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DOMESTIC NONFINANCTAI, DEVELOPMENTS

Fueled by hefty gains in household and business expenditures,
the economy turned in a solid growth performance in the first
quarter. Progress in clearing up inventory overhangs--most notably
in the auto industry--appears to have set the stage for further
expansion of aggregate output in the current quarter. Although
tight labor market conditions have aroused concerns about possible
pay acceleration, incoming data have not revealed much movement to
date; producer and consumer prices have registered larger increases
in the past couple of meonths, but that development has mainly
reflected a jump in crude oil prices that has already been largely
reversed.

GDP Update

On May 2, the BEA issued its advance estimate of first-quarter
GDP growth: 2.8 percent at an annual rate. Source data that have
become available since that time have been somewhat weaker on
balance than assumed--but the shortfall is the result of lower
inventory investment, which might be interpreted as a plus for
subsequent growth. Further changes to the estimate of first-quarter
growth may still be forthcoming, of course, as additional source
data trickle in over coming weeks. A potentially important item is
the March report on international trade, which will be released on
May 17.

STAFF ESTIMATES OF REVISIONS TO FIRST-QUARTER GDP
(Billions of 1992 chained dollars)

Category Revigion

Real GDP -4 4

Change in business inventories -8
Final sales 4.
Persconal consumption expenditures 5
Business fixed investment -
Residential structures

Federal purchases
State and local purchases
Net exports -1.

WOoOokEWwubl~

Labor markets
On the surface, the labor market report for April showed

moderating labor market activity after robust growth in the first
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CHANGES IN EMPLOYMENT!
{Thousands of employees; based on seasocnally adjusted data)

1995 1996 15896
1994 1995 Q3 04 Q1 Feb. Mar. Apr.
———————————— Average monthly changes----ww---
Nonfarm payroll employment? 2%4 144 128 142 221 631 178 2
Private 273 135 116 139 206 588 139 0
Manufacturing 30 -14 -35 -5 -34 30 -61 -17
pPurable 25 3 -8 12 -16 21 -44 15
Nondurable 5 -17 -27 -17 -18 b ~17 -32
Construction 30 11 11 12 45 112 5 -53
Trade 75 32 42 44 48 128 57 25
Finance, insurance, real estate 4 6 9 15 14 26 10 17
Services 117 93 88 67 125 273 117 20
Business services 46 26 52 19 44 124 27 7
Total government 21 9 i2 3 15 43 39 2
Private nonfarm production workers 242 115 103 109 196 556 ls2 -33
Mamufacturing production workers 31 -11 -26 -3 -33 24 -54 =10
Total employment 261 32 157 -18 390 437 488 -5¢6
Nonagricultural 225 61 190 -15 336 445 521 62
Memo:
Aggregate hours of private production
workers (percent change) .4 .1 .2 .0 .4 2.9 .1 -.5
Average workweek (hours) 34.7 34.5 34.5 34.4 34.3 34.5 34.5 34.3
Manufacturing (hours) £42.0 41.6 41.5 41.4 41.0 41.6 41.4 41.5

1. Average change from final month of preceding periocd to final month of
period indicated.
2. Survey of establishments.

SELECTED UNEMPLOYMENT AND LABOR FORCE PARTICIPATION RATES
{Percent; based on seascnally adjusted data)

1995 1996 1996

1994 1985 Q3 04 Q1 Feb. Maxr. Aapr.

Civilian unemployment rate

{16 years and older) 6.1 5.6 5.6 5.5 5.6 5.5 5.6
Teenagers 17.¢ 17.3 17.7 17.6 17.4 16.6 17.5
20-24 years cld 8.7 2.1 9.5 9.2 5.8 9.9 9.6
Men, 25 years and older 4.8 4.3 4.3 4.2 4.3 4.2 4.4
Women, 25 years and oldex 4.9 4.4 4.4 4.3 4.3 4.3 4.3
Full-time workers 6.1 5.5 5.5 5.5 5.5 5.4 5.5
Labor force participation rate 66.6 66.6 66.6 66.4 66.7 66.6 66.9
Teenagers 52.7 53.5 53.4 b52.9 52.6 52.5 52.7
20-24 years old 77.0 76.6 76.2 76.1 76.9 76.7 77.7
Men, 25 years and older 76.0 76.0 75.9 75.6 76.0 76.0 76.2

Women, 25 years and older £E8.1 58.3 658.4 58.5 58.4 58,3 58.6

52.5
77.2
76.0
58.4
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quarter; payroll employment held steady., and aggregate hours of
production and neonsupervisery workers declined. However, part of
the slackening last month represented a reversal of special factors
that had helped boost employment in the first quarter, and other
indicators, most notably claims for unemployment compensation, do
not suggest any recent softening in the growth of labor demand. For
these reasons, we are inclined to think that the April reading
understates the current trend of employment growth--just as the
earlier reports seem to have overstated it to a considerable degree.

Increased hiring in the service-producing industries has more
than accounted for the gains in payrolls this year. Employment in
retail trade has moved up 30,000 a month for the year to date, while
net job gains in service industries have averaged almost 100,000.
In the goods-producing sector, construction employment fell sharply
in April, reversing 40 percent of its first-quarter gain; the month-
to-month variations in payrolls this year evidently have reflected
the disruption of normal seasonal patterns by unusual weather. On
average, employment in construction has risen 20,000 per month in
1996. In contrast, manufacturers have continued to shed jobs this
year. After accounting for the return of GM workers from the strike
in Dayton. Ohio and from strike-related furloughs, manufacturing
employment dropped about 50,000 in April. Since the beginning of
the year, it has fallen 120,000--a faster contraction than occurred
in 1995. Nondurable goods industries have accounted for nearly
75 percent of this year’s decline, with the textile and apparel
industries being notably weak.

Aggregate hours of production or nonsupervisory workers in
private industry fell 0.5 percent in April but have grown
0.8 percent--or about 2-1/2 percent at an annual rate--thus far in
1996. The official series on aggregate hours shows April’s level
about 1/2 percentage point above the average for the first quarter
(not at an annual rate). However, the first-quarter average was
depressed by the low reading on hours during the January reference
week, which was the week of the blizzard and therefore not
representative of the month as a whole. Making some reasonable
guesses about what aggregate hours in January might really have
been, we estimate that hours in April actually were a shade lower
than the average for the first quarter.

In the household survey, the unemployment rate fell

0.2 percentage point in April to 5.4 percent, touching once more the
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Labor Market Indicators

Unemployment Rate

Percent
Apr.
1 1 1 1 ! 1 1 1 1 I 1 L
1985 1987 1989 1991 1993 1995 1997
Help Wanted Advertising
Index, 1990=100
Conference Board
B Mar. R
1 I 1 1 1 | 1 1 1 1 | 1
1985 1987 1989 1991 1993 1995 1997

Note. Series has been adjusted 10 1ake account of various structural and institutionad changes, including consolidation of the newspaper

industry and a tendency toward increased hiring through personnel suppiy agencies.
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lower end of the range in which it has fluctuated since October
1994. The labor force participation rate, which has shown
significant volatility recently, dropped 0.3 percentage point to
66.6 percent, its average level in both 1994 and 1995.

Other labor market indicators seem to be heolding on paths that
are consistent with moderate economic expansion. Initial eclaims for
unemployment insurance under state programs averaged 353,000 in the
most recent four weeks, a level in the lower part of the range of
the past year. The Conference Board Help Wanted Index showed a
small uptieck in March after falling in both January and February.
In the Conference Board consumer confidence survey for April.
respondents reported greater optimism about job availability:
compared with the results of the March survey, fewer respondents
perceived that jobs are hard to get. and more believed job
opportunities to be plentiful.

Industrial Production

Monthly changes in industrial production were exceptionally
volatile over the first several months of 1996, with the blizzard
inducing sharp menthly swings in the data for January and February
and the strike in the auto sector and its subsequent settlement
causing a second swing in March and April. On balance, these
monthly swings resulted in a rise in production of 1.4 percent from
December to April--a net change that was elevated by a few tenths
because of strike effects.

Most of the 0.9 percent increase in industrial production in
April reflected the rebound in motor vehicle assemblies. The April
level of assemblies--12.2 million units at an annual rate--was
0.5 million units above planned output at the beginning of the
month: the upward adjustment occurred at GM as the firm tried to
make up for some of the ocutput that was lost during the strike,
Effects of the strike, coupled with stronger-than-expected sales,
helped reduce the days’ supply of automobiles from the high levels
prevailing during most of 1995 to levels a bit below those the
industry normally considers comfortable. As a result, the
industry’'s plans for second-quarter assemblies of automobiles were

recently revised up; even so, production capacity limits are

1. Using concurrent seasonal factors, which are updated each
month rather than at the end of each year, the unemployment rate and
participation rate each fell only 0.1 percentage point, to
5.5 percent and 66.6 percent respectively.
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GROWTH TN SELECTED COMPONENTS OF INDUSTRIAL FPRODUCTION
(Percent change from preceding comparable period)

1985 19986 199¢
Proportion
1995:Q4 19941 19951 4 QL Feb. Mar. Bapr.
-Annual rate- --Monthly rate---
Total index 100.0 6.6 1.6 .6 2.5 1.2 -.5 .9
Pravious 6.6 1.6 .5 2.7 1.2 -.5
Manufacturing 86.5 7.6 1.4 1.4 2.3 1.3 -.8 1.3
Motor veh. and parts 5.5 8.6 -2.6 -.5 -=20.5 4.2 ~14.0 19.2
Aircraft and parts 1.7 -7.9 =17.1 -43,2 65.5 4.3 1.1 .8
Manufacturing excluding
motor vehicles,
aircraft, and parts 79.2 8.0 2.2 a.0 2.9 1.0 .0 .3
Consumer goods 23.1 4.7 . -0 -.4 1.0 .1 .0
Durables 3.7 6.4 -.4 4.0 -4.9 2.3 1.8 -.1
Nondurables 13.4 4.4 o2 -.7 .4 .8 -.2 .0
Business eguipment 13.6 13.1 7.7 8.2 4.1 2.5 -1 .4
Office and computing 3.1 29.6 36.2 45.0 50.1 4.6 3.6 2.4
Induatrial 4.3 B.6 3.5 2.6 4.1 1.2 -.7 -.5
Other 6.1 8.4 .8 -.5 4.7 1.3 -.6 -2
Defanse and
space equipment 1.7 -10.5 ~7.3 -16.7 -3.2 2.1 1.0 Y]
Cconstruction supplies 5.3 8.0 -.4 6.0 -1.5 1.3 1.6 .9
Materials 28.7 10.5 3.4 4.5 3.6 .8 -.3 .3
Durables 20.3 12.1 6.3 8.0 7.2 .9 -.3 .4
Nendurables 6.2 6.9 -2.8 -2.9 -5.3 .3 -.3 -.1
Mining 6.0 1.2 ~1.8 -7.7 .5 .5 2.8 -.8
Utilities 7.5 .2 6.2 -2.1 6.1 .1 .7 -1.8
Méemo:
Information-related producta? 11.2 20.7 21.4 22.7 22.3 3.5 1.4 1.0

5 éi FProm the final quarter of the previous period to the final quarter of the periocd
ndicated.

2. Includes computer equipment, computer parts, semliconductors, communications
eguipment, and selected lnstruments.

CAPACITY UTILIZATION
(Parcent of capacity; seasonally adjusted)

1988-8B9 1967-95 18895 1996 1996
High Avg. 04 Q1 Feb, Mar. Apr.
Total industry 84.9 82.1 82,9 82.7 83.1 82.5 83.0
Manufacturing 85.2 g8l.4 82,0 gl.¢6 82.2 81.2 B2.0
Primary processing BS9.0 82.6 6.1 85.2 85.0 85.2 85.3

Advanced processing 83.5 80.7 80.3 80.1 81.0 79.6 80.6
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preventing the companies from supplying as many of the more popular
models as they might like.

PRODUCTION OF DOMESTIC AUTOS AND TRUCKS
(Millions of units at an annual rate; FRB seasonal basis)

1896
Feb. Mar. Apr. Ql Q2
Sched.
U.S. production 12.0 9.9 12.2 11.0 12.2
Autos 6.1 4.7 6.3 5.5 6.4
Trucks 5.9 5.2 5.9 5.6 5.8
Days® supply
Autos 62.8 54.4 60.3°5
Light trucks 64.6  66.3 70.7¢

Note: Components may not sum to totals because of rounding.
e Estimated.

Current and prospective indicators of industrial activity more
broadly have been mixed; on the whole, however, they appear to point
to sustained expansion of production. New orders for durable goods,
adjusted for inflation and excluding orders that are not closely
related to near-term activity, fell 0.9 percent in March, but this
decline reversed only about half of the sizable rise reported over
the two previous months. The orders and production components of
the National Purchasing Managers’ indexes firmed in April, though
they were at levels suggesting only slow expansion of the
manufacturing sector in the near term. An dincreasingly positive
element in the outlook is that aircraft production is swinging back
in a posgitive direction. Schedules for Beoeing., which produces the
vast majority of domestic commercial jet aircraft, suggest that
total commercial jet aircraft production will increase about 40
percent over this year and the next, after posting large declines in
1994-95,

The 1995 estimates of capacity growth in manufacturing have
been revised downward slightly and those for 1996 revised upward in
response to new information from the Investment Plans Survey and
more detailed., revised utilization rates from the Census Survey of
Plant Capacity for 1993 and 1994. The revised estimates still show
sizable gains in factory productive potential in 1995-96--on the
order of 4 percent; increases have been particularly large in the
computer and semiconductor industries. Utilization rates for the
total industrial sector have been fluctuating with the monthly ups

and downs in production; the rate in April, 83.0 percent. was
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SALES OF AUTOMOBILES AND LIGHT TRUCRKS
{Millions of units at ap annual rate; FRBE and BEA seascnals)

1995 1996 1596
1994 1995 Q3 Q4 Q1 Pab. Mar. Apr.
Total 15.0 14.7 15.0 14.9 15.2 15.7 15.8 14.5
Autos 8.0 8.6 8.9 8.6 8.6 8.9 9.3 8.3
Light trucks 6.1 6.1 6.1 6.3 6.5 6.9 6.5 6.2
North Americanl 12.8 12.8 13.2 13.1 13.5 14.1 13,9 12.9
Autos 7.3 7.1 7.5 7.3 7.3 7.6 7.8 7.1
Big Thrae 5.7 5.4 5.6 5.5 5.4 5.8 5.6 5.3
Transplants 1.5 1.7 1.9 1.8 1.9 1.8 2.3 1.8
Light trucks 5.7 5.7 5.7 5.8 6.1 6.5 6.1 5.7
Porelgn produced 2.1 1.9 1.9 1.8 1.7 1.7 1.9 1.6
Autos 1.7 1.5 1.5 1.4 1.3 1.3 1.5 1.1
Light trucks .4 .4 -4 -4 iy 3 4 -4 .4

Note. Data on sales of trucks and imported autos for the most racant month

are preliminary and subjaect to revision. Components may not ad@ to totals
because of rounding.

1. Excludas some vehicles producad in Canada that are classified as imports

by tha industry.

Total Light Vehicle Sales

Millions of units

19
18
17
16
15
14
13
12
11

[ 1 [ [] 1 1ssastsssyzalozaeeniatly

10

1988 1990 1991 1992 1983 1994 1985 1996
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slightly to the high side of the long-run average. The rate in
primary processing industries has continued to look stronger than
that in the advanced processing industries.
Personal Income and Consumption

After a sluggish fourth quarter, consumer demand has displayed
renewed vitality. Real expenditures rose briskly in the first
quarter, income growth has been well-maintained, and sentiment is
positive. Although loan delinquencies have become more numerous,
households have remained willing and able to borrow--and many have
enjoyed hefty gains in their stock portfolios.

The strong advance in real consumer expenditures in the first
quarter was toward the upper end of the range of outcomes
anticipated by various econometric models that the staff maintains,
but this result follows a period in which actual spending tended, on
average, to fall short of the models’ predictions. Increases in
wealth that seemingly failed to show through to consumption in 1995
are perhaps now translating into spending to a greater degree.

Sales of light vehicles closed out the first quarter on a
strong note and, all things considered, sales held up well early in
the second quarter. The reported figures for March and April show
sales at annual rates of 15.8 million units and 14.5 million units
respectively. We know, however, that Toyota, Honda, and Nissan kept
their books open one or two extra days for the March sales reports,
shifting into that month's tally some of the sales that occurred in
April. As a consequence, reported March sales were boosted about
1/4 million unitg, and April sales were cut by the same amount. In
addition, these firms had turned to heavy advertising and generous
incentives to boost sales in March, and some payback in April was to
be expected. For the industry, average sales for March and April
amounted to 15.1 million units at an annual rate, the same as the
average pace of the previous six months.

Real expenditures on durables other than motor vehicles were
particularly strong in the first quarter, with gains spread over a
wide range of goods. Outlays for nondurables were boosted by
increases for food and apparel. The relatively strong growth in the
durables category extended a long-term uptrend in their share of
real PCE (see chart). Relative price movements have encouraged this
movement. Indeed. on a nominal basis, the durables share has tended

to edge down over time.
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Retail Sales
{Percent change; seasonally adjusted)

1995 1996
Q4 Q1 Mar. Apr.
Total sales 7 23 5 -3
Previous estimate 20 .
Retail control! 4 1.7 .5 5
Previous estimate 1.4 4
Durables 20 1.7 2.8 -1.5
Furniture and appliances 2.4 -3 1.9 -15
Other durable goods 16 33 35 -1.5
Nondurables 1 1.7 1 .9
Apparel 3 25 2.7 27
Food 1.2 .8 3 .9
General merchandise -1.1 21 -18 7
Other nondurable goods -1 1.9 1.4 B
Memo: Real PCE services 5 7 5 n.a.

1. Total retail sales excluding building material and supply stores and automotive dealers (but including

auto and home supply stores).

Ratio of PCE Durables to Total PCE

. Percie_m

. Nominal :

Real :

P I B W I B O e SRR _
1960 1965 1975 1985 1995

18

16

14

12

10



II-11

PERSONAL INCOME
(Average monthly change at an annual rate; billions of dollars)

1995 1996 1896
1994 1595 Q3 Q4 Q1 Feb. Mar.
Total personal income 15.9 27.0 24.1 29.5 26.6 47.4 28.8
Wages and salaries 2.4 13.5 16.3 13.0 14.5 36.6 15.5
Private .8 12.1 15.1 12.¢ 12.7 34.7 12.2
Other labor income 1.5 1.9 1.3 1.5 -.3 1.7 1.7
Propriators’ income 2.8 1.5 1.9 2.4 4.6 6.4 4.8
Farm =-.5 .1 .5 1.5 2.5 2.6 1.8
Rent 1.4 <7 -.7 3.5 -1.9 -2.4 -1.7
Dividend 1.4 1.3 1.5 2.1 1.4 1.2 1.4
Intarest 3.8 3.8 [ 3.7 .8 .9 .9
Transfer payments 4.2 5.6 4.4 4.3 7.9 £.6 6.9
Less: Personal
contributions for
social insurance 1.5 1.3 1.2 .8 -9 2.6 1.1
Less: Parsooal tax and
nontax payments 1.6 4.6 3.6 2.5 3.7 9.6 6.9
Equals: Disposable
personal income 14.3 22.4 20.5 27.0 22.8 37.8 21.6
Memo: Persgonal sgaving rate
(percent) 3.8 4.5 4.4 4.9 4.8 4.7 4.5
Personal Saving Rate
(Saving as a share of disposable personal income)
Percent
p— — 15
-1 12
-1 9
-1 6
Mar.
-3
1 1 1 1 1 1 1 i I 0

1980 1982 1984 1986 1988 1980 1992 1994 1996
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Private Housing Activity
(Millions of uniis; seasonally adjusted annual rate)
1995 1996
1994 199571 Q4r Q1P Feb I Mar I Apr.P
All units
Starts 146 1.35 141 1.47 1.51 1.44 1.52
Permits 1.37 1.33 1.44 140 141 142 146
Single-family units
Starts 1.20 1.08 1.13 1.17 118 1.17 1.21
Permits 1.07 1.00 1.08 1.08 1.08 1.09 1.12
New home sales .67 .67 .68 1 g3 .67 n.a
Existing home sales 395 3.80 3.98 396 3.9 421 n.a.
Multifamily units
Starts 26 28 .28 .30 33 27 31
Permits 31 33 .36 32 33 32 34
Note. p Preliminary. r Revised. n.a. Not available.
Indicators of Housing Demand
{Seasonally adjusted; FRB seasonals)
Consumer Homebuying Attitudes Diffusion index
e = 100
- -1 75
N Apr. « 50
= -1 25
1 1 1 1 | - o - | | 1 o
1988 1989 1980 1991 1992 1993 1994 1985 1996
Note, The homebuying attitudes index is calctiated {rom Survey Research Center data as the proportion of respondents
rating current conditions as good minus the proportion rating such conditions as bad.
Builders’ Rating of New Home Sales Diffusion index
N —a 80
- May —{ 40
+
N -0
- - 40
. I I 1 [ I i | 1 1 80
1988 1989 1990 1991 1992 1893 1994 1995 1996

Note. The index is calculated from National Association of Homebuiiders data as the proportion of respondents rating current sales as good
to excellent minus the proportion rating them as poor.
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The advance report on April retail sales suggests that real PCE
for goods excluding cars and trucks was little changed from March
but was well above the average for the first quarter. Real spending
for food and apparel likely continued to rise last month, offsetting
declines in real purchases of gasoline and home durable goods. 1In
the services category of PCE, the return of more normal seasonal
temperatures probably led te a dreop in purchases of energy services
last month; spending in March had been boosted by colder-than-
average temperatures.

Consumer sentiment remained upbeat in April. Although the
Michigan SRC index dipped a bit, it remained in the middle of the
favorable range that has prevailed since early 1994. Views on
current conditions were quite positive. However, higher interest
rates reportedly led to a less favorable opinion of future business
and personal financial conditions. Meanwhile. the Conference
Board’s index of consumer confidence surged in April., to the highest
level in this expansion. Views on current and expected economic and
employment conditions improved markedly.2

Income growth remained strong in the first quarter. The staff
estimates that revised real disposable personal income grew
2.7 percent at an annual rate and that the revised persomnal saving
rate averaged 4.6 percent--a bit less than in the fourth quarter.
The strike at General Motors in March lowered first-quarter labor
income a touch, and "rental income" was held down by transactions
costs associated with a pickup in mortgage refinancings.

Housing Markets

Housing activity has shown little sign of succumbing yet to the
run-up in mortgage rates that began in February. Indeed., single-
family housing starts jumped 4 percent in April, to 1.21 million
units at an annual rate--the highest number since 1994. The solid
gains seen this year in income and employment--and the associated
bolstering of consumer confidence--may well have countered the early
restraining effects of the rise in rates.

Households evidently have noticed the rise in interest rates:
In the April Michigan SRC survey, assessments of homebuying
conditions deteriorated, mainly in response to higher mortgage

rates. Even so, through early May, home builders continued to

2. The Michigan SRC sentiment index excludes its question on
expected unemployment, but the Conference Board confidence index
includes its question on employment expectations.
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Monthly Indicators of Business Fixed Investment
Office and Computing Equipment

Billions of dollars
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1987 1988 1989 1880 1991 1992 1993 1994 1985 1996
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indicate that new home sales were strong., and applications for home
financing at mortgage bankers remained fairly high.

In the multifamily housing sector, starts ticked back up in
April to just above the 300.000 mark once again. This series has
been moving sideways for about a year and a half, at a level that
still is fairly low historiecally. Market conditions vary
geographically, but the overall rental vacancy rate for multifamily
housing seems to have tilted back up--the rate exceeded year-earlier
levels in both the fourth quarter of last year and the first quarter
of this year. Also, the absorption rate for rental apartments edged
back down in 1995 after several years of increase.

Business Fixed Investment

After moderating in the middle and latter part of 1995, growth
in real business fixed investment increased smartly in the first
quarter of this year. The pickup was concentrated in spending for
producers’ durable equipment, which jumped 14-1/2 percent at an
annual rate.

At least some of the fundamentals for investment would not lead
one to expect such strength. The change in the rate of output
growth (the "accelerator™) and the growth in cash flow have been
shifting down for some time. Econometric models that incorporate
these variables generally were not surprised by the slowing in
equipment outlays last year but failed to anticipate the first-
quarter rebound. In contrast, a third determinant, the user cost of
capital for equipment, fell substantially last year. Much of this
decline was traceable to another sharp drop in the relative price of
computing equipment, but the 1995 rallies in bond and stock markets
also were a factor. A neoclassical investment model, in which the
cost of capital is featured prominently, shows a mean lag from the
cost of cépital to investment of about three quarters. Owing in
large part to a run-up in corporate borrowing rates in 1994, this
model was not surprised by the slowdown in PDE growth last year.
Over the first half of this year, the model is predicting a
noticeable acceleration in PDE that reflects the lagged effects of
last year's decline in the cost of capital. However, the recent
backup in corporate borrowing rates has reduced the rate of decline
in the cost of capital, and the model expects that this will exert a
drag on equipment spending in the latter part of this year.

Turning to monthly indicators. new orders for nondefense

capital goods excluding aircraft fell in March, but this drop came
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on the heels of a strong February gain. These orders, which
flattened out in the second and third quarters of last year, have
since been rising. Orders for computing equipment, although quite
erratic in recent months, have strengthened after a 1lull in mid-
1995, Business spending for computers continued to advance at a
robust pace in the first quarter, suggesting that anecdotal reports
of weak demand from businesses were off the mark.

Buginess purchases of computing equipment are being sgpurred by
at least a couple of factors. First, in all segments of the
market--mainframes, servers, workstations, and PCs--intense
competitive pressures continue to drive prices lower. The big
players (such as IBM, Compaq, and Hewlett Packard) are pushing hard
to boost market share and have shown a willingness to absorb scme
shrinkage in margins to accomplish this. Indeed, Compaq recently
announced price cuts in the range of 25 percent for a number of its
Pentium and Pentium Pro desktop machines. It also cut the prices on
many of its servers an average of about 10 percent. In part,
computer manufacturers are passing along to customers lower costs of
components, most notably DRAM and microprocessors. A second factor
that is boosting business demand is an apparent acceleration in the
migration of computing systems at businesses to leocal area networks
that run on software such as Windows NT. This software only runs
smoothly on state-of-the art PCs; however, according to Intel,

80 percent of the installed base of PCs at U.S5. corporations run on
processors from the older 486 generation or one of its predecessors.
Among other capital goods (excluding aircraft), new orders
flattened out, on net, during the first half of last year but have
trended up since then. 1In the first quarter, these orders recorded

a 3.7 percent gain, and backlogs rose substantially: as a
consequence, shipments are likely to rise further in the current
quarter.

Spending for nonresidential structures continued to advance in
the first quarter, reflecting another huge increase in construction
of hotels and motels. The "other commercial" sector, which has
recorded strong gains during the past few years, slowed in the first
quarter, and contracts--a forward-looking indicater of
construction--have shown considerable weakness in recent months.
Office construction, which had been trending up since early 1994,
fell late last year and early this year; the contracts data signal

continuing weakness down the road in this sector. Elsewhere,



I1-17

outlays for industrial structures have decelerated during the past
year or so, and weakness in contracts suggests further slowing in
the coming menths.

Inventories

After a one-month blip in January--possibly reflecting
disruptions related to the blizzard--inventory accumulation in
manufacturing and trade proceeded at a slower pace in February, and
stocks declined in March as auto inventories continued to contract.
While stocks remained on the high side in a few areas in March,
inventory-sales ratios for most types of firms apparently were in
the acceptable range.

In manufacturing, inventories were little changed in March
after a sharp run-up in January and a moderate increase in February.
The slowing pace of accumulation over the first quarter apparently
reflected manufacturers’ ongoing inventory correction efforts. 1In a
number of industries in which inventories were thought to be
somevhat excessive earlier this year--for example, household
durables, textiles, and printing and publishing--production
adjustments and increased shipments helped to trim stocks in March,
pushing down inventory-sales ratios considerably. In contrast,
stocks at geveral materials-producing industries rose further in
March, while shipments either declined or remained unchanged;
further inventory adjustments at these industries appeared to be
necessary, and this process seems to have been reflected in the
April production patterns. For nondefense capital goods as a group,
inventories declined in March after a period e¢f accumulation during
the past year. Unlike other industries, however, the March decline
in stocks held at capital goods industries likely reflected only a
momentary pause, as orders of producers’ durable equipment have, in
general, remained firm in recent months.

In wholesale and retail trade, inventories were trimmed further
in March. Motor vehicle stocks were reduced sharply. and stocks at
other wholesale and retail establishments showed only small net
increases in the aggregate. Over the first quarter, wholesale
inventories excluding motor vehicles expanded at a modest
$3.6 billion annual rate, well below the pace observed over the
preceding year and a half. The stocks of non-autc retailers rose
moderately in the first quarter, reversing the decline that had
taken place in the final quarter of 1995. The first-quarter

accumulations left most wholesalers and retailers with relatively
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CHANGES IN MANUFACTURING AND TRADE INVENTORIES
{Billions of dollars at book value and annual rates;
based on seasonally adjusted data)

1995 1996 1996
Q3 od gl Jan. Feb. Mar.
Total 52.5 13.7 18.1 71.1 7.8 -24.6
Excluding wholesale and
retail motor vehicles 57.0 8.7 26.1 52.¢4 11.8 14.2
Manufacturing 24.7 9.4 15.3 33.5 10.6 1.9
Wholesale 16.7 6.0 2.7 19.7 -8.3 -3.3
Excluding motor vehilcles 19.4 8.4 3.6 14.6 -10.3 6.6
Retaill 11.1 -1.7 .0 17.9 5.4 -23.2
Automotive -1.8 6.4 -7.1 13.5 -6.0 -28.%
Excluding auto dealers 12.9 -8.1 7.2 4.3 11.5 5.7
Inventory-Sales Ratio, by Major Sector
{Book value)
Manutacturing Ratio
Mar.
I 1 1 1 i i ] 1 | ] 1 ] 1 L 1 1 ] 1
1980 1982 1984 1986 1988 1980 1992 1894 1986
Trade Ratio
Retail exciuding auto
Mar.
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comfortable inventory positions. With only a few exceptions,
inventory-sales ratios at the end of Maréh were well below their
most recent peaks.

Federal Sector

On a unified budget basis, the Monthly Treasury Statement
reported that the deficit for the first six months of the fiscal
year, October through March, totaled $128 billion. When adjusted
for deposit insurance, spectrum auction proceeds, and shifts in the
timing of payments, the deficit was $140 billion, a drop of
518 billion from the comparable period a year ago.

On this adjusted basis. outlays in the first six months of the
fiscal year were only 1.7 percent above the level of a year earlier.
Outlays have been restrained in part by this year’s cuts in
discretionary appropriations and the ongoing scaling back of defense
spending. Growth of outlays for Medicaid also has slowed. Although
trends in this category can be difficult to discern, some payoff may
be emerging from states’ efforts to gain better control of their
Medicaid outlays through introduction of managed care.

Unified budget receipts have grown at a healthy pace this
fiscal year. According to the Monthly Treasury Statement, receipts
from individual and social insurance taxes were 5 percent higher in
the first six months of fiscal year 1996 than in the comparable
year-earlier period, roughly in line with the growth of personal
income. Corporate tax receipts in the first half of the current
fiscal year were up 13 percent from a year earlier, boosted by gains
in corporate profits over that period.

More recent Treasury data indicate a substantial gain in net
final settlements on 1995 tax liabilities, as payments of
nonwithheld and self-employment taxes rose sharply while refunds to
individuals increased only modestly. Federal receipts of individual
nonwithheld and self-employment taxes totaled $106 billion from
April 1 through May 14, about $20 billion above last year’'s level,
based on Daily Treasury Statement data. The robust year-to-year
gain in individual nonwithheld and self-employment tax payments so
far this tax season is substantially larger than the growth in
income from 1994 to 1995. The strength in these payments may be
explained in part by strong performance in the capital markets last
year that likely has boosted capital gains realizations. Indeed,
capital gains distributions by mutual funds surged to §55 billion in
1995 from $30 billion in 1994. Daily Treasury Statement data show
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FEDERAL GOVERNMENT OUTLAYS AND RECEIPTS

{(Unified basis; billions of dollars except as noted)

Fiscal year to date

Feb., & Mar.
Dellar Percent
1995 1996 1985 19%6 change change
outlays 264.0 269.9 761.0 773.4 12.3 i.6
Deposit insurance {(DI) -3.6 -1.58 -10.6 -5.4 5.2 -48.7
Spectrum auction (SA) .0 -.2 .0 -2 -2 n.a.
Other 265.4 271.6 771.6 779.0 7.4 1.0
Racaipts 175.1 178.4 614.4 645.2 30.8 5.0
Deficit(+) 88.9 91.6 146.6 128.2 -18.4 -12.6
Adjusted for payment timing shiftasl
and excluding DI and SA
Qutlays 262.0 271.6 771.6 784.9 13.3 1.7
National defense 46.3 44.2 136.7 132.1 -4.6 -3.4
Net interest 37.7 40.0 113.8 120.3 6.9 6.1
Social security 55.4 57.9 163.7 171.1 7.4 4.5
Medicare and health 46.8 48.1 133.4 140.8 7.4 5.5
Income sgsecurity 43.6 45.8 112.4 121.2 g.8 7.8
Other 32.2 31.6 112.0 99.5 -12.6 -11.2
Receipts 175.1 178.4 614.4 645.2 30.8 5.0
Personal income and
social insurance taxes 138.7 143.6 499.6 524.6 24.9 5.0
Corporate 16.9 17.2 56.6 64.2 7.5 13.4
Other 19.4 17.6 58.1 56.4 -1.7 -2.
Deficit(+) 86.9 83.2 157.3 139.8 -17.5 -11.1

n.a. Not applicable.

1. A ghift in payment timing occurs when the first of the month falls on a
weekend or holiday. The monthly and fiscal year to date outlays for defense,

income security, and “other" have been adjusted to account for this shift.

Components may not sum to totale because of rounding.
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CBO BUDGET AND ECONOMIC PROJECTIONS

1996 1597 1998 1999 2000 2001 2002

Budget projectionsg
(Billions of dollars: fiscal years)

Outlays 1572 1654 1737 1828 1925 2016 2125
Receipts 1428 1483 1544 1609 1681 1758 1840
Deficit 44 171 184 219 244 259 285

Economic projections assuming current policy
{Calendar years)

Nominal GDP 4.6 4.7 4.8 4.9 4.9 4.9 4.9
Real GDP 2.0 1.9 2.0 2.1 2.1 2.1 2.1
CPI-U 2.8 3.1 3.0 2.9 2.9 2.9 3.0

Unemployment rate 5.8 6.0 6.0 6.0 6.0 6.0 6.0
Yield on gelected
Treasuries
Three-month 4.9 4,8 4.8 4.8 4.8 4.8 4.8
Ten-year 6.1 6.4 6.4 6.4 6.4 6.4 6.4

Note. The projections assume that revenues and outlays for major benefit
programs evelve according to laws in effect at the time the projections are made.
Discretionary spending is adjusted for inflation up te¢ the statutory caps that are
in effect through 1998, General purpose discretionary spending is assumed to
equal the cap in 1998 and to grow from that level at the rate of inflation in
later years. The projections include social security and the Postal Service.
which are off-budget.

Source. The Economic and Budget Outlook, Fiscal Years 1997-2006. Congressional
Budget Office. April 17, 19946,
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refund payments totaling $86 billion through the current week, a
rige of $9 billion from last year.3 This figure, however, may
overstate the gains for the tax season as a whole because last
year’s payment pattern was distorted by an IRS anti-fraud initiative
that resulted in a surge of payments during the last week of May.

On April 17, CBO released revised budget estimates that show a
fiscal 1996 baseline deficit totaling $144 billion, an estimate
similar to the projection released by CMB in March. The CBO
estimate includes appropriations bills enacted through mid-April and
assumes that spending levels for the remainder of the fiscal year
will be very close to those contained in the recently passed
appropriations bill, discussed below; however, the estimate does not
take account of the surprising strength of revenues in April and
early May. CBO’'s longer-term outlook is for deficits teo rise to
$171 billion in fiscal 1997 and by about $25 billion in each fiscal
year thereafter.

Meanwhile, the President has signed an appropriations bill that
completed fiscal 1996 funding for discretionary programs whose
regular appropriations had not yet been enacted. He also has signed
a farm bill, a debt-ceiling bill, and a bill providing for a limited
Presidential line-item veto. The farm bill sets payments to farmers
that would no longer be tightly linked to farmers’ production
decisions or to market prices. It is expected to increase cutlays
about $3 billion this year but schedules a decline in payments over
the next several years that is expected to save $2 billion in total.

The debt-ceiling bill increases the statutory debt ceiling to
$5.5 trillion, a limit that is expected to allow the Treasury to
fund its deficits through the end of fiscal 1997. In addition., the
bill eased the social security earnings test: the budgetary impact
of this change was offset by tightening eligibility rules for
disability benefits and dependents’ benefits.

State and Local Government Sector

Real outlays for state and local consumption and gross
investment are estimated to have fallen 1.0 percent in the first
quarter. Virtually all of the reduction reflects an adjustment BEA

made to compensation to take account of days of work missed by

3. Refunds shown in the Daily Treasury Statement are not directly
comparable with those shown in the Monthly Treasury Statement. The
Daily Treasury Statement figure for individual refunds includes the
refundable portion of EITC payments, but the Monthly Treasury
Statement records these payments as outlays.
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government employees because of the severe winter weather. Notably,
this is the firet time BEA decided to make this type of adjustment
to state and local spending, although the agency has routinely made
weather-related, or furlough-related, adjustments to federal
compensation. BEA assumed that education and noneducation employees
affected by the blizzard were out two to three days during the
quarter and that the teachers and support staff will be making up
the days in the second quarter. The days for other government
workers are assumed to be lost permanently. Overall, real state and
local consumption spending fell 1.1 percent in the first quarter.
Meanwhile, real gross investment alsc declined a little as
construction spending edged down, the first decline in two years.

Despite the reduction in government consumption in the first
quarter, the state and local surplus, excluding social insurance
funds, appearsg to have fallen a little. A downward trend in this
measure has been evident during the past few quarters, as growth in
agpregate government expenditures has exceeded gains in revenues.
Erices

Incoming price data since the last Greenbook have been
dominated by developments in energy and agriculture. A surge in
energy prices in April accounted for more than half of the
0.4 percent rise in the total CPI. In agriculture, grain prices
have climbed further in recent weeks, and although retail food
prices have grown only moderately this year, recent developments
seem to point to a greater risk of large food price increases down
the road. Prices outside of food and energy rose just slightly in
April, and core CPI inflation remained well below 3 percent on a
twelve-month basis.

In the energy sector, spot prices of crude oil and some
petroleum products have recently dropped back from earlier highs.
The price of West Texas intermediate, for example, has averaged a
little above $21 per barrel in May after peaking at more than
$25 dollars per barrel in early April. In addition, survey data
suggest that, on a seasonally adjusted basis, the retail price of
gasoline should rise much legs rapidly this month. Stocks remain
tight for both crude o0il and the major petroleum products, but
futures prices continue to point to some further easing of oil and
product prices over the remainder of the year.

In agricultural markets, the futures price of wheat for May

delivery (Kansas City basis) has moved up about 40 percent since the
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RECENT CHANGES IN CONSUMER PRICES
(Percent change; based on seasonally adjusted data)

Relative 1985 1996 1996
importance,
Dec., 1955 1994 1885 03 Q4 o1 Mar. Apr.
----- Annual rate--=---- -Monthly rate-
All itemsl 100.0 2.7 2.5 1.6 2.4 4.0 -4 .4
Food 15.8 2.9 2.1 2.7 i.9 3.2 .6 .3
Energy 6.7 2.2 -1.3 -10.5 1.9 15.8 1.4 3.2
All items less food
and energy 77.5 2.6 3.0 2.8 2.2 3.5 .3 .1
Cormoditles 23.9 1.4 1.7 2.0 1.7 2.6 .4 -.1
Services £3.6 3.2 3.6 3.0 2.5 3.4 .2 .3
Memo :
CPI~-W2 100.0 2.7 2.5 1.3 2.4 4.3 .5 .4
Note: Changes are from final month of preceding period to final month of pericd indicated.
1. O0fficial index for all urban consumers.
2. Index for urban wage earners and clerical workers.
RECENT CHANGES IN PRODUCER PBRICES
(Percent change; based on seasonally adjusted data)
Relative 1995 1956 19%6
importance,
Dec. 1895 1994 1995 Q3 Q4 Q1 Mar. Apr.
----- Annual rate------ -Monthly rate-
Finished goods 100.0 1.7 2.3 1.6 4.4 2.5 .5 .4
Consumer foods 23.4 1.1 1.9 B.8 4.4 .3 .6 -.3
Consumer energy 13.4 3.5 1.1 ~10.2 10.8 17.8 2.4 2.8
Other finished goods 62.2 1.6 2.6 2.0 3.2 .3 .1 .1
Consumer goods 38.5 i.4 2.8 2.3 3.4 .3 .1 .0
Capltal eguipment 24.7 2.0 2.2 1.8 2.9 -.3 -.1 .2
Intermediate materialsl 95.1 4.8 3.0 -.6 -.6 -1.0 .1 .3
Excluding focd and energy 81.4 5.2 3.2 1.5 -2.9 -3.2 -.2 -.2
Crude fcod materials 44.7 -9.4 12.9 34.8 20.8 -3.8 .1 4.0
Crude energy 33.7 -.1 3.7 ~21.0 33.9 38.1 5.9 10.9
Other crude materials 23.9 17.3 -4.2 ~17.6 -18.4 -10.2 -1.8 -.5

Note: Changes are from final month of preceding pericd to final month of

1. Excludes materials for food manufacturing and animal feeds,

perliod indicated.
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March Greenbook, and futures prices of corn for May delivery have
advanced about 30 percent. This past year., both domestic users and
foreign buyers have shown limited elasticity in their demand, with
popular analyses noting the higher fixed costs of current American
meat production technologies and rapidly growing food consumption in
emerging economies. Inventories of both corn and wheat are
extremely tight, and the prospects for rebuilding wheat stocks have
been dimmed by drought in the central and southern plains. The corn
crop is still being planted, and the critical growing meonths lie
ahead. As of mid-May. futures prices for corn were considerably
lower than spot prices, a reflection of traders’ expectations of a
somewhat better supply-demand balance following this year’s harvest.
In other farm markets, soybean prices have recently been pushed
higher by spillover from the grain markets. Livestock prices have
been mixed: The prices of hogs and poultry have been firming and
are well above year-earlier levels, but cattle prices have been
weak.

Price increases for food at the consumer level have been quite
moderate in the face of surging grain prices. The CPI for food was
up 0.3 percent in April and, on balance, rose only moderately over
the first four months of the year; the twelve-month change was
2.6 percent. The index for fruit and vegetable prices rose
1.0 percent in April, capping the much larger increase of the
previous menth. However, increases in cereals prices remained
small, and the price index for meats, poultry, fish, and eggs edged
down. Clearer evidence of the pass-through of grain prices to the
retail level probably will emerge in many of these categories over
the course of the summer.

The consumer price index excluding food and energy increased
0.1 percent in April after three months of somewhat larger
increases. Prices for goods turned down in April after jumping
0.4 percent in March. The swing was shaped largely by monthly ups
and downs in the prices of apparel, tobacco, and used cars. New car
prices increased 0.1 percent in both March and April. Prices for
non-energy services posted a 0.3 percent gain last month after a
0.2 percent rise in March. Auto finance charges--which had dropped
sharply earlier in the year in response to automaker incentives--
edged up in both March and April.

At the producer level, the PPI for finished goods excluding

food and energy rose a modest 0.1 percent in April: this index
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INFLATION RATES EXCLUDING FOOD AND ENERGY
(Percentage change froem twelve months earlier)

Apr. Apr. Apr.
1994 1995 1996
CPI 2.8 3.1 2.7
Goods 0.9 1.8 1.6
Alcocholic beverages (2.0)1 1.3 1.3 2.8
New vehicles {6.86) 3.6 3.1 1.7
Apparel (6.6) ~0.6 -1.5 .0
House furnishings (4.5) 0.9 0.5 0.6
Housekeeping supplies (1.4) 0.7 3.3 4.0
Medical commodities (1.7) 3.1 2.0 2.9
Entertainment (2.5) 1.9 1.8 3.4
Tobacco (2.1) -8.1 2.3 3.4
Used cars (1.7) 5.1 15.8 0.4
Services 3.7 3.7 3.2
Owners’ equivalent rent (26.3) 3.2 3.2 3.4
Tenants’ rent (7.5) 2.4 2.4 2.5
Other renters’ costs (2.8) 2.8 4.4 4.9
Airline fares (1.3) 11.7 -0.6 -1.8
Medical care (7.7) 5.3 5.2 3.9
Entertainment (2.1) 4.1 2.9 3.4
Auto finmancing (0.8) -1.9 31.9 -10.1
Tuition (3.4) 6.7 6.0 5.6
PPI finished goods .0 2.0 1.8
Consumer goods -1.1 2.0 1.9
Capital goods, excluding
computers 2.3 2.1 1.8
Computers ~7.9 -9.3 -18.3
PPI intermediate materials 1.0 7.8 -1.0
PPI crude materials 9.0 18.3 -12.5
Factors affecting price inflation
ECI hourly compensation? 3.3 2.9 3.0
Goods-producing 3.2 2.9 2.2
Service-producing 3.4 2.9 3.4
Civilian unemployment rate3 6.4 5.7 5.4
Capacity utilization? 83.0 83.4 82.0
(manmufacturing)
Inflation expectations?
Michigan Survey 4.5 4.3 4.5
Conference Beoard 4.3 4.3 4.1
Non-oil import prices 2.0 4.5 0.6
Consumer goods, excluding autos,
food, and beverages 1.0 1.5 1.3
Autos 4.1 3.2 1.5

" 1. Relative importance weight in CPI excluding food and energy.

2. Private industry workers, periods ended in March.

3. End-of-period wvalue.
4. One-year-ahead expectations.

5. BLS import price index (not seasonally adjusted), periods ended

in March.
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Commodity Price Measures

Joumal of Commerce Index : Total s

Ratio scale, index, 1990=100 113
inde L 125

Vo May 14 1115
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Note, Weekly data, Tuesdays. Vertical lines on small panels indicate week of last Greenbook. The Journal of Commerce index is based almost
entirely on industrial commodities, with a small weight given 10 energy commodities, and the KR-CRB spof price index consists enirely of indusirial
commodities, excluding energy. The KR-CRB futures index gives about a 60 percent weight to food commodities and splits the remaining weight roughly
equally among energy commodilies, industrial commodities, and precious metals. Copyright for Journal of Commerce data is held by CIBCR, 1994.
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Memo s
Current Mar. 192 Year
price o to earlier
(%) 1994 1995 192 May 14 to date
------------- INDUSTRIAL COMMODITIES------v-—ceme|—cm=—aa
Metals
Copper (1b.) 1.350 64.9 -3.8 -9.6 9.8 3.8
Steel scrap (ton) 142.500 2.9 -6.6 3.7 2.5 .0
Aluminum, London (1b.) .735 73.5 -12.9 -3.8 1.0 ~7.1
Lead (1lb.) .504 20.7 9.0 11.7 -.6 21.7
Zine (1b.} .510 23.6 -13.1 3.7 -1.9 -5.5
Tin (ib.) 4.343 21.4 5.1 -1.1 5.2 10.5
Textlles and fibers
Cotton {1b.) .829 38.5 -8.1 3.1 1.8 -18.9
Burlap (yd.) .350 10.2 23.3 .0 -2.8 18.6
Miscellaneous materials
Hides (1b.} .878 14.2 -19.7 8.3 11.8 -11.4
Rubber {1b.) .773 75.4 3.2 -3.1 ~-1. -15.1
----------------- OTHER COMMODITIES----w=-e-—cmmee | e e
Precious metals
Gold (oz.) 390.700 -1.7 1.7 2.0 ~1.1 1.8
Silver (oz.) 5.378 -5.0 7.2 7.6 -2.7 -1.3
Platinum {(oz.) 403.000 7.5 -2.3 1.5 ~2.0 -6.7
Forest products
Lumber (m. bdft.) 367.000 -37.1 -14.4 14.8 27.9 56.8
Plywood {(m. 322.000 1.5 -6.1 -5.5 9.9 -3.0
Petroleum
Crude oll (barrel) 19.420 15.6 16.8 11.2 ~-4.1 3.5
Gasoline (gal.) .683 32.4 7.7 15.5 11.¢9 2.8
Fuel oil (gal.) .596 12.7 22.6 26.5 -22.0 18.5
Livestock
Steera (cwt.) 60.500 -3.4 -5.7 -9.1 .8 -4.0
Hoge (cwt.} 59.500 -12.9 27.5 9.4 20.2 S4.5
Brolilers (1b.} .635 -4.9 10.7 -5.9 24.2 20.1
U.S. farm crops
Corn (bu.) 4.945 -23.2 57.4 11.8 27.4 100.6
Wheat {bu.) 7.235 11.4 24.0 -.4 34.4 74.0
Soybeans (bu.) 8.035 -19.6 29.0 ~3.,0 15.0 44 .4
Other foodstuffs
Coffee (1b.) 1.370 153.1 -39.1 26,4 8.9 -15.0
Memo ;
Exchange value of the 88.268 -5.5 -6.0 2.1 2.2 5.5
dollar (March