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Forecasting 1980
In the summer 1979 issue of the Quarterly Review were two articles on a new —and perhaps better—technique of
economic forecasting: vector autoregression (VAR). In the first article in this issue, "The U.S. Economy in 1980," Preston ].
Miller, Thomas M. Supelf and Thomas H. Turner put a VAR model to work forecasting for 1980 and measuring the effects of
the unexpectedly rapid rise in oil prices. In the second article, "Estimating the Effects of the Oil-Price Shock/' they explain in
more technical terms how they used their VAR model to forecast and to determine the effects of the rise in oil prices.

The U.S. Economy in 1980:
Shockwaves from 1979
Preston J. Miller, Assistant Vice President
Thomas M. Supel, Senior Economist
Thomas H. Turner, Economist
Research Department
Federal Reserve Bank of Minneapolis

People from Minnesota will tell you that it's a disappointment when your team doesn't get into the
Super Bowl. But it's much worse when your team does
get into it and then gets trounced. It hurts when your
high hopes are knocked so rudely to the ground.
In 1979, economists learned how the Vikings' fans
have been feeling. At the beginning of the year there
was hope. Economic policies, which had been shifted
in the fall of 1978, at last were directed to reversing the
upward swing in inflation while maintaining moderate
growth in the real economy. The goal of economic
stability seemed obtainable. But then the economy was
pulled down by hefty oil prices, and stability wasn't
even within kicking distance. Instead of the close-totrend real growth which was predicted for 1979, we
had virtually no real growth at all. And more strikingly,
instead of the predicted reduction or leveling in the rate
of inflation, we experienced a sharp acceleration to
double-digit rates. Just as our hopes were rising, we got
trounced.
The trouncing was due largely to the unexpected
rise in oil prices, the oil-price shock. This shock can
explain most of the errors in our predictions for 1979
and is responsible for a tightening in monetary and
fiscal policies that year. Principally because of the oil-

price shock and the way monetary and fiscal policies
responded to it, we are predicting a mild slowing in
economic activity during the first half of 1980. Our
analysis, in fact, raises some questions about the
appropriateness of the monetary and fiscal policy
responses that occurred in 1979.

What Might Have Been in 1979

As 1979 began, there were good reasons to be optimistic about economic prospects in the year ahead. First,
at that time the imbalances in the consumer and
business sectors, which typically presage a business
downturn, had not appeared. If a downturn were
approaching, we would normally expect a slowing in
consumer demand, a buildup of business inventories,
and a weakening in spending for plant and equipment.
But consumer demand remained strong, business inventories were lean relative to sales, and indicators of
plant and equipment spending suggested that continued growth was in store. Since sectoral imbalances
were not evident, the recovery dating back to 1975 did
not appear to be running out of steam.
Second, major structural changes had occurred to
make the cyclically sensitive housing market less
prone to booms and busts — more resistant to the
1

vagaries of the business cycle—than it had been in the
past. For instance, innovations in financial markets
had been designed to keep mortgage funds available in
periods of high interest rates. Among the more prominent of these innovations were the legalization of
money market certificate accounts and the extension
of government guarantees to securities backed by
conventional mortgages.
Money market accounts allowed thrift institutions
such as savings and loan associations and mutual
savings banks — primary sources of mortgage funds —
to attract deposits by paying current market interest
rates. In the past, such institutions faced legal limits on
the interest rates they could pay on accounts under
$100,000. Because of this, they had difficulty attracting funds when market rates climbed above the limits.
Once money market accounts became legal, though,
thrift institutions could match the interest rates paid by
competitors.
Like money market accounts, government guaran-
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tees to securities backed by conventional mortgages
helped keep mortgage funds available. These guarantees led to standardized contracts and encouraged the
development of a broader secondary market in mortgages. This market, by permitting a broader spectrum
of investors to participate in mortgage lending, has
helped make mortgage funds more available in periods
of high interest rates.
Finally, the administration and the Federal Reserve announced a series of important policy actions in
the fall of 1978. Although the actions were disparate
and not entirely consistent, monetary and fiscal policies
did assume a credible anti-inflationary stance. The
actions were ostensibly designed to prop up the exchange value of the dollar, but they committed the
government to dealing with the more fundamental
problem of inflation (see p. 3, ''Policy Actions, Fall
1978").
Because of the strength of the economy as 1979
began, the innovations in mortgage markets, and the
fall 1978 policy actions, forecasts for the U.S. economy in 1979 were quite optimistic. Our winter 1979
Quarterly Review predicted that in 1979 annual
average real gross national product would grow at its
trend rate of 3 to 3lA percent and the consumer price
index would be a little over 8 percent higher than in
1978. Based on current data for the fourth quarter of
1978, these predictions translate into 2.1 percent
growth in real G N P and 7.5 percent growth in the CPI
over the four quarters of 1979.
Our forecast of 1979's real G N P was a bit too high,
and that of inflation, as measured by the CPI, was far
too low. Data available through January 1980 indicate
that from the fourth quarter of 1978 to the fourth
quarter of 1979 real G N P grew 0.8 percent and the
CPI rose 12.6 percent. The Quarterly Review forecast
was off roughly 1 percentage point for G N P and 5
points for the CPI. These large forecast errors were
due mainly to the oil-price shock. 1
One measure of the oil-price shock is the difference between actual crude oil prices in 1979 and the
prices that forecasters assumed at the beginning of the
year. We, along with most other forecasters, assumed
1
A shock might be defined formally as the part of a forecast error which
remains when all the variables which condition the forecast are set at their
actual values.
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