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1. It is generally accepted that the US economy has entered

a period of recession. GNP is estimated to have falleén at a
}ate_bfmiléﬁ:izéz—zﬁuthe second quarter and we expect a further
fall during the remainder of this year. Growth in 1980 will
probably be very slow, The unemployment rate rose to 6,0%

in August after a long period at around 5.7%. It seems likely to
reach the 7% - 8% range during 1980. :

o The inflation rate still shows no sign of modprating.
Consumer prices rose by 1% in July and in August producer prices at
finished goods stage increased by 1.2%. These figuresprobably exaggerate
the underlying inflation rate because of the particularly large
short-run effects of recent increases in energy and housing

prices, but we do not expect consumer price increases to fall

below 104 p.a. for some time.

3 Wage increases have lagged behind prices so far this year.

The Administration will scon amnounce new wage standards for

the second year of the voluntary anti-inflation programme. These
are expected to be slightly lcoser than the 7% standards (with
exceptions) which attained reasonable compliance in the programme?s
first year, but maintaining adherence in the face of recent losses
in real income is likely to prove considerably more difficult.

Much may depend on the current negotiations in the automobile
industry, which is already suffering severely from declining

sales and Chrysler's financial problems.

4. Monetary policy has tightened dgnificantly over the past

six weeks. Against the background of a poor inflation picfdfe,
an acceleration in the growsn of the monetary aggregates and higher
interest rates abroad, the discount rate has been raised in two
steps from 93% to 103%. The Fed has raised the key Federal Funds
S —— RESTRICTED / RATE
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Rate over 11i% compared with the range of 104 - 10i% which it
had méintained for much of the year. The steeper_iart of this
?increase came scon after Paul Volcker took over as Chairman of
fthe Fed, encouraging the markets to believe that he would exert
stronger control over the aggregates than his predecessor,
William Miller. Prime rates at some major commercial banks have

now risen to l2i§, considerably higher than the previous record
level reached in 1974.

B The merchandise trade deficit fell to $1.1 billion in July,
despite an increase of $0.5 billion in the month in the cost of
fuel imports. In the first seven months of the year, the trade
deficit has cumulated to nearly 313 billion compared with over

$20 billion in the same period in_i§78,mainly because of much
improved export volumes. Even after allowing for the higher cost
of oil imports in the remaining months of the year, the deficit on
the current account of the balance of payments may fall %o

%5 billion compared with $14 billion in 1978. If economic activity
remains depressed and oil prices do not rise further in real terms,

the current account could sghow a surplus in 1980.

6. Congress is scheduled to pass this month a second, binding
Budget resolution for the fiscal year 1980, which starts in

October. Although momentum in favour of fiscal stimulus is growing,
the resolution seems likely to endorse the President's original
proposal of no tax cuts and a tight ceiling on Federal expenditure.
Nevertheless, the actual Federal deficit in 1980 is likely to be

well above the President's recommendation of around $30 billion

because of rising unemployment and the tax cut issue could be

opened at any time during the fiscal year.
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1%iﬁ£jual Monthly Indicators

¢ change (annual rate)

. : On Last Last
Previous 3 months 3 months
Month on previous on 3 mths
3 months yr earlier

Industrial Production -1.6 1.1 Ae3
Retail Sales (current prices) 2 4.4 7 o 8.8
Consumer Prices \ 12.7 13+3 11.0
Average Hourly Earnings 2.0 7.5 7.7
Index of Leéding Indicators -4.2 -5.8 ~) &
Money Stock (M1) _ 10.6 8.9 4.5
S & P Index of "500" shares 12.2 Diel 4.1

Average of Avérage of
_latest 3 mths
3 months yr earlier

Unemployment Rate (%) 6.0% 5.7% 5.9%
Merchandise Trade Balance : -31.1b -$1.8b -$2.3b
Interest Rate on CD's 10.7 10.2 8.0

Latest
Month

Quarterly National Expenditure Data

% change (annual rate)

(1979Q2) On 1 qtr On 1 year
earlier earlier

GNP : -0 A
Consumers' Expenditure , 3.0
Business Fixed Investment ; =3+5
Government Expenditure L S|
Exports of goods and services =T

of goods and services 11.7

of Payments

Latest Previous
(1979Q1) gquarter quarter

current Account (8 billion) 0.2 S8 03
Actual % Change

Exchange Rate On Previous Month On Year Barlier

Dollar effective rate _ ~2.2 -2¢3
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. ECONOMIC ACTIVITY

Te Virtually all parts of the economy exhibited discernible .
weakness in the first half of 1979. Consumers expenditure rose -
compared with the second half of 1978 - at only 1% P.8.,

while government expenditure dropped by 1% p.a. and housing by
nearly 10% p.a. Even the 7% p.a. rise in exports was significantly
offset by continued import growth. An increase in production

for inventories, probably largely involuntary, and an

encouraging amount of business fixed investment helped to

produce a 1% p.a. increase in GNP but it is clear that towards

the end of the period output was dropping significantly.
Disruptions caused by the petrol shortage probably explain a
significant part of thisdecline (as did weather and labour
problems earlier in the period) but the principal factor seems
undoubtedly to have been the squeeze in real incomes which is
unlikely to be quickly reversed.

e Industrial production rose by 2% p.a. between the half-years,
although as with other parts of the economy this disguised a
virtually flat performance between December and June. The
business equipment sector was the only one to run cownter to

this trend, even though a definite slowdown compared with 1978
was evident. . July showed a small drop in overall industrial
output. A subgtantial fall in produvction in the automobile
industry was again the major component. ‘

9. Declining automobile sales were also the main identifiable
feature in the weak consumers expenditure figures. The drop of
nearly $2 billion in 1972 prices 1n the second quarter was

equal to the entire fall (3% p.a.) in personal consumption in the
guarter although some of this expenditure was presumably diverted
to other goods. Despite extensive marketing campaigns by the °
industry and large financial bonuses to customers, car sales
continued weak into July and August. Retail sales as a whole
declined in July in volume terms and it does not look as if there
was the bounce-back in consumers expenditure in the third quarter
that seemed possible when the petrol shortage first eased. Some
department stores have nevertheless reported encouraging
preliminary figures for August sales.

10. The personal savings ratio rose to 5.4% in the second
quarter despite a fall of over 1% p.a. in real personal disposable
income. This was its highest level for over two years, and
nearly % above average 1978 levels (on revised data). Part

of this rise may have been an involuntary result of petrol
problems, but the recent sharp drops registered in indices of
consumer confidence (the Conference Board survey, for example,
showed falls in virtually every month this year) and the reductions
in real financial wealth caused by high inflation rates suggest
that this could be followed by further increases. Consumer

debt outstanding rose at an appreciably slower rate in June.

11. Housing is still showing unexpected resilience to higher
interest rates and declining real incomes, Starts fell only
to a 1.8 million annual rate in July and revised data for the
second quarter show activity only 5% below peak 1978 levels.
Net inflows into the thrift institutions were weak in July, but
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the net outflow of April (not seasonally adjusted) has not
+hreatened to reoccur. NMortgage rates have now risen
above 11i% with large regional disparities (causing occasional
severe supply problems) because of usury ceilings in some Stat

ates.

12. Business fixed investment is finally showing signs of
impending weakness. hates of growth this cycle have been dis-
appointing but nevertheless very steady, with construction latterly
showing a lot of strength. New building contracts have now

however started to ease and orders figures for equipment are

showing sizeable reductions. New orders for nondefence capital
equipnment (in money terms) fell nearly 7% in July to their lowest
point this year. The steel industry, which was surprisingly

buoyant in 1978 and early 1979, is now beginning to suffer., Although
+the latest BEA survey of capital spending plans for 1979 showed some
increase from the previous survey, it still pointed to a weak -,
performance in the final two quarters of the year in volume terus.

13, Huch has been written about the inventory situation in this
cycle, but the position is still not particularly clear. The
aukomobile sector was already overstocked even before the petrol
erisis occurred because of failures (particularly by Ford and
Chrysler) to match production to the current pattern of demand.
Desperate attempts are now being made to clear 1979 model cars to
malke room for the 1980 models (although production has also been
meintained at higher levels than necessary because of an excess of
components which will not fit the new models).

14, Outside the aubomobile sector, there are as yet few

visible problems, but its ripples are nonetheless certain to spread.
Retail stores will also not long:be able to sustain their financial
pogition in the face of declining sales without some rebrenchment.
The largely involuntary increase in inventory accummulation in

the second quarter was worth 4% of GNP (2% p.a.).

EXTERNAL ACCOUNT

15. The deficit on merchandise trade fell to $1.1 billion in July,
about half the size of the average deiicit recorded in the first
half of the year. Apart from a steep, $0.5 billion rise in the
cost of fuel imports, imports dropped sharply. The improved
competitiveness which the US attained througa dollar depreciation
in 1977 and 1978 seems to have had a significant impact on impori:
volumes, whose rate of growth has recently moderated appreciably.
Together with the effects of the slowdown in aggregate activity,
it looks as if this might lead to a drop in volumes in the current
quarter. Exports have meanwhile been growing very strongly, the
mein rise having Yeen registered through 1973 but apparently
consolidated in the first half of 1979.

16. The President committed the US, in his major energy speech

in July, to keep net oil imports below 8.2 million barrels per

day in 1979. Although gross imports are now running at slightly
above this level, the low rate of imports recorded during the spring
and the continued export of over 0.2 mbd mean that the target over the
year in net terms should be easily met. Similarly, with an extra O.2mbd
of 0il expected from Alaska next year, mandatory conservabion

measures (reinforced now by price increases) and low final demend in
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the economy, ga ceiling of 8.5 mbd net for 1980 would be attained
without difficulty or the need for quota schemes,

§ [ 2 The dollar had a ~enorally quieter period after the beginning
of August Tollowing falls in June and July. Interest rate
differentials arenow teing restored and the slowdown in the US
economy, together with the reduced trade deficit, has improved
confidence. Worries nevertheless persicst in the markets about

the underlying 1nflatlon rate and the political climate in the

US. The authorities spent about $53 billion net in foreign exchange
(nearly all Dcutuchm:fks) in the Az;—Julf quarter to ounnOft the
dollar. This ncc9351cat“u a re-activation of the swap lines with
the West German and Swiss authorities.,

FINANCIAL MARKETS

18. Short-term interest rates rose subs Luntlﬂljy during August
and early SeplLember, J1LL thﬂ Fed pushing the key Fndoral Pund.s

rate apparently into the 11 1 - ll,a Iaﬂgn compared With ] J?FI"

of below 103% in July. The first major increases came during the
period of wnmcertainty in the fcreign exchange markets when the
Cabinet changes were being formulated, but these were soon followed
by further rises afto“ Paul Volcker took over as Chairman. of the
Federal Reserve Board. The discount rate was raised in the middle
ofl&vgust for the second time in a month, to a new record rate of
--02;0. .

the President, Volcker has made several
has reiterated a Fe a Chairmants
1n712tl0n and maintain a gound dollar.
have been followed by Ped action

sign icanulj when the monetary aggregates
wanbiguously j out of hand and whilst the
economj been visi q1; wlo‘mng has reinforced their credibility.
But it is not yet clear whether these latest moves were designed
mainly with this quw.u]o jical effect in mind or whether they
reprgsonted the start of what will be a consistently tighter line
by the Federal Open liarket Committee. Clearly the strength of
the dollar is still aﬁ important consideration. Althoug h tnctn
are fears that furtl increases in interest rates sare llxoly
maxe the recession 1 severe, there has been little evidence ho date
of traditional rch" developing. Not even the housing
uecbor has yet expe ”;:ncud a --'ious shortage of funds.
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20. Prime rates at al he wu]o" commercial banks were raised
to a record 125% at the e of August and some again to 12%% in
early September aftex 3 rther Fed tightening, release of worse
data on wholesale prices and evidence of some renewed strenghth in
buginegs borrowing =t “ﬁx New York banks. The stock market lost
gome of the ground it had gained in the Juljm ugust period, the
Dow Jones Industrial Average index falling back below 870.
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. ABOUR MARKET AND PRICES

2l. The unemployment rate rose sharply in August to 6.0%
after nearly a year around the 5. TH level, Although changes in
unemployment normally lag changes in output there had been

some uurpri e that the '*omnloyment rate had not shown signs of
1ncreaolng e&rller, a pnonomonon attributed partly to a slowing
in the rate of grONth of the labour force {pbrha“ﬁ itself
associated with the form of the activity slowdovn) and partly to
a growing tendency towards labour hoarding in the major cyclical
industries. However, the size of the August increase may have
been exaggerated by seasonal moasureﬂent problems.

22, Wage negotiations between the Union of Automobile Workers

and the automobile industry seem to be proceeding towards a

settlement near to the contract date of 14 September, although there

are reported to be considerable problems over union prmfﬂure

for an automatic indexing arrangement for pensions of existing

retirees. If a strike results, the UAW have announced that

Gbnural Motors, the largest ¢ ﬂ& finencially by far the healthiest
the companies involved, dould be the target.

23 Consumer, prices rose by a fu?thor l in July, taking thn
level TI.3% above that of a year earlie Energy prices continued
to be the main proximate cause., There waz more disturbing

news on the wholesale side, with producer prices of finished

goods riging l.1% in July and 1.2% in August. The latter figure
included a surprising Pcaccelbrmtlon in food prices. Forecawhs

of a moderation in inflation rates later this year had previously
depended to a considerable extent on an expected flat or

declining path for food prices.

ECONOMIC PROSPECTS

24. The sluggishness which the economy has shown since the
Juolﬁﬁlng of this year seems certain to continue well into 1980.
We expect to see GNP showing a decline for the last three quarters
of 1979 and probbly the beglnnlng of 1980, although of course
there may be occasional fluctuations in thls paiu. Some re ecovery
seems possible in the second half of 1980, particularly if tax
cuts are implemented fairly soon, but thlo will probably not
prevent the unemployment rate from rising to around 8% by the end
of the year.

29 Because activity levels at the begimming of 1979 were
onanderdbiy higher than 1978 GNP ghould show a growﬁh rate

bet ween the years of about 13%. Between 1979 and 1980 there is not
likely to be much net bedth The inflation rate as measured

by the Consumer Price Index may start to ease within the next

few months and into 1980, but this is more a result of the
particular way in which the index is constructed and the short-
term effect of recent increases in energy and housing prices than
it is a symptom of a deceleration in the underlying rate of ‘
inflation. We expect thn CPI to increase by nﬂ;vly 12% through

e year 1979 and about 10% between 1979 and 1980 with some signs

AF deceleration being evident throvgh the year. The dFPeleTTTIOH
in 1980 should bring CPI increases more nearly in line with *“L*d
increases in unit labour costs which have re‘ently been in the 8% -
9% p.a. range. Some temporary acceleration in wage costs

expected over the next year as employees seek to recover recent
losses real earmings, but the combination of a weak Lconomy,
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tight monetary policy and the Administrationts anti-inflation .
standards are expected to prercnt this becoming too sizeable.

26. The trade balance may deteriorate over the next few months
as the full effects of the oil price incre% s and the recovery
of oil import volumes is felt, but the underlying position

seems definitely to bp 1ﬂpro¢1n“, Por the year as a whole,
we expect to see a decline in the merchandise trade deficit,
measured on 2 census basis, from $28.5 billion in 1978 to
around $24 billion in 1979. This estimate is of course still
subject to a wide margin of evror, but it would imply a gurrent
account deficit of the order of 85 billion for 1979 compared with
$14 billion in L/i% Looking aioad to 1980, the current account
deficit should further as import Gbnbnd slackens and
exports maintain the 1v rels they have gained as a result of

ecent _WPTOV”ﬂu“Ja in competitiveness. Iluch depends on movemenss
in the terms of trade, particularly with respect to oil, and
on how much world growth slows next year, but we expect that the
current account will probably be in rough balance in 1930.

27. The risks to this forecast seem mostly on the negative side.
High interest rates and continuing high rates of inflation threaten
to raise the personal savings 14%10 even higher than we have
assumed and to cut furbther into the houging sector and busines
investment. This would cause a much deeper and perhaps prolonged
recession. The inflation rate continually seems to exceed
predictions and there is a far higher probability of wages
accelerating above the levels assumed than of their moderating
from this JCOT'"-I ates. However, the balance of risk on the current

cecount geems to be in the direction of a substantial surplus goearing

n 1“80. Should the recessgion provo to be severe, and nut%icrlariy

hﬂor% volumes plummet the way they did in the 1975 recession,
urplus of the order of $10 nLlllon would seem quite possible
*“s 0il prices rise much faster than the general rate of

POLICY OUTLOOK

28 The main topic of interest at the moment is whether a tax

ut will be put in place Qué_.% the fiscal year 1980, which starts

his October. Congress is scheduled to complete work on the

econd 31u59t jcmothﬂon tO,uIdo the end of this month, and in the

1L*1ued time aveilable it does not seem likely that there will

be any change from the policy proposed by the President in

Januvary and adopted provisionally by the Congress in lMay. This

neld tax rates at essentially their present levels and put a

tight ceiling on Federal expenditure. However, the issue can be

raised again any time during the financial year and speculation

centres on whether the President will withdraw his recently

repeated rejection of a tax cut and Uropo“, in his January Budget

mvszage that Congress act speedily to make major reductions in
ersonal, business or pay-roll taxes.

o
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aLend“f lfJO. Thnuo uouli not be
tnan necesgs -, ply to offset fiscal drag and other
ﬁsgL:,mTc& c .5uw’ but they would clearly make the

-

1ced=-budget target i rscal 1981 impossible to achieve. The
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iministration is particularly concermed about the psychological and

LiL

political costs of what would be seen as a softening of its resolve

t0o reduce inflation if it were to propose significant tax cuts.

30, The Admi tration is also facing ﬂn.' “nﬁtwoq, of

principle ove t handling of Chr vcle iculties. The

company has severe structural and mana Z 1. ;robj ms which predate,

but have been magnified by, the curren w level of demend in

the automobile industry and an acute shortage of cash. Chrysler

lost over $200 million in the second quarter of the year and expect

losses for the whole year to exceed 3700 million. They are about

to pre sent a detdled request for Federal aid, probably in the form
advance tax credits and loan guarantees, and have already

uh:iosed of some of their assets and laid off workers to show

their determination to deal with the crisis. Treasury Secretary,

Miller, hag, however, already reiterated his opposition to cash

help and has put limits on the size of loan guarantee he might be

prepared to recommend to Congress.

-5
ne

3%, The Senate failed to complete work on the Windfall Profits
Tax on oil companies before the Congressional recess and there
are few signs of speedy passage of the measure now that Congress
has resumed. Interest is focussed mainly on the way in Jthh

proceeds from the Lax might be spent in order to promote domestic
production or conservation.

24 The Administration has published preliminary proposals for
the second year of its volunualy anti-inflation Programme . Mnal
details will be made public in the middle of the month, %bui the
Administration hcs already confirmed that the refc*%woc period
will continue to be an October-September year. It is likely that
the new wage and price standards will cov r both years of the
yrogramme ta& n together but at a slightly higher rate than the
- 8 year standards This will give more flexibility to those
ho complied fully WLth the standards during the first year.

are StL]] ooln mude to find some Lormula which will gain
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