uy will tum into 2 severe recession.

There are cervainly few sectors of demand which would seem to

be strong enough to offset the effects of ihe expected deceleration
in consumers expenditure. Housing seems likely to weaken further
this year and government purchases*will probably show little

growth in real terms although business fixed investment and the
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T2 2 balance should continue to provide some small stimulus.
Ihe main uncertainties seem to relate to businese j“V(“*oriem

oan r-. nerson cary r T\] o] In 'i;h e :_'{:E"' reces L‘.:"_f_;]l_ _] ()'I’ f,” { ) "{‘;'.;'L“:;i('-l!l—| arl

il V L1
rements in ::Lsa areas viere responsible for a LLﬂb,.uulOH
mnd that surprised most observers by its ELVP?:LV There
axe as }Eu no indications that a similar phenonenon will hai pen
again but the inflation rate and intere: 2tes ha alread
ILuu:u‘w to similar levels and the 'f ¢ f some s ‘,unub;-

demand are therefore in theory cle

315 Prospects for a sustained img

account of bho balance of payments have been further eroded

by the oil price increases. Although the deficit ir 1979 may

still be in the region of $10 billion thex ould be a sizeable
deterioration in 1980 unless the ssio s turn ocut to be very

severe.

POLICY OUTLOOK

32. The dﬁwnWﬁLrauLOH held firmly in the first few months of
this year to the view that the economy was wnlikely to go into
recession this year and that any fiscal stimulus would be inappropriate.
They hoped that the economy would gradually slow down and allow
their “ﬂti-tnfl"tion programme to take effeect without their having
to risk particularly ]_L._g;e inereas
nas now been forced into a substantial change by the oil price
increases and the Administration beginning to accept r\'-ﬂ‘{ﬂjcf!_y
that & recession is likely. Furthermore, it is now private 1y
reconsidering whether any policy re ; Lol *‘”‘cr all be
pvoﬁszﬁ

L (e
e
[

3

in vnemployment. This position

m <.—." 0 ©
il f )
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33. One of the constraints which previously prevented the

Administration from recommending any tax cuts in 1980 was the
perceived political need to reduce the size of the Fe d'laL deficit.
The intention was to bring the deficit down from an estimated
$37 billion in the current fiscal year to 1 W S J_lllOﬂ in
fiscal 1980 and hopefully towards balance in 19¢ Buoyant te
receipts so far this year have however made it probable that
year's defiecit could turn out to be well below 1113

1980 deficit, helped by the first receipts from

fall profits tax on o_l, could i 111l comfortably

(if- wnemployment does not rise rquf_ramLLy

leave a certain amount of room fo] tax cuts 10 be W“ﬂﬁ

least part of ih? fiscal year without immediately implying

ment of the cause of fiscal conservatism.

Al The economic case for granting a tax cut in 1980 is also
T -

now becoming more generally accepted. The oil price increzse is
frequently likened to an untoward excise tax on the econonmy -which
it might,in some circumstances and to some degreey be appropriate
to offset by fiscal means. And it is appreciated that the
resultant squeeze on real incomes could (in spite of restrained
demand management policies) lead to defensive demznds for much
higher nominal wage increases if no other compensaztion is offered.
Perhaps most significantly, arguments in favour of a tax cut on
supply-side grounds are providing a respectable justification for
measures which might otherwise be rejected because of their short-
term implications for the Federal deficit.
=G
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38. :
to undermine other current
Restraints on energy u
even below those currently
gomestic inflation rates.

which further changes to the Administrationt's
snflation programme can be considered. Bul

Adninistration and Congress
promote significant improvements in
J
which the President is currently m2king at C
some mzjor changes in direction.
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