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DOMESTIC DEVELOPMENTS

Overview

As best we can tell, the economy hasg remained on a moderate
growth trajectory this quarter, buoyed by a rebound in consumer
spending after a summer lull. The sustained momentum of the
expansion is most clearly evident in the continued solid gains in
private payrolls in recent months, and reports of competition for
gscarce labor abound. Nonetheless, inflation remains almost
negligible in the markets for goods, and the core CPI has continued
to risge at little more than a 2-1/2 percent annual rate.

Our forecast for 1997-98 has been modified only slightly since
the last Greenbook; basically., under the assumption of stable money
market conditions, real GDP growth is projected to average about
2 percent and overall CPI inflation to run at about 2-3/4 percent.
The main innovations in this projection are an upward revision to
the level of share pricesg and introduction of a fiscal policy path
more compatible with the goal of budget balance. The new fiscal
assumption has led us to carry forward the recent lower range for
long-term interest rates, providing some ongoing support for the
equity markets and interest-sensitive expenditures.

In this economic scenario, pressures on productive resources
are little changed over the next two years. Unemployment is
projected to remain in the vicinity of 5-1/4 percent, and hourly
compensation rates are expected to accelerate gradually through
1998, boosted in part by the further minimum wage hike late next
year. Because of the high levels of investment in recent years,
physical plant capacity should not be a problem, but core price
inflation is likely to drift upward as a consequence of rising labor
costs and a less favorable trend of import prices than experienced
in 1995-96. Core CPI inflation is predicted to mecve up only about
1/4 percentage point over the forecast period, but the pickup would
be almost twice that amount were it not for the damping influence of
planned revisions to the index.

Key Background Factors in the Forecast

The record-setting performance of the stock market has been
perhaps the most striking development of the intermeeting period.
Once again, the rise in share prices has outstripped our
expectations. Although third-quarter corporate profits were

stronger than we expected, market valuations still seem rather
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aggressive. OQur response has been to carry a higher level of share
prices through the projection period, but with a modest dip in the
next few quarters and no net gain between now and the end of 1998.
Whether even a mild setback is a realistic expectation is far from
clear, in the absence of a significant tightening of monetary policy
or a more sericus ercsion of corporate profitability than we
foresee. Thus, we view the possibility of a more buoyant stock
market as posing an important upside risk to output and inflation in
the near term, with an associated risk of a subsequent hard landing
oceurring in the wake of a policy tightening.

Although bond yields have been lower of late than we
anticipated in the last forecast, the term gtructure has not been
extraordinarily flat, and we have no reason to question the
sustainability of the lesser slope--particularly in view of our
modified fiscal policy assumptions. In recent forecasts, we have
assumed some ongoing restraint on discretionary spending, but not
the kind of overall fiscal program required to put the federal
budget on a path to balance by the early part of the next century.
However, in light of the high priority that President Clinton has
assigned to eliminating the deficit, not to mention the possibility
that a Balanced Budget Amendment will be passed by the Congress, we
have shifted back to an assumption that the next hudget agreement
will be framed in terms of a multiyvear package that targets balance
by fiscal 2002. Reaching this target would require a less ambitiocus
set of spending cuts than was thought necessary earlier this year,
because of a more favorable baseline outlook.

We assume that, by next fall, the Administration and the
Congress will have agreed on a set of further cuts in discretionary
spending programs and some moderate trimming of entitlements. Our
package includes some tax cuts for individuals but alsoc some
reductions in "corporate welfare." The budget-balancing schedule
would be heavily backloaded, but the change in assumptions cuts the
better part of $20 billion from our projection of the fiscal 1998
deficit. We now expect the unified deficit in fiscal 1998 toc be up
only slightly from the $112 billion projected for the current fiscal
year.

We also see a modicum of resgtraint on effective demand coming
from credit supply conditions. Although funds should remain readily
available to most creditworthy borrowers, we suspect that the easing

trend in terms and standards for loans to businesses will be drawing
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to a close and that the recent tilt toward greater caution in
lending to consumers will carry a bit further.

The external sector is expected to remain a drag on domestic
growth--but less so than in 1996. We are predicting that foreign
GDP growth will be between 3-3/4 percent and 4 percent in both 1997
and 1998, marginally faster than it appears to have been this vyear.
The dollar’s average exchange value against the other G-10
currencies is assumed to remain near its recent levels, somewhat
higher than in the last Greenbook.

Qur current-quarter forecast of the WTI crude o0il price is
$24-1/2 per barrel, up a dollar from the projection in the last
Greenbook. However, a renewed flow of Iragqi o¢il was initiated on
December 10--earlier than we had been assuming--and oil prices
weakened gubstantially in yesterday’s trading. We now are expecting
the spot price of WTI crude to fall to the $19 to $20 range by the
start of the second gquarter of next year. As in the last Greenbocok,
prices, once down, are expected to be flat cver the balance of the
forecast period.

Recent Developments and Prospects for the Current Quarter

Our guess is that growth of real GDP will be somewhere around
2-1/4 percent in the current guarter--in line with ocur estimate of
third-quarter growth. Central to our assessment that GDP growth
will remain moderate this quarter is the fact that, with a further
small gain in December, aggregate hours of production and
nonsupervisory workers would be up nearly 1-1/2 percent at an annual
rate for the quarter. We are expecting that productivity growth
will turn up again after flattening in the summer.

On the expenditure side, the key information is that on
consumer spending. Owing in part to the negative effects of strikes
on auto supplies. sales of light vehicles have been off a little
from the third-quarter pace: however, the shortfall apparently hit
business fleets the hardest, as automakers have favored more
lucrative consumer transactions. Meanwhile, retail sales, excluding
those of auto dealers and building supply stores, have posted a
solid gain since late summer. Assuming that holiday sales are
reasonably brisk, we are projecting that real PCE growth will reach
3 percent this quarter.

A surprisingly sharp decline in single-family housing starts in
October has caused us to lower our forecast of building activity

this quarter. Given the backdrop of healthy employment gains and
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lower mortgage rates, we anticipate some rebound in starts over the
remainder of the quarter--but not one sharp encugh to avert a fall
in real residential investment on the order of 10 percent at an

annual rate.

SUMMARY OF THE NEAR-TERM QUTLOOK
(Percentage change at annual rates except as noted)

1996:Q3 1996:Q&

Nov. BEA Dec. Nov. Dec.

GB prel. GB GB GB

Real GDP 2.5 2.0 2.3 1.8 2.3
Personal consumption

expenditures ! .6 .6 3.8 3.2

Residential investment -6.6 -5.9 -5.9 -6.0 -9.8

Business fixed investment 16.2 16.9 16.9 3.6 5.0

Change in billions of chained (1992) docllars

Inventory investment 33.6 25.7 29.0 -18.1 -7.2
Government outlays for

consumption and investment -1.5 -.8 -7 2.4 1.7
Net exports -18.9 -24.1 -24.5 6.1 6.5

After a tremendous surge this summer, real busiress fixed
investment appears likely to post a more moderate advance in the
current quarter. Admittedly, this prediction is largely guesswork
at this point, because few data are available beyond October.
Through that month, trends in orders and shipments of nondefense
capital goods at domestic manufacturers were scomewhat divergent--
still quite positive for computers and communications equipment but
weakening for other, less high-tech machinery. As noted above,
business purchases of motor vehicles apparently have been on the
soft side thus far this quarter. Private nonresidential
construction-put-in-place was up smartly early in the fall, leading
us to expect another noticeable increase in the structures component
of BFI.

Given the data in hand, inventory investment apparently was a
little smaller in the third quarter than initially thought: at the
end of the quarter, stocks in most sectors remained at comfortable

levels relative to salegs. Fragmentary statistics for October show a
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moderate rise in the inventories held by manufacturers and a
reversal of the September decline in the stocks held by wholesalers.
We are projecting that total nonfarm stocks will accumulate at an
annual rate of about 2-1/2 percent this quarter--somewhat less than
the third-guarter rate.

Incoming data on prices have been broadly consigtent with the
assumptions that went into the November Greenbook. We project that
the CPI excluding food and energy will increase at an annual rate of
about 2-3/4 percent this quarter. The projected quarterly rise in
the total CPI--3-1/4 percent at an annual rate--is unchanged from
the forecast in the last Greenbook. At earlier stages of
processing, industrial materials prices remain subdued, and the core
intermediate goods component of the PPI has been essentially flat
for several months. However, average hourly earnings have risen at
an accelerated pace--4 percent at an annual rate over the past three
months--evidently boosted of late by the dincrease in the minimum
wage.

The Qutlock for, the Econemy_ bevond the Current Quarter

As in the last Greenbook, we are projecting that real GDP will
rise about 2-1/4 percent over the four quarters of 1997; but we now
foresee a glightly greater slowing in 1998, with growth that year
expected to fall a touch short of 2 percent. Consistent with our
revised stock market forecast., consumer spending for 1997 has been
raised a little. Ry late 1997, however, effects of the revised
fiscal assumptions start kicking in, causing federal purchases to
fall at a steeper rate than we had predicted previously and
restraining the growth of private spending to some degree. The
forecast of CPI inflation is a touch lower than last time, in light
of the more ample profit margins as of the third quarter and
indications that the prices of manufactured goods are still quite
subdued.

Consumer spending. The prospects for consumer demand seem key
in the assessment of the macro outlook. We have been surprised by
the reported increase in the personal saving rate this year, which
occurred in the face of an enormous increase in household net worth.
Perhaps this combination of events is simply an error in
measurement: The widening of the statistical discrepancy in the
national income accounts could be revised away next summer, with
additional consumer spending filling the gap. But we have mno

evidence to support that thesis. At this point, we must admit the
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possibility that, in fact. people have not responded fully to the
increase in wealth or that their response has been overridden by
other influences. The truth likely invelves a combination of these
two posgsibilities.

SUMMARY OF STAFF PROJECTICNS
(Percentage change, Q4 to Q4, except as noted)

1996 1997 1998

Real GDP 2.8 2.3 1.9
Previous 2.7 2.2 2.1
Final sales 2.6 2.2 1.9
Previous 2.6 2.2 2.2

PCE 2.7 3.0 2.2
Previous 2.8 2.7 2.4

BFI 9.2 5.1 5.8
Previous 8.7 5.1 5.6

Residential investment
Previous

[N
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Change in billions of chained
(1992} dollars

Net exports -47.7 -35.8 -22.0
Previous -42.6 -24.3 -18.8

A number of hypotheses can be marshaled to explain why the rise
in stock market wealth might have generated less spending than is
suggested by traditional rules of thumb. For one thing, investors
may question whether all of the gains in their portfolics will be
permanent, yet may not be inclined to sell because they have been
persuaded that they cannot and should not attempt to time the
market. Moreover, a greater portion of those shareholdings are now
in retirement accounts; psychologically, and in view of tax
penalties, owners therefore are probably more reluctant to tap them
for spending.

Meanwhile, as we have noted in previous Greenbooks, a number of
factors may be offsetting the effect of increased wealth. First,
for a segment of the population, especially at the lower part of the
income distribution, improved access to credit may have contributed
to a surge in purchases of durables and a burdensome accumulation of
debt earlier in the expansion; more recently, banks have been

granting fewer credit lines to marginally qualified households.



I-7

Second, househelds may be giving greater attenticn to the need to
provide for retirement and medical expenses--a concern reinforced by
talk of cuts in federal entitlements. Finally, even though consumer
surveys point to widespread optimism about aggregate economic
prospects, job insecurity at the personal level may still be a
welght on spending decisions.

All that said, we continue to believe that the increase in
agsset values implies some upside risk to our spending forecast--even
with the neticeable decline in the wealth-to-income ratio implied by
our stock price path. We have consumption expenditures growing
pretty much in line with disposable income over the next two vyears,
implying no significant retracement of the rise in the saving rate.
Real PCE increases 3 percent in 1997 and about 2-1/4 percent in
1998--in both cases appreciably faster than overall GDP, as the
labor share of total inceme moves up in a tight labor market and
personal taxes are cut.

Resjdential dinvestment. Single-family starts are expected to
decline from an average of about 1.17 million units (annual rate) in
the first three quarters of 1996 teo a little less than 1.1 million
units by next spring and to remain at that rate in 1998. The most
recent {October) figures on starts, permits, and sales were on the
negative side, but they presumably reflected the lagged effects of
the upswing in mortgage rates that occurred esarlier this year.

Rates on fixed-rate loans this week are down roughly 3/4 percentage
point from the peak of last summer, and this decline should
stabilize housing demand in coming months even as job gains moderate
further.

Multifamily starts are projected to drop back to somewhat under
300,000 units per year. Market conditicens in the multifamily sector
vary congiderably across the country, but a rise in the aggregate
rental vacancy rate suggests that builders may be more cautious in
the period ahead.

Business fixed investment. This past year brought another
large increase in real business fixed investment, probably on the
order of 9 percent. We expect smaller gains in 1997 and 1998--more
in the neighborhood of 5 to 6 percent. Although the cost of
external financing ig expected to change little, on balance, and
prices on high-tech equipment should remain attractive, further
advances in investment outlays will be damped by a slowing in growth

of corporate profits and cash flow.
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Business dinvestment in most types of equipment already has
slowed substantially from the pace seen earlier in the expansion;
strength in aggregate investment this past year has come mainly from
outsized increases in just two categories--office and computing
equipment and communications equipment. Looking ahead, we are
predicting annual increases in office and computing equipment of
"only" 20 to 25 percent in 1997 and 1998, after two years of gains
that were considerably larger. We anticipate further large
increases in outlays for communications equipment and a surge in
commercial aircraft. Gains in spending for other types of equipment
are expected to be quite modest, on balance.

We expect to see only small changes in nonresidential
structures investment over the next two years. With no capacity
pressureg looming in manufacturing, spending on industrial
structures is projected to drift lower in 19%7 and 1998. However,
we anticipate moderate increases in office construction and oil
drilling.

Inventory dinvestmept. If production and final sales in the

fourth guarter are in line with our projections, firms should be
heading into early 1997 largely free of inventory problems, and our
longer-run inventory forecast is relatively uneventful. Inventory-
sales ratios are expected to be roughly stable.

Farm inventories, which account fer less than 10 percent of
total business inventeories but are more velatile than the total, are
expected to rise moderately over the next two years. Absent serious
weather problems, crop production should be large enocugh to permit
some further accumulation of crop inventories. However, on the
livestock side, the drawdown in cattle inventories that began this
year will likely persist at least through 1997; past contractions in
the size of the herd commenly have lasted twe years or more.

Government. Federal outlays for consumption and investment are
projected to fall 2-1/2 percent in real terms over the four quarters
of 1997 and about 4-1/2 percent in 1998. The 1998 decline is about
a percentage point larger than we were projecting in the last
Greenbook. Substantial reductions are anticipated over the two-year
period in both defense and nondefense purchases.

Real purchases by state and local governments are projected to
rise 2-1/2 percent in both 1997 and 1998, about the same ag in 1996.
These are larger increasges than those seen early in the 1990s, but

they are not especially big by historical standards. Although most
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states and localities are in sound financial condition and are
likely to benefit from a growing tax base in the period ahead,
spending plans likely will be restrained by voter desires to keep
taxes down. Hourly compensation of state and local employvees has
risen legs rapidly over the past year than hourly pay in the private
sector, and consumption outlays of state and local governments have
moved up less than 2 percent in real terms. However, investment
outlays have been rising somewhat more briskly, spurred by the need
for more schools, prisong, and basic infrastructure--a pattern
likely to continue.

Net exports of goods and services. GDP growth in foreign
countriesg is expected to be strong enough over the next few quarters
to keep exports moving up at a somewhat faster pace than they have
of late. Growth of imports in 1997 ig projected to be maintained at
about the same pace as in 1996, but growth slows somewhat in 1998.
Real net expecrts of goods and services continue to fall over the
next two years but at a slower rate than in 1996; negative effects
of the declines in net exports on real GDP growth in 1997 and 1998
are expected to be gomewhat smaller than the projected drag of
0.7 percentage point this year. (A more detailed discussion of the
prospects for net exports is contained in the International
Developments section.)

Labor markets. As we have noted in recent Greenbeoks, measured
productivity growth at this point in the expansion has been
sufficiently sluggish to call into question our assumption that the
cyclically adjusted trend is still 1 percent. Part of the
explanation may be that, with labor markets tight, firms are having
to reach deeper into the pool of less-qualified labor for their new
hires. However., this explanation would still seem to leave the
underlying trend rate of productivity increase surprisingly low at a
time when restructuring continues and high levels of investment in
new capital seemingly should have been boosting the efficiency of
workers. We are left thinking that measurement problems could be
seriously distorting the data: Notably, productivity growth during
the current expansion is somewhat stronger if gross domestic income
is used as the output measure in place of gross domestic product,
and the differenceg are egpecially striking in recent quarters. For
the present, we are gticking with our assumption that, going
forward, productivity gains are likely to be close to the postulated
trend of 1 percent. With gains of that magnitude and little change
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in weekly hours, businesses would need to boost payroll employment
at an average rate of about 1-1/4 percent to achieve the rise in
output that we are predicting. If productivity gains continue to be
disappointing--and are accurately reflecting business realities--
pressures on labor resources would likely be more intense than we
are predicting and the associated inflation pressures would be

greater.

LABOR MARKET PROJECTIONS
{(Percent change, Q4 to Q4, unless otherwise noted)

1996 1997 1998

Output per hour, nonfarm
business sector .8 .9 1.0
Previous .6 .9 1.0
Nonfarm payroll employment 2.1 1.4 1.1
Previous 2.1 1.3 1.2
Household employment 2.0 1.3 1.0
Previous 2.1 1.1 1.1

Memo:

Labor force participation rate! 66.9 67.0 67.1
Previous 66.8 66.9 66.9
Civilian unemployment rate’ 5.3 5.2 5.2
Previcus 5.2 5.2 5.2

1. Average for the fourth quarter.

This past year, sizable employment gains were accompanied by a
pickup in growth of the civilian labor force, and the participation
rate has moved up. As has happened in other cyclical expansions,
tightness of the labor market and the associated increases in wages
and other financial inducements apparently are pulling into the work
force persons who previously had been on the sidelines. In contrast
to our earlier assumption that the participation rate would remain
flat through 1997 and 1998, we have boosted it slightly in this
forecast; a projected rate of 67.1 percent in the latter part of
1698 is two-tenths higher than the prediction in the last Greenbkook.

Wages and prices. Our thinking about the prospects for wages
and prices continues to be heavily influenced by the historical
relationship between labor market slack and inflation. What gives
us pause in the present circumstances, however, is the striking

abgence of capacity pressures in manufacturing. We have responded
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to these circumstances by putting less upward tilt into our price
forecast than we would have if our focus had been solely on the
unemployment rate. Nonetheless, we still anticipate that the
general trend of the next two years will be toward gradual
acceleration of both hourly compensation and prices.

With the unemployment rate on about the same path as we
previously were predicting, the increases forecast for wages and
benefits also remain on about the same trajectories as before.
Hourly compensation, as measured by the employment cost index, is
projected to accelerate from 2.9 percent over the twelve months
ended in September 1996 to 3.4 percent and 3.6 percent respectively
during 1997 and 1998. Growth of wages and salaries, which has
picked up noticeably this past year, is projected to increase a bit
further over the next couple of years. We also anticipate that
increases in benefits will pick up somewhat, with the twelve-month
rise moving up from less than 2 percent over the twelve months ended
in September to almost 3 percent by the end of 1998. Nothing that
we have heard in the anecdotal reports seems to seriously challenge
our view that acceleration of compensation iz in progress, and
reports that the cost of medical benefits will turn up moderately
seem to be appearing with increased frequency.

Although many businesses say that this year’s hike in the
minimum wage had only a limited effect on labor costs because wages
already were above the minimum, the recent data on hourly earnings
suggest rather strongly that effects have been present in some parts
of the economy, especially certain types of retail establishments.
We continue to anticipate that direct and indirect effects of the
legislated hikes will bhe filtering through the pay structure in 1997
and 1998, keeping hourly compensation riging a couple of tenths
faster than would otherwise be the case.

The rate of rise in the published core CPI is expected move up
only 1/4 percentage point between 1996 and 1998. However, if
adjustment is made for technical changes that have been implemented
since the start of 1995 or are planned for the next two years, the
degree of acceleration is about twice as great; the cumulative
effect of the technical changes on the core inflation rate rises
from 0.2 percentage point this year to 0.4 percentage point in 1998.
Passthrough of rising labor costs is one factor that is expected to
push core inflation higher. In addition, price competition from

abroad, which has helped to restrain domestic price increases this
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past year, is expected to be less of a limiting influence moving
forward--we are projecting that the noticeable decline in nen-oil
import prices seen in 1996 will be followed by a much smaller

decrease in 1997 and a small rise in 1998.

STAFF INFLATION PROJECTIONS
(Percent change, Q4 to Q4, unless otherwise noted)

1995 1996 1997 1998
Consumer price index 2.7 3.2 2.7 2.7
Previous 2.7 3.2 2.8 2.8
Food 2.6 4,2 2.8 2.7
Previous 2.6 3.9 2.9 2.8
Energy -1.7 7.4 ! .9
Previous -1.7 7.1 .3 1.0
Excluding food and energy 3.0 2.7 2.8 2.9
Previous 3.0 2.7 3.0 3.0
ECI for compensation of )
private industry workers 2.6 3.0 3.4 3.6
Previous 2.6 3.0 3.4 3.6
Prices of non-oil
merchandise imports .8 -2.9 -4 .8
Previous .8 -2.7 -.1 1.0
Memo: - - - - percentage points - - -
Adjustment to the core CPI
for methodology changes .1 .2 .3 !
Previous 21 .2 .3 '

1. December to December.

Like our path for crude oil prices, our forecast of retail
energy prices exhibits some changes in timing but otherwise is much
the same as the forecast in the last Greenbook. Increases over the
very near term are expected to be somewhat larger than we previously
were forecasting, but, with o0il prices dropping. declines should
start showing up later in the winter. We continue to project that a
1696 rise in CPI energy prices of more than 7 percent will be
followed by only gmall increases in 1997 and 1998.

In response to incoming data, our food price forecast for 1996
has been raised a touch, to about 4-1/4 percent. But looking
further ahead we continue to anticipate a sharp slowdown. Grain
prices are down substantially from the highs of last summer, and

signs of price deceleration or outright declines are starting to
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show up in the markets for varioug livestock products. On the
assumption that harvests in 1997 and 1998 will be large enough to
keep upward pressures on crop prices from resurfacing, we are
projecting food price increases of around 2-3/4 percent in both
those years, about in line with the rate of core inflation.
Monetary and Credit Flows

Growth of M2 appears to have been about 4-1/4 percent this
year, in the upper half of its annual range but a little slower than
growth of nominal GDP. Expansion of this aggregate is projected to
pick up a bit in the next two years, to a pace about in line with
that of nominal GDP; although the opportunity costs of holding M2
are expected to be unchanged., household enthusiasm for equity mutual
funds is expected to diminish. M3 is estimated to have grown
6-1/4 percent in 1996, exceeding the upper end of its range. Over
the next two years, growth of this aggregate is expected to remain
fairly robust.

Debt of the domestic nonfinancial sector appears to have grown
5 percent this year, a little faster than nominal GDP. In 1997 and
1998, overall debt growth is expected to soften somewhat and align
more closely with the expansion of nominal GDP. In particular,
noticeably weaker borrowing should be evident in the household
sector, and federal borrowing is expected to moderate further.

Growth of consumer credit is projected to pick up only modestly
from the sluggish pace of September and October. Moderate growth of
spending on consumer durables, at a pace well below that seen
earlier in the expansion when households were restocking., should
help to hold credit growth in check over the next couple of years,
as will continuation of the recent trend toward tighter consumer
loan supply conditions. Although the recent uptick in mortgage
refinancings could give a little boost to net borrowing, as some
homeowners cash out a portion of their accumulated equity. the lower
level of hemebuilding in 1997-98 is expected to be azssociated with a
reduced overall pace of home mortgage debt formation. A risk,
however, is that--in an environment of moderate growth, fiscal
tightening, and inflation of less than 3 percent--a swing in bond
market sentiment could at least temporarily drive long-term rates
well below recent levels and trigger a sizable wave of refinancing.
This could give a significant added hoost to consumer spending.

Growth of nonfinancial business debt has softened somewhat of

late; but looking ahead, the sector’s financing needs are expected
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to be boosted by slower profit growth and sustained increases in
capital spending. A further hefty volume of merger and acquisition
deals is also likely to add to business borrowing over the forecast
period. For the better-rated firms, borrowing conditions should
remain quite accommodative, with favorable terms and standards on
bank lending and continued narrow rate spreads in securities
markets. Smaller businesses whose profits have already flattened
out and larger firms with lower debt ratings may experience some
gradual tightening in lending terms and widening in risk spreads on
their debt issues over the forecast period.

Growth of federal government debt is expected to edge down
further from its current moderate pace over the next two years; the
federal deficit is projected to change little on a calendar-year
basis, and we are not expecting further additions to the
government’s cash balances. Outstanding debt of state and local
governments is expected to remain about flat in 1997; retirements of
advance-refunded debt, which contributed to declines in indebtedness
in recent years, are expected te wane in the coming year. Net
borrowing of state and local governments is projected to turn mildly
positive in 1998.

Alternative Simulations

Our alternative gimulations depict the consequences of
different assumptions about the federal funds rate. In the first
gsimulation, increases in the funds rate begin at the start of 1997
and cumulate to a rise of 100 basis points by the end of next year.
The higher level is then maintained throughout 1998. Under these
assumptions, growth of real GDP imn 1997 is 0.4 percentage point less
than in the baseline forecast, and in 1998 it is 0.7 percentage
point less than in the baseline. The civilian unemployment rate at
the end of 1998 is 1/2 percentage point higher than in the baseline
forecast. The additional slack reduces CPI inflation by a small
amount in 1997 and more substantially in 1998. The second
simulation assumes that the funds rate is lowered 100 basis points
during 1997 and then held steady in 1998. Economic effects of this
alternative are symmetric to that in which the funds rate was

raised.



ALTERNATIVE FEDERAL FUNDS RATE ASSUMPTIONS
(Percent change, Q4 to Q4. except as noted)

19396 1997 1998

Real GDP

Baseline 2.8 2.3 1.9

Higher funds rate 2.8 1.9 1.2

Lower funds rate 2.8 2.7 2.6
Civilian unemployment rate!

Baseline 5.3 5.2 5.2

Higher funds rate 5.3 5.3 5.7

Lower funds rate 5.3 5.1 4.7
CPI

Baseline 3.2 2.7 2.7

Higher funds rate 3.2 2.6 2.3

Lower funds rate 3.2 2.8 3.1

1. Average for the fourth guarter.
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Percent change from two quarters earlier; for unamployment rate, change in percentage points.
Percent change from four quarters earlier; for unemployment rate, change in percentage points.

For all urban consumers.
Level, except az noted,

1.
2.
3.
4.
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strictly Confidential <FR> REAL: GROS® DOMESTI{ PRODUCT AND RELATED ITEMS, ANNUAL VALUES PDecambar 12, 199%6
Class II FPOMC (Saasonally adjusted annual rate)
- = - Projected - - =
1
Item Units 1990 1991 1932 1993 1994 1985 1956 1997 1958
EXPENDITURES
Nominal GDP Bill. $§ 5743.8 5916.7 6244.4 6553.0 6935.7 7253.8 7571.0 7925.5 8268.1
Real GDP Bill. ¢h. § 6138.7 §079.0 6244.4 6386.4 6608.7 6742.9 6902.1 7067.5 7215.7
Real GDP % change -0.2 0.4 3.7 2.2 3.5 1.3 2.8 2.3 1.9
Gross domestic purchases ~0.8 -0.0 4.0 2.9 3.8 1.0 3.4 2.7 2,2
Final sales 0.6 -0.4 3.9 2.0 2.9 1.9 2.6 2.2 1.9
Priv. dom. f£inal purchases =-0.6 ~-0.8 4.9 3.5 4.0 2.3 3.5 1.2 2.7
Perscnal cons. expendituraes 0.5 -0.2 4.2 2.5 3.1 1.9 2.7 3.0 2.2
Durables -3.2 -3.1 9.4 7.3 7.0 1.3 §.0 4.9 2.7
Nondurables -0.5 -1.0 3.4 1.5 3.5 1.1 1.6 2.6 2.0
Services 2.0 0.9 3.6 2.1 2.0 2.4 2.5 2.8 2.2
Businesg fixed investmant -2,5 -6.0 5.5 8.5 10.% 6.4 9.2 5.1 5.8
Producers’ dur. equipment -2.0 -2.6 9.6 11.5 12.6 6.9 10.9 7.0 7.9
Nonres. structures -3.5 -12.5 -3.4 1.6 3.6 5.1 4.6 -0.2 0.5
Residential structures -15.1 1.1 16.9 8.1 5.7 -1.5 1.5 -1.2 1.0
Exports 7.2 g.6 4.1 4.8 5.9 7.4 4.0 6.6 6.4
Imports 0.5 4.1 7.4 10.5 11.8 4.2 3.0 5.4 7.%
Gov t. cons. & investment 2.6 -0.7 1.7 -0.5 0.0 -1.3 2.4 0.7 Q.0
Federal 1.8 -3.1 1.3 -5.4 -3.1 -6.7 1.7 ~2.5 -4.4
Dafense 0.3 -5.3 -1.3 -6.8 -5.7 -6.8 0.7 =2.1 -4.9
State & local 3.3 1.0 2.0 3.1 2.2 2.1 2.6 2.5 2.4
Change in bus. inventories Bill. Ch, § 10.4 -3.0 7.3 19.1 58.9 33.1 17.2 30.3 a1.9
Nonfarm 7.8 -1.2 1.9 26.4 46.8 37.2 19.4 26.6 27.0
Net exports -61.9 -22.3 -29.5 -72.0 -105.7 -107.6 -122.6 -155.7 -182.1
Nominal GDP % change 4.4 3.8 6.3 4.8 5.9 3.8 4.7 4.6 4.3
EMPLOYMENT AND PRODUCTION
Nonfarm payroll employment Millions 109.4 108.3 108.6 110.7 114.2 117.2 119.5 121.5 122.9
Unemployment rate % 5.6 6.8 7.5 6.9 6.1 5.6 5.4 5.2 5.2
Industrial prod. index % change -0.2 0.2 4.0 3.2 6.6 i.6 4.0 3.1 3.1
Capacity util. rate - mfg. % £81.3 78.0 79.5 BO.6 £83.3 83.0 82.0 81.9 81.8
Housing starts Millions 1.19 1.01 1,20 1.29 1.46 1.35 1.46 1.38 1.36
Light motor vehicle salesa 14.05 12.52 12.85 13.87 15.02 14.74 15.01 14.96 14.71
North Amer. produced 10.85 9.74 10.51 11.72 12.88 12.82 13.32 13.19 12.98
Other 3.20 2.77 2.34 2.1% 2.13 1.91 1.70 1.77~ 1.73
INCOME AND SAVING
Nominal GNP Bill., $ 5764.9 5932.4 6255.5 6563.5 £€931.9 7246.7 7562.1 7910.5 8245.7
Nominal GNP % change 4.6 3.5 6.2 4. 5.7 3.9 4.7 4.5 4.2
Nominal personal income 6.4 3.7 7.3 3.6 5.2 5.6 5.5 4.8 4.4
Real disposable incoma 1.0 0.8 4.0 0.9 2.7 3.1 2.5 2.9 2.1
Pergonal saving rate % 5.0 5.7 5.9 4.5 3.8 4.7 4.9 5.2 5.0
Corp. profits, IVA & CCAdj. % change 6.2 3.9 12.7 19.9 11.3 7.2 5.1 3.0 3.9
Profit share of GNP % 6.4 6.4 6.4 7.1 7.6 8.1 8.6 B.4 8.3
{excluding FR banks) % 6.0 6.1 6.1 6.8 7.4 7.8 8.3 8.2 8.0
Federal surpl./deficit Bill. § -154.7 -196.0 -280.9 -255.6 -1%0.2 -161.7 -125.,9 -128.1 -109.6
State & local surpl./def. 80.1 75.8 86.3 24.9 99.7 95.0 92.6 87.0 76.6
Ex. social ing. funds 20.2 11.5 18.3 28.0 36.9 36.8 36.7 32.4 22.8
PRICES AND COSTS
GDP implicit deflator % change 4.6 3.4 2.6 2.5 2.3 2.5 1.9 2.3 2.3
GDP chn.-wt. price index 4.7 3.3 2.6 2.5 2.3 2.5 2.2 2.5 2.6
Grogs Domastic Purchases
chn,-wt. price index 5.2 2.7 2.7 2.3 2.4 2.3 2.2 2.2 2,5
CPI 6.3 3.0 3.1 2.7 2.6 2,7 3.2 2.7 2.7
Ex. food and anergy 5.3 4.4 3.5 3.1 2.8 3.0 2.7 2.8 2.9
ECI, hourly compensation2 4.6 4.4 3.5 3.6 3.1 2.6 3.0 3.4 3.6
Nonfarm business sector
Output per hour -0.8 2.2 3.6 -0.3 0.3 -0.1 0.8 0.9 1.0
Compensation per Hour 5.8 4.8 4.6 1.8 2.3 3.7 3.7 3.7 3.6
Unit labor cost 6.4 2.5 1.0 2.1 2.0 3.7 3.0 2.9 2.5

1. Changes are from fourth gquarter to fourth quarter.

2. Private-industry workers.
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REAL, GROSS DOMESTIC PRODUCT RND RELATED ITEMS, (UARTERLY VALUES

Decemh 1z, 1
Class IXI FOMC {Seascnally adjusted, annual rate except as noted} e 998
1994 1994 1995 1995 1995 1596 1996
Item Units Q1 Q3 Q1 Q2 Q4 oL 02
EXPENDITURES
Nominal GDP Bill, § 6776.0 6993.1 T149.8 7204.9 7350.6 7426.8 7545.1
Real GDP Bill. Ch. 6508.5 6644.9 6701.0 6713.5 6780.7 6Bl4.3 68Y2.6
Real GDP % change 2.5 4.9 3.8 0.4 0.7 0.3 2.0 £.7
Gross domestic purchases 3.5 5.3 3.7 1.4 0.7 -0.7 3.0 5.2
Final s8ales 1.2 3.0 4.2 0.6 2.1 1.4 3.0 4.1
Priv. dom. final purchases 3.9 4.4 3.8 2.3 2.3 1.4 4.7 £.1
Personmal cons. expenditures 2.8 3.5 2.8 1.0 3.1 1.1 3.5 3.4
Durables 5.8 4.3 5.6 -8.9 7.0 =1.0 8.2 11.4
Nondurables 3.9 3.2 3.8 2.4 1.8 -0.4 3.7 1.3
Services 1.6 3.5 1.6 2.4 3.0 2.3 2.4 2.7
Buginess fixed investment 7.3 7.1 13.8 15.4 3.5 2.5 11.6 i.g
Producers’ dur. eguipment 15.5 4.1 19.4 17.4 3.5 3.0 13.1 6.7
Nonres. structures -11.8 15.7 0.2 9.9 3.4 1.0 7.7 -3.7
Residential structures 12.8 2.7 -1.8 -6.3 -13.4 6.4 7.4 16.3
Exports ~1.5 9.7 2.6 5.9 10.7 1.8 5.6
Imports 8.2 10.7 11.2 4.5 1. 10.6 5.9
Gov’t. cons. & investment -4.3 7.0 -1.2 0.8 -4.3 1.6 7.7
Federal ~11.4 11.5 -6.5 -1.3 -13.2 6.0 9.4
Defense -17.4 13.5 -7.4 0.6 -12.3 4.1 10.0
gtate & local 0.7 4.2 2.3 2.1 1.5 -0.9 6.7
Change in bus. inventories Bill. Ch. 40.5 64.5 S4.5 30.5 14.6 3.0 7.1
Nonfarm 29.7 50.5 57.4 33.7 19,0 2.9 11.7
Net exports -5%9.3 -111.7 -122.,5 -121.4 -84.9 -104.0 ~114.7
Nominal GDP % change 5.3 6.1 3.8 3.1 2.3 4.2 6.5
EMPLOYMENT AND PRODUCTION
Nonfarm payroll employment Millions 112.6 114.7 116.5 117.0 117.9 118.5 119.3
Unemployment rate % 6.6 6.0 5.5 5.7 5.5 5.6 5.4
Industrial prod. index % change 8.4 4.6 3.9 -1.4 0.6 3.0 6.7
Capacity util. rate - mfg. % 82.2 83.4 84.3 83.0 82.0 81.6 82.2
Housing starts Millions 1.38 1.46 1.31 1.28 1.41 1.47 1.49
Light motor wehicle zales 15.07 14.99 14.56 14.44 14.52 15.18 15.13
North Amer. produced 12.54 12.7% 12.52 12.46 13.13 13.49 13.41
Other 2.13 2.20 2.04 1.97 1.79 1.69 1.72
IRCOME AND SAVING
Mominal GNP Bill. & 6781.0 6987.0 7146.8 7202.4 7344.3 7426.6 7537.5
Nominml GNP % change 5.4 5.9 4.3 3.1 2.8 4.6 6.1
Nominal persomal income -3.4 4.9 7.1 4.7 5.8 4.8 6.8
Real disposable income =-5.4 2.9 3.7 0.3 4.4 2.0 1.3
Perzonoal saving rate % 2.7 4.1 4.9 4.1 5.2 4.8 4.3
Corp. profits, IVA & CCAdj. % change -35.4 14.8 -7.4 1.7 =-0.5% 23.6 5.8
Profit share of GNP % 6.8 7.9 7.8 7.8 8.3 8.7 8.7
(excluding FR banks) % 6.5 7.7 7.5 7.5 8.0 8.4 8.4
Foderal surpl./deficic Bill. § -212.7 -188.5 -172.6 -161.1 -154.5 -155.2 -126.7
State & local surpl./def. 94.8 99.6 99.0 89.0 88.1 91.0 101.9
Ex. social ing. funds 29.0 37.9 40.2 40.9 30.5 234.1 44.6
PRICES AND COSTS
GOP implicit deflator % change 2.8 1.9 2.5 3.4 2. 2.1 2.0 2.2 1.8
GDP chn.-wt. price index 2.9 1.8 2.4 3.3 2.4 2.1 2.1 2.3 2.2
Gross Domestic Purchases
chn.-wt, price index 2.4 2.3 3.0 2.8 2.8 1.6 1.% 2.3 2.1
CPI 1.9 2.8 3.6 2.7 3.5 2.1 2.4 3.2 3.9
Ex. food and energy 2.9 2.9 3.1 3.3 3.3 2.8 2.7 2.7 2.7
ECI, hourly compensation} 3.0 3.4 3.3 2.9 2.9 2.6 2.6 2.9 3.2
Nonfarm business sector
Cutput per hour -1.8 1.0 1.7 -2.3 1.5 1.8 -1.2 1.9 0.6
Compensation per hour 2.9 1.3 1.8 2.9 4.0 3.1 4.0 3.4 3.9
Unit labor cost 4.9 0.3 0.1 5.3 2.5 1.9 5.2 1.5 3.3

1. Private-industry workers.
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Strictly Confidential <FR> REAL, GROSS DOMESTIC PRODUCT AND RELATED ITEMS, QUARTERLY VALUES Decamber 12, 1996
Clasg 1II FOMC (Seasonally adjusted, annual rate except =zs noted)
----------------- Projected - = - - = — = = - =@ — = = = - &4 - - -
. 1996 1986 1997 1997 1997 1997 1998 1958 1998 1938
Item Units Q3 04 Q1 Q2 Q3 Q4 Q1 Q2 Q3 04
EXPENDITURES
Nominal GDP Bill. § 7614.2 7658.0 7797.8 7883.7 7967.% B05Z2.7 H141.8 B225.8 §309.1 8395.6
Real GDP Bill. ch, $| 6931.4 6970.4 7006.8 7J047.4 7088.4 7127.6 T165.0 T199.3 7232.5 7265.9
Real GDP % change 2.3 2.3 2.1 2.3 2.3 2.2 2.1 1.9 1.9 1.3
Gross domestic purchases 3.6 1.9 2.6 2.7 3.1 2.5 2.3 2.1 2.4 1.9
Final salea 0.5 2.7 1.9 2.5 2.3 2.3 2.0 1.9 1.9 2.0
Priv. dom. final purchases 2.4 2.7 3.3 3.2 3.3 2.9 2.7 2.7 2.7 2.6
Personal cons. expenditures 0.6 3.2 3.4 3.0 3.0 2.5 2.3 2.2 2.1 2.1
Durables -1.8 6.9 6.4 4.1 5.4 3.6 3.3 2.8 2.3 zZ.4
Nondurablea 0.4 1.2 2.8 2.9 2.6 2.2 2.0 2.0 2.0 2.0
Services 1.3 3.5 3.1 2.8 2.7 2.4 2.3 2.2 2.1 2.1
Business fixed investment 16.9 5.0 4.1 6.3 4.7 5.4 5.6 5.6 6.0 6.0
Producers’ dur. equipment 20.4 4.2 6.4 8.3 6.2 7.0 7.3 7.3 7.7 7.8
Honres. structures 7.5 7.4 -2.3 0.5 0.5 0.6 0.4 0.5 0.5 0.5
Residential structures -5.% -9.8 -3.4 -2.8 0.8 9.7 Q.5 8.9 1.2 1.3
Exports -1.3 10.4 6.5 8.0 2.2 9.8 4.6 8.9 2.3 10.¢
Imports 9.7 3.9 10.0 %.5 7.4 10.6 5.4 5.4 6.0 9.1
Gov’t, cons. & investment -0.2 0.5 -1.1 1.2 1.5 1.1 -0.3 -0.2 1.2 -0.6
Faderal -3.4 -4.5 -7.0 -1.0 -0.2 ~1.6 -5.3 -4.9 -1.1 -6.1
Dafense -5.2 -5.3 ~3.9 -1.0 0.3 2.4 ~6.3 ~6.8 -1.0 -5.3
State & local 1.4 3.6 2.4 2.4 2.5 2.6 2.5 2.5 2.4 2.4
Change in bug. inventories Bill. Ch. $ 36.0 28.8 3L.7 28.9 30.5 30.1 32.3 32.5 32,4 30.5
Nonfarm 36.2 26.9 28.4 25.7 26.8 25.5 27.7 27.8 27.3 25.3
Net exports -139.2 -132.7 =-142.7 -149.1 -162.6 -168.5 -172.4 ~-177.3 -1B8.2 ~190.4
Nominal GDP % change 3.7 4.5 5.3 4.5 4.3 4.3 4.5 4.2 4.1 4.2
EMPLOYMENT AND PRODUCTION
Nonfarm payroll employmant Millions 120.0 120.4 120.8 121.3 121.7 122.1 122.5 122.8 123.1 123.4
Unemployment rate % 5.2 5.3 5.2 5.2 5.2 5.2 5.2 5.2 5.2 5.2
Industrial prod. index % change 4.4 2.2 4.1 2.8 2.7 2.9 3.3 3.1 2.% 3.2
Capacity util. rate - mfg. % 82.4 g8i.8 82.1 82.0 81.9% 81.8 81.8 81.8 81.8 B1.8
Housing starts Millions 1.48 1.41 1.40 1.38 1.38 1.37 1.36 1.36 1.38 1.36
Light motor vehicle sales 14.9% 14.80 15.03 15.01 14.91 14.8%9 14.84 14.74 14.67 14,50
North Amer. produced 13.30 13.06 13.27 13.24 13.13 13.11 13.08 13.00 12.85 1z2.90
Cther 1.65 1.73 1.76 1.77 1.78 1.78 1.76 1.74 1.72 1.7¢
INCOME AND SAVING
Nominal GNP Bill. § 7597.2 7687.3 7786.1 7B69.%9 7951.9% B8034.1 BLI23.6 8203.3 8285.3 8370.7
Hominal GNP % change 3.2 4.8 5.2 4.4 4.2 4.2 4.5 4.0 4.1 4.2
Nominal perscnal income 5.7 4.8 5.7 4.6 4.7 4.2 4.7 4.2 4.1 £.5
Real disposable income 4.9 1.9 4.6 2.6 2.5 1.8 3.5 1.6 1.4 1.8
Pexrsonal saving rate % 5.3 5.1 5.3 5.2 5.1 5.0 5.2 5.1 4.9 i.9
Corp. profits, IVA & CCAdj. % change 1.4 -8.7 17.5% -0.2 -3.0 -1.2 5.8 3.9 3.1 2.9
Profit ghare of GNP % B.7 8.4 8.6 8.5 8.4 8.2 8.3 8.3 8.2 8.2
{excluding FR banks} % B.4 8.1 8.3 8.2 8.1 8.0 8.0 8.0 8.0 8.0
Federal zurpl./daficit Bill. $ -120.2 =-101.6 ~131.2 -130.0 -%i28.5 -122.7 =-120.7 -111.% -105.8 -100.1
State & local surpl./def. 89.3 89.3 91.1 B9.5 86.6 80.7 79.3 78.2 76.5 72.2
e, goclal inz. funds 33.9 34.2 36.2 34.8 3z2.1 26.4 25.2 24.3 22.8 18.7
PRICES AND COSTS
GDP implicit deflator % change 1.3 2.2 3.1 2.1 2.0 2.0 2.3 2.2 2.2 2.3
GDP cbn.-wt. price index 1.9 2.5 3.2 2.3 2.3 2.3 2.6 2.5 2.6 2.7
Gross Domestic Purchases
chn.-wt, price index 1.8 2.6 2.6 1.9 2.1 2.2 2.5 2.4 2.5 2.5
CPI 2.3 3.3 3.0 2.3 2.6 2.7 2.7 2.7 2.8 2.8
Ex. food and energy 2.4 2.7 2.7 2.8 2.9 2.9 2.8 2.9 2.9 3.0
ECI, hourly compensnticnl 2.5 3.5 3.4 3.3 3.7 1.5 3.5 3.6 3.6 3.7
Nonfarm busineas sector
Output per hour ~0.9 0.6 0.4 0.7 1.2 1.2 1.1 1.0 1.0 1.0
Compensation per hour 3.4 4.0 4.0 3.5 3.7 i.8 3.6 3.6 3.6 3.6
Unit labor cost 3.4 3.3 3.6 2.8 2.5 2.6 2.5 2,6 2.6 Z.6

1. Private-industry workers.



1396

December 12,

CONTRIBUTIONS TO GROWIH IN REAL GROSS DOMESTIC PRODUCT AND RELATED ITEMS

1-20

Strictly Confidential <FR>

Class IX FOMC

~ M NY OYNHAd LVWOD M®Mm HaremMm OOoa
- P r e waae AR R Aen Tann M
oy MM MM eSO d DO0OO0OS Dod OCCOCOC OOo
o~ 2 DR ] T 1A ]
o
~ . DN WA WNMA OAAH MM wHOHM M
- R S R B T M S A A i PR
ol MM MM HO0O FAODO oM COOOD Goo
g3 _
~ MO AW MmMHANN N HA MO mMINMNN DN o
- Ve e e e e e T, R o Anean w9
ol M At HOOO COOOC ©0O CoOOOC oG o
”9 ] LI I B | LI |
™~ MW MY MMING VWWOO MEN NAdANMm Odd
o fe as emas wann NN gnan A
o MM MM H9C0 ©OO0O OrM COCOS GOO
P 1 T T
~ M M® HONO INOO WME Mmooom Hdo
o v e e e v e eSS
um MM 8N Neod 0000 20Wd 20000 ©eo
1 1
-~ M NP OWOH MO TOAM NRAOOM NMO
o e ete e PR i+ RN
o MM M NOQOH O0O0C COOH OOOCCC 00O
o T [ [
[ HE A MmMOBN NN HAN COMm Mnnoem N
by e s LN Ts NS RN o aunnen aadn
ag MM AN MO0+ DOO0C OOH COoOOGO COOoO
- [ 1 [
- oy N Iy 3 NONM L-5 N B} TFMND HAMNA L R
4 P es eeae walen WO% F A S A
oy M Nt NOOr 0000 OdC COOOC O0Q
- [ TF [
w " no - ™ HIN [l B By | b ] oMo ~SMm
& te e e emer eowiaie owiae SWAAERSONEN
ol MM O 002 HAS®SO Hod 0000 S dAro
- 1 1 L] [
w I~ - MOme L R RN L -RT-N ] L AR W - ¥y
= e T YT NN RN R as nan
af ¥ M MOOH S0680 ©OM €dGSGO oGS
- 1 1
@ G OO W AOMM HNMm M ONd
o . L N L. o nEaRno o nan anmann 8%
ag MM MM 000 MO0 HOoOMH COOO0 Hoo
- [ 7L b
n M SN O MANON MM oot SN ©
o fh ee e eee Sagn iy RN BAMNSN RO =
Ly 00 WA 0000 EOOS ©HO 000D HHO O
[ 1 11 1 [ I B LI [}
]
] .
® M o )
T a8 [= K [} ]
.M [ MD ] )
§ 3 E3.3 : i
H Dol ] o
3 o gogn 2
L} 2 3 Wy o <]
] H- 30 - @
L] ~ irhﬂ . ] b
m 3O w U g
3 . 9% g 1 ¢8 -
o o m w e @ o wA
H LI - | [ M- o o -1 hd
-] g - "AAamA @ oo =
o . cuﬁn M L at sfm -} —
sm v'd o 0 - Huwm HaAgo Q L]
. 0 A HD @mOwL Oda ® O ]
m o umui ns0d '] TR nm ol
L] TF 39He o0 gggu - -1
o w. OH ] TAZ G o ®
Be b smoa o N O ] 4 afm 3
83 93 §A%9 FAEF gi< k&4 fdb ¥
5] MP -] -] M & @ Zhk
m i - =]
$1 39 @ 8
H [

Components may not ewm to total due to rounding.



1996

Decembar 12,

CONTRIBUTIONS TO GROWTH IN REAL GROSS DOMESTIC PRODUCT AND RELATED ITEMS

grrictly Confidential <FR>

Clasa II FPOMC

[-21

~ MM AN VMNYO OO MEAd omEdm OO0D o
<3 e e aewe EUEESMIRN FR R S A
o N N 000 oc00Q OO QoOO0OO SO0 o
Ng 1 [ 1
~.a MEO MY Wl VWWOO NUM Hodrdm 000
-3 fr e a4 e wene LR mEnNT KEe A
al MOt o0 o000 @ord cosec &o0o o
- [ I | 1
o
o
~ . WD WA AWM oA NN YA OrMm A O
- LR i T T B S B A A D S
o MM o HOPO HMOOO ©0OOM CcOOOCO GOO o
g5 .
o RO ON AHTD A OO AT dMNNm HHo o
o e e e e e LIRS METE, o nEasn 8w .
ol M o HOQO OCO0O0 OrMe COOA0 O8O o
Lol ] ] 31 T
o o0 [= i Wt L N K- [ o =N =] wMmh [L K- R=R~N] [=N=N-] (o]
& o Lo T S R I A A A T .
a D HH M HAOOO O0COC OO0 COOOC OO o
L2 ] 1 [ |
=) AN AN MMYO VWWOO MmHYW OmMmom OO0 o
o s ea wese WS WNEogRAaea w89 9
oS M PN 900 D000 OFd COoOQOWG COO o
) LI I B
-] - L= ) vomh we oo o O Ammem o f=2
&, se ae w e s s LRSS REERN SenmoT o oRne =
oG Mt M HOOO DOOO ©O0O0 COoOOO 000 o
= ] o1 a
I~ ~Nw o) - r~m it Biwooo M MNn Mot m Ol (=]
o a . F PR - 4 o« . . .. . s 4 e o L
9@ NN MM HOoOO® QOO0 oM™ COOCOO0 GO0 ©
b} W 11 11
~ M MO HNNO WVNOS WMO MOOOoMm WMo o
& LR R T A R S R A
Hm MM N MOOH 0OO0C OC0Hd DOOCOG 000 o
0 T 1
"~ oF P~ W~ (= B -] (ol =0 ] - "M MO Om aANo L]
o e NLNORSNVL RRRS RN 9wt s [ S
o MM MM NoOOH ©OOoCC OCH CODO0O0 GOC o
(ol ] L T T 1 [ ]
™~ [N+ o~ Mmoo Wy oo m MO OoM ol el
& e ee e e RETTDORNAN ARERS AT o1
o NN HAN MOeH 0COD 0O0H 0ODCO DOG O
- T 1L
[ MR M NMONM UMY FAD dmedd SV o
o s s lale Taiies LRAETNORNAES o nAaaasT i
og M N0 NMCOrW 0000 OHMCe 00000 000 o
~l 1 F I O | 11 t
9
N
e W 1) o
m o o . [ u
m o o a @
L 33 a g
8% shal - g
o a B Hal o []
Q - - N - 9
] N irtm . g >
LI ERE: 2 g8 A
] - ®w @ H) Bi o w e
W g o L] o d .
o A Haw ® X ]
; vEmBE WL @4 b o WW m -
sm odd o - ['BL3] K o
. 3 He2HD wnoueyg oﬂt o @7 E3
m —~ "0 mmui wded o HH DO nm o
o Mw eﬁua o 2208 wt
9 w OH ] ] LE=-R- K x w
- > Bmoa - MO Wa o afm [
gu A~ HAZnD ewnZun o Pa n g -
o n mr ] E] e @ 38 O
o -V a . Bk
m L= 2
g “G Pa o
H [

Components may not sum te total due to rounding.



Strictly Confidential (FR) STAFF PROJECTIONS OF FEDERAL SECTOR ACCOUNTS AND RELATED ITEMS

Class II FOMC {Billions of dollars except as noted) December 12, 1996
Fiscal year® 1996 1997 1998
item 19952 19954 1997 1998 Q12 Q23 Q3b o4 +
UNIFIED BUDGET Not seasonally adjusted
Receiptsl 1355 1453 1525 1575 322 446 362 353 333 459 379 364 345 474 392 384
Qutlays! 1519 1560 1637 1692 3933 392 395 412 413 405 407 424 420 426 423 435
Surplus/daficit? ~164 -107 -112 -117 -72 54 -33 -59 -80 54 -28 -60 -75 43 -31 -51
On-budget -226 -174 -i81 -190 -B4 14 -36 -67 -93 13 -34 -£9 ~58 4 -37 -63
Of f-budget 62 67 68 73 12 39 2 8 13 431 5 9 13 44 7 12
Surplus excluding
deposit insurance? =182 =116 =120 -119% -75 52 -34 -65 -81 53 -29 -60 =15 48 -31 -52
Means of financing
Borrowing 171 130 126 146 80 -23 39 43 20 -35 37 46 22 -39 47 25
Cash decrease -2 -6 4 0 -1 -16 -6 13 11 -15 -5 10 10 -15 -5 10
Other? -5 -16 -18 -29 -7 -14 0 3 -12 -5 -4 3 ~-18 -3 =12 16
Cash operating balance,
end of period k1! 44 40 40 22 38 44 32 20 35 40 30 20 35 40 30
NIPA FEDERAL SECTOR Seasconally adjusted, annual rate
Receipts 1459 1544 1626 1683 1523 1576 1583 1625 1610 1626 1643 1660 1671 1690 1709 1728
Expenditures 1629 1683 1749 1798 1678 1702 1704 1727 1741 1756 1771 1783 1792 1802 1814 1828
Consumption expend. 455 458 461 462 454 463 462 461 459 461 463 463 463 461 463 438
Defense 304 303 302 305 29% 307 305 303 301 301 303 108 306 303 304 302
Nondefense 151 155 159 158 155 156 157 157 155 159 160 157 157 158 159 156
Other expenditures 1175 1226 1288 1335 1225 1239 1242 1266 1282 1296 1308 1320 1329 1341 1352 1369
Current account surplus -171 -139 -123 -115 ~155 -127 -120 -102 -131 -130 -128 -123 ~121 -112 -106 ~100
Gross investment 65 63 62 61 &5 66 64 63 61 61 62 63 62 61 61 60
Current and capital
account surplus =236 -202 -185 -177 -220 -192 -184 ~165 -192 -191 -1%0 -186 -182 ~172 -166 -160

FISCAL INDICATORS®

High-employment (HEB)

surplus/deficit ~268 -242 -236 ~249 ~246 -233 ~230 -217 -247 -250 -254 -253 ~250 -241 =236 -230
Change in HEB, percent

of potential CDP ] -.4 -.1 .2 .1 -.2 0 -.2 .4 0 0 Q 0 -.1 ~.1 -.1
Fiscal impetus (FI),

percent, cal. year -5.6 -1.7 -3.4 -5.5 1.3 1.8 -.2 -1,5 -1.9 -.2 Q -2.4 -1.9 -1.4 ~.4 -2

1. OMB's July 1996 deficit estimates (assuming the enactment of the President’s proposals) are $126 billion in FY97 and $94 billion in FY98,
CBO‘S April 1996 baseline deficit estimates are $171 billion in FY97 and %194 billion in FY98. Budget receipts, outlays, and surplus/deficit include
corresponding Social Security (OASDI} categories. The OASDI surplus is excluded from the on-budget deficit and shown separately as off-budget, as
classified under current law. The Postal Service deficit is included in off-budget vutlays beginning in FY¥90,

2. OMB’s July 1996 deficit estimates (assuming the enactment of the President’s proposals), excluding deposit insurance spending, are $134 billion
in FY97 and $96 billion in FY98. CBO’'S April 1996 baseline deficit estimates, excluding deposit insurance, are $175 billion in FY97 and $196 billion
in FY98.

3. Other means of fipancing are checks issued less checks paid, accrued items, and changes in other financial assets and liabilities,

4., HEB is the NIPA current and capital account surplus in current dollars, with cyclically sensitive receipts and outlays adjusted to the level
of potential output generated by 1.8 percent real growth and an associated unemployment rate of 6§ percent. Quarterly figures for change in HEB and
FI are not at annual rates. <Change in HEB, as a percent of nominal potential GDP, is reversed in sign. FI is the weighted difference of discretionary
changes in federal spending and taxes {in chained {1992) dollars), scaled by real federal consumption plus investment. For change in HEB and FI,
negative values indicate restraint.

5. Fiscal 1995 data for the unified budget c¢ome from OMB, fiscal 1996 and quarterly data come from the Monthly Treasury Statement and may not sum to
OMB fiscal year totals.

a--Actual.
b--Preliminary.
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Confidential FR Class IT

December 12, 1996
CHANGE IN DEBT OF THE DOMESTIC NONFINANCIAL SECTORS !
(Percent}
Nonfederal
Households ————— Memo:
Federal Home Consumer State and local Nominal
Total government Total Total mortgages credit Business governments GDP

Year
1986 12.1 13.6 11.7 11.4 13.8 9.2 12.2 10.8 5.0
1987 9.2 8.0 9.6 12.2 16.3 5.1 6.7 12,1 7.4
1988 9.0 8.0 9.3 9.6 10.9 8.6 9.7 6.5 7.6
1589 7.6 7.0 7.8 8.7 10.1 6.0 7.5 57 6.4
1990 6.6 11.0 53 7.9 10.1 2.0 i1 49 4.4
1991 4.4 11.1 2.4 5.0 6.6 -1.7 -1.7 82 3.8
1992 4.8 10.9 28 52 4.1 0.6 0.5 2.0 6.3
1993 5.3 8.3 4.2 6.4 5.5 1.7 14 57 4.8
1994 5.0 4.7 5.1 8.7 6.7 14.6 36 -3.7 5.9
1995 5.5 4.1 6.0 82 63 14.3 6.2 -44 38
1996 52 3.8 5.7 7.4 7.5 7.3 5.2 -0.7 4,7
1997 47 34 5.1 5.7 6.3 4.7 5.7 0.1 4.6
199¢ 4.7 3.2 53 56 6.1 5.1 57 1.7 43
Quarter (seascnally adjusted annual rates)
1995:1 6.4 7.1 6.2 8.2 6.5 13.9 6.9 -4.9 38

2 6.5 5.2 6.9 8.2 6.0 15.1 7.6 -0.8 3.1

3 43 24 4.9 8.8 7.1 14.7 4.4 -10.0 6.0

4 4.3 1.6 5.3 6.8 4.8 10.7 5.3 -19 2.3
1996:1 6.3 6.6 6.2 9.2 9.6 11.6 4.5 -1.2 4.2

2 4.9 1.7 6.1 7.7 7.2 7.5 4.8 28 6.5

3 4.7 4.3 4.8 6.3 6.4 59 6.0 71 36

4 4.4 2.5 5.1 5.6 6.2 35 5.0 27 4.6
1997:1 53 59 5.0 54 6.1 4.1 5.8 -0.3 53

2 42 14 52 5.6 6.1 4.5 5.6 1.7 4.5

3 44 3.6 4.7 5.6 6.2 4.8 5.5 34 4.3

4 4.5 2.6 5.2 57 6.2 52 5.3 22 4.3

1. Data after 1996:03 are staff projections. Changes are measured from end of the preceding period to
end of period indicated except for annual nominal GDP growth, which is calculated from Q4 1o Q4.
On a monthly average basis, total debt grows 5.1 percent in 1996, 4.7 percent in 1997, and 4.8 percent in 1998,
Federal debt rises 3.7 percent in 1996, 3.4 percent in 1997, and 3.6 percent in 1998.
Nonfederal debt increases 5.6 percent in 1996, 5.1 percent in 1997, and 5.3 percent in 1998.

2.6,3 FOF
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Confidential FR Class I{

December 12, 1996
FLOW OF FUNDS PROJECTIONS: HIGHLIGHTS !
(Billions of daollars)
Calendar year 1996 ~— 1997 —
1993 1994 1995 1996 1997 1998 Q1 Q2 (%) Q4 H1 H2
Net funds raised by domestic
nonfinancial sectors
1 Total 6483 5763 646.6 6525 586.6 6339 7893 6717 5720 5711 616.7 556.4
2 Net equity issuance 21.3 -44.9 -73.3 -66.9 -97.9 -36.5 -85.2 -16.0 -98.4 -68.0 790  -116.8
3 Netdebt issuance 6270 621.2 7204 7194 6845 7254 8745 6937 6704  639.1 6957  673.2
Borrowing sectors
Nonfinancial business
4  Financing gap 2 8 24 517 16.0 44.0 71.0 5.1 25 304 259 36.6 51.4
5 Net equity issuance 213 -44.9 -73.8 -66.9 -97.9 -86.5 -85.2 -16.0 -98.4 -68.0 -79.0  -116.8
6 Credit market borrowing 52.7 1364 2415 2152 2483 2619 1862 2027 2559 2159 2515 2450
Houscholds
7 Net borrowing, of which: 2559 3724 383 3724 3066 3212  461.0 3984 3297 3006 2986 3146
8  Home mortgages 153.7 198.1 1984 2339 2277 2352 3224 2495 2237 2202 1227 2327
9  Cossumer credit 61.5 1263 141.6 82.9 57.5 65.8 131.5 87.8 702 420 52.5 62.5
10 DebvDPI (percent) 3 86.6 389 $1.0 93.5 94.5 93.5 929 9338 540 94.4 94.2 94.7
State and local governments
11 Netborrowing 62.3 -43.4 -48.6 =17 0.6 17.8 -12.8 301 -16.5 28.2 7.8 -6.7
12 Current surplus # 106.7 103.4 1084 109.2 107.7 100.6 1173 111.8 101.0 1067 109.7 105.6
Federal government
13 Net borrawing 256.1 1559 1444 139.5 1290 1246 2399 624 1613 94.3 13717 1203
14 Net botrowing {guanerly, n.s.a.) 256.1 1558 1444 139.5 129.0 1246 80.5 -23.5 39.3 43.1 45,5 83.5
15 Unified deficit (guarterly, n.s.a.) 226.3 185.0 146.3 1106 113.0 108.1 72.0 -53.7 333 59.1 25.3 57.5
16 Funds supplied by depository institutions 140.6 1982 2746 2204 2089 2199 1779 2700 2491 1847 2123 2055
Memo: (percent of GDP)
17 Domestic nonfinancial debt 3 186.4 185.3 186.4 188.2 188.6 189.3 188.4 188.1 188.7 188.7 188.5 188.8
18 Domestic nonfinancial berrowing 9.6 9.0 9.9 9.5 8.4 8.8 11.8 9.2 8.8 83 89 g4
19  Federal government 3 39 22 2.0 1.8 1.6 1.5 3.2 0.8 2.1 12 1.8 1.5
20 Nonfederal 5.7 6.7 7.9 N 7.0 73 8.5 3.4 6.7 7.1 7.1 6.9

1. Data after 1996:Q3 are staff projections.

2. For corporations: Excess of capital expenditures over U.S. internal funds.

3. Average debt levels in the period (computed as the average'of period-end debt positions} divided by nominal GDP.
4. NIPA surplus less changes in retirement fund assets plus consumption of fixed capiral,

5. Excludes government-insured mortgage pool securities.

2.64 FOF
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TNTERNATTONAI _DEVELOPMENTS

Recent Developments

The weighted-average foreign exchange value of the dollar in
terms of the other G-10 currencies has increased about 2 percent on
balance since the November FOMC meeting. The dollar has risen
somewhat more againsgt the mark and the French franc, partly in
reaction to statements by French and German officials concerning the
undervaluation of the dollar against those currencies. The mark and
franc may also have been depressed by Italy’s return to the ERM
currency arrangement on November 24 and somewhat improved prospects
for Italy's inclusion in the first round of EMU. These developments
bolstered the lira but also raised fears about the ultimate strength
of the euro.

The dollar has rigen 1-1/2 percent against the yen, which
weakened when a lackluster Tankan report for October and other data
releases geemed to further reduce the prospects for a firming action
by the Bank of Japan any time soon. The Canadian dollar and the
pound also depreciated moderately against the dollar.

Fereign long-term interest rates moved in a wide range,
particularly late in the period, but ended about unchanged on
average. Japanese long-term rates fell 20 basis points, Canadian
rates rose 30 basis points, and those of major European countries
were little changed on balance. Short-term rates declined further
in Italy, rose moderately in Canada, and were little changed in
other major countries.

Stock prices in the major foreign industrial countries
generally rose early in the period, fell sharply immediately after
Chairman Greenspan’'s remarks on December 5 concerning “irrational
exuberance” in asset values, and subsequently recovered some of
thoge declines. Continental European stock markets finished up 1 to
3 percent on balance, while British stocks fell glightly and

Japanese stocks were down 3 percent.

The Desk did
not intervene.

Output growth in the foreign G-7 countries picked up on
average in the third quarter from the modest pace recorded in the
first half of the year but appears to have moderated a bit in the
fourth quarter. Japan was an exception to this general pattern, as

GDP growth was sluggish in the third quarter, with a decline in

I-25
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private consumption nearly offsetting substantial increases in
government consumption and exports. However, Japan’'s industrial
production and orders picked up strongly in October. German GDP
advanced 3.3 percent at an annual rate in the third quarter, led by
a surge in exports. Industrial production dipped in September and
October, suggesting that growth is likely to have slowed in the
fourth quarter. However, orders and indicators of business
confidence strengthened in October. French GDP grew at a 3-3/4
percent rate in the third quarter following a sluggish second
quarter, with private domestic expenditures as well as net exports
contributing to the pickup. However, consumption of manufactured
goods turned down in October with the expiration of a government
subsidy on car purchases. Robust consumer expenditures pushed GDP
growth in the United Kingdom above 3 percent in the third quarter as
well, but retail sales grew only moderately in October. Canadian
GDP also advanced at a rate of more than 3 percent in the third
quarter, as strong investment growth more than offset gignificant
declineg in net exports and government spending:; preliminary
indicators for the fourth quarter suggest a more moderate pace of
expansion.

Inflation in the foreign G-7 countries has remained generally
low. Recent twelve-month rates of consumer price inflation have
been running near zero in Japan and between 1-1/2 percent and 1-3/4
percent in Germany, France, and Canada. Italian inflation dropped
gsignificantly further, to 2-1/2 percent in November, and U.K.
underlying inflation picked up to 3-1/4 percent in October-November.

Activity in key developing countries has been robust on
average. In Latin America, growth rose sharply in the third
quarter, with that in Mexico and Brazil coming in considerably
stronger than was generally expected; GDP was up 7-1/2 percent over
its year-earlier level in Mexico and 6-1/2 percent in Brazil and
Argentina. In Asia, growth has moderated somewhat from the gtrong
pace recorded for 1995,

The nominal deficit in U.S. international trade in goods and
services widened significantly in the third quarter as exports
declined and imports rose moderately. Shipments of gold and
aircraft more than accounted for the decline in exports. Most other
categories of exports were little changed, with the notable
exception of automotive shipments, which rose somewhat. Consumer
goods and automotive products accounted for most of the risge in
imports.
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Prices of both exports and non-o0il imports extended their
recent downtrend through October, with agricultural export prices
dropping further and a broad array of import categories registering
declines. The price of imported o©il rose another 6 percent in
October to a level 37 percent above that in October 1995.

Spot o0il prices declined ahead of the return of Iraq to the
market on December 10 and declined substantially further
gubsequently. Spot prices had risen considerably in late November,
partly because of strike-induced digruptions to French refineries.
On balance, the WTI spot price has declined $0.50 per barrel since
the November FOMC meeting and is currently trading at $23.60 per
barrel; the contract for March delivery has declined $0.60 per
barrel to $22.75.

SUMMARY OF STAFF PROJECTIONS

{Perrent change from end of nrevinns period)

------------ Projection-----------

1996 1897 1998
H1 Q3 Qb

Foreign output 2.9 4.3 3.5 3.9 3.7
Previous 3.1 3.5 3.6 3.9 3.6
Real exports 3.7 -1.3 10.4 6.6 6.4
Previous 3.7 0.4 11.7 6.7 6.3
Real imports 1.3 5.6 5.9 9.4 7.5
Previous 10.3 8.7 7.3 8.3 7.2

Qutlook

The staff projects that growth of real GDP in our major
trading partners (weighted by U.S. nonagricultural export shares)
will pick up to a 3-3/4 to 4 percent annual rate during 1997-98.
This cutlook is little changed from that in the November Greenbook.
The projected path of the dollar is higher than it was in November
and has led us to mark down the path of real net exports a bit. The
effects of some residual seasonality and the CAW/UAW auto strike
lead us to expect that real net exports will rise somewhat in the
fourth quarter. Beyond the current quarter, however, we see net
exports resuming their downtrend and subtracting 0.5 percentage
point from the GDP growth rate during 1997, about two-tenths more
than we projected in November.

The dollar. We project the foreign exchange value of the
dollar in terms of the other G-10 currencies to remain little

changed from its recent levels throughout the forecast period. This



path is higher than that in the November Greenbook and 3 percent
higher than in the September Greenbook. We expect that the CPI-
adjusted value of the dollar in terms of the currencies of key
developing countries will depreciate at a moderate rate throughout
the forecast period.

Foreign G-7 countries. We project real GDP in the foreign G-7
countries (weighted by U.S. nonagricultural export shares) to expand
at an annual rate of around 2-3/4 percent during 1997 and 1998,

Stimulus te private domestic demand from declines in interest rates
should support moderate GDP growth in most countries despite ongoing
fiscal contraction. On the whole, this outloock 18 the same as that
in November, though there have been some offsetting changes across
countries.

Real GDP growth in Germany and France is projected to average
a little more than 2 percent at an annual rate over the forecast
period, with the composition of spending shifting from net exports
to private domestic demand, particularly investment. Both countries
are expected to reduce their budget deficits to near 3 percent of
GDP next year. Because the recent decline in Italian interest rates
probably will not be enough to offset the relatively large fiscal
contraction projected in that country, we expect Italian GDP growth
to be sluggish--a rate in the viecinity of 1-1/2 percent--over the
forecast period.! We expect the recent strong growth of final
domestic demand in the United Kingdom to heold up through 1997 and
then to slow a bit in 1998 in response tc a rise in interest rates.

Real GDP growth in Japan is expected to be boosted in the
first quarter of 1997 by consumer spending in anticipaticn of the
planned increase in the consumption tax on April 1; growth should
slow after the tax takes effect. We project that Japanese net
exports will continue to make a positive contribution to GDP growth
in response to past depreciation of the yen. However, prospects for
a larger fiscal contraction than we had previously assumed have led
us to reduce Japanese GDP growth for 1997 by several tenths. In
Canada, robust investment stimulated by past declines in interest
rates 1s expected to sustain moderate GDP growth in the face of

ongoing fiscal cuts.

! One cannot rule out the posgsibility that even sharper budget

cunts will be forthcoming., Under current policies, Italy will probably
not be able to get its budget deficit much below 4 percent of GDP in
1997 (even at that level, the improvement in the deficit from the 1996
level would amount to 3 percent of GDP).



We forecast that average consumer price inflation for the
foreign G-7 countries (weighted by bilateral U.S. import shares)
will rise, from a little less than 1-1/4 percent thig year to about
1-1/2 percent next year as the Japanese price level jumps because of
the rise in the consumption tax. Average inflation in the foreign
G-7 countries is expected to move back below 1-1/4 percent in 1998.

We asgume that average short-term market interest rates in the
major foreign industrial countries will decline somewhat in the near
term, with Italy accounting for most of the drop. Rates in most
countries begin to rise by late next year and during 1998 as the
economic expansion abroad progresses. One exception is Italy, where
we aggume rates decline further through 1998. Long-term rates
abroad on average are projected to remain little changed from recent
levels over the forecast period, with sizable further declines in
Italy offsetting increases in Japan.

Other countries. Real GDP of major U.S. trading partners
among developing countries (weighted by U.S. exports) is projected
to grow about 5-3/4 percent per year during 1997 and 1998, a bit
faster than in 1996, Most of the pickup reflects faster growth in
Venezuela, which is expected to recover from this year’s recession,
and moderate acceleration in Singapore and several other Asgian
countries. Real GDP in Latin America is expected to continue to
expand at about a 4-1/2 percent rate during 1997-98. We project
Mexican GDP to grow about 4-1/2 percent per year over the forecast
period, about the same as in 1996. We expect Asian growth to rise
from 6 percent this year to 6-3/4 percent over the next twe years as
monetary policy is eased in some countries and as the negative
effects of past currency appreciations against the yen diminish.

U.S. trade in goods and servicesg. We project growth of

exports of real goodg and services to strengthen from 4 percent
during 1996 to about 6-1/2 percent during 1997 and 1998. The
projection for the next two years is about the same as in November;
weaker outlooks for "core" exportg (nonagricultural exports of goods
excluding computers and semiconductors) and for service exports are
offget by stronger growth in exports of semiconductors.

In the fourth quarter, total exports are expected to rebound
from their decline in the third quarter, boosted by the return of
aircraft shipments to more normal levels and by a residual seasonal
increasge in other categories that more than offset a decline in auto
gshipments to Canada associated with the CAW/UAW strike.

Qur projection for the growth of core exports has been revised

down a bit because of the higher path of the dollar. Nevertheless
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growth of these exports should pick up in 1997, compared with its
average rate in 1996, because of stronger growth abroad and recovery
of automotive exportg from strike-depressed levels in the fourth
quarter of 1996. Exports of computers are expected to continue
growing rapidly in real terms. Exports of semiconductors are
projected to recover from thelr slump earlier this year at a faster
rate than we had projected in November because of reports of
strengthening orders.

Growth of real imports of goods and services igs projected to
slow somewhat over the forecast period from the rapid rate observed
earlier this year as the growth of U.S, domestic demand slows. The
decline is less than projected previcusly because of the higher
level of the dollar in this forecast.

We expect import growth te slow in the fourth quarter
primarily ag a result of the auto strike. We believe the sgtrike
depressed imports by more than exports and that shortfalls in both
will be made up in the first quarter. Beyond the near-term, we
expect total import growth to pick up a bit in 1997 relative to 1996
ag imports of semiconductors resume strong growth in real terms
after declining this year. Imports of computers should continue to
expand rapidly, and oil imports will rise a bit faster than U.S.
economic activity as U.S. o1l production trends down. Imports of
other ("core") goods and of services will be stimulated by declines
in the relative prices of importsg in 1997 and less so in 1988,

0il prices. In light of movements in spot o0il prices over the
past month, we have raised the projected price of imported oil for
the fourth quarter about $0.30 per barrel, to a little more than
$21.50 per barrel. Thereafter, the import price is projected to
return to 318 per barrel by the second quarter and to $17 per barrel
by the fourth quarter of 1997, a level consistent with $19.50 per
barrel for WTI. The near-term declineg come a bit sooner than in
our previoug projection in light of the earlier return of Iraqgi
shipments. We assume that increases in o0il production will be
sufficient to hold oil prices about unchanged from their end-of-19%7

levels during 1998.



SELECTED PRICE INDICATORS
(Percent change from end of previous period except as noted, AR)

----- Projection--------

1996 1997 1998
HI Q3 Q4 —
Ag. exports’ 18.4 -12.99 -11.33 -2.05 4.07
Nonag. exports’ -2.4 -2.38 1.28 0.59 1.58
Non-oil imports’ -3.4 -3.15 -1.60 -0.42 0.83
0il imports
{(Q4 level, $/bl) 19.52 19.57 21.55 17.00 17.00

1. NIPA chain-weighted basis, including computers and

semiconductors.

Prices of non-oil dimports and exports. Prices of

nonagricultural exports, held down by price declines for computers
and semiconductors, should be little changed over the second half of
this year and should rise only slightly over the remainder of the
forecast periocd. Prices of agricultural exports are projected to
decline moderately through most of next year before turning up in
1998. We anticipate that the prices of non-oil imports will decline
about cne-half percent during 1997 and then rise only sglightly in
1998 as inflation abroad remains very low.

Nominal trade and current account balances. The nominal
trade deficit on goods and services ig projected to narrow somewhat
in the near term from its third-quarter level of $135 billion and
then to widen to $145 billion by 1998. The balance on net
investment income is projected to deteriorate slightly as well.
Accordingly, the current account balance should move from a deficit
of about $190 billion in the third quarter tc more than $200 billien
in 1998. This projection for 1998 is nearly $30 billion larger than
that in the November forecast, with roughly two-thirds of the
deterioration in goods and services and the remainder in investment

income and transfers.



Strictly Confidential (FR) Class II-FCMC

QUTLOOK FOR FOREIGN REAL GDP AND CONSUMER PRICES: SELECTED COUNTRIES
{Percent, Q4 to Q4)

---~ Projected ----

Measure and Country 1950 1991 1992 1993 1594 1985 1996 1997 1998
REAL GDP
Canada -1.9 0.0 0.5 3.1 4.9 0.7 2.0 3.2 3.1
France 1.5 1.3 0.0 -0.6 4.2 0.4 1.9 2.4 2.1
Germany {1) 6.8 3.3 1.0 ~0.4 3.7 1.1 2.2 2.1 2.3
Italy 0.5 1.9 ~0.8 -0.0 2.6 2.4 G.5 1.2 1.8
Japan 5.1 2.5 0.1 0.4 0.8 2.6 2.7 2.3 2.2
United Kingdom -0.7 ~1.5 0.3 2.8 4.2 1.9 2.6 3.1 2.4
Average weighted by 1987-89 GDP 2.7 1.6 0.2 0.6 2.8 1.8 2.1 2.3 2.3
Average weighted by share of

U.8. nonagricultural exports

Total foreign 2.4 2.5 1.9 3.0 5.0 1.8 3.4 3.9 3.7

Foreign G-7 0.7 6.8 0.3 1.8 3.8 1.3 2.2 2.8 2.7

Developing Countries 6.0 6.1 4.8 5.3 6.9 2.4 5.4 5.8 5.8
CONSUMER PRICES
Canada 4.9 4.1 1.8 1.8 0.0 2.1 1.8 1.3 1.3
France 3.5 1.0 1.8 2.1 1.6 1.9 1.5 1.7 1.8
Germany (1) 3.0 4.0 3.4 4.2 2.6 1.7 1.4 1.5 1.6
Italy 6.4 6.2 4.8 4.2 3.8 5.8 2.8 2.5 2.8
Japan 3.2 3.2 0.9 1.2 0.8 -0.8 -0.0 1.5 0.2
United Kingdom (2) 9.2 5.7 3.7 2.7 2.2 2.9 3.3 2.7 3.0
Average weighted by 1987-89 GDP 4.7 4.1 2.4 2.5 1.8 1.7 1.5 1.8 1.5
Average weighted by share of

U.5, non-oil imports 4.3 3.9 1.9 2.0 1.0 1.1 1.2 1.6 1.1

1. West German CPI through 1991, All German thereafter.
2. CPI excluding mortgage interest payments, which is the targeted inflation rate.
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Strictly Confidential (FR)}) Class II-FOMC

OUTLOOK FOR FOREIGN REAL GDP AND CONSUMER PRICES: SELECTED COUNTRIES
(Percent, quarterly change at an annual rate)

—————————————————————— Projected ~~-—---mmmmmee e
1996 19 1998
Measure and Country Q1 Q2 Q3 Q4 QL1 Q2 Q3 Q4 Ql Q2 Q3 Q4
REAL GDP
Canada 1.1 1.2 3.3 2.5 3.5 2.9 3.0 3.2 3.1 3.1 3.1 3.1
France 4.6 -0.6 3.7 0.0 2.5 2.2 2.4 2.3 2.1 2.2 2.2 2.1
Germany (1) -1.6 6.0 3.3 1.4 2.2 1.9 2.1 2.3 2.3 2.3 2.3 2.3
Italy 1.7 -1.6 2.0 -0.2 1.5 1.5 1.0 1.0 1.5 1.5 2.0 2.0
Japan 8.4 =-1.1 0.4 3.3 3.7 1.3 2.1 2.0 2.4 2.3 2.1 2.0
United Xingdom 2.3 1.9 3.1 3.1 3.2 3.2 3.0 2.8 2.6 2.4 2.4 2.2
Average weighted by 1987-89 GDP 3.7 0.6 2.2 1.9 2.9 1.9 2.2 2.2 2.3 2.2 2.3 2.2
Average weilghted by share of
U.S. nonagricultural exports
Total foreign 3.9 2.1 4.3 3.5 4,0 3.7 3.8 3.9 3.9 3.8 3.7 3.6
Foreign G-7 2.7 1.0 2.7 2.4 3.3 2.4 2.6 2.7 2.7 2.7 2.7 2.5
Developing Countries 6.9 2.5 6.9 5.4 5.8 5.9 5.8 5.8 5.8 5.8 5.7 5.7
CONSUMER PRICES (2)
Canada 1.4 1.4 1.4 1.8 1.6 1.3 1.6 1.3 1.3 1.3 1.3 1.3
France 2.1 2.4 1.8 1.5 1.9 1.8 1.7 1.7 1.8 1.8 1.8 1.8
Germany (1) 1.6 1.5 1.4 1.4 1.4 1.5 1.5 1.5 1.5 1.6 1.6 1.6
Italy 5.0 4.2 3.4 2.8 2.7 2.8 2.5 2.5 2.8 2.8 2.8 2.8
Japan -0.3 0.1 0.0 -0.0 0.0 1.5 1.5 1.5 1.5 0.1 0.2 0.2
United Kingdom (3) 2.9 2.8 2.9 3.3 3.2 3.0 2.8 2.7 2.7 2.8 3.0 3.0
Average weighted by 1987-89 GDP 1.7 1.7 1.5 1.5 1.5 1.9 1.8 1.8 1.9 1.4 1.5 1.5
bverage welighted by share of
U.S. non-oil imports 1.1 1.2 1.1 1.2 1.1 1.6 1.7 1.6 1.6 1.0 1.1 1.1

1. West German CPI through 1991, all German thereafter.

2. Year/Year changes. .
3. CPI excluding mortgage interest payments, which is the targeted inflation rate.
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Scrictly Confidential (FR) Class II-FOMC
QUTLOOK FCR U.S. INTERNATIONAL TRANSACTIONS

——————— Projected --—----
19480 1991 1992 1993 1994 1995 1996 1997 1998
NIPA REAL EXPORTS and IMPORTS
percentage point contribution to GDP growth, Q4/04

Net Goods & Services 0.6 0.4 -0.4 -0.7 -0.4 0.3 -0.7 ~-0.5 -0.3
Exports of G&S 0.6 0.8 0.4 0.5 1.0 0.8 0.5 0.8 0.8
Inports of G&S -0.1 ~0.4 ~0.8 -1.1 ~-1.4 -0.5 -1.2 -1.3 -1.1

percent change, 04/Q4

Exports of G&S 7.2 8.6 4.1 4.8 9.9 7.4 4.0 6.6 6.4
Services 8.9 7.1 -0.9 3.9 4.8 5.1 1.2 2.6 2.5
Agricultural Goods -7.3 10.1 10.4 -5.4 17.1 -3.1 -2.8 2.1 4.1
Computers 12.3 21.7 25.2 22.7 28.8 49.4 30.7 29.9 28.7
Semiconductors 61.5 4.8 4.8 45,1 68.7 29.7 0.2 26.2 26.2
Other Goods 1/ 6.0 7.0 2.3 3.6 7.4 5.2 3.8 4.5 3.1

Imports of G&S 0.5 4.0 7.5 10.5 11.8 4.2 9.0 9.4 7.5
Services 5.8 ~2.7 1.5 3.6 0.8 4,1 4.8 3.4 2.8
011l -15.8 8.1 12.1 10.1 -0.2 0.9 6.9 4.9 4.1
Computers 2.9 35.9 45.1 33.8 37.3 43.8 24.5 27 .4 23.9
Semiconductors 60.9 55.3 42.0 44.9 47.4 57.1 ~9.9 26,2 26.2
Other Goods 2/ -0.3 2.5 5.4 9.4 12.5 -1.2 9.9 7.8 5.0

in billions of chained 1992%

Net Goods & Services -61.9 -22.3 -29.5 ~-72.0 -105.7 -107.6 -122.7 -155.7 -182.1
Exports of G&S 564.4 589.9 639.4 658.3 712.0 775.4 818.8 868.6 923.4
Imports of G&S 626.3 622.2 668.9 730.2 817.6 883.0 941.5 1024.3 1105.5

in billions of dellars
US CURRENT ACCOUNT BALANCE -94.7 ~9.5 -62.6 -99.,9 -148.4 ~-148.2 -169.4 -185.6 -206.6

Net Goods & Services (BOP) -80.3 -29.,9 -38.3 -72.0 -104.4 -105.1 -119.1 -131.3 -145.0
Exports of G&S (BOP) 536.8 580.7 617.7 643.0 698.3 786.5 829.7 871.1 927.5
Imports of G&S (BOP) 617.1 610.6 655.9 715.0 802.7 891.6 948.8 1002.4 1072.9

Net Investment Income 20.9 1%.9 11.2 9.7 -4.2 -8.0 -9.9 -16.8 -24.1
Direct, Net 55.9 55.6 51.6 55.9 47 .4 57.5 61.9 68.0 70.2
Portfolio, Net -35.0 -39.8 -40.4 -46.2 -51.6 -65.5 -71.7 ~84.9 -94.3

Net Transfers ~35.2 4.5 -35.5 -37.6 «39.9 -35.1 -40.4 -37.5 -37.5

1/ Merchandise exports excluding agricultural products, computers, and semiconductors.
2/ Merchandise imports excluding oil, computers, and semiconductors.
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Strictly Confidential

{FR} Class I1I-FOMC

OUTLOOK FOR U.S. INTERNATIONAL TRANSACTIONS

1993 1994 1995
Q1 Q2 Q3 014 Q1 02 Q3 o1:1 Q1 Q2 Q3 Q4
NIPA REAL EXPORTS and IMPORTS
percentage point contribution toc GDP growth
Net Goods & Services -1.1 -0.5 -0.3 0.4 -1.1 0.1 1.2 1.0 -1.1 ~0.6 -1.4 0.4
Exports of G&S -0.2 1.6 1.0 1.7 0.3 0.7 1.2 1.2 0.2 0.7 -0.2 1.2
Imports of G&S -0.9 -2.1 -1.3 ~-1.2 -1.4 -0.6 0.0 -0.2 -1.3 ~-1.3 -1.3 -0.8
percent change, ©Q4/Q4

Exports of G&S ~-1.6 15.9 9.7 16.5 2.6 5.9 10.8 10.6 1.8 5.7 -1.3 10.4
Services 0.8 9.7 3.4 5.5 -1.,1 4.0 18.7 -0.3 2.7 2.8 -3.8 3.3
Agricultural Goods -24.4 6.8 43.0 62.9 -0.6 -19.8 16.4 -4.9 9.3 -33.7 9.1 13.0
Computers 24.5 16.6 27.6 48.6 33.0 30.1 79.0 61.0 58.7 21.0 18.3 28.7
Semiconductors 131.4 16.2 45,8 106.7 43.6 1%.9 28.8 27.6 -0.0 -20.7 2.6 23.9
Other Goods 1/ -6.6 20.2 6.6 11.1 0.1 7.6 0.6 13.3 -4.2 13.9 -3.7 10.5
Imports of G&S 8.2 18.4 10.7 10.3 11.2 4.5 -0.0 1.6 10.7 10.0 9.6 5.9
Services 1.8 7.5 -1.6 -4.0 21.7 -6.7 5.8 -2.4 13.0 1.3 2.7 2.9

0il -8.6 27.2 33.5 -36.2 -2.4 5.3 22.0 ~17.2 -22.2 59.9 7.2 -2.2
Computers 45.0 30.9 24.8 49.9 29.6 31.9 64.7 51.8 27.7 23.0 23.7 23.9
Semiconductors 65.3 7.3 43.4 85.8 49.3 61.0 76.4 43.6 4.6 ~38.5 ~15.0 26.2
Cther Goods 2/ 7.0 19.9 9.5 14.1 6.9 2.4 -10.9 -2.3 12.1 11.6 12.0¢ 4.3

in billions of chained 19928
Net Goods & Services -99.,3 -107.3 -111.7 -104.3 -122.,5 -121.4 -101.5 -84.9 -104.1 -114.8 -139.2 -132.7
Exports of G&S 677.6 703.1 719.6 747.6 752.3 763.2 783.0 803.1 806.7 817.9 815.1 835.5
Imports of G&S 777.0 810.4 831.3 851.9 874 .9 884.6 884.5 888.C 910.8 932.7 954.3 968.2
in billions of dollars

US CURRENT ACCOUNT BALANCE -118.8 -144.1 -160.0 -170.6 -156.2 -163.9 -150.8 -121.7 =-139.5 -160.8 =~191.8 -~185.4
Net Goods & Services (BOP) -90.8 -103.5 -113.8 -109.4 =-118.1 -127.3 -97.3 -77.6 -846.9 -114.3 =-135.3 -~129.%
Exports of G&S (BOP) 662.3 586.1 708.3 736.5 755.9 778.9 796 .8 814 .5 820.6 836.0 822.1 840.2
Imports of G&S (BOP) 753.1 789.6 822.1 845.9 874.0 906.2 894.2 892.0 917.5 950.3 857.5 970.12

Net Investment Income 4.7 -2.5 ~6.,4 -12.4 -3.6 -3.4 ~17.4 -7.6 1.0 -9.1 ~18.8 ~12.6
Direct, Net 48.5 46.0 47 .4 46.9 57.4 59.9 51.3 61.3 66.1 59.2 56.3 65.9
Portfolio, Net -44.8 -48.5 ~53.7 -59.3 ~-61.0 -631.3 -68.7 -68.9 -65.0 -68.3 -75.1 -78.5

Neft Transfers -32.7 -38.0 -39.9 -48.9 -34.86 -33.2 -36.0 -36.6 -43 .6 -37.5 -37.7 -43 .0

1/ Merchandise exports excluding agricultural products,
2/ Merchandise imports excluding oil,

computers, and semiconductors.

computers, and semiconductors.

cel



Strictly Confidential (FR}

Class II-FOMC

OUTLCOK FOR U.S. INTERNATIONAL TRANSACTIONS

————————————————————————————— Projected ——-mmermmmmm e e e
1996 1997 1988
Ql Q2 Q3 Q4 QL Q2 Q3 Q4 Qi Q2 Q3 Q4
NIPA REAL EXPORTS and IMPORTS
percentage point contribution to GDP growth

Net Goods & Services -1.1 -0.6 ~1.4 0.4 ~-0.6 -0.4 -0.8 ~-0.3 -0.2 -C.3 -0.6 -0.1
Exports of G&S 0.2 0.7 ~0.2 1.2 0.8 0.9 0.3 1.2 0.6 1.1 0.3 1.2
Imports of G&S8 -1.3 -1.3 -1.3 -0.8 -1.3 -1.3 ~1.0 -1.5 -0.8 -1.4 -0.9 -1.4

percent change, Q4/04

Exports of G&S 1.8 5.7 ~1.3 10.4 6.5 8.0 2.2 9.8 4.6 8.9 2.3 10.0
Services 2.7 2.8 ~3.8 3.3 2.1 2.8 2.8 2.7 2.7 2.7 2.4 2.1
Agricultural Goods 5.3 -33.7 9.1 13.0 -4.1 4.4 4.4 4.1 4.0 4.0 4.0 4.1
Computers 58.7 21.90 18.3 28.7 311 31.1 28.7 28.7 28.7 28.7 28.7 28 .7
Semiconductors -0.0 -20.7 2.6 23.9 26.2 26.2 26.2 26.2 26.2 26.2 26.2 26.2
Cther Goods 1/ -4.,2 13.9 ~-3.7 10.5 5.6 6.6 -3.5 9.8 0.2 7.6 ~-4.2 9.4

Imports of G&S 10.7 10.0 9.6 5.9 10.0 9.5 7.4 10.6 5.4 9.4 6.0 9.1
Services 13.0 1.3 2.7 2.9 4.1 3.3 3.0 3.1 3.0 2.7 2.8 2.9
0il -22.,2 59.9 7.2 -2.2 =17.6 44 .9 14.8 -11.8 -5.5 32.8 13.8 -17.6
Computers 27.7 23.0 23.7 23.9 28.6 28.6 26.2 26.2 23.9 23.9 23.9 23.9
Semiconductors 4.6 -38.5 -19.0 26.2 26.2 26.2 26.2 26.2 26.2 26.2 26.2 26,2
Other Goods 2/ 12.1 11.6 12.0 4.3 10.9 5.1 4.2 11.4 3.0 5.7 1.9 9.5

in billions of chained 1992%

Net Goods & Services -104.1 -1314.8 -139.2 -132.7 -142.7 -149.1 ~-162.6 -168.5 ~172.4 =-177.3 -188.2 -190.4
Exports of G&8S 806.7 817.9 815.1 835.5 848.8 865.2 869.9 890.6 900.6 920.0 925.3 947.6
Inpoxts of G&S %10.8 932.7 954.3 968.2 991.5 1014.3 1032.6 1059.0 1073.1 1057.3 1113.5 1138.0

in billions of dollars
US CURRENT ACCOUNT BALANCE -139.5 -160.8 -191.8 -185.4 -175.2 -175.8 ~-188.2 -203.3 ~1%4.2 -201.3 -211.0 -220.2

Net Goods & Services (BOp) -96.,9 -114.3 -135.3 -129.9 -126.7 -125.3 -135.3 -137.9 -139.1 -142.0 -150.3 -148.¢
Exports of G&S ({BOP) 820.6 836.0 822.1 840.2 852.0 867.3 871.7 893.3 904.1 924.6 92%.9 953.1
Imports of G&S ({BOP) 917.5 950.3 $57.5 970.1 878.7 992.5 1007.0 1031.2 1043.2 1066.6 1080.2 1101.6

Net Investment Income 1.0 -9.1 -18.8 -12.6 -13.5 -15.6 -17.9 -20.4 -20.0 -24.2 -25.7 -26.6
Direct, Net 66.1 59.2 56.3 65.9 67.7 68.1 68.2 68.2 70.7 68.7 69.8 71.6
Portfolio, Net -65.0 -68.3 -75.1 -78.5 -81.2 -83.6 -86.1 ~88.6 -80.7 -92.9 ~-95.4 -98.2

Net Transfers -43.6 -37.% =37.7 -43.0 -35.0 -35.0 -35.0 -45.0C -35.0 -35.0 -35.0 -45.0

1/ Merchandise exports excluding agricultural products, computers, and semiconductors.
2/ Merchandise imports excluding oil, computers, and semiconductors.
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