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Preface

The Institute for Public Policy and Business Research is pleased 10 present its 199] economic
forecast for the United States and Kansas. The forecast was generated with the Kansas Econometric
Model and the Indiana University Econometric Mode] of the United States. This repor includes an
executive summary, an explanation of the assumptions used in making the forecasts, forecasts for the U.S.
and Kansas economies for 1991, and an appendix with detailed quaner by quarter forecasts for each sector,

The forecast and this Teport were prepared by Professor Norman Clifford, director of the Kansas
Econometric Model. The Kansas Econometric Model is a long-temm project of the Institute; Professor
Clifford, Professor Mohamed El-Hodir, Dr. Gary Albrecht and Roben Glass, among others, have been

instrumental in jts development. Professor Donald Lien and David Rearden have been responsible for the
development of a supporting ARIMA model.
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Executive Summary

The National Economy

The U.S. economy will experience a recession in late 1990 and early 1991. An already weak
economy will be shocked into a short period of negative growth as a result of higher imported oil prices
that came about because of the crisis in the Persian gulf. The recession is expected to be relatively shon
and relatively mild; real GNP is expected to decline 1.3 percent during the fourth quarter of 1990 and
another 0.3 percent during the first quarter of 1991, A weak recovery is expected 1o begin by as early
as the second quarter of 1991, however growth will be less than 1.5 percent at annual rates throughout
the rest of the year. The weakness of the recovery is attributable in part to a somewhat contractionary
fiscal policy that is locked in as a result of the October budget compromise, as well as a monetary policy
that will be guided more by a concem for inflation than any desire to stimulate a weak economy. As a
result of the shon recession and mild recovery, GNP will grow only about 0.3 percent in 1991,

The main strength of the economy in 1991 will be the export sector, although some growth will
also be induced by increased consumer spending on services. Real U.S. exports are expected to grow a
healthy 4.7 percent in 1991, stimulated by a weaker dollar and continued economic growth of our major
trading partners. Almough this growth rate is well below 1989's 11.0 percent rate, it compares favorably
with the 5.4 percent growth in real exports in 1990. Consumer spending on services is expected to
increase 3.1 percent in 1991. Unfortunately, this growth in consumer spending on services will not be
repeated in other areas of consumer spending; real consumer spending on durable goods will decline 3.0
percent, while real consumer spending on nondurable goods will fall 1.1 percent.

Investment spending in general will be a very weak sector of the economy during 1991. Real
purchases of new equipment are expected to decline 0.8 percent during the year, while purchases of new
structures by businesses is expected to fall 1.2 percent. By far the weakest sector of the economy,

however, will be residential investment, which is expected (o decline 7.0 percent in 1991. Government



purchases of goods and services are expected 1o remain about level in 1991, as state and local government
purchases increase 1.7 percent and federal purchases, depressed by a 2.7 percent decrease in defense
purchases, will decline 1.6 percent.

The recession and slow recovery of the national economy in 1991 will be reflected in the rate of
natonal personal income growth. Nominal personal income will grow only 5.3 percent in 1991, compared
with 6.2 percent growth in 1990 and 7.7 percent growth in 1989. The reduction in growth is even more
dramatic if we adjust for inflation; real personal income will grow only 0.4 percent in 1991, compared
to 1.0 percent in 1990 and 3.2 percent in 1989,

A big surge in inflation occurred during the third quarter of 1990 and will continue in the fourth
quarter, as higher oil prices make their way through the economy. However, inflation should come down
significantly during 1991, as oil prices begin to fall and a weaker economy exerts less upward pressure,
On a guarterly basis, inflation should run at about 4 percent at annual rates, although measured on a year
over year basis the 1991 rate will be above 5 percent, as 1991's average prices are pushed up by the high
prices at the end of 1990. Medical care and motor fuel will see the biggest increases, followed closely
by prices of services other than enterainment,

As the economy slows, the number of jobs will actually decline, so that there will be an increase
in the unemployment rate, which will reach 6.7 percent by the end of the year. The 1991 unemployment
rate will average 6.4 percent for the year, compared 10 5.5 percent in 1990.

Interest rates are expected to remain fairly stable in 1991, with three-month treasury bill rates at
7.2 percent. Moody's AAA bond rate is expected to be about 9.5 percent, as is the prime rate charged
by banks. While a slow economy would be expected to depress interest rates, a conservative monetary

policy will tend to hold them up.
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Table 1
The National Forecast--Summary

1987 1988 1989 1990 1991
Real GNP (billions) 3853.7 4024 4 4117.7 4159.8 4171.1
Growth Rate 37 44 2.5 1.0 0.3
Rate of Inflation ) 4.1 4.8 5.7 5.4
Civilian Employment
(millions) 1125 115.1 117:3 118.0 117.5
Growth Rate 2.6 2:3 2.1 0.6 -0.4
Unemployment Rate 6.1 54 5.3 95 6.4
3-Month T-Bill Rate 5.8 6.7 8.1 7.6 7.2
Nominal Personal
Income (billions) 3777.6 4064.5 4384.3 4654.4 4902.8
Growth Rate 7.1 7.6 il 6.2 5.3

T T T YT T TR M
The national forecast, which is summarized in Table 1, above, is based on the Indiana University
‘Econometric Model of the United States. To arrive at our forecast, the following major assumptions were
imposed on that model:

1. After averaging nearly $40 a barrel in the fourth quarter of 1990, imported oil prices will fall
to $32 a barrel during the first quarter of 1991 and continue to decline gradually throughout the
year, reaching $24 per barrel by the year's end. This assumption is consistent with a voluntary
Iraqi pullout from Kuwait, or even a shon war leading to the restoration of the government of
Kuwait,

2. The foreign exchange value of the dollar will fall at a 4.8 percent annual rate.

3. The real growth of the United States® major trading parters in the OECD will average 3.0
percent during the forecast period.

4. The Federal reserve board will adopt an essentially neutral monetary policy during 1991,
holding short-run interest rates virtually constant. The M2 measure of the money stock will grow
ala4.510 5.0 percent annual rate. The Fed's major emphasis will be guarding against inflation,
rather than shoring up a weakening economy.



3. Fiscal policy will be dominated by the October budget compromise. There will be some
increases in excise taxes and personal income taxes, as well as reductions in medicare, medicaid
and velerans, benefits. In addition there will be some reduction in defense spending. As a result,
real federal purchases will decline 1.6 percent. Real state and local government purchases will
grow 1.7 percent.
The assumptions above lead to the most likely scenario in our opinion. However, some plausible altemnate
assumptons lead to a more pessimistic forecast: in particular, one might well argue that the growth rate
of the OECD countries will be substantially less than 3 percent over the forecast period. In that case, the
growth of U.S. exports would be less robust than in the more optimistic forecast, and the recession could
be both longer and deeper. On the other hand, this could be offset if the Fed were to follow a looser
monetary policy than we have posited and if the price of imported oil were to fall more quickly than we
have assumed.
The Kansas Economy

The Kansas forecast is summarized in Table 2, below. It is based on the national forecast and the
Kansas Econometric Model.

Relative to the two previous years, the Kansas economy will be much weaker in 1991,
Employment growth in 1991 will be only 0.4 percent, compared 10 1.0 percent in 1989 and 1.6 percent
in 1990. Similarly, nonfarm wage and salary employment will grow only 0.4 percent, compared 10 3.1
percent in 1989 and 2.0 percent in 1990. The same story is told by the unemployment rate, which will
increase 10 4.5 percent in 1991, from about 4 percent in the two previous years.

Among the major sectors of the Kansas economy, mining employment will grow moderately at
2.4 percent, while construction employment will fall dramatically by 5.5 percent as that sector is hit by
the decline in the economy. Employment in durable goods manufacturing will decline 1.6 percent,
although employment in the transportation equipment area, which accounts for about half of the

employment in durable goods manufacturing in Kansas, is expected to grow 0.4 percent. Employment

in rondurable goods manufacturing will grow 0.8 percent with employment in food and kindred products
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Table 2
The Kansas Forecast--Summary

1987 1988 1989 1990 1991

Civilian Labor

Force (thousands) 1268.0 1282.0 1285.0 1306.4 1316.4

Growth Rate 2.6 1.1 0.2 1.7 0.8

Total Employment

(thousands) 1205.0 1221.0 1233.0 1252.7 1257.5

Growth Rate 3.1 1.3 1.0 1.6 0.4

Wage and Salary

Employment (thousands) 1005.0 1035.4 1067.5 1089.1 1093.8

Growth Rate 2.1 3.0 3.1 200 0.4

Unemployment Rate 5.0 4.7 4.0 4.1 4.5

Nominal Personal

Income (thousands) 37029.3 39161.5 41454.0 43735.6 45722 .4

4.0 5.8 59 5.4 4.5

— T Y T T ST P R RS e e e e RS P ST T o sy

and in printing and publishing leading the way. Employment in transporiation and public utilides will
grow 0.5 percent, with railroad employment declining and employment in trucking and warehousing
increasing. Employment in finance, insurance, and real estate will remain the same, although employment
in both banking and insurance will fall. Service employment will increase 3.5 percém. down from 1990's
4.0 percent and 1989's 7.4 percent. Government employment will decline 1.3 percent, as federal
government employment declines 3.4 percent and state and local govemnment employment declines 1.0
percent.

Personal income will also grow slowly in Kansas in 1991 relative to its growth in 1989 and 1990,
Personal income will grow 4.5 percent inn 1991, compared 10 5.9 percent in 1989 and 5.5 percent in 1990.
Again, if we adjust for inflation the comparison is even more dramatic, real Kansas personal income grew

1.5 percent in 1989, 0.3 percent in 1990, and is predicted to fall 0.4 percent in 1991,
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Introduction

An already \;'eak U.S. economy will be forced into a relatively shor, relatively mild recession by
higher imported oil prices that occurred during the second half of 1990 as a result of the crisis in the
Persian gulf. Although the recession is expected to last only about three quarters, the recovery will be
slow due 1o constraints on fiscal policy imposed by the October budget compromise, as well as by a
monetary policy that will continue to be determined by the Federal Reserve Board's concem about
inflation. The Fed's neutral monetary policy will keep interest rates steady at about their level at the end
of 1990.

Some strength in consumer spending on services, and continued strong growth of exports will
prevent the recession from being 100 severe. Although the recovery should be under way by the second
half of 1991, it will be sufficiently weak that employment will decline slowly throughout the year, leading
10 a steady increase in the unemployment rate throughout 1991. The unemployment rate will be about
6.7 percent by the final quarter of the year.

Although the oil price shock at the end of 1990 had severe short-run inflationary eff.ecrs during
that period, oil prices are projected to decline slightly throughout 1991, and such inflationary effects are
not expecied to persist Inflation, as measured by the rate of change of the consumer price index, is
expected to run at about a 4 percent annual rate throughout the year.

The Kansas economy will also feel the effects of the oil price shock in the form of a downturn
in economic activity. Both employment and personal income are projected 1o grow much more slowly
than they did in 1990. Employment will remain at about its 1990 level, while personal income adjusted
for inflation will be slightly lower than it was in 1990. The Kansas unemployment rate will be about one-
half a percentage point higher in 1991 than it was in the previous year,

These are the main features of the national and Kansas forecasts developed at the Institute for



Public Policy and Business Research and presented below.! The following major assumptions underlie

the forecast:

1. Afier averaging nearly $40 a barrel in the fourth quarter of 1990, imported oil prices will fall
to $32 a barrel during the first quarter of 1991 and continue to decline gradually throughout the
year, reaching $24 per barrel by the year's end. This assumption is consistent with a voluntary
Iragi pullout from Kuwait, or even a shorl war leading to the restoration of the government of
Kuwail,

2. The foreign exchange value of the dollar will fall ar a 4.8 percent annual rate?.

3. The real growth of the United States’ major trading partners in the OECD® will average 3.0
percent during the forecast period.

4. The Federal reserve board will adopt an essentially neutral monetary policy during 1991,
holding short-run interest rates virtually constant. The M2 measure of the money stock will grow
al a 4.5 10 5.0 percent annual rate. The Fed's major emphasis will be guarding against inflation,
rather than shoring up a weakening economy,

3. Fiscal policy will be dominated by the October budget compromise. There will be some
increases in excise taxes and personal income taxes, as well as reductions in medicare, medicaid
and veterans, benefits. In addition there will be some reduction in defense spending. As a result,
real federal purchases will decline 1.6 percent. Real state and local govemment purchases will

grow 1.7 percent.

The National Economy

Higher oil prices as a result of Iraq's invasion of Kuwait will prove to be-a shock of sufficient
magnitude 1o push an already weak U.S. economy into a short, moderate recession. As Figure 1 indicates,
the U.S. economy, after exhibiting a surprising 1.8 percent real growth rate during the third quarter of
1990, will actually experience a 1.3 percent reduction in output during the fourth quarter of 1990 and a
further small reduction in the first quarter of 1991, Technically, this episode of two consecutive quarters
of negative real growth would constitute a recession, though it would be mild relative to other postwar
recessions. Although our forecast calls for a recovery beginning in the second quarter of 1990, also shown

in Figure 1, the pace of the recovery will be slow with the annual rate of growth increasing to just above



Real GNP Growth
1989 - 1991

Percent Change

Figure 1

1 percent in the fourth quarter of 1991, Restrictive fiscal policy locked in by the budget deficit agreement
and monetary policy that will continue to focus on inflation will prevent the recovery from being stronger.

In spite of the measured real growth in the third quarter of 1990, one could _argue that the national
economy was already in a recession during that period, so that the duration of the forecasted recession is
actually three quarters. Third quarier 1990 growth occurred in spite of an increase in imported oil prices
to over $30 per barrel, and was more than accounted for by growth in consumption spending and business
fixed investment. The growth in consumption spending was confined 1o two areas, new automobiles and
electricity and gas. The increased spending on new automobiles appears 10 have been a response by
consumers 10 new dealer incentives that went into effect during the period; the increased spending on

electricity and gas seems to have been in response to warmer than usual summer weather. Business fixed



investment spending continued in a pattem of alternate increase and decline that it has exhibited since the
third quarter of 1989. Thus, third quarter growth appears 10 have been the result of special factors, rather
than any underlying strength of the economy.

The two sectors of the economy that keep the recession in our forecast from being worse are
exporis and consumer spending. As Figure 2 shows, export growth was the fastest growing sector of the
economy during the six quarter period that began in the first quarter of 1989. GNP growth averaged

nearly 2 percent a year during that period, while growth in exports averaged nearly 8§ percent per year.

Contributions to Real GNP Growth

GNP
Consumption

Prod. Dur. Equip.

Exports
Imports m 89g1to 90qg2
90qg3 to 91q4
Government

I T h I I 1

0 2 4 6 8 10
Compounded Annual Growth Rate

Figure 2

During the six quarnters consisting of the third quarter of 1990 and the five quarters of our forecast, GNP

growth averages less than 1 percent a year, but expon growth still averages nearly 5 percent a year. Two

10



reasons for this strong growth of exports are our assumptions that the exchange rate of the dollar will fall
nearly 5 percent and that the economies of our major trading partners will remain strong over the forecast
period.

The fact that consumption spending will not weaken appreciably over the forecast period also
prevents the recession from being worse. Although consumption growth is not forecast 1o be particularly
strong, at just over 1 percent annually for the forecast period, that is almost precisely the annual rate of
growth form this sector over the six quarters that began with the first quarter of 1989. Thus, even though
the growth of consumer spending is expected to be very modest over the forecast period, the fact that,
unlike all the other sectors, it will not decline greatly, and the fact that it is by far the largest sector of the
economy, mean that it is acling as a counterweight against a deeper recession.

Although consumption spending is expected 10 grow at nearly the same rate over the forecast
period as it did over the previous six quarters, the forecasted growth is expected to be much less balanced
than it was over the previous period. For example, in 1989, real consumption of durable goods grew 2.3
percent, real consumption of nondurable goods grew 1.2 percent, and real consumption of services grew
2.4 percent. Thus, 1989's 1.9 percent growth in consumer spending was spread fairly uniformly across
durable goods, nondurable goods, and services. The forecast for 1991 is for consumption of durable goods
to decline 3 percent, consumption of nondurable goods to decline 1 percent, and coﬁsumplion of services
to increase 3.1 percent. Thus, all the growth in consumer spending in the 1991 forecast is concentrated
in spending on services.

The forecasted decline in real consumer spending on durable goods in 1991 is centered around
automobiles; purchases of new cars are expected to decline nearly 9 percent. On the other hand, purchases
of household fumishings and equipment, a major portion of durable goods spending, is expected to
increase 0.7 percent. The decline in nondurable goods expenditures, however, is expecied to be more

general, with spending in every major subcategory declining. Spending on food will show the smallest
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drop, declining 0.4 percent. Spending on gasoline and oil will fall 1.3 percent, while purchases of clothing
and shoes will fall 1.5 percent. Spending on fuel oil and coal will exhibil the largest plunge, falling 3.6
percent. Among services, spending on electricity and gas will Jjump 6.3 percent.

The sector of the economy that is expected to experience the biggest decline in performance is
investment in producers’ durable equipment. As can be seen in Figure 2, investment in producers’ durable
equipment was one of the engines of economic growth in 1989 and early 1990, with growth in spending
in this category averaging above 4 percent annually during the period. During the forecast period,
however, spending on new equipment by businesses is expected 10 grow just over 1 percent annually.
Business investment in structures is also expected to be weak. While such investment remained essentially
level in 1989 and 1990, it is expected to decline 1.2 percent in 1991. By far the weakest area of the
economy, however, will be residential investment. This category of investment declined at about 4 percent
per year in both 1989 and 1990, and is forecasted to decline 7 percent in 1991,

The last major sector of the economy, government purchases of goods and services, will grow only
slightly more slowly during the third quarter of 1990 and the forecast period than it did during 1989 and
early 1990. However, for 1991 alone, growth of government purchases of goods and services will average
only 0.3 percent growth, thus contributing little 1o economic recovery. A decline in federal defense
purchases of 2.7 percent will be only slightly more than offset by a 1.7 percent growth in both federal
nondefense purchases and state and local govenment purchases.

The recession and slow recovery of the economy in late 1990 and early 1991 will be reflected in
personal income growth, The forecasted quarterly pattern of nominal personal income growth is illustrated
in Figure 3. In annual terms nominal personal income grew 7.7 percent in 1989, 6.2 percent in 1990 and
is forecasted to grow only 5.3 percent in 1990. If we correct for inflation, the decline in growth is even
more pronounced; real personal income grew 3.2 percent in 1989, 1.0 percent in 1990 and is forecasted

to grow only 0.4 percent in 1991.
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U.S. Nominal Personal Income Growth
1989 - 1991

Percent Change
1249

Figure 3

A large part of the reduction in the rate of growth in personal income can be attributed to reduced
" growth in 'mlen:stlincome; net interest income grew nearly 20 percent in 1989 as interest rates rose, but
grew only 5 percent in 1990 and is projected to grow only 1.6 percent in 1991. The major source of
personal income, wages and salaries, grew 5.9 percent in 1989, 5.4 percent in 1990, and is expected 1o
grow 4.8 percent in 1991. Profits of unincorporated businesses, including farms, grew 7.1 percent in 1989,
6.6 percent in 1990, and are expected to grow 6.5 percent in 1990. Finally, corporate profits afier taxes
grew 1.0 percent in 1990 and are projected 1o grow 4.7 percent in 1991. However, dividends paid by
these corporations grew 8.5 percent in 1990 and 8.0 percent in 1991, As a result, undistributed corporate
profits fell by $8.7 billion in 1990 and are projected to fall by another $2.5 billion in 1991, As a result

of this slower rate of accumulation of retained eamings, corporations have a smaller stock of in-house
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funding for investment; this situation contributes to the lagging rate of investment spending that was noted
above.

A slower growth of personal income coupled with an increase in the growth of personal taxes
leads to a decrease in the rate of growth of disposable income; corrected for inflation, disposable income
grew 2.4 percent in 1989, 0.9 percent in 1990, and s projected to remain flat in 1991. With real personal
consumption growth averaging 1.2 percent in 1990 and 0.7 percent in 1991, we find a reduction in the
personal savings rate, from 4.6 percent in 1989 to 4.4 percent in 1990 to 3.8 percent in 1991,

Figure 4 illustrates the quarterly forecast of the rate of inflation as measured by the rate of change

of the consumer price index for all urban consumers. The big surge of inflation occurs during the second

Inflation Rate
Consumer Price Index

Percent Change
27

10
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half of 1990, as the increase in imported oil prices works its way through the economy. However, our
assumption c;f declining oil prices in 1991 and a very slowly recovering economy leads to a fairly rapid
dissipation of these inflationary forces, with moderate inflation rates projected for 1991. The rate of
inflation for the full year of 1991 is expected to be 5.4 percent, as the very high levels of the index
reached at the end of 1990 are carried throughout the year.

Food and beverage prices, which are expected 1o increase 5.3 percent in 1991, will increase at
about the same rate as the general price level. Prices of apparel will increase less quickly than the overall
average, at 4.9 percent, as will housing costs at 5.0 percent. Housing cost increases are driven by a 6.2
percent increase in the cost of shelter, while the fuel and utilities component at 1.8 percent and the
household fumishings and equipment component at 2.3 percent will increase only modestly.
Transportation costs are also expected 10 increase less than the overall price level at 4.9 percent. While
new car prices are expected to increase only 1.0 percent, the transportation index is driven up significantly
by a projected 15.7 percent increase in the cost of motor fuels. The cost of medical care is expected to
increase 8.8 percent. Entertainment prices are forecasted to increase modestly at 1.7 percent, but the prices
of services other than entertainment are projected 1o increase a hefty 7.5 percent.

Figure 5 illustrates the forecast of the rate of growth of the civilian labor force and employment
for the national economy. The figure also adds weight to the earlier argument that the economy was
essentially already in a recession during the third quarter of 1990; during that quarter total employment
declined nearly 1.5 percent. Also related to that argument, total employment by place of work declined
in July, August, September, and October; furthermore, real disposable income also declined in July and
August. This pattern of at least three consecutive months of employment decline and two consecutive
months of real disposable income decline is one that has been observed in all five recessions since 1959,
and has never been observed in a recovery during that period.

The forecast in Figure 5 shows employment declining gradually throughout 1991, along with
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moderate growth in the civilian labor force. Thus, we should €Xxpect 1o see the unemployment rate, which
stood at 5.4 percent in the second quarter of 1990, increase throughout the year, ending 1991 at about 6.7
percent. The average for the year will be 6.4 percent, compared to 5.5 percent in 1990 and 5.3 percent
in 1989.

Figure 6 illustrates the quarterly interest rate forecasts for 1991 for three interest rates; three-month
treasury bills, the prime rate charged by banks, and Moody's AAA bonds. After falling throughout most
of 1989 and 1990, the three-month treasury bill rate and the prime rate are expected to level off in 1991
at 7.2 and 9.5 percent respectively. Moody's AAA bond rate, which increased throughout the early pan
of 1990, is expected to level off in 1991 at about 9.5 percent. Although a slower economy would be

expected 1o lower interest rates, the inflation fighting bias of the Fed's monetary policy will offset this
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tendency for interest rates to fall.

The Kansas Economy

The performance of the Kansas economy, like that of the national economy, will be muted in
1991. Employment* growth for 1991 will be only 0.4 percent. compared to 1.0 percent in 1989 and 1.6
percent in 1990. Nonfarm wage and salary employment, for which the data are more reliable, will grow
only 0.4 percent in 1991, compared to 3.1 percent in 1989 and 2.0 percent in 1990. Thus, in terms of
employment growth, the forecast for the Kansas economy is for a very subdued year relative to the
previous two years. The same story is told by a closely related indicator, the unemployment rate; the

Kansas unemployment rate, which has hovered right at 4 percent for two years, is forecast 10 jump to 4.5
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percent in 1991, as the slowing economy fails to create enough jobs to keep pace with moderate growth
of the labor force. If we look at personal income, we see -a similar picture; personal income growth was
5.9 percent in 1989, dropped to 5.5 percent in 1990, and will fall to only 4.5 percent in 1991. Corrected
for inflaton these rates become 1.5 percent, 0.3 percent, and -0.4 percent respectively. Thus the Kansas
forecast is for a very slow economy in 1991,

Employment in most sectors of the Kansas economy will mirror the overall slowdown, although
some sectors and subsectors will buck the trend. The forecasted employment for the major sectors of the
state’s economy is shown in Table 3. The mining sector, which showed some growth in 1990 stimulated

in part by the big jump in oil prices in the second half of the year, will show some continued but modest

— I%
Table 3
Kansas Employment Growth by Sector

1989 1990 1991
Mining -10.0 4.8 24
Construction -2.7 42 -5.5
Durable Goods Manufacturing 2.2 -0.5 -1.6
Nondurable Goods Manufacturing 1.0 2.0 0.8
Transportation and Utilities 3.0 0.9 0.5
Wholesale and Retail Trade 25 1.7 0.7
Finance, Insurance, and Real Estate 0.7 1.9 0.0
Services 7.4 4.0 35
Govemment 3.2 1.4 -1.3
Farm 3.1 14.9 -1.5

T —————————————— s
growth in 1991, as oil prices decline gradually during the year, neither their leve] nor expectations of their
future level will be sufficiently high to generate a great deal of new activity. Likewise, employment in
construction, which rebounded somewhat in 1990, will fall 5.5 percent in 1991, The failure of interest

rates 1o drop further will be one factor in construction’s decline. Another will be the recessionary
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character of the econom Y construction is usually one of the hardest hit sectors when there is an economic
slowdown,

The 0.8 percent employment growth in nondurable goods manufacturing, although it wil] exceed
the economy wide average of 0.3 percent, will st be significantly below the 2.0 percent growth
experienced in this sector in 1990. The growth of employment in nondurable £00ds will be driven by
employment growth in two of that sector’s major subsectors: employment in food and kindred products
will grow 3.0 percent in 1991, actually exceeding its 1990 growth rate of 2.3 percent, while employment
in printing and publishing, while not matching its 1990 growth rate of 4.5 percent, will stil] exhibit a
healthy 2.8 percent increase. Employment in these WO sectors accounts for abouyt two-thirds of to1al
nondurable goods manufacturing employment, Among some of the smaller subsectors of nondurable
goods manufacturing, employment in manufacturing of apparel wil) decline 4.4 percent, after growing 2.4
percent in 1990; employment in chemicals and allied products will decline 2.7 percent following a 2.3
percent decline in 1990: and employment in manufacturing of petroleum and coal products will decline
3.5 percent after growing 0.7 percent in 1990. The decline in the latter two areas can be directly attributed
to higher raw materials costs associated with higher oil prices.

After two years of decline, employment in durable goods manufacturing will have returned 1o a
point near its 1988 level, wiping out almost all of the 2.2 percent gain that it made in 1989, Wit the
notable exception of the transportation equipment sector, whose employment will grow 0.4 percent in 1991
following a 0.9 percent decline in 1990, the 1.6 percent decline in employment in durable goods
manufacturing comes from declines across all subsectors. Employment in stone, glass, and clay will
decline 0.7 percent after growing 1.5 percent in 1990, employment in primary metals will decline 1.2
percent following a 0.1 percent decline in 1990; employment in fabricated metals will decline 2.5 percent
asit did in 1990; and employment in manufacturing of machinery, including electrical, will fall 4.1 percent

after increasing 1.7 percent in 1990 Manufacturing of transporation equipment accounts for nearly half
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of all employment in durable goods manufacturing in Kansas, while manufacturing of machinery,
including‘ electrical, accounts for about one-fourth of durable goods manufacturing employment.

The 0.5 percent rate of growth in transportation and public utilities employment is affected by a
more than 7 percent decline in railroad employment and a 1 percent increase in trucking and warehousing.
The slower economy is also reflected in the much slower growth of employment in wholesale and retail
trade. Employment in wholesale trade will grow only 0.2 percent in 1991 afier growing 1.7 percent in
1990, while employment in retail trade will grow 0.9 percent after growing 1.6 percent in 1990. Retail
trade employment will decline somewhat in general merchandise stores, auto dealers and gas stations, and
appare] and accessory stores, but will increase in food stores and other areas of retail trade.

Finance, insurance and real estate employment will remain flat, in spite of 1.5 percent employment

—

e

Table 4
Kansas Personal Income Breakdown
Growth Rates

1989 1990 1991
Personal Income 5.9 3085 4.5
Wages and Salaries 4.8 4.8 4.0
Nonfarm Proprietors’ Income 5.6 4.2 39
Farm Proprietors’ Income -33.5 13.3 0.1
Dividends , Interest, and Rents 13.7 5.6 4.5
Personal Contributions 1o Social Insurance 93 6.7 5.1
Transfer Payments 8.4 8.3 ¥
Other Labor Income 6.9 5.5 44

decreases in both banking and insurance. Service

“

employment will experience increases in hotels and

lodging, personal services, and most other areas, although growth rates will be lower than in the recent

past. The decrease in government employment will come at both the federal and state and local levels;

federal govemnment employment will fall 3.4 percen

t after falling 1.5 percent in 1990, while state and local
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government employment will fall 1.0 percent afier increasing 1.9 percent in 1990.

Table 4 shows the breakdown of the Kansas personal income forecast. All of the categories reflect
the slowdown in personal income growth. Wage and salary growth and other labor income growth are
both projected 1o be about 1 percentage point below their 1990 growth rates, reflecting in part the much
slower growth of employment forecasted for 1991, Dividend, interest, and rent income is likewise
expected o grow about 1 percent slower in 1990, due to slow economic growth and the projected Stability

of interest rates over the forecast period.

Conclusion

The evidence is strong that higher oil prices due to the Persian gulf crisis pushed an already weak
U.S. economy inlo a recession during the latter half of 1990, and that the recession will last at least
through the first quarter of 1991, A recovery that can be expected to begin in the middle of 1991 will
be weak due to constraints on fiscal policy imposed by the October budget compromise and self-imposed
constraints on monetary policy by a Federal reserve Board that continues to place the fight againsi
inflation at the top of its list of priorities.

There are good reasons to believe that the U.S. economy can avoid a long, deep recession at this
time. First of all, the oil price shock, while severe, is still milder than earlier shoc]::s. Furthermore, there
are many reasons 1o expect the effects of a restriction on the flow of oil worldwide to be less severe than
in earlier episodes of oil price increases. The U.S. and the other major oil importing nations now have
much larger inventories of oil than they did in earier crises. The U.S. and other major oil producing
nations are much more energy efficient than they were during earlier oil price shocks; for example, the
ratio of real output o energy input in the U.S has increased more than 50 percent since 1973. Inflation
is lower now than it was during earlier oil shock episodes, and the central bank is more alent to the

dangers of inflation. Finally, the world economy is now in a much better position than it was to withstand
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shocks. Thus, a good argument can be made that the effects of the dramatic increase in oil prices that
occurred during last half of 1990 will not be of a sufficient magnitude to push the U.S. economy into a
deep recession.

There are also reasons other than the above argument that the impact of higher oil prices may not
be 100 severe 10 expect that any recession will be relatively mild at this time. First, the U.S. economy
currendy has a fairly low inventory to sales ratio. Thus, one of the major factors in deepening recessions
once they begin, the tendency of firms to cut back production even more than sales in order 1o reduce
inventories, should be largely absent from this recession. Second, manufacturing is already lean; there
will be much less incentive for fimms to take the opportunity of reduced demand to eliminate existing
inefficiencies by laying off workers than there would be otherwise. Third, exports continue to be a strong
sector of the economy. Finally, construction and housing were already at a low level, so there is good
reason to think that the level of activity in this sector will not fall as far as it otherwise would have,

There are, however, some caveats to the scenario described above. Obviously, a war in the gulf
that impaired Saudi Arabia's ability to produce could drive oil prices significantly higher in the shor run.
In the event of such an occurrence, one would expect the recession 1o be much more severe than the one
that we described above, although not necessarily much longer. Secondly, one should at least make note
of the fact that a severe recession would place an extreme strain on an already stressed financial sysiem,
and a partially incapacitated financial system would detract from the economy’s ability 1o avoid a deep
recession. Finally, slow growth of the European Economic Community could mean that U.S. expor
growth will not be as strong as indicated in our forecast, and thus that the recovery will be even weaker

than we have indicated.

22



W

Notes

“1. The forecasts for the national economy are produced by the Econometric Mode! of the United
States developed at the Center for Econometric Model Research at the University of Indiana, using
assumptons generated at the Institute. The directors of the CEMR are R. Jeffery Green and Moron J.
Marcus. The Kansas forecasts are produced by the Kansas Econometric Model, which is a product of the
Institute for Public Policy and Business Research.

2. Trade weighted average of the dollar's exchange rate.

3. Organization for Economic Cooperation and Development. Member nations are Australia,
Austria, Belgium, Canada, Denmark, Finland, France, West Germany, Greece, Holland, Iceland, Ireland,
Italy, Japan, Luxembourg, New Zealand, Norway, Portugal, Spain, Sweden, Switzerland, Turkey, the
United Kingdom, and the United States.

4. Employment refers to total number of Kansas residents employed in civilian (including
nonmilitary government) jobs. Nonfarm wage and salary employment refers to to/Aal nonfam civilian
(including nonmilitary government) jobs in Kansas. Thus, to go from nonfarm wage and salary
employment to employment, one must correct for farm employment, Kansans who have more than one
job, Kansans who work out of state, and non-Kansas residents who work in Kansas.
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