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The economy grew rapidly in the first half of 1984, as real GNP rose sharply and unem-
ployment declined. After midyear, however, economic growth turned sluggish and
unemployment leveled off. In 1985, the economy likely will expand at a moderate pace.
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performance was still modest and growth is expected to slow somewhat in 1985.
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Farm income rose sharply in 1984, but heavy debts and declining asset values kept the
agricultural recovery far from robust. And with softening crop prices and reduced gov-
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The U.S. Economy

and Monetary Policy in 1984

By J. A. Cacy and Glenn H. Miller, Jr.

Midyear 1984 appears to have been an
important watershed for the current economic
expansion. Rapid growth through 1983 was
followed by even more rapid growth in the
first half of 1984, accompanied by further
declines in the unemployment rate and contin-
ued moderation in inflation. After mid-1984,
economic growth slowed markedly and the
unemployment rate leveled off, while inflation
remained moderate.

Financial developments in 1984 moved in a
similar pattern. Rising interest rates and rapid
money growth early in the year were suc-
ceeded by falling interest rates and sluggish
money growth. Monetary policy actions also
tended to move with economic developments
in 1984.

This article provides a review of the eco-
nomic and financial developments of 1984 and
examines the factors contributing to them. The
article also briefly discusses the outlook for

J. A. Cacy is a Vice President and Associate Director of
Research and Glenn H. Miller, Jr. is a Vice President and Eco-
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economic activity and the posture for mone-
tary policy in 1985.

Economic performance in 1984

The first half of 1984 was a time of contin-
ued strong economic expansion. Real GNP
rose sharply, the unemployment rate declined,
and wages and prices continued to rise moder-
ately. Several factors contributed to good eco-
nomic performance, including monetary and
fiscal policies, a strong dollar, business fixed
investment, consumer spending, and labor
costs and union settlements.

Stronger GNP growth in the first half of
1984 came from all major spending sectors
except net exports. Real GNP grew at an
annual rate of about 8.5 percent in the first
half of the year, accelerating from a rate of
6.3 percent in 1983 (Chart 1). Business fixed
investment continued to boom at a 21 percent
annual rate in the first half of 1984, while res-
idential construction and government pur-
chases both increased at annual rates of about
10 percent. Personal consumption expendi-
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CHART 1
Change in real GNP

(seasonally adjusted-annual rate)

1983

tures increased at an annual rate of about 6
percent, making up nearly half of the total
dollar increase in real GNP. Inventory accu-
mulation also contributed to strong GNP
growth in the first half of 1984. Net exports of
goods 4and services, however, continued to
decline sharply (Chart 2) and made a substan-
tial drag on GNP growth. In the first half of
1984, the increase in the real dollar value of
U.S. imports was nearly four times the modest
rise in U.S. exports.

Resource use, reflecting the rapid pace of
economic activity in the first half of 1984,
strengthened with output growth. Employment
increased strongly and the unemployment rate
fell from 8.2 percent at the end of 1983 to 7.1
percent in June 1984. The rate of capacity use
in manufacturing rose from 79 percent at the

1984

end of 1983 to 82 percent in June 1984.
Moderation in price inflation also continued
in the first half of T984. The GNP _deflator

rose at an annual rate of about 3.8 percent,
and the Consumer Price Index (CPI) remained

in the neighborhood of 4 percent (Chart 3).

Wage inflation, as shown by the increase in
the average hourly earnings index, continued
to slow steadily through the first half of 1984,
rising at an annual rate of just under 3.5 per-
cent (Chart 4). Unit labor costs—compensa-
tion per hour divided by output per hour or
productivity—grew at a modest 1 percent
annual rate in the first half of 19%
tle_upward_pressure_on_prices! Productivity
growth accelerated, contributing even more
than moderate compensation growth to keep-
ing the rise in unit labor costs modest.

Federal Reserve Bank of Kansas City



CHART 2
Real net exports of goods and services

(seasonally adjusted annual rate)
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@;slowdown in economic growth after

midyear was substanWReal GNP growth
was sharply lower in the third quarter—
increasing at a rate of only 1.9 percent (Chart
1). All the third-quarter rise in real GNP was
attributable to a more rapid accumulation of
inventories. Consumption barely increased at
all, as consumer purchases of both durable and
nondurable goods declined. Net exports also
declined sharply, as the increase in imports
was about six times as large as the increase in
exports. Growth in business fixed investment
and government purchases was less than their
rapid second-quarter advances and was not
enough to offset declines in other sectors.
Indicators for the autumn months, while some-
what mixed, indicate that economic activity
remained sluggish in the fourth quarter.
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1983 1984

Resource use after midyear continued to
reflect the pace of economic activity. The
civilian unemployment rate in November was
7.2 percent, slightly higher than its 1984 low
of 7.1 percent in June. The November rate of
capacity use in manufacturing was below its
June level, after reaching a post-recession
peak in July.

Inflation after midyear remained moderate,
as the GNP deflator rose at a 3.7 percent rate
in the third quarter and the CPI rose at an
annual rate of 4.6 percent over the three
months ending in October. Changes in wages
and labor costs gave a mixed picture for the
third quarter. Average hourly earnings grew
more slowly in the third quarter than in the
first half of 1984 and did not grow at all in
October. Compensation growth was somewhat



CHART 3
Change in consumer price index

\\(percentage change from one year earlier)

FErccIit

15

l !
1980 1981 1982 1983 1984

CHART-
Change in average hourly earnings index
(percentage change from one year earlier)

|
1980 1981 1982 1983 1984

6 Federal Reserve Bank of Kansas City



CHART 5
High employment budget deficit
(seasonally adjusted annual rate)
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faster in the third quarter and combined with a
decline in productivity growth to give a fur-
ther-boost to growth in unit labor costs.

Factors influencing ——

economic performance i

e

While much of the recent discussion of the
federal budget has focused on the potential
impact of future deficits, the growing deficits
of the recent past played an important role in
the economy’s rapid expansion in the first half
of 1984. Reduced fiscal stimulus, on the other
hand, may have played a role in_the second-

984

the direction of larger deficits indicate
increased discretionary fiscal stimulus, while
movements toward smaller deficits show
reduced fiscal stimulus.

By this measure, the large increase in the
high employment deficit in the last half of
1982 indicates a fiscal policy that was rapidly
becoming more stimulative. This stimulus,
due importantly to the Economic Recovery
Tax Act of 1981 (ERTA), was a noticeable
contributor to the continuing expansion of the
‘economy in 1983 awd-thefirst half of 1984,

half slowdown. :
Chart 5 Shows the high employment deficit,
a measure of fiscal stimulus. Movements in

Economic Review ® December 1984

AS The chart shows, tollowing an interruption
to its continuing increase in the first half of

1983, fiscal stimulus in late 1983 resumed

somewhat slower than in 1982. This modera-

tion in the high employment deficit probably

contributed somewhat to the slowing of eco-

nomic activity since mid-1984.



Business fixed investment

Real business fixed investment (BFI), an
important factor throughout this expansion,
continued to contribute to the strong output
growth in the first half of 1984. Following its
surge to an average annual rate of 25 percent
in the last half of 1983, investment growth
slackened only slightly to a 21 percent annual
rate in the first half of 1984. Real BFI’s
slower growth in the third quarter, while still
strong at a 16 percent rate, did not match its
earlier booming pace and thus provided less
impetus to total growth after mid-1984.

Part of the purpose of ERTA was to stimu-
late business investment in new plant and
equipment through significant reductions in
business taxes. These business tax cuts permit-
ted higher rates of return on new investment
and undoubtedly contributed to the rapid
growth in BFI in this expansion.

Domestic producers of investment goods
have not garnered the full benefits of the
boom in purchases of new plant and equip-
ment. Import growth, much of it in the form
of manufactured goods generally, has included
a significant amount of investment goods,
while exports of U.S. capital goods have been
sluggish.

The dollar and net exports

More than investment goods production has
been affected by the substantial rise in the
value of the dollar since 1980 and the deterio-
ration in the nation’s net export position. Real
net exports, which have fallen steadily since
1980, fell further in 1984 and were a serious
drag on U.S. growth (Chart 2)

The rise"in the value of the dollar has been
responsible for much of the fall in net exports.
Erception-of-the United States as a safe
for funds, lower inflation in the United States

than abroad, and higher real interest rates in

the United States have all contributed to the
strengthening of the dollar’s value.) The
weighted average exchange value of the dollar
weakened slightly in early 1984 and appreci-
ated only a little more than 1 percent in the
first half of the year, after an 11 percent
increase in 1983 (Chart 6). The brief period of
weakening of the dollar in early 1984 was nei-
ther large enough nor prolonged enough to
turn U.S. trade around. The value of the dol-
lar rose about 9 percent in the third quarter of
1984 and in early December was about 13 per-
cent higher than at the end of 1983.

While weak foreign demand for U.S. output
has been a drag on U.S. economic growth, the
strong dollar has also brought increased
imports into the country at lower prices.
Lower import prices have helped restrain
inflation in the United States, both directly
and indirectly by helping hold down the prices
of import-competing U.S. goods.

Labor costs and union settlements

Substantial slowing in increases in labo

compensation also has contributed heavily to

occurred steadily through the fall of 1984
(Chart 4). Growth in unit labor costs also has
slowed substantially, with rapid cyclical pro-
ductivity growth and slow compensation
growth both participating. _

A significant part of the slowdown in com-
pensation growth came from the unionized
sector of the labor force. Negotiated wage
concessions in several industries and subse-
quent lower negotiated contract settlements
occurred in response to increasing foreign
competition, stagnation in certain sectors of
domestic business activity, and weak labor
markets. As a result, average growth in com-
pensation has recently slowed more for union

Federal Reserve Bank of Kansas City
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CHART 6
Weighted average exchange value
of the U.S. dollar
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workers than for nonunion workers (Table 1). TABLE 1

Negotiated wage rate changes under major
collective bargaining settlements (those cover-
ing 1,000 or more workers) moderated in both
the first half and the third quarter of 1984.
Settlements in the first nine months covered
1.4 million workers and brought average wage
adjustments of 2.5 percent for the new con-
tract’s first year and 2.8 percent a year over
the life of the contract. These increases were
considerably less than the adjustments made
when the same parties bargained two or three
years ago—S8.6 percent and 7.2 percent,
respectively.

Consumption
N, . -
Total personal consumption expenditures

(PCE)—benefiting from disinflation, lower
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Employment cost index,

private industry workers*

{percentage change for 12 months
ending in June)

Union Nonunion
1980 10.2 8.7
1981 10.1 9.0
1982 8.1 6.5
1983 7.0 5.9
4.9 5.7

!
!

*Changes in total compensation costs (wages. salaries, andl
lemployer costs for employee benefits), farm and household
workers excluded.

i
i
1
i
i 1984
|
5
|




interest rates, pent-up consumer demand, and
gains in employment and income—played a
major part in the rapid economic expansion of
the first half of 1984. Durable goods pur-
chases were especially strong, as housing and
automobile sales reached peaks early in the
year. Goods sales then hit the summer dol-
drums, and declines in consumer purchases of
both durable and nondurable goods were
important factors in the sharp third-quarter fall
in GNP growth. Continued growth in spending
for services kept total PCE growth positive,
but the increase was less than | percent at an
annual rate—a significant slowing factor for
the economy since consumer spending is
approximately two-thirds of total spending.

Financial developments
and monetary policy

Financial developments largely mirrored
developments in the economy in 1984. Interest
rates rose in response to a strong economy in
the first part of the year, then fell as the econ-

slowed in_the third and fourth quarters.
Simf‘l‘arly, relatively rapid monetary growth
early in the year was followed after midyear
by slower growth. Monetary policy actions
generally paralleled economic and monetary
developments in 1984, as the degree of
reserve restraint tightened somewhat in the
first part of the year and eased in the second
part. These changes in the short-run stance of
monetary policy reflected Federal Reserve
efforts to bring about growth in the monetary
aggregates consistent with low inflation and
sustainable economic growth.

Interest rates
Interest rates fluctuated moderately in 1984,

generally rising during the first half of the
year and falling in the second half. At

10

yearend, most interest rates were lower than a
year earlier.

Short-term interest rates began rising in Jan-
uary 1984, continued on an upward trend
through August, and then declined sharply
during the latter part of the year. For example,
the 3-month U.S. Treasury bill rate rose from
around 9.0 percent in early January to over
10.5 percent in late August, then fell to
around 8.4 percent by the first part of Decem-
ber (Chart 7).

Long-term interest rates also began increas-
ing in January but peaked in June rather than
in August. For example, average yields on 30-
year U.S. government bonds rose from around
11.8 percent in early January to over 13.5 per-
cent in the last week of June, then dropped to
11.6 percent by the first part of December
(Chart 8).

Movement in interest rates, as noted earlier,
closely paralleled developments in the econ-
omy. The strong economy in the year’s first
half was accompanied by a large increase in
the demand for funds, which was a major fac-
tor in the first-half upward movement in inter-
est rates. For example, reflecting in part the
strong economy, total loans at the nation’s
commercial banks rose at a rapid annual rate
of 15.9 percent during the first six months of
the year, compared with 8.6 percent in 1983.
By the same token, the economic slowdown
that developed in the last half of the year was
accompanied by slower growth in the demand
for funds, with total loans at commercial
banks rising only 9.7 percent at an annual rate
from July through November. This drop in the
demand for funds was the major factor in
bringing about lower interest rates after mid-
year.

A second important factor in the interest
rate picture in 1984 was the continued large
demands placed on credit markets by the fed-
eral government’s need to finance large budget

Federal Reserve Bank of Kansas City



CHART 7
Selected short-term._interestrates

/¢

_ Percent
13
11— Federal funds —
3-month
Treasury bills
Y- —— -
Discount rate \
™~ ————
7 1 L ] [ 1 1
1983 1984
CHART 8
Selected fong-term interest rates
-
Percent
16

Conventional
mortgage rate

Recently issued
A utility

Constant-maturity
30-vear Treasury

/

Economic Review ® December 1984

1
1984

11



I

p—

—SMonetary aggregates
—

V\“

deficits. In the first half of the year, this factor
reinforced the upward pressure on interest
rates emanating from the strong economy.
Similarly, in the last part of the year, the con-
tinued large budget deficit partly countered the
downward pressure on interest rates coming
from the cooling economy, keeping interest
rates from declining as much as they would
have done otherwise.

The impact of the budget deficit can be seen
by considering the behavior of real interest
rates in 1984. The real interest rate, the nomi-
nal rate less the rate of inflation, represents
the real cost of funds to borrowers, after
adjustment for the decline in the burden of
debt repayment caused by inflation. Real
interest rates have remained at historically
high levels in recent years. For example, the
real prime interest rate rose sharply in 1980
and 1981 and has remained at a high level
throughout the early 1980s (Table 2). The real
prime rate declined in the latter part of 1984,
reflecting the economic slowdown. In the
fourth quarter, it averaged 8.1 percent, lower
than in 1980 and 1981 but significantly higher
than in the 1970s. The tendency for real inter-
est rates to persist at high levels reflects to an
important extent the impact of historically
high budget deficits.

Monetary policy was a third factor affecting
financial markets in 1984. A moderate firming
in the degree of reserve restraint reinforced
upward pressure on interest rates during the
first part of the year, while an easing in the
short-run policy stance supported the decline
in rates in the latter part of the year.

In Iite~with_the rapid“economic growth of
the first half of 1984, the nation’s monetary

aggregates grew fairly rapidly in the first and
second quarters of the year. As the economy

12

TABLE 2
Nominal and measured real prime rates

Date

iNote: The measured real prime rate is defined in this table as the
‘quarterly nominal prime rate minus the rate of inflation as mea-
isured by the percentage change at an annual rate in the GNP|
'deflator. Data for the fourth quarter assumes that the prime rate |
‘averaged 11 percent in December and that the inflation rate |
‘equaled that of the third quarter. !

i
i

Date Nominal Real |
1970-74 7.5 1.5 !
1975-79 8.6 1.8 |
L1979 12.7 47 |
i 1980 15.3 5.5
; 1981 18.9 10.2
| 1982 14.9 10.7
\ 1983 10.8 7.1 §
1984 12.0 83 |
o 1984:Q1 .1 67 |
| Q2 9.0 i
Q3 93 |
j Q4 8.1 ;

!

cooled after midyear, however, aggregate
growth slowed, although growth apparently
accelerated toward yearend.

For 1984 as a whole, M1 and M2 grew less
rapidly than in 1983, while M3’s growth was
about the same in the two years. During the
period from the fourth quarter of 1983 through
November 1984, the narrowly defined money
supply, M1, rose at a rate of 5.0 percent,
sharply less than 1983’s 10.0 percent growth
(Table 3). The more broadly defined money
supply, M2, rose at a rate of 7.5 percent dur-
ing the first 11 monthsof 1984, also sharply
less than in 1983, when M2 grew 12.1 per-
cent. M3, a broadly defined _money concept,
Jose at a rate of 10.0 percent during_the fourth
quarter 1983-November 1984 period, com-
pared with 9.7 percent in 1983.

The slower growth in M1 and M2 in 1984
reflects rapid increases in the velocity or turn-

Federal Reserve Bank of Kansas City



TABLE 3
Growth of the monetary aggregates: 1980-84
(percentage change at annual rates)

r T T — - 7= T e |
i Domestic Non- '
' Period M1 M2 M3 _financial Debt ‘
, 1982 8.7 9.5 10.6 9.1

: 1983 10.0 12.1 9.7 10.8 p
|_ i
? 1984: First

f 11 Months* 5.0 1.5 10.0 13.4

|

} 1984:Q1 : 7.2 6.9 8.9 12.9 }
: Q 6.2 6.9 10.3 13.1 |
| Q3 4.5 6.2 8.2 12.7 |
Sept. 438 7.7 7.7 10.2 |
, Oct. 7.4 6.0 10.7 1.4 .
| Nov. 8.6 14.9 15.9 14.2 |

Note: Annual rates of growth are based on quarterly average data. M1 is the sum of currency held by !
the public, plus travelers’ checks, demand deposits, and other checkable deposits, including negotiable }
order of withdrawal (NOW and Super NOW) accounts, automatic transfer service (ATS) accounts, and
credit union share draft accounts.
" ‘M2 is M1 plus savings and small-denomination time deposits. plus money market deposit accounts,
shares in money market mutual funds (other than those restricted to institutional investors), and over-
night repurchase agreements and certain Eurodollar deposits.

M3 is M2 plus large time deposits, large-denomination term repurchase agreements, and shares in
money market mutual funds restricted to institutional investors.

Domestic nonfinancial sector debt is outstanding debt of domestic governmental units (federal, state,
and local), households, and nonfinancial businesses.

*Fourth-quarter 1983 through November 1984.

over of money. For example, the velocity of greater economizing, the public’s demand for
M1 rose at a rate of 4.2 percent during the money grew less rapidly in 1984, and the
first three quarters of 1984, compared with a slower growth in demand for money contrib-
growth of 0.3 percent in 1983 and an average uted to a slower monetary growth rate.

increase of 0.4 percent during the 1980-83

period. M2’s velocity rose in the first three Monetary policy

quarters of 1984 at a rate of 3.6 percent, in
contrast with declines both in 1983 and during
the 1980-83 period (Table 4). This greater
increase in the velocity of money in 1984 indi-
cates the public was economizing more on
money balances than earlier. Due to this

onetary policy continue ided j
1984 by the need to bring about moder
growth in the monetary aggregates consistent
with continued long-run progress against infla-
tion as well as continued growth in the econ-

Economic Review ® December 1984 13
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Growth of nominal GNP, M1, and veloéity of M1 and M2

Period GNP

1970-79 16.0

1980-83 9.3

1980 9.3

1981 10.7

1982 2.7

1983 10.4

1984: First Three

Quarters 10.2
i

i 1984:Q1 14.2

Q2 10.3

- Q3 5.5
[

omy at a sustainable pace.

In seeking moderate monetary growth in
1984, the System’s Federal Open Market
Committee (FOMC) established growth rate

ranges_for_the_various monetary-aggregates.
For the period from the fourth quarter of 1983
to the fourth quarter of 1984, M1’s growth
rate range was established at 4 to 8 percent,
while the ranges for M2 and M3 were both set
at 6 to 9 percent. A range was also set for
total domestic nonfinancial debt at 8 to 11 per-

As the FOMC implemented monetary policy
during the first six months or so of 1984, the
Committee acted to tighten somewhat the
degree of restraint on bank reserve positions.
This tightening in the short-run stance of pol-
icy was effected in response to greater than
expected growth in the monetary aggregates,
especially M1, in the context of greater than

! Record of Policy Actions of the Federal Open Market Commit-
tee. meeting held on January 30-31, 1984, p. 17.

Money Supply Velocity %

ML M2 M1 M2 |

8.9 15.4 3.8 0.2 |

8.8 11.6 0.4 0.6 ;

i

|

7.4 8.9 1.8 0.3 i

5.2 9.3 5.2 1.2 |

8.7 9.5 5.5 -6.2 |

10.0 12.1 0.3 -1.5 |

1

|

6.1 6.8 4.2 3.6 l
7.2 6.9 6.9 7.1

6.2 6.9 4.1 3.4 ;

4.5 6.2 1.6 0.1 i

expected growth in the economy.

While monetary growth during the first six
months of 1984 was broadly consistent with
FOMC expectations and objectives, most of
the monetary aggregates grew somewhat more
rapidly than expected. For example, the
FOMC expected M1 to grow at a rate of 7.0
percent during the December 1983-March
1984 period and at a rate of 6.5 percent during
the March 1984-June 1984 period. As it
turned out, M1 increased at a rate of 7.3 per-
cent in the December-March period and 8.1
percent in the March-June period. While M2
grew somewhat less rapidly than expected in
the first half of 1984, both M3 and domestic
nonfinancial debt grew more rapidly than
expected.’

Under the FOMC’s operating procedures,
this tendency for the monetary aggregates to

? For expected first-half monetary aggregate growth rates, see
Record of Policy Actions of the Federal Open Market Commit-
tee. meetings held on January 30-31, 1984, March 26-27, 1984,
and May 21-22, 1984.

Federal Reserve Bank of Kansas City



grow more rapidly than expected would ordi-
narily be accompanied by a tightening in the
short-run stance of monetary policy. Thus, the
monetary policy directive issued following the
March FOMC meeting, after stating that the
Committee seeks to maintain pressures on
bank reserve positions consistent with stipu-
lated growth in the money supply, indicated
that

Greater restraint would be acceptable in
the event of more substantial growth of
the monetary aggregates, while somewhat
lesser restraint might be acceptable if
growth of the monetary aggregates slowed
significantly. . . .}

The short-run stance in monetary policy,
however, is not automatically altered when the
money supply grows more or less rapidly than
expected. Other factors are considered. For
example, in the above directive, the FOMC
stated that a change in the degree of reserve
pressure in response to the emergence of unex-
pectedly high or low monetary growth

. would be considered in the context
of appraisals of the continuing strength of
the business expansion, inflationary pres-
sures, and the rate of credit growth.*

Thus, in making changes in the short-run
stance of policy in 1984, the Federal Reserve
evaluated the behavior of the money supply in
the context of other developments, such as the
course of the economy and inflation.

As was noted, the economy grew rapidly
during the first half of 1984. In fact, economic

3 Record of Policy Actions of the Federal Open Market Commit-
tee, meeting held on March 26-27, 1984, p. 13.

4 Record of Policy Actions of the Federal Open Market Commit-
tee, meeting held on March 26-27, 1984, p. 13.
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growth was much greater than the FOMC -

expected. The FOMC members expected the
economy to continue expanding in 1984,
although at a slower rate than in 1983. For the
period from the fourth quarter of 1983 through
the fourth quarter of 1984, FOMC members
expected real GNP to increase between 3.5 and
5.0 percent.* In the first half of 1984, though,
real GNP grew at a rate of 8.5 percent.

The stronger than expected economic growth
provided the appropriate context for responding
to relatively rapid monetary growth by firming
the short-run stance of policy. As a result, the
pressure on bank reserve positions was tight-
ened some. This tightening was accompanied
by an increase in adjustment plus seasonal bor-
rowing at the discount window from an aver-
age of $712 million in January to $974 million
in August, while the federal funds rate rose
from an average of 9.6 percent in January to
11.6 percent in August.® Also, the discount
rate was increased from 8.5 percent to 9.0 per-
cent on April 9, 1984.

During the latter part of 1984, the FOMC
acted to reduce the restraint on bank reserve
positions. This easing in the short-run policy
stance was in response to sluggish growth in
the monetary aggregates, in the context of the
economic slowdown.

In general, the money supply grew much
less rapidly than expected during the last half

3 Record of Policy Actions of the Federal Open Market Commit-
tee, meeting held on January 30-31, 1984, p. 7.

¢ Adjustment plus seasonal borrowing was considerably higher
than the August level in the April-June period due mainly to bor-

- rowing by a bank having liquidity problems. Later, borrowing by

this bank was classified as extended rather than adjustment bor-
rowing. Also, the federal funds rate rose more during the Janu-
ary-August period than normal, given the relatively small
increase over the seven-month period in adjustment plus sea-
sonal borrowing. The relatively large increase in the funds rate
was due to a greater than normal reluctance on the part of some
banks to borrow at the discount window that developed over the
late spring and summer months.
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of the year. For example, M1 was expected to
grow at a rate of 5.5 percent during the June
1984-September 1984 period and at a rate of
6.0 percent during the September 1984-Decem-
ber 1984 period.” During the five months end-
ing in November, however, M1 grew at a rate
of only 1.4 percent.

As the economic growth rate slowed the sec-
ond half of the year, the Federal Reserve
responded to this weakness in the money sup-
ply and the economy by bringing about an eas-
ing in the stance of policy. The Record of Pol-
icy Actions for the meeting held on October 2
notes:

Against the background of monetary
growth that was weaker than anticipated,
indications of a slowing in the pace of
economic advance, and a rapidly rising
dollar in foreign exchange markets, open
market operations were conducted, as the
intermeeting period [the period between
the August 21 meeting and the October 2
meeting] progressed, so as to lessen pres-
sures on bank reserve positions.*

The record goes on to say that adjustment
plus seasonal borrowing declined between
meetings and the easing in bank reserve posi-
tions was reflected in a decline in the federal
funds rate.

Further declines in borrowing and the federal
funds rate developed after the October FOMC
meeting. During the four weeks that ended

7 For expected second-half monetary aggregate growth rates,
see Record of Policy Actions of the Federal Open Marker Com-
mittee, meetings held on July 16-17, 1984, August 21, 1984, and
October 2, 1984. At the August 21 meeting, the expected growth
of M| for the June-September period was revised to 5 percent.

8 Record of Policy Actions of the Federal Open Market Commit-
tee, meeting held on October 2, 1984, p. 5.
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December 5, the level of borrowing declined to
$675 million, compared with $974 million in
August. The federal funds rate declined to
around 8.8 percent in the first week of Decem-
ber, compared with around 11.8 percent at the
end of August. On November 21, 1984, the
discount rate was lowered from 9 percent to
8.5 percent.

As the Federal Reserve altered its short-run
policy stance in 1984 in response to the mone-
tary and economic developments, the growth
rates of M1 and M2 for the year as a whole
remained within their established growth rate
ranges. The growth rate of M1 through
November 1984 was moderately below the
midpoint of its FOMC range. M2’s 11-month
growth rate was at the midpoint of its range,
while M3’s growth rate was above the upper
end of its range. For the period from the fourth
quarter of 1983 through October 1984, the
growth rate of total domestic nonfinancial debt
also exceeded its 1984 growth rate range
(Table 5).

The outlook for 1985

The factors important in the economy in
1984 are likely to continue to play significant
roles in 1985. Increases in the high employ-
ment deficit are expecied to be moderate in the
near term, implying only moderate additional
fiscal stimulus. Some modest weakening in the

Jiscal stmulu;
dollar’s value is still expected, but not enough

to affect net exports significantly or to relax
the dollar’s downward pressure on U.S. prices.
With a rapidly rising factory use rate no longer
in evidence, the pressure for increased business
fixed investment has been lessened. According
to survey results, businesses intend to increase
their purchases of new plant and equipment by
about 4 percent in 1985, following an esti-
mated 13 percent increase in 1984—both in
real terms. Consumers appear to be fairly con-
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TABLE 5
Growth of the monetary aggregates
(seasonally adjusted annual rates)

1984 Actual*

Domestic Non-
financial Debt

13.4

1984 FOMC
Growth Ranges

e e e e i+ i s e

fident and reasonably liquid, which should
combine with expected income growth to pro-
vide moderate growth in consumer spending.
With little, if any, further tightening in labor
markets expected, only modest pressures of ris-
ing labor costs on prices are expected.

Given these factors, the pace of economic
expansion is likely to remain moderate in
1985. Real GNP is expected to grow in the

A A e/

€ from fourth-quarter 1983 through November 1984.

neighborhood of 3 percent for 1985, somewhat
more than in 1984s last half but lower than in

1984 as a whole.’ Inventory investment will
probably contribute little if anything to total
output growth. Among final demand sectors,
government purchases, especially defense pur-
chases, should support growth, as should con-
sumer expenditure growth at a somewhat more
rapid pace than in late 1984. Growth in busi-
ness fixed investment will be an important con-
tributor to total economic activity, but plant
and equipment spending growth will be well
below the pace of 1984. Residential construc-
tion is likely to provide only minor support to

9 A 3 percent real GNP growth, from the fourth quarter of 1984
through the fourth quarter of 1985, is consistent with the mid-
point of the range projected by the members of the Federal Open
Market Committee. See the transcript of the Statement by Paul
A. Volcker, Chairman, Board of Governors of the Federal
Reserve System, before the Joint Economic Committee. July 30,
1984.
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overall growth. Finally, net exports are
expected to continue to be a drag on GNP
growth, even if the dollar weakens modestly,
as is widely expected.

Real GNP expansion in 1985 at the expected
3 percent pace, which is near the economy’s
long-run trend growth rate, will allow little fur-
ther reduction in unused resources. The overall
unemployment rate and the capacity use rate in

_ manufacturing may be expected to improve

only slightly, at best, through 1985.
The rate of inflation is likely to increase

moderately as the expansion_continues. Further

“increases in compensation growth can be
expected to combine with a slowing of produc-
tivity growth from its recent cyclical surge to
bring somewhat more rapid growth in labor
costs and an associated upward pressure on
prices. Overall, inflation should continue to
benefit from a relatively favorable behavior of
food and energy prices. While the effect of a .
sharp and large decline in the value of the dol-
lar is perhaps the greatest risk to continued
moderate inflation, such a decline is not gener-
ally expected.

Monetary policy in 1985 will continue to
seek moderate growth in the monetary aggre-
gates and tentative growth rate ranges for 1985
were established at the July 1984 FOMC meet-
ing. In line with the goal of further progress
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over time in reducing inflation, these tentative
ranges were set somewhat lower than the 1984
ranges. MI’s tentative growth rate range for
the period from the fourth quarter of [984
through the fourth quarter of 1985 was set at 4

“to 7 percent, slightly less than the 1984 range
of 4 to 8 percent. M2g tentative 1985 range is
also lower, 6 to 8.5 percent, compared with 6
to 9 percent in 1984. The tentative 1985 range
for M3 is 6 to 9 percent, the same as in 1984.

Also, the tentative range for domestic nonfi-

nancial debt was set at the 1984 range of § to
11 _percent. These tentative growth rate ranges
will be updated when the FOMC meets in early
1985.

In conducting monetary policy in 1985, it is
likely that the Federal Reserve will continue to
be guided by the behavior of the monetary
aggregates relative to the growth rate ranges.
The need for policy actions due to any emer-
gence of unexpectedly high or low monetary

18

growth is likely to be evaluated in the context
of broader economic and financial develop-
ments, as was the case in 1984. Under these
circumstances, the course of interest rates in
1985 will reflect developments in the economy
and with regard to inflation and the federal
budget deficit. Given the outlook for moderate
economic growth and continued low inflation
in 1985, the outlook for interest rates depends
heavily on budget developments. If no progress
is made in reducing the large deficits, interest
rates may tend to firm'if, as expected, eco-
nomic activity accelerates from the sluggish
pace of late 1984. On the other hand, signifi-
cant progress in reducing the budget deficit in
1985 could be expected to alleviate credit mar-
ket pressures and set the stage for a sustainable
decline in real interest rates that would support
good economic performance in 1985 and
beyond.
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The Tenth District Economy:

Review and Outlook

By Tim R. Smith and Marvin Duncan

For the Tenth Federal Reserve District, as
for the nation, 1984 was another year of eco-
nomic expansion. Despite sluggish growth
toward yearend, the district’s pace of expan-
sion for the year as a whole was more lively
than in 1983. Based on available data, growth
was greater in 1984 than in 1983 for all the
district states—New Mexico, Colorado,
Nebraska, Kansas, Missouri, Oklahoma, and
Wyoming.' As a result, the district’s economic
performance matched that of the nation more
closely in 1984 than in 1983. Stronger growth
in several important district industries
accounts for the district’s stronger relative per-
formance. The district economy is expected to
continue expanding in 1985, though at a more
moderate pace than in 1984.

Overview of the district

Economic activity increased more rapidly
across the Tenth District in 1984 than 1983, as
shown by greater growth in both income and
employment. Real personal income in the dis-
trict rose at an annual rate of 6.6 percent in

Economic Review ® December 1984

the first three quarters of 1984, considerably
more than in 1983 (Chart 1).> Employment
growth also improved in 1984. District
employment rose at a rate of 2.8 percent in the
first three quarters of 1984, compared with
less than 1 percent in 1983 (Chart 2). The dis-
trict’s unemployment rate continued to decline
through the first half of 1984, though it turned
slightly upward in the third quarter (Chart 3).
Income and employment no doubt grew less
rapidly in the fourth quarter than in the pre-
vious three quarters. Nevertheless, it is not
likely that this slower yearend growth reduced
growth for the year below that of 1983.

In addition to showing an improved per-

! Third quarter data are estimates based on the most current
monthly data available.

2 Growth in district real income during the first quarter of 1984
was large because of payments under the Payment-In-Kind (PIK)
program, especially in Nebraska and Kansas. See also Chart 5.

Tim Smith is an economist with the Economic Research Depart-
ment at the Federal Reserve Bank of Kansas City. Marvin Dun-
can is a vice president and economist with the Federal Reserve
Bank of Kansas City. Marla Borowski, a research associate,
assisted in preparing this article.
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CHART 1

Growth in real person income (seasonally adjusted annual rates)

Percent
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Growth in nonagricultural employment (seasonally adjusted annual rates)
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CHART 3
Unemployment rate

Percent

11

Tenth District
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formance over 1983, the district economy also
performed better in 1984 relative to the
nation. The district’s real personal income
growth was only about three-fourths that of
the nation’s in 1983. In 1984, income growth
in the district equaled that of the nation. Simi-
larly, employment growth in the district more
closely approached national employment
growth in 1984 than in 1983.

Despite stronger performance in 1984, the
district’s performance during the current eco-
nomic recovery has been unusually weak. For
example, during the first seven quarters of the
recovery—from the fourth quarter of 1982
through the third quarter of 1984—district
employment increased at an annual rate of
only 1.7 percent, less than half the increase
for the nation. In sharp contrast, during the
first seven quarters of the recovery from the

Economic Review ® December 1984

!
1984
Source: Chase Econometrics.

1974-75 recession, district employment grew
at a rate of 3.3 percent, higher than the
national employment growth rate and twice
the district pace during the current recovery.
The weaker recent performance at the district
level reflects weakness in energy, agriculture,
capital goods manufacturing related to energy
and agriculture, and general aviation manufac-
turing. All of these sectors were strong in the
earlier recovery.

Sectoral performance

The diversity of the Tenth District economy
contributed to its increased strength during
1984. Several sectors—nonresidential con-
struction, high technology, and automobile
manufacturing—showed particularly strong
growth. Agriculture, although troubled by
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large supplies of farm products and weak mar-
ket growth, did better than in 1983. Other sec-
tors, such as energy and general aviation man-
ufacturing, showed weak growth.

Energy and mining

A strong rebound remained elusive for
much of the district’s energy industry during
1984. The industry continued to be buffeted
by weak world demand and soft energy prices.

There were some increases in energy pro-
duction. Cumulative production of crude oil in
the district for the first six months of 1984
was 3.3 percent higher than for the same per-
iod in 1983, although the district’s monthly
crude production was relatively stable during
the first six months of 1984. District natural
gas production fared better, showing renewed
strength in 1984. Through June 1984, cumula-
tive marketed production of natural gas
exceeded production for the same period a
year earlier by 19 percent. Coal production in
the district increased, reflecting the increased
demand for coal used in generating electrical
power as the nation’s economy expanded.
Tonnage mined through the second quarter of
1984 exceeded that mined during the same
period a year earlier by about 26 percent.

Weak growth in the energy industry was
further reflected in only slight increases in oil
and gas exploration and development. The
average weekly number of drilling rigs work-
ing in the district was only 690 through Octo-
ber 1984, slightly more than in 1983 but about
half the record number working in 1982.

Growth in other mining was slow and une-
ven over the past year. Uranium mining in the
district has been hit hard in recent years by an
oversupply in international markets and a vir-
tual standstill in the growth of the domestic
nuclear power industry. In addition, district
copper mining appears to be in a secular
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decline, as does U.S. copper mining gener-
ally. Competition from foreign producers has
depressed the world price of copper, while a
strong U.S. dollar in foreign exchange mar-
kets made imported copper even more attrac-
tive during 1984. Other mining activity, how-
ever, has begun a slow recovery.
Molybdenum, soda ash, and precious metals
posted modest gains in production during
1984.

Agriculture

Although 1984 brought higher net farm
income to an austere rural economic land-
scape, for most farm communities there was
little or no recovery from the prolonged farm
recession. Businessmen in rural communities
saw farmers cut their discretionary purchases.
Farmers also sharply curtailed their purchases
of capital goods, such as tractors, combines,
and farm buildings, with the result that rural
capital goods dealers saw sales plummet. The
sales volume of firms selling seed, fertilizer,
and pesticides is closely linked to planted
acreage of crops, and hence such volume grew
as a result of larger 1984 planted acreage. But
prices of these supplies were under downward
pressure that limited profit margins for most
suppliers.

Manufacturing

Manufacturing in the Tenth District picked
up some momentum during 1984. Strong
gains in automobile manufacturing and to a
lesser extent in high technology manufacturing
compensated for weaker growth in energy and
agriculture-related manufacturing. Overall,
district gains in manufacturing employment
over the first three quarters of 1984 reached an
annual rate of 4.5 percent, compared with an
increase of only 3.2 percent in 1983.

Federal Reserve Bank of Kansas City



The automobile industry fared very well in
district states in 1984. This was a particularly
good model year, with plants in district states
recording a sharp 79 percent increase in pro-
duction above 1983 model-year levels. District
plants continue to operate at capacity as they
move into the 1985 model year. The per-
formance in the district’s high technology
industry was mixed during 1984. While
defense-related firms performed well, some
computer software and peripheral firms
recently reduced employment to stem financial
losses resulting both from excess capacity in
the industry and inability to keep pace with
arapidly changing market environment.

The district’s important energy and farm
equipment-based manufacturing showed no
significant growth in 1984. Declines in world
prices for oil and gas and reduced domestic
drilling kept demand for oilfield equipment
soft. After declining substantially in the pre-
vious two years, farm equipment sales for
1984 indicate that the expected large increase
in sales of big-ticket items—combines and
tractors—did not materialize.

The recovery in the district’s large general
aviation industry also was slow in 1984. The
value of aviation production showed some signs
of gain through the first half of the year, reflect-
ing a trend toward greater production of more
expensive jet and propeller-driven aircraft. But
the quarterly average number of aircraft pro-
duced declined nearly 30 percent over that per-
iod, with no clear evidence of recovery. The
picture looked much better for production
related to military contracts and civilian
jetliners, with substantial gains in employment
resulting for a major district producer.

Construction
Construction was a major source of strength

to the district’s expansion in 1984. Perform-
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ance in the district’s important residential con-
struction industry generally matched that of
the nation. District housing starts reached an
annual rate of 176,000 units in the second
quarter of 1984 before declining somewhat
along with national starts in the second half of
the year. The 1984 performance compares
with about 169,000 starts in 1983.

The value of nonresidential building con-
tracts was up 5.5 percent through the third
quarter of 1984 from the same period a year
earlier, evidence of growing strength in the
industry (Chart 4). Kansas City and Omaha
exhibited great strength and, after only a brief
recession-induced pause, the tempo of con-
struction in Colorado Springs, Denver, Albu-
querque, and Santa Fe again quickened.
Activity in Oklahoma City and Tulsa, both
hard hit by the energy recession, remained
very weak.

Services, retail trade, and wholesale trade

There was considerable growth during 1984
in the service sector in the Tenth District,
although growth was less than for the U.S. as
a whole. Service employment in the district
increased at an annual rate of 2.4 percent
between the fourth quarter of 1983 and the
third quarter of 1984 compared with 2.1 per-
cent a year earlier. Nationwide, employment
in services increased 4.7 percent in both peri-
ods.

Growth in district employment in wholesale
and retail trade also improved over the same
period, but again the growth was less than for
the nation as a whole. Employment in the dis-
trict’s wholesale and retail trade increased 3.1
percent in 1984, compared with 4.5 in the
nation. These improvements, compared with
essentially unchanged employment in trade in
1983, reflect improvement in a number of sec-
tors across the district.
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CHART 4
Value of nonresidential construction contracts
(Tenth District)

Billions of dollars

1.6

L
1984

Source: F.W. Dodge Construction Potentials.

Government

For several of the states in the Tenth Dis-
trict, spending by the federal government was
a source of economic growth in 1984. The
Energy and Defense departments accounted
for a large part of the federal spending in the
district. Military spending was important in all
the district states except Wyoming and
Nebraska, where this spending was substan-
tially less than that in other states.

Increases in state government spending
were especially strong in fiscal 1984 in all dis-
trict states except New Mexico and Oklahoma.
Overall, the increase averaged an estimated 8
percent more for the district in fiscal 1984
than in fiscal 1983. Growth in spending was
supported in some states of the district by spe-
cial nonrecurring tax revenues. In a number of
cases, these revenues have been related to
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court adjudicated mineral severance tax collec-
tions.

State performance

As in the district as a whole, economic
activity in each of the district states grew more
rapidly in 1984 than in the previous year. For
most states, growth in real personal income
during the first three quarters of 1984 was
higher than in 1983 (Chart 5). Employment
growth in every state also was stronger than in
1983 (Chart 6).

New Mexico
Economic growth was especially strong in
New Mexico. Income and employment growth

was considerably stronger during the first
three quarters of 1984 than in 1983. This
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CHART §
Growth in real personal income
(seasonally adjusted annual rates)

Percent
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growth can be attributed to strength in all
important sectors.

Although all sectors performed well, move-
ment toward new high-technology industries
contributed to particularly sharp increases in
employment in manufacturing and construc-
tion. High-technology activity was especially
important in Albuquerque, Las Cruces/Alamo-
gordo, and Santa Fe/Los Alamos, where
national research laboratories and state univer-
sities provided a compatible atmosphere for
firms engaged in electronics, communications,
aerospace, energy, and national defense
research and contracting.

Mining activity showed a sharp turnaround
in 1984, increasing faster in New Mexico than
in the nation as a whole. This growth was in
contrast to a substantial decline in mining
activity in 1983. Almost all of the gain in
1984 was due to moderate increases in produc-
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OK NM CO MO WY
Source: Chase Econometrics.

tion of oil, gas, and coal. On the other hand,
copper and uranium mining in New Mexico
have shown essentially no growth during the
year after having been hit hard by low world
prices and, in the case of uranium, an uncer-
tain future for nuclear power generation in the
United States.

The federal government was a major con-
tributor to New Mexico economic growth in
1984. Federal spending and employment have
increased far more than the national average in
New Mexico because of the large number of
defense contracts let to the state’s high-tech-
nology firms and its substantial number of
military installations.

Colorado
Colorado was another strong performer in

1984. Both employment and income in the
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CHART6
Growth in nonagricultural employment
(seasonally adjusted annual rates)

Percent
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state grew at annual rates during the first three
quarters that exceeded the rates in 1983.
Although the state’s economy is quite hetero-
geneous, manufacturing and construction had
especially positive effects on growth in 1984.
The increase in high-technology activity
along the Front Range from Fort Collins to
Colorado Springs was a source of manufactur-
ing growth through mid-1984. Since then,

there has been some slowing, particularly in-

computer peripheral manufacturing:

Along with the growth in the manufacturing
sector were considerable increases in construc-
tion activity, particularly in the rapidly grow-
ing metropolitan areas along the state’s Front
Range. However, high vacancy rates for office
space in downtown Denver had a cooling
effect on growth in nonresidential construction
there during 1984, despite continued strong
growth in suburban office parks.
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Source: Chase Econometrics.

Another center of construction activity was
Colorado’s ski resorts. Significant condominium
development, as well as more generalized ski
industry-related construction was evident in sev-
eral mountain areas in 1984. This activity
reflects the importance of recreation to the Colo-
rado economy. The 1983-84 ski season was par-
ticularly long and successful. During that sea-
son, skier visits increased by 5.1 percent, adding
more than 2,000 to ski industry employment.

Federal government activity, particularly mili-
tary spending, was important to the Colorado
economy in 1984. A notable development was
the decision to locate the Consolidated Space
Operations Center in Colorado Springs.

Nebraska
Economic growth in Nebraska was moderate

during 1984. While growth in real personal
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income was much greater during the first three
quarters of the year than in 1983, a substantial
part of this strength was due to improvement in
farm income, an important component being
Payment-in-Kind (PIK) program subsidies to
Nebraska farmers. Employment growth showed
. a less dramatic increase, indicating moderate
overall economic performance. Increased farm
income in the state stimulated services and
wholesale and retail trade. Food product manu-
facturing gained some strength, but farm equip-
ment manufacturing remained weak.

The service sector grew substantially more
than in 1983, and wholesale and retail trade
increased even more. Food processing, the
largest manufacturing industry in Nebraska,
gained some strength in 1984, contributing to
an increase in the overall growth of manufac-
turing. This growth stemmed from a stronger
national.market for food products.

Nebraska’s heavy dependence on agricul-
ture, coupled with soft product prices in recent
years, resulted in more financial stress than in
most other states of the district. Thus, despite
higher farm income, the state’s farm equipment
manufacturing industry remained weak. For
example, sales of big ticket items like tractors
and combines were down from a year before.

Kansas

Kansas, another state where agriculture is
important, also showed moderate growth dur-
ing 1984. As in Nebraska, growth in income
was much greater during the first three quar-
ters of 1984 than during 1983, due partly to
improved farm incomes and to the PIK pro-
gram. Employment growth increased less than
income growth, reflecting mixed performances
across sectors. Automobile manufacturing and
mining contributed most to growth in 1984
while general aviation manufacturing showed
little strength during the year.
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The state’s performance in manufacturing
was bolstered predominantly by a thriving
automobile industry centered in the Kansas
City area. Production for the 1984 model year
was up 22 percent over the 1983 model year.

Energy mining, especially oil and gas,
improved in Kansas in 1984. Cumulative
crude oil production, from predominantly
stripper wells, was up 4.5 percent in the first
half of 1984 over the same period in 1983.
The increase in natural gas production was
more dramatic. Although monthly gas produc-
tion declined between January and June 1984,
cumulative production over that period was up
from a year earlier by almost 33 percent.

The state’s important general aviation man-
ufacturing industry, centered in the Wichita
area, remained weak during 1984. The wide-
spread availability of used aircraft at attractive
prices substantially affected the market for
new aircraft. Weak world economic growth
and the strong U.S. dollar also limited foreign
sales of new aircraft. The situation was much
better for production related to military con-
tracts and large civilian air transports, with
substantial gains in employment resulting for a
major Kansas producer.

Missouri

The Missouri economy showed only modest
growth in 1984 compared with 1983. Growth
in income during the first three quarters of
1984 was about the same as in 1983, while
employment growth was somewhat stronger
than in 1983. The 1984 improvement came
mainly from manufacturing and construction.
Overall, growth in the state’s economy was
perhaps less than expected because of the poor
performance of the state’s agricultural sector.

Most important among Missouri’s manufac-
turing industries is automobile production.
With plants operating at capacity throughout
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the 1984 model year, production is estimated
to have nearly doubled compared with the
1983 model year. Another contributor to man-
ufacturing growth was high technology,
though its effects were not as pronounced as
in New Mexico and Colorado.

Construction was also a major source of
growth in Missouri. The upswing was particu-
larly strong in Kansas City, where work began
on several new office towers. The value of
nonresidential construction contracts through
August 1984 was 18 percent higher than a
year earlier.

Farm earnings did not boost personal
income in Missouri as much as in other agri-
cultural states in the district in 1984. Also,
unfavorable weather cut the size of crops in
Missouri below expected levels. These factors
brought serious farm financial problems to the
state’s agricultural sector.

Oklahoma

The Oklahoma economy did not show much
growth overall in 1984. There were improve-
ments, however, in both employment and real
personal income above 1983 levels. Employ-
ment turned around from a decline in 1983,
and PIK subsidies contributed to growth in
income. Automobile production and, to a
much lesser extent, energy production showed
growth in 1984. Oilfield equipment manufac-
turing was weak, however, and the financial
stress in the state’s farm sector increased.

Automobile production contributed a great
deal to growth in manufacturing. Production
in Oklahoma more than doubled during the
1984 model year, placing Oklahoma second
among automobile producing states in the
Tenth District.

Although the energy sector remained weak,
there were some gains during 1984, particu-
larly in natural gas production. Cumulative
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production of natural gas was up 26 per-
cent in the first six months of 1984 over a
year earlier. There was, however, only a
slight increase in exploration and develop-
ment throughout the oil and gas industry
leaving Oklahoma’s oilfield equipment manu-
facturing industry with only weak growth
in 1984.

As in other states, the financial stress in
agriculture increased in Oklahoma. The prob-
lem was exacerbated by drought in the south-
western part of the state.

Wyoming

Wyoming’s natural resource-based economy
was weak during 1984. Income growth
remained about the same as in 1983, and total
employment fell, though not nearly as much
as in 1983. Despite some slow growth,.contin-
ued weakness in mining adversely affected
most other sectors as did a weak tourist indus-
try. Only construction showed signs of growth
in 1984.

The state’s mining industry mounted a slow
recovery in 1984. Production of oil and coal
increased slightly. Cumulative production of
natural gas increased 13 percent during the
first six months of the year over the very low
levels recorded in 1983. Performance in non-
energy mining was somewhat better. Produc-
tion of both soda ash and bentonite increased
moderately in 1984.

Tourist visits to Wyoming’s national parks
were down in 1984, as they were in 1983.
Possibly part of a long-term trend, the decline
adversely affected performance of the service
sector and retail trade.

Wyoming’s construction industry, largely
associated with mining, showed some
strengthening in 1984. This improvement over
1983 was most likely due to the slight upturn
in mining activity experienced in the state.
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The outlook for 1985

The improved economic performance turned
in by the Tenth District in 1984 is not
expected to maintain its momentum in ]1985.
The slower economic growth expected nation-
wide in 1985 will likely impinge on district
performance. Moreover, the effects of slower
national growth will be reinforced by contin-
ued weakness in energy and agriculture, sec-
tors that are especially important in the dis-
trict. Thus, district income and employment
likely will grow less rapidly in 1985 than in
1984, and overall district growth may lag
behind that of the nation. Among the seven
district states, the more diversified ones may
outpace the national pattern in 1985, while
growth may lag in states greatly dependent on
energy and agriculture.

The major reason for slower district growth
in 1985 stems from the nationwide slowdown.
In line with this moderation, U.S. real per-
sonal income is projected to grow only about
3.0 percent in 1985, compared with an esti-
mated 5.5 to 6.0 percent in 1984, while
employment is projected to grow about 2.4
percent, compared with an estimated 3.5 to
4.0 percent in 1984. The slowdown in
national economic growth will be especially
felt in the district construction and automobile
manufacturing industries. Also, some slowing
in the district’s high technology manufacturing
sector is suggested by recent layoffs and
financial problems experienced by some firms.

Also supporting the outlook for slower dis-
trict growth in 1985 is the dependence of the
district economy on energy and agriculture.
Weak world demand and soft energy prices
are expected to postpone a rebound in U.S.
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and district energy exploration and develop-
ment activities. It appears that the recent
decline in world crude oil prices may become
general in the industry. In addition, natural
gas prices may decrease somewhat during
1985, despite continued deregulation, because
of a substantial gas surplus and competition
from foreign suppliers.

In the district’s agricultural sector, a large
crop acreage and only slow growth in exports
mean continued large stocks and soft prices in
1985. Moreover, financial stress will remain a
problem and farm income is likely to weaken
somewhat in 1985.

The combined weakness in energy and agri-
culture has implications for manufacturing in
the district. Both oilfield and farm equipment
manufacturing are likely to remain weak
through 1985. This, along with continued soft-
ness in general aviation manufacturing, con-
tributes to the outlook for slower economic
growth in the district during 198S.

Each of the district states will be impacted
differently by economic forces, depending on
its particular industry mix. Those states with
more diversified economies—New Mexico,
Colorado, and Missouri—are likely to match
and possibly outperform the nation during
1985. Other states more dependent on agricul-
ture and energy—Kansas, Nebraska, Okla-
homa, and Wyoming—may lag the nation.

* These forecasts of U.S. real personal income and employment
growth for 1985 were made using the Chase Econometrics mac-
roeconomic model. The forecasts are consistent with a 3.0 per-
cent growth in real GNP from the fourth quarter of 1984 through
the fourth quarter of 1985, which is the midpoint of the range
projected by the members of the Federal Open Market Commit-
tee. See the transcript of the statement of Paul A. Volcker, Chair-
man, Board of Governors of the Federal Reserve System. before
the Joint Economic Committee, July 30, 1984.
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Another Troubled Year

for U.S. Agriculture

By Mark Drabenstott and Marvin Duncan

United States agriculture began 1984 with
renewed hopes for a stronger farm recovery,
and the record will show farm income did
rebound sharply. But the financial stress evi-
dent among farm producers, agribusinesses,
and rural mainstreet merchants suggests that
the farm recovery is far from robust. Farm lig-
uidations and declining farm asset values are
visible symptoms of ongoing adjustments to
market forces.

When will agriculture see a full recovery
that will restore its financial health? Current
market factors indicate that farm income will
decline in 1985 as softening crop prices and
lower government payments more than offset
improved livestock profits. Farm financial
stress, therefore, will remain visible in 1985,
Although a new farm bill will be written next
year, farm financial conditions are likely to
reinforce the view that agriculture’s financial
health depends heavily on an appropriate mix

Mark Drabenstott is a senior economist and Marvin Duncan is a
vice president and economist in the Economic Research Depart-
ment at the Federal Reserve Bank of Kansas City. Kim Norris, a
research associate, assisted in preparing this article.
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of macroeconomic policies, lower real interest
rates, and moderation in the exchange value of
the U.S. dollar.

This article reviews the performance of the
farm sector over the past year and considers
the outlook for 1985. The article focuses on
farm income, credit conditions, the farm pol-
icy agenda, and market conditions for crop
and livestock commodities.

The year in review

The year began with several positive factors
pointing to improved farm earnings. The PIK
program coupled with a severe drought had
sharply reduced carryover stocks of major
crops, setting the stage for improved crop
prices. The nation’s economy was expected to
continue its strong expansion, aiding demand
for food and especially meat products. The
dollar was expected to decline somewhat dur-
ing 1984, providing a needed boost to farm
exports.

As the year unfolded, these factors proved
less positive. Large spring plantings, despite
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administration acreage reduction programs,
and favorable weather soon pointed to large
crops in 1984, and commodity markets soon
lowered prices in expectation of larger sup-
plies. The U.S. economy was strong in 1984,
especially in the first half of the year, but
stronger consumer spending did not translate
quickly into the strength expected for red meat
demand. Consequently, livestock prices were
weaker than expected. The U.S. dollar not
only failed to depreciate, it set records in mid-
1984, keeping U.S. farm products at a sub-
stantial price disadvantage in world markets.

Farm income

Net farm income will show a dramatic
improvement in 1984. It is currently estimated
at about $31 billion, nearly twice the revised
$16.1 billion in 1983 (Chart 1).! In real terms,
farm income will be about $14 billion (1972
dollars) compared with $7.5 billion in 1983.
Higher average crop prices, larger crop pro-
duction, and higher average livestock prices
will all contribute to a rise in farm earnings.
Importantly, direct government payments will
again be very large, possibly $6 to $10 bil-
lion. With a strong general economy, off-farm
income was again large in 1984—a record $43
billion. Most of that amount was earned by
small farmers.

The comparison of 1984 with 1983 is dis-
torted somewhat, however. The major distor-
tion is that more than half of the $11 billion in
commodities distributed to farmers in the PIK
program were marketed in early 1984, adding

! The revision of 1983 net farm income was very large. At the
end of 1983, net farm income was estimated initially at about $25
billion. Later, the substantial downward revision resulted pri-
marily from farmers shifting the marketing of more than half
their PIK commodities into early 1984 and from a record large
negative inventory adjustment, due almost entirely to PIK and
the drought.
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to farm cash receipts this year. A large inven-
tory adjustment also complicates the compari-
son. The value of farm inventories declined a
record $11.7 billion in 1983 because of PIK
and drought-reduced production. With large
crop output in 1984, inventories will again
rise sharply. The increase is currently esti-
mated at $7 to $11 billion.

Despite improved net income, farmers were
worse off in 1984 in terms of cash income.
Net cash income declined from 1983’s record
$40.1 billion, to $36 billion, largely due to
higher production expenses. Farm cash
receipts increased sharply to $141 billion from
the PIK-reduced level in 1983. Crop cash
receipts increased moderately, while livestock
receipts rose substantially. Total cash
expenses increased significantly to $142 bil-
lion, with most of the increase due to greater
quantities of purchased inputs as farmers
returned to pre-PIK planted acreage.

Because of the increase in purchases, input
suppliers were able in many cases to post
profits in 1984, after substantial losses in
1983. Fertilizer, seed, and chemical dealers
gained back most of the fourth to a third drop
in sales the PIK program brought about in
1983. But demand for machinery and equip-
ment was still very weak. High costs of carry- -
ing debt, weak income, and substantial
amounts of used equipment on the market,
resulted in another poor sales year in 1984 for
many machinery and equipment dealers.

Credit conditions

The farm balance sheet is expected to show
some further deterioration at the end of 1984.}
The farm sector statement for January 1, 1985
will likely indicate a 2 to 4 percent decline in
total farm assets, the fourth straight year of
decline (Table 1). Total liabilities probably
will decline very slightly as farm producers
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CHART 1
Farm income
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continue to watch debt levels due to financial
stress. With these shifts, proprietors’ equity
will decline further to perhaps $786 billion.
The debt-asset ratio is expected to change very
little.

While aggregate indicators provide a useful
frame of reference, the farm stress of 1984 has
been more apparent in credit conditions at the
farm level. These conditions reveal that
farmers and ranchers across the United States
underwent far more financial stress than nor-
mal in 1984, and more than in 1983.

According to agricultural bankers respond-
ing to a survey of agricultural credit condi-
tions in the Tenth Federal Reserve District,
farm liquidations were much higher than nor-
mal in 1984, For the six months ended Octo-
ber 1, full liquidations due to financial stress
were 4.5 percent of all farms and ranches, a
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rate bankers considered nearly three times nor-
mal (Chart 2). Partial liquidations over that
period totaled 5.7 percent, more than three
times normal. Although the greatest stress
may have been in the western Corn Belt and
Great Plains states, evidence of mounting
financial stress has spread to the Northwest
and Southwest too.

The real source of the stress is the debt-
service problem many producers face. In sim-
ple terms, over the past decade a noticeable
subset of farmers and ranchers has built up
debts that cannot be serviced in the current
market environment. In aggregate measures,
the farm sector debt-income ratio has risen
from about three in the early 1970s to about
ten now. That means the amount of debt sup-
ported by one dollar of income has increased
more than threefold in the past ten years.
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Table 1
Farm balance sheet on January 1
(billions of dollars)

— - —— e e -- -
| 1981 1982 1983 1984 1985¢
i Assets
l Real estate 828 819 769 764 733-749
Nonreal estate 219 220 228 267 270-278
' Total assets 1,090 1,083 1,045 1,031 990-1,010
| Liabilities
: Real estate 96 106 110 112 110-113
! Nonreal estate 86 96 107 103 101-104
} Total liabilities 182 202 216 215 211-217
' Proprietors equity 908 882 829 816 773-799
Debt-asset ratio 16.7% 18.6% 20.7% 20.8% 20.9-21.9%

f = forecast

Adding to the financial stress is the contin-
ued decline in farmland values. High real
interest rates and weak prospects for farm
income have brought substantial declines in
farmland values that in turn sharply reduced
farmers’ creditworthiness. In the Tenth Dis-
trict, farmland values dropped 6 percent in the
first quarter, 2.5 percent in the second, and 7
percent in the third (the last quarter for which
data are available).’ Thus, 1984 already has
produced the steepest declines in values since
the market peaked in 1981. Farmland values
in the Tenth District are off 27 to 32 percent
from their market highs, depending on the cat-
egory of land. In some isolated areas across
the nation, especially where there have been
weather problems in recent years, values may
have dropped 50 percent or more from their

* Agricultural Credit Survey, Federal Reserve Bank of Kansas
City.

Economic Review @ December 1984

i
- |
Source: U.S. Department of Agriculture, 1985 Agriculturat Outlook Conference i

peaks. Land value data must be interpreted
carefully, however. Much land is for sale cur-
rently, but relatively little is changing hands,
except under distress sale circumstances.

Agricultural lenders also felt the increased
farm financial stress in the past year. Loan
repayment rates slowed throughout the year
and, more importantly, loan delinquencies and
losses increased. Commercial banks and Farm
Credit System outlets charged off more farm
loans than in any year in the postwar period.
However, despite increasing loan repayment
problems, capital positions of most agricul-
tural lenders remain adequate.

Crops
Crop production returned to near pre-PIK
levels in 1984. Farmers seeded large acreages

of all major crops, thwarting administration
programs aimed at reducing wheat acreage 30
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CHART 2
Financial stress
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percent, feed grains 10 percent, and cotton 25
percent. A wet spring followed by a late sum-
mer drought trimmed yields in the western
Corn Belt but this was largely offset by excel-
lent growing conditions in the eastern Corn
Belt. With a large harvest, carryover supplies
of nearly all major crops began increasing
again in 1984. ‘

Wheat production increased in 1984 due to
large acreage and good yields. Total produc-
tion was nearly 2.6 billion bushels, with
yields just under last year’s record high.
Wheat prices averaged $3.54 a bushel in the
1983-84 marketing year, almost the same as
the year before (Table 2). Large stocks held
prices down, but strong feed demand provided
more overall support to prices than had been
expected.

Production of feed grains bounced back

sharply in 1984. With large plantings and
good yields, corn production totaled 7.5 bil-
lion bushels, up four-fifths from 1983’s
drought-stricken crop but still less than 1982°s
record output. Average farm-level com prices
increased sharply to $3.20 a bushel for the
1983-84 marketing year due to the unusually
small 1983 harvest. Corn prices peaked, how-
ever, by the end of 1983, and then began a
general decline in response to the large crop in
prospect for 1984.

Soybean production increased in 1984 to
about 1.9 billion bushels. An early frost fol-
lowed by wet harvest conditions reduced
yields, but output remained large by historic
standards. Farm level soybean prices averaged
$7.75 a bushel in the 1983-84 marketing year,
but most of the price strength came in the
fourth quarter of 1983. The large 1984 crop
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Table 2
U.S. farm product price projections

Marketing Years Percent ‘
Crops 1983-84 1984-85 Change
Wheat $3.54/bu $3.35-3.55/bu 2.5 i
Corn $3.20/bu $2.65-2.95/bu -12.5 1
Soybeans $7.75/bu $5.75-7.25/bu -16 :
Cotton $0.67/1b N/A N/A ;
Calendar Years Percent
Livestock 1984 1985 Change
! Choice Steers $ 65/cwt $65-69/cwt 3.0
Barrows & Gilts $48-49/cwt $50-52/cwt 5.1
Broilers $54-56/1b $48-54/1b -7.3
Turkeys $70-7t1b $65-69/1b -5.7
Milk $13.25-13.45/cwt $13.50-14.10/cwt 3.4
I

Source: U.S. Department of Agriculture, 1985 Agricultural Outlook Conference |

L R

and weak export demand led to softer prices
as the year progressed.

Cotton production totaled 13.4 million
bales, well above production in 1983. Yields
were near their record high, despite wet
weather that delayed harvest and lowered crop
quality in the Delta states. Farm-level cotton
prices increased to 67 cents a pound due to
strong export demand and tight carryover sup-
plies as the year began.

Overall, the crop situation changed dramati-
cally in 1984. Large production and still weak
export demand caused carryover supplies to
increase again and prices to fall. Thus, crop
producers look with concern toward 1985,
when another large crop would swell supplies
even more.

Livestock
Contrary to expectations, livestock produc-

tion continued to rise in 1984, with total meat
output up 1 percent from the record level in
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1983. The increase was due largely to higher
than expected beef slaughter and rising broiler
production. Pork producers cut back their pro-
duction.

Beef and veal production increased about 2
percent this year. A year ago, the forecast was
for beef production to decline in 1984. Cow
slaughter was high most of the year. Trim-
ming of dairy herds was partly responsible,
but probably more important were the finan-
cial stress on cattle producers and drought
conditions in some areas that led to herd liqui-
dation. Because the beef supply was large,
cattle prices were weaker than expected, but
higher than the year before. Slaughter steer
prices at Omaha averaged an estimated $65
per hundredweight in 1984, up from $62.50 in
1983.

Pork production dropped 4 percent in 1984
as producers responded to narrower profit
margins. Despite smaller supplies, pork prices
were much weaker than expected due to large
Canadian pork imports and larger than
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expected supplies of beef and poultry. Prices
for barrows and gilts at the seven regional
markets averaged about $48.50 per hundred-
weight in 1984, 1 percent more than in 1983.

Broiler production increased 4 percent in
1984 as producers responded to positive mar-
gins during most of the year. Continued strong
demand for broilers pushed average prices to
55 cents a pound. Turkey production, mean-
while, remained large but unchanged from
1983. Turkey prices, however, averaged about
71 cents a pound this year, up nearly a fifth
because of stronger demand.

Lamb and mutton production is expected to
decline 2 percent in 1984, continuing the
long-term trend toward lower output. Poor
range conditions caused additional herd liqui-
dations in the first half of the year. Prices
farmers received averaged an estimated
$62.50 per hundredweight for lambs, up mod-
erately from 1983.

Dairy producers reduced dairy output in
1984 for the first time in six years. Although
fewer producers than expected signed up for
the dairy diversion program, those that did
contributed to a 3 percent decline in dairy pro-
duction from the record level in 1983. Gov-
ernment purchases of dairy products declined
for the first time in three years. Milk prices to
producers were lowered by a 50 cent a pound
deduction imposed on producers for excess
milk production. As a result, milk prices aver-
aged about $13.35 a hundredweight, down
slightly from the year before.

The year ahead

The outlook for U.S. agriculture is domi-
nated by lower farm income, continued finan-
cial stress for debt-burdened producers, and
larger supplies of major crops. Farm income is
likely to decline in the year ahead, due largely
to reduced crop prices. Debt service problems
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will remain as agricultural lenders continue
dealing with troubled loans. Farm export vol-
ume probably will improve, but the value of
exports is expected to decline. The farm pol-
icy agenda will be crowded, as policymakers
consider the Farm Bill. With no program in
place to reduce supplies substantially, another
large crop is likely to add further to stocks
already enlarged in 1984. Thus, 1985 begins
with some clear concemns.

Farm income and financial conditions

Farm income is expected to decline in 1985.
Some improvement in livestock profits will be
more than offset by lower crop prices and
lower direct government payments. Prices for
red meat should improve as meat supplies
decline and demand improves, while lower
feed costs will further widen profit margins.
Crop prices will decline due to larger car-
ryover supplies, although a weaker dollar
would strengthen export demand and, thereby,
prices. As large crops are expected again next
year, yearend inventory adjustment to farm
income should be positive and significant.
Overall, net farm income could decline $7 to
$10 billion next year, with as much as a $5
billion decline in net cash income. Adjusted
for inflation, farm income may fall below the
$11 to $15 billion range (1972 dollars) that
has characterized U.S. agriculture thus far in
the 1980s.

That level of farm income means financial
stress will grow more serious in the year
ahead. With current interest rates and
incomes, many producers with debt-asset
ratios much above 40 percent will have diffi-
culty servicing their debt. In 1984, 18 percent
of all U.S. farms had debt-asset ratios greater
than 40 percent. As a group, these producers
controlled only 15 percent of farm assets but
owed 56 percent of farm debt.’ These numbers
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include part-time farmers, who often repay
farm debt with off-farm income, and very
large commercial farms with annual sales
greater than $500,000, most of which are
quite profitable. Thus, these data likely over-
state the severity of the debt situation. Never-
theless, many farm businesses in this category
will survive only by restructuring their debts,
assets, or both.

The most highly leveraged farm businesses
have an even more difficult problem. In most
cases, producers with debt-asset ratios exceed-
ing 70 percent cannot survive in the current
market environment. In 1984, 6.6 percent of
all farmers had debt-asset ratios exceeding 70
percent. This group controlled less than 4 per-
cent of farm assets but owed nearly one-fourth
of all farm debt. With the debt service prob-
lem facing these producers, full and partial
farm liquidations will continue to run well
above normal in 1985, as producers sell assets
to relieve financial pressure.

Most liquidation decisions, whether full or
partial, will be made jointly by borrowers and
lenders. Agricultural lenders were slow to
adjust to the farm recession that began in
1980. They must now address troubled farm
loan portfolios. Concerns by the regulators of
financial institutions—and the institutions’
own stockholders—over persistently high farm
loan delinquencies and losses will keep pres-
sure on lenders to resolve the most seriously
troubled loans. Although the capital of most
lending institutions is not endangered by trou-
bled farm loans, a larger share of bank failures
in 1984 were connected to farm loan losses.
That trend is almost certain to continue in the
year ahead.

Farm asset values are expected to remain
under downward pressure in 1985. High real
debt-carrying costs are expected to continue,

3 Source: U.S. Department of Agriculture.
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contributing to lower land values. Pressure on
land values will be greatest during winter and
early spring months when loan decisions are
made and liquidations increase. Important
unknowns at this point are how many farm
assets will be liquidated and how well rural
factor markets will absorb these assets. Cur-
rent indications are that liquidations will be
greater than a year ago. And while it seems
clear that farmland values will decline further,
precipitous declines do not appear likely
except in isolated circumstances.

Three things will lend stability to farmland
values. First, if the administration’s debt
restructuring program runs smoothly, it could
provide some breathing room for farmers
approaching the time when severe action must
be taken to resolve financial stress. Although
the current loan guarantee authority probably
is not adequate for the size of the problem,
further increases in this authority seem likely.
Second, lenders can be expected to show
restraint in putting foreclosed property on the
market. Rather than dispose of the property
immediately, as may have been typical in the
past, lenders are increasingly holding farmland
in their investment portfolios. That practice
reduces the volume of assets for sale, cushions
the decline in asset values, and allows the
lending institution to liquidate the assets later
when the losses may be less. Third, current
farm product prices and interest rates seem
likely to support land prices at about 50 per-
cent of their previous market high. Continued
declines in values could bring land prices at
yearend close to levels supported by market
fundamentals.

Otherwise, agricultural credit conditions
will be similar to those in 1984. Loanable
funds will be ample, but the main criterton for
borrowers will again be their creditworthiness.
Some counties that were declared disaster
areas because of the late-season drought will
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be eligible for Farmers Home Administration
(FmHA) disaster assistance. Interest rates for
farm borrowers, which rose slowly in 1984,
should decline somewhat in early 1985 as the
easier money market conditions prevailing in
late 1984 begin lowering the cost of funds for
rural lenders. But stronger U.S. economic per-
formance and high public credit demand could
put rates back on an upward trend by midyear.

Export outlook

The value of U.S. agricultural exports
increased in 1984, reversing three straight
years of decline. The value of farm exports
was $38.0 billion in fiscal 1984, up 9 percent
from 1983 (Chart 3). But more importantly,
1984 marked the fourth consecutive year of
decline in the volume of exports. Volume
totaled 141 million metric tons, 3 percent less
than in 1983 and the lowest volume since
1979. The agricultural trade balance, mean-
while, increased to $20.0 billion, despite more
food imports all year.

Even with the improvement in export value,
some negative market fundamentals remain.
With volumes declining, the increase in value
was due entirely to higher average prices. The
dollar remained strong throughout the year,
keeping U.S. farm products at a significant
price disadvantage in world markets. Soy-
beans in late 1984, for instance, were the
same price in U.S. dollars as three years ear-
lier, but priced in most foreign currencies they
were dramatically more expensive (Table 3).
The still weak economies of developing coun-
tries limited growth in world demand. Finally,
competing world grain supplies remained
large, as world grain production outside the
United States increased 1 percent.

Still weak export markets emphasize the
need to reexamine policies that influence U.S.
agricultural trade. Macroeconomic policies in
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the United States, particularly the huge federal
budget deficits that keep real interest rates
high and the dollar strong, account for a large
part of the problem. A weaker dollar alone,
however, will not return the United States to
its full stature in world food markets. Compet-
itive pricing of U.S. farm products and a long-
range strategic plan for expanding foreign
markets also will be critical.

The outlook for farm exports in 1985 is
mixed. Export value is expected to decline
slightly to perhaps $36.5 billion as farm prod-
uct prices soften. Meanwhile, export volume
is expected to increase moderately, the first
increase in five years. A strengthening world
economy will be a major factor in boosting
demand. The large supplies available, how-
ever, will keep world prices lower than a year
ago. A decline in the exchange value of the
dollar would provide a boost to farm exports,
but the timing and size of any prospective
decline is currently an unknown.

An important force during the 1984-85 mar-
keting year will be the amount of Soviet grain
purchases. The Soviet Union had its third poor
crop in a row in 1984. Because of adverse
weather, a harvest of 170 million metric tons
is currently expected, 25 tons less than in
1983. As a result, the Soviets are expected to
import a near-record 45 to 50 million metric
tons of grain, with up to half of that coming
from the United States. Although the pressure
of the Soviets in the market has strengthened
commodity prices, prospective sales probably
are fully accounted for in futures markets and
world supplies are still large. Thus, U.S.
export sales are not likely to be strong enough
in 1985 to prevent crop prices from sagging if
grain stocks climb.

Farm policy outlook:

Farm policy actions in 1984 have been
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CHART 3
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fairly low key and routine. Federal budget
constraints and the realization that major farm
policy legislation will be enacted in 1985 have
limited actions in 1984. Policy discussion, on
the other hand, has been unusually vigorous.
Nearly all segments of agriculture have been
rethinking their positions in anticipation of the
coming 1985 legislation.

Farm policy changes that have been made
largely affected commodity programs in 1984
and 1985. An effort has been made to limit
federal budget exposure and send clearer mar-
ket price signals to farm producers. For exam-
ple, target price payments scheduled under the
1981 Agriculture and Food Act have been
scaled back or frozen. As a result, wheat,
corn, upland cotton, and rice target prices will
be lower in 1985 than otherwise. To ease
farmer cash flow, advance partial payments of
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expected acreage diversion and target price
payments for those crops will be made at pro-
gram signup time. While probably helpful,
that plan had an unexpectedly negative impact
in 1984 when farmers had to refund overpay-
ments totaling $300 million.

Because of the severe drought in some parts
of the country in 1983, the government pro-
vided that farmers in counties adjoining those
counties declared eligible for natural disaster
emergency loans also were eligible for such
loans. Also, additional funding of at least
$310 million was to be made available in fis-
cal 1984 for insured economic emergency
loans, with the Secretary of Agriculture hav-
ing discretion to disburse the credit.

One agricultural credit program instituted in
1984 was neither low key nor routine. The
Secretary of Agriculture, in response to grow-
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Table 3
U.S. soybean prices in foreign currencies
(price per bushel)
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ing farm financial problems, put in place a
FmHA program to ease the farm debt prob-
lems. Initially covering Missouri, Kansas,
Iowa, Nebraska, and Minnesota, the program
will probably be extended to other states
where farm financial problems are severe. The
program has four major provisions.

One provision is that the FmHA can set
aside as much as 25 percent of a FmHA bor-
rower’s debt—not to exceed $200,000—for up
to five years. Payments are then rescheduled
on the indebtedness not set aside. The amount
set aside is rescheduled over the remainder of
the loan, with payments beginning after five
years. No interest is charged on the set-aside
amount for the whole five years, likely result-
ing in interest lost to the government of well
over $1 billion. All FmHA borrowers that are
good managers and are in financial distress are
eligible for the program, provided that it
allows the borrower to create a positive cash
flow on his operation.

Another main provision makes debts of
family farm owner-operators held by other
lenders also eligible for restructuring. To be
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eligible for federal assistance, both the bor-
rower and the lender must agree to new loan
terms entailing a writeoff by the lender of at
least 10 percent of the loan principal. The wri-
teoff must be enough to give the farmer a pos-
itive cash flow. A new note is then written
with the FmHA providing a guarantee of up to
90 percent of the new loan balance. There are
limits of $400,000 per borrower on guarantees
for operating purposes and $300,000 for real
estate purposes. A total of $630 million in
loan guarantee authority has been made availa-
ble from the FmHA.

The other two provisions of the program
involve credit management. The FmHA is tak-
ing steps to provide financial and management
services to farmers under financial stress. In
addition, the FmHA will contract with private
lenders to assist in servicing FmHA-insured
farmer program loans.

The farm policy action agenda will be
crowded in 1985. The nation’s farm financial
problems likely will require substantial assist-
ance from the government. Assistance could
take the form of a much expanded FmHA loan
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guarantee program, perhaps a few billion dol-
lars in total authority and possibly with easier
rules on loan writedowns by bankers and cash
flow requirements for farmers. Lenders might,
for example, be allowed to spread their write-
down on principal in the form of a reduction
in the interest charged the borrower. Lenders
could then take their loss in the form of
reduced earnings rather than an upfront reduc-
tion in bank capital, a change much more
acceptable to banks.

Writing major new farm legislation to
replace the 1981 Agricultural Act will be diffi-
cult in light of the farm financial stress and
stringent budget constraints. Policymakers are
not likely to approve a program as costly as
those of recent years. They could well put a
much tighter constraint on program costs,
maybe to less than $10 billion.

Most policy analysts agree that program
emphasis should be shifted from income trans-
fer and price support spending to market
development and short-term adjustment assist-
ance. There is general recognition of the need
to put more program dollars into market
development, which would have higher pay-
offs. The returns to producers from such
spending will be earned in the long run. There
could be short-term costs to some farmers as
income transfers are cut back. Continued
income pressures from high real debt-carrying
costs and loss of export competitiveness due to
a strong dollar could make farmers less will-
ing to abandon current programs. It seems
unlikely that farmers and policymakers will
agree to more than modest shifts in emphasis
for the upcoming legislation. Somewhat more
likely will be an effort to cap total spending
on farm programs. Such a cap is almost cer-
tain to create great pressure among commodity
groups to determine how the limited program
benefits are divided.

Of overriding importance to agriculture,
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compared with any purely agricultural issues,
are the continuing huge federal budget defi-
cits. Those deficits keep real interest costs and
the exchange value of the U.S. dollar unusu-
ally high, sharply increasing farm production
costs, reducing farm asset values, and reduc-
ing farm product prices by limiting U.S. agri-
culture’s competitive position in world mar-
kets. Without a prompt and reasonable
solution to federal budget deficits, U.S. agri-
culture faces more financial stress and a shaky
recovery.

The crop outlook

The crop outlook has changed markedly
from a year ago. Then, drought and PIK-
induced production declines reduced carryover
supplies to tight levels. Now, the large 1984
harvest—large both here and abroad—has
again pushed up available supplies. And while
stocks are still well below the record levels of
two years ago, another large crop in 1985
poses a threat to crop prices, next year and
beyond.

The outlook for U.S. wheat is based on
record supplies and record disappearance. The
1984 crop, the third largest ever, coupled with
already large carryover stocks will mean a
record wheat supply next year, nearly 4 billion
bushels. Carryover stocks will total 1.4 billion
bushels, just less than a year ago. Three-
fourths of that total, however, will be in the
Farmer Owned Reserve (FOR) or Commodity
Credit Corporation (CCC) stocks (Table 4).

Demand for wheat in the 1984-85 marketing
year will be strong, both here and abroad.
Feed use will be at a record high for the cur-
rent marketing year, as the result of livestock
producers switching from corn to wheat during
the summer of 1984, the first quarter of the
wheat marketing year. World consumption
will be quite strong, boosted by increased
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Table 4

U.S. agricultural supply and demand estimates

December 12, 1984
(millions of bushels, bales, or metric tons)

[ e e s e e

Corn (bu) Feed Grains (mt) Soybeans (bu) Wheat (bu) Cotton (bales)

. Oct. 1-Sept. 30 Oct. 1-Sept. 30 Sept. 1-Aug. 31 June 1-May 31 Aug. 1-July 31 )
i 1983-84 1984-85 1983-84 1984-85 1983-84 1984-85 1983-84 1984-85 1983-84 1984-85 (
Supply 5

Beginning stocks 3,120 722 97.3 314 345 175 1,515 1.398 7.9 28
- Production & imports 4,168 7,528  136.7 232.4 1,636 1,902 2,424 2,575 7.8 13.4
-Demand
" Domestic 4,700 5,050 146.8 156.7 1,066 1,087 1,112 1,067 5.9 53
| Export 1,866 2,075 55.7 61.3 740 775 1.429 1,525 6.8 6.3 ]
. Total 6,566 7,125 202.5 218.0 1,806 1,862 2,541 2.592 12.7 1.6
{Ending Stocks 722 1,125 314 45.9 175 215 1,398 1,381 2.8 47 !

1
]

.!Source: U.S. Department of Agriculture

i o e oo .

Soviet buying. World trade in wheat is
expected to reach a record high. But because

of large wheat crops elsewhere, notably the’

European Economic Community, U.S. wheat
exports will increase only 10 percent. Some
improvement in world demand will limit the
price softening effect of very large U.S. and
world wheat supplies. Farm level prices are
expected to average $3.35 to $3.55 a bushel in
the 1984-85 marketing year, down slightly
from a year earlier.

Feed grain supplies also will be large next
year. Corn supplies, the main feed grain, will
be more than 8.2 billion bushels, over a bil-
lion bushels more than last year. While still
less than the record supply of two years ago,
carryover stocks will rise to 1.1 billion bush-
els. Free stocks, supplies outside of FOR and
CCC ownership, will increase more than four-
fold. That will still be an historically tight free
market supply situation.

Although tight free stocks will support
prices somewhat, demand is not likely to
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increase enough to keep prices from easing.
Corn exports and domestic use both will
improve some in 1985, but supplies will be
more than adequate. Farm level corn prices
may average $2.65 to $2.95 a bushel in the
1984-85 marketing year, well below the $3.20
in 1983-84. Sorghum prices are expected to
average $2.40 to $2.65 a bushel at the farm
level, down from $2.75 a year earlier. Barley
prices are expected to average $2.15 to $2.45
a bushel, down from $2.50.

The soybean outlook is influenced by a
weather-reduced 1984 crop and weak export
demand. Adverse harvest weather cut yields in
1984, and the final crop was less than earlier
expected. As a result, total soybean supplies
will increase only modestly from a year ago.
Total carryover stocks may be only moder-
ately higher than last year’s 175 million bush-
els, a tight supply.

The demand for soybeans, however, is
expected to be weak. Domestic feed use is
expected to be down because of cuts in meat

Federal Reserve Bank of Kansas City



production. Exports had been expected to
increase, but reduced shipments of soybean
exports in the last quarter of 1984, usually the
heaviest period, suggest that world demand is
still weak. The People’s Republic of China, an
important buyer of world-traded soybeans, had
a large crop and may not purchase any soy-
beans in world markets during the coming
year. With a large 1985 crop in prospect, farm
level soybean prices are expected to average
only $5.75 to $7.25 a bushel, far below the
$7.75 a year earlier.

Cotton supplies also will be more than ade-
quate in the coming year. Total U.S. cotton
supplies will increase 2.5 percent. World cot-
ton supplies, boosted by a record Chinese

" crop, will jump to a record level. Slower U.S.
economic growth and increased textile imports
will contribute to a reduction in domestic mill
use. Exports also will decline as competing
world supplies prevent growth in sales. With-
out a large acreage reduction program in 1985,
production may be high again. Thus, cotton
prices are expected to weaken in the 1984-85
marketing year from the 67 cent a pound aver-
age the previous year.

The livestock outlook

Livestock producers should enjoy improved
profits in 1985. Reduced red meat supplies,
stronger consumer demand, and lower feed-
grain prices will contribute to better profits.
For the year as a whole, red meat supplies will
decline about 2 percent, but increased poultry
production will leave total meat production
unchanged. Consumer demand is expected to
improve slowly as the economic expansion
continues. Feed costs are likely to remain low
throughout the year. '

Beef production is expected to decline 4
percent in 1985. The recent pattern of large
cow and heifer slaughter may continue during
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the first quarter, in part spurred by continuing
financial stress. For the remainder of the year,
however, nonfed slaughter should drop back
to a more normal rate, accounting for nearly
all the expected reduction in beef production.
Fed cattle placements are likely to remain
large, and fed cattle marketings are expected
to change little. Consistent with declining beef
production, the cattle inventory should decline
during the year.

Choice steer prices at Omaha may be fairly
steady in 1985. Prices are expected to range
between $64 and $70 a hundredweight
throughout the year. Prices should be strongest
in the second quarter, when beef output will
decline most sharply from year-earlier levels.
Large competing pork and poultry supplies in
the second half may lead to prices nearer the
lower end of the range. Cattle feeder profit
margins should widen next year, especially if
another large corn crop pushes feed prices
lower. Favorable feeding margins may boost
feeder cattle prices in 1985, with a wider pre-
mium to fed cattle prices likely most of the
year.

Pork production is expected to be
unchanged in 1985. OQutput will likely decline
in the first half as producers continue their
cutbacks, but with cheaper feed as the year
progresses ‘production probably will begin
increasing by the fourth quarter. If the dollar
remains strong, Canadian pork imports could
remain an important supply factor in 1985. .

Continued economic expansion should
improve pork demand, but pork may not bene-
fit from growth in consumer income as much
as other meats. A potential structural change
in consumer preferences for meat may limit
growth in demand for pork products in 1985.
Per capita pork consumption declined 2.3 per-
cent during 1984, despite strong economic
growth.

Prices for barrows and gilts at the seven
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major markets probably will average $48 to
$52 a hundredweight in the first half. Seasonal
declines in red meat production during the
summer should push prices into the $51 to $55
range in the third quarter. Prices should then
retreat to the earlier range in the fourth quar-
ter, when total meat supplies will be larger.

Broiler producers face generally favorable
conditions in 1985. The improved profit mar-
gins of the past year will encourage large pro-
duction in 1985. For the year, output could rise
5 percent. Smaller supplies of competing red
meats along with continued strong demand will
bolster broiler prices in the first half. The 12-
city broiler price is expected to average in the
mid-50 cent a pound range in the first two quar-
ters. Larger total meat output in the second half
could lead to weaker broiler prices then.

Turkey producers are expected to increase
supplies 3 to 5 percent in 1985. Strong profits
in 1984 and lower feed costs will encourage
expansion. With these additional supplies, tur-
key prices may average 65 to 69 cents a
pound, down from 71 cents in 1984.

With the dairy paid diversion program over,
dairy output may increase again in 1985. With
cheaper corn available, dairy producers are
likely to increase feeding in 1984. One-fourth
of the 1984 reduction in milk production
resulted from less output per cow. Higher
grain feeding rates, then, could add quickly to
total production. Producers also have retained
large numbers of dairy heifers. If these are
added to the total number of milk cows when
the dairy diversion program ends, production
could rise substantially. Or, if the heifers only
replace cows culled from herds, output might
rise only modestly. In that case, however,
beef production would increase as cull cows
are slaughtered. So, while the government
support prices will be lower, production may
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increase as much as | to 2 percent, pushing
market prices below 1984 levels.

Conclusion

This was a year of contrast for U.S. agricul-
ture. Higher crop production, strong crop
prices early in the year, higher livestock
prices, and generous government subsidies
lifted net farm income sharply from the
depressed level of a year earlier to a near
record of $31 billion. But farm asset values—
indeed asset values across agriculture—contin-
ued to decline and farm financial stress was at
the greatest level since before World War II.

The year ahead could present a different
contrast. Large planted acreage could keep
major crop prices under continued downward
pressure. The volume of farm exports will
improve, but export value will decline because
of lower prices. Government subsidies likely
will be less generous than in other recent
years. Higher livestock prices will not be
enough to offset other adverse market factors,
and farm income will fall somewhat from the
1984 level. Farm financial stress will remain
high, with many highly leveraged operators
leaving the farming business.

Yet by the end of 1985, a sense of optimism
may begin spreading across agriculture. The
downward adjustment in asset values could
then be about complete. With continued world
economic growth, export demand could be
strengthening. Prompt and prudent action to
reduce the federal budget deficit would likely
result in declining real interest rates and an
easing in the exchange value of the U.S. dol-
lar. As 1985 ends, therefore, the stage could
be set for higher future farm profits, stable or
slowly rising farm asset values, and increased
competitiveness in world markets.
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