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Preface

The Institute for Public Policy and Business Research is pleased to present this midyear update
of its 1991 economic forecast for the United States and Kansas. The forecast was generated with the
Kansas Econometric Model and the Indiana University Econometric Model of the United States. This
report 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 quarter by quarter
forecasts for each sector. Although the Institute’s official forecast for 1992 will be released in December

of this year, this midyear update contains preliminary forecasts of some of the major economic variables
for both Kansas and the nation.

The forecast and this report were prepared by Norman Clifford, Research Fellow and director of
the Kansas Econometric Model. The Kansas Econometric Model is a long-term project of the Institute;
Professor Clifford, Professor Mohamed El-Hodiri, Dr. Gary Albrecht and Robert Glass, among others,
have been instrumental in its 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 entered a recession sometime during the third quarter of 1990. Although
output grew 1.4 percent during the quarter, most sectors experienced weakening growth or contraction.
Output declined 1.6 percent in the fourth quarter of the year; consumer spending alone fell by 3.4 percent.
The major causes of the decline appear to have been a large increase in imported oil prices coupled with
a growing concern about the situation in the Middle East. Nevertheless, aggregate demand as measured
by final sales actually grew during the quarter, due to an impressive performance by net exports and
increases in govermnment spending. However the growth in demand was not sufficient to offset a
significant inventory reduction by firms. GNP dropped a further 2.8 percent in the first quarter of 1991,
as firms reduced spending on plant and equipment and continued to reduce inventories. Consumption
spending, residential investment spending, and, surprisingly, government spending all fell during the
quarter. Modest improvements in net exports could not offset these declines, and final sales as well as
output declined.

The forecast is for the recession to end sometime during the third quarter of 1991, making it about
average in terms of depth and duration. The recovery will not be especially strong , however, particularly
in the early stages. The beginning of the recovery in the second quarter will be driven by increases in
consumer spending; however both residential and nonresidential spending will fall by over 5 percent
during the quarter. Net exports will decline slightly, as mild export growth will be exceeded by increases
in imports due to increased consumer spending. Government spending will be essentially unchanged from
the previous quarter.

The recovery should continue throughout the remainder of 1991, with output growing just over
2 percent per year during that period. The average level of GNP for all of 1991 will be less than 0.1

percent higher than it was in 1990. Modest increases in consumer spending and reduced rates of inventory



reduction by firms will contribute most to the recovery during the last half of the year. Residential and
nonresidential investment spending will also begin to recover during the last half of the year, with

residential investment growing over 9 percent and nonresidential investment growing 3.4 percent.

“—

Table 1
The National Forecast--Summary

1988 1989 1990 1991 1992

Real GNP (billions) 4016.8 4117.7 4157.3 4158.9 4263.7
Growth Rate 4.5 215 1.0 0.0 2.5
Rate of Inflation 4.1 4.8 5.4 4.6 4.1
Civilian Employment

(millions) 115.0 117.3 117.9 117.2 118.3
Growth Rate 23 2.1 0.5 -0.6 0.9
Unemployment Rate 5:8 5.3 3.5 6.8 6.9
Wage and Salary'

Employment (millions) 105.5 108.4 110.0 109.3 111.1
Growth Rate 2.2 2.2 2.9 -0.6 1.6
3-Month T-Bill Rate 6.7 8.1 7.5 5.8 6.2
Nominal Personal

Income (billions) 4070.8 4384.3 4645.5 4812.6 5104.9
Growth Rate 8.1 T 6.0 3.6 6.1

“—

Personal income growth was also affected by the recession. Personal income is expected to grow
only 3.6 percent in 1991, compared to nearly 8 percent in 1988 and 1989, and 6 percent in 1990.
Adjusted for inflation, personal income is expected to decline 0.4 percent. Nonfarm employment will
decline 0.6 percent in 1991, although there will be some positive growth in employment during the second
half of the year. The unemployment rate for 1991 will jump to 6.8 percent, 1.3 percentage points higher
than it was in 1990. On a more positive note, inflation will be lower in 1991 as a result of weak demand

and reduced imported oil prices. The rate of inflation for 1991 is expected to be 4.6 percent, nearly a full
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percentage point less than it was in 1990. The biggest price increases will occur in medical carg. where
prices will increase 8 percent. Transportation costs will go up 4.6 percent, food and beverage prices will
increase 3.4 percent, and housing costs will go up 4.4 percent. Weak demand and a slight relaxation of
constraints on money supply growth by the Fed will prevent interest rates from rising much during the
year. Short-run rates as measured by the interest rate on three-month treasury bills will average 5.8
percent compared to 7.5 percent during 1990.

The recovery can be put into perspective by noting that most areas of output, income, and
employment will not return to their pre-recession levels until sometime in the fourth quarter of 1991.
Although the institute’s forecast for 1992 will appear in December, we have included a preliminary
forecast of the major economic aggregates in order to get a further gauge of the recovery. This
preliminary forecast has the recovery gaining a bit in strength during 1992, with GNP growth for the year
at 2.5 percent. Employment growth will also be stronger in 1992, with nonfarm employment growing 1.6
percent, but the unemployment rate will remain just under 7 percent. Price increases will be moderate,
with inflation averaging 4.1 percent for the year. Interest rates will increase slightly, as exhibited by the
slightly less than one half percentage point increase in the rate on three-month treasury bills. Personal
income will grow 6.1 percent, 2.7 percent after adjusting for inflation.

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. Oil prices will climb gradually in the early summer and then stabilize for the remainder of the
year. For all of 1991, oil prices will average 2.9 percent below the average for all of 1990, although this
1991 average will be about 40 percent below the average of imported oil prices in the peak fourth quarter
of 1990.

2. The Fed will relax its hold on money supply growth slightly, with M2 growing at a 5.2 percent
annual rate throughout the rest of the year, somewhat above its first quarter growth of 3.6 percent.

3. In spite of a decline in domestic interest rates and an increase in foreign rates, the dollar has
appreciated sharply since February. The forecast is based on the assumption that the exchange rate will
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remain at its early May level throughout the forecast period. Given the assumption of a relatively strong
dollar and the fact that the outlook for our trading partners is for only modest growth, the forecast is based
on the assumption that U.S. exports will grow only 3.9 percent in 1991.

4. As a result of the fact that the cost of the war in the Persian Gulf came in lower than expected,
and the fact that much of the cost was covered by the allies, defense spending is assumed to decrease at
a 10 percent annual rate throughout the last three quarters of 1991,

The Kansas Economy

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

The Kansas economy also felt some effects of the recession during the last half of 1990, although
it does not appear to have been hit as hard as the nation as a whole. Nonfarm employment grew only
about 1.2 percent in the fourth quarter of 1990 compared to 2.2 percent during the first three quarters.
The unemployment rate during the last half of 1990 was 0.6 of a percentage point higher than during the
last half of 1989. Personal income exclusive of farm proprietors’ income and adjusted for inflation fell
2.8 percent in the fourth quarter after growing at a 1.4 percent annual rate during the first three quarters.
The trend continued in the first quarter of 1991 as nonfarm employment grew only 1.1 percent and the
unemployment rate was 0.8 of a percentage point higher than in the first quarter of the previous year.

The recovery should begin sometime during the second quarter in Kansas, although it will be of
modest proportions. Nonfarm wage and salary employment will grow 0.7 percent for all of 1991, but this
rate of employment growth will not be sufficient to keep the unemployment rate from rising. The
unemployment rate will average 4.8 percent for the year compared to 4.4 percent for all of 1990. Personal
income will grow 4.3 percent in 1991, down from 7.3 percent in 1990. Exclusive of farm proprictors’
income and adjusted for inflation, personal income will grow only 0.4 percent in 1991.

Sectors that will experience above average employment growth are mining (2.1 percent),

construction (1.9 percent), nondurable goods manufacturing (1.3 percent), transportation and public utilities

(2.3 percent), and services (2.4 percent). Experiencing below average employment growth will be durable
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goods manufacturing (-2.6 percent), wholesale and retail trade (-0.4 percent), and farming (0.0 percent).
Sectors whose employment growth will be at about the state average are government (0.7 percent) and
. finance insurance and real estate (0.8 percent).

According to our preliminary forecast, Kansas will continue to grow, although modestly, in 1992.
Nonfarm employment will grow about 1.0 percent, while the unemployment rate will drop slightly to 4.6
percent. Nominal personal income will grow 5.1 percent in 1992. Adjusted for inflation, personal income

will grow 1.7 percent.

Table 2
The Kansas Forecast--Summary

1988 1989 1990 1991 1992

Civilian Labor

Force (thousands) 1282.0 1285.0 1300.0 1314.6 1322.9
Growth Rate 1.1 0.2 1.2 11 0.6
Total Employment

(thousands) 1221.0 1233.0 1243.0 1251.3 1261.8
Growth Rate 1.3 1.0 0.8 0.7 0.8
Wage and Salary’

Employment (thousands) 1035.4 1064.2 1084.7 1092.0 1103.0
Growth Rate 3.0 2.8 1.9 0.7 1.0
Unemployment Rate 47 4.1 4.4 4.8 4.6
Nominal Personal

Income (millions) 39177.8 41511.5 44561.3 46496.8 48881.2
Growth Rate 5.8 6.0 7.3 43 5.1
Real Personal

Income (millions) 31536.6 31966.6 32671.2 32788.9 33338.7
Growth Rate 1.8 1.4 2.2 0.4 1.7



Introduction

Sometime during the third quarter of 1990 the U.S. economy entered a recession which continued
through the fourth quarter of that year and all of the first quarter of 1991. Output declined significantly
in both those quarters, consumer spending dropped sharply in the final quarter of 1990, while business
expenditures on plant and equipment remained flat. These declines, however, were more than covered
by a $38 billion increase in net exports-- exports grew significantly while imports declined through
reduced consumer spending--and an increase in government spending; therefore, final sales actually
increased during the quarter. Although aggregate demand as measured by final sales grew during the
fourth quarter of 1990, output fell because firms reduced their inventories significantly.

The reduction in output was even greater in the first quarter of 1991. Consumer spending
continued to fall, firms not only continued to reduce inventories but also reduced spending on new plant
and equipment, and government spending, somewhat surprisingly given the U.S. involvement in a major
war during the quarter, also declined. A further $15.9 billion increase in net exports could not overcome
the decreases in the other areas of aggregate demand, and thus final sales as well as output fell during the
quarter.

In other signs of a recession, the unemployment rate increased in both quarters, and employment
by place of work and private nonfarm manhours fell in both quarters. Real disposable income also
declined in both quarters and the money supply grew slowly over the period.

The forecast for the national economy is for the recession to end in the second quarter of 1991,
Although the recession will have been about average in terms of duration and reduction in output, the
recovery will be slower than average. The main forces driving the recovery will be a return to moderate
growth of consumer spending and a reduction of the rate at which firms reduce inventories. Further
increases in net exports will be modest at best, as imports begin to grow again along with the increase in

consumer spending, while both business and residential investment will be slow to recover. Government

Ty -



spending will decline throughout the year. One gauge of the weakness of the recovery is the fact that
most macroeconomic measures of economic activity will return to their third quarter 1990 level no sooner
than the last quarter of 1991.

The recession and slow recovery as well as relative stability in imported oil prices will reduce
inflationary pressures in 1990, with inflation as measured by the change in the consumer price index near
4 percent throughout 1991. Somewhat faster money supply growth, coupled with the recession and weak
recovery, will cause short-term interest rates to decline through the first half of the year and increase
slightly during the second half. Long-term rates will be essentially flat.

The Kansas economy also showed signs of a slowdown during the end of 1990 and the first
quarter of 1991. Employment growth slowed and the unemployment rate increased duﬁﬁg the period.
Personal income growth also declined significantly in the final quarter of 1990. The recovery in Kansas,
like the U.S., is expected to be weaker than average. Employment growth will increase, but not enough
to bring the unemployment rate down to its pre-recession level. Real personal income will grow during
the last half of the year, but real personal income growth for all of 1991 will be slower than it was in

1990.

Anatomy of the Recession

The U.S. economy began a recessionary phase sometime during the third quarter of 1990.
Although output grew at a 1.4 percent annual rate during that quarter, most sectors of the economy were
already experiencing weak growth or some contraction. The recession deepened as output declined at a
1.6 percent annual rate during the fourth quarter of the year, with most of the decline occurring because
of a 3.4 percent decline in consumer spending. Consumer purchases of durable goods fell 12.3 percent
in the quarter, with most of the decrease coming through a drop in purchases of motor vehicles and parts;

consumer purchases of nondurable goods fell 6.5 percent, with substantial declines in nearly every



category, although consumer spending on services did not decline but grew 1.8 percent, a rate that was
far below the 5 percent and 3 percent rates of growth during the two previous quarters.

The large decrease in consumer spending in the fourth quarter was not the only sign of weakness
during the period; business spending on plant and equipment during the quarter remained essentially flat,
with an 18 percent decline in investment in new structures offsetting a 6.3 percent increase in purchases
of equipment. In addition, residential investment continued a double digit rate of decline that began in
the second quarter of the year as it fell more than 20 percent.

The declines in consumption and investment spending outlined above totaled just under $33
billion, but GNP fell only $16.6 billion during the quarter. So the question we might ask is not "why did
the economy do so badly during the fourth quarter,” but "why didn’t the economy do worse?" The answer
is that the $33 billion decline that we have described was more than offset by a dramatic improvement
in net exports; net exports as measured on the national income and products accounts basis grew by $37.7
billion during the quarter, going from -$46.5 billion to -$8.8 billion. This dramatic improvement resulted
from an 11 percent growth in real exports coupled with an 11.8 percent decline in real imports-- the latter
a result of the reduced demand from the consumption and investment sectors. In addition, government
purchases at all levels increased 4.8 percent during the quarter, adding another $9.6 billion to GNP.

The performance of the four major demand sectors described above suggests that final demand
held up surprisingly well during the fourth quarter. As shown in Figure 1, the declines in demand for
consumption and investment were more than offset by increases in demand in the net export and
government sectors. In fact, aggregate final demand as measured by real final sales actually grew by
$14.5 billion during the quarter, representing an annual growth rate of 1.4 percent. Output fell in spite
of this 1.4 percent increase in final demand because firms decided to cut back on inventories. Nonfarm
firms used production to increase their inventory holdings by $4.7 billion in the third quarter of 1990; in

the final quarter they reduced their inventories by $28.5 billion. Thus, the amount by which nonfarm
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firms used output to increase their inventories fell in the last quarter of the year by $33.2 billion. Even
though the rate at which farmers added to inventories increased by $2.1 billion, the total fall in the rate
of inventory accumulation of $31.1 billion was $16.6 billion greater than the increase in final demand, and
GNP fell by this amount in the fourth quarter.

In addition to the drop in output, other signs of a recessionary economy were evident at the end
of 1990. The unemployment rate, which had stayed at about 5.3 percent since the end of 1988, jumped
to 5.6 percent in the third quarter and again to 5.9 percent in the following quarter. Employment by place
of work, which had grown by at least 2.7 percent per year in 1987, 1988, and 1989, and above 2.3 percent
per year in the first half of 1990, grew only 0.4 percent in the third quarter and fell 1.6 percent in the

fourth quarter. Private nonfarm manhours, which had grown at nearly 3 percent per year in the years 1987



and 1988, 2.3 percent in 1989, and again at nearly 3 percent per year in the first half of 1990, grew only
0.4 percent in the third quarter, and fell 3.5 percent in the fourth. Real disposable personal income, which
had grown 4.9 percent in 1988, 2.4 percent in 1989, and 2.5 percent in the first quarter of 1990, grew only
0.3 percent in the second quarter, and fell 0.7 percent in the third quarter and 3.5 percent in the fourth.
Finally, the M2 measure of the money supply grew only 4.0 percent, 3.0 percent and 2.1 percent in the
second, third, and fourth quarters of 1990, respectively.

The data from the last quarter of 1990 painted a mixed picture of the prospects for recovery. On
the one hand, the fact that final demand grew during that quarter held out some hope that the recovery
could begin sometime in the first quarter of the new year. There was also some hope that the Fed, having
seen the signs of a recession mounting, would act quickly to relax money supply growth in order to bolster
demand. Finally, the continued presence of the American military in the Persian Gulf suggested that
increased government spending would help to strengthen aggregate demand.

On the other hand, the large cut back in business inventories was clearly worrisome, for two
reasons. First, such a reduction in inventories suggested that firms were girding for a recession, and that
further inventory reductions and, therefore, reduced output, were a possibility. Second, if firms were
expecting a recession, they would almost certainly reduce the magnitude of planned investment spending,
further dampening aggregate demand. Negative employment growth and the high unemployment rate also
suggested that disposable income growth and growth in consumer spending would be weak. Finally, there
was concern that the big slide in residential investment that began in the second quarter of 1990 showed
no sign of being reversed.

As it turned out, during the first quarter of 1991 the negative factors cited above proved to be
dominant. GNP fell by even more in the first quarter of 1991 than it had in the fourth quarter of 1990:
2.8 percent. Employment by place of work declined 2.3 percent, as the unemployment rate increased to

6.5 percent. Private nonfarm manhours fell 4.5 percent. Largely due to the deterioration in the
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employment situation, disposable personal income fell 1.5 percent, as a result of which, consumption
spending by households also declined 1.5 percent.

Consumption by households was not the only sector that contributed to the further decline in the
first quarter of 1991. Not totally unexpectedly, business firms reduced their rate of investment in plant
and equipment by 18.2 percent and reduced their level of inventories by a further $28.1 billion. Perhaps
most surprisingly, given that the U.S. was heavily involved in Operation Desert Storm during the quarter,
total government spending fell 1.3 percent. State and local government spending fell 1.9 percent, as states
faced tighter budget prospects in the face of a slowing economy; Federal government purchases also

declined 0.5 percent, as a very modest 2.7 percent increase in federal defense expenditures was more than

1991 First Quarter
Changes in Final Demand and Output
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Figure 2
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offset by a 10.1 percent decrease in nondefense expenditures. The small increase in defense expenditures
was apparently a result of the facts that the cost of the war was lower than expected and much of the cost
was borne by the allies. The only sector that showed improvement was net exports, which totalled a
positive $7.1 billion compared to a negative $8.8 billion in the previous quarter. Although exports grew
by only 0.5 percent, imports fell by 8.8 percent as consumers and firms reduced spending. The first

quarter 1991 changes in the major sectors of final demand and output are shown in Figure 2.

The National Outlook

The national forecast presented below is based on the following major assumptions®:

1. Oil prices will climb gradually in the early summer and then stabilize for the remainder of the
year. For all of 1991, oil prices will average 2.9 percent below the average for all of 1990, although this
1991 average will be about 40 percent below the average of imported oil prices in the peak fourth quarter

of 1990.

2. The Fed will relax its hold on money supply growth slightly, with M2 growing at a 5.2 percent
annual rate throughout the rest of the year, somewhat above its first quarter growth of 3.6 percent.

3. In spite of a decline in domestic interest rates and an increase in foreign rates, the dollar has
appreciated sharply since February. The forecast is based on the assumption that the exchange rate will
remain at its early May level throughout the forecast period.* Given the assumption of a relatively strong
dollar and the fact that the outlook for our trading partners is for only modest growth, the forecast is based
on the assumption that U.S. exports will grow only 3.9 percent in 1991.

4. As a result of the fact that the cost of the war in the Persian Gulf came in lower than expected,
and the fact that much of the cost was covered by the allies, defense spending is assumed to decrease at
a 10 percent annual rate throughout the last three quarters of 1991,

The forecast is for the recession to end in the second quarter of 1991, making this recession about
average in terms of depth and duration. The recovery, however, will be slower than average. The
beginning of the recovery in the second quarter will be spurred by a 5 percent increase in consumption
spending and a reduction in the rate at which firms reduce their inventories. Both nonresidential and
residential investment spending will continue to fall in the quarter, declining 5.7 percent and 7.5 percent

respectively. Net exports will decrease slightly in the second quarter, from $7.1 billion to $5.5 billion,
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as 3.3 percent export growth is nearly offset by 4.3 percent growth in imports. State and local government
spending and federal nondefense spending will remain nearly flat during the quarter, but a 12.4 percent
decrease in federal spending will reduce total government spending by 4 percent.

The recovery will continue at a moderate rate throughout 1991, with GNP growth averaging about
2.2 percent over the last three quarters of the year, as shown in Figure 3. GNP for all of 1991 will be
less than 0.1 percent higher than GNP for all of 1990. The pattern for the last half of the year will be
much like that in the second quarter, with modest increases in consumer spending, and decreases in the
rate at which firms reduce inventories, contributing most to the recovery. Figure 4 shows the forecast for

changes in nonfarm business inventories; as shown there, firms will begin adding to inventories in the final

Real GNP Growth

1989 - 1991

Percent Change

Figure 3
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quarter of the year. Net exports will decline slightly in the last half of the year, as a very modest growth
in exports will continue to be offset by import growth that will occur as a result of increased consumer
spending. Govemnment purchases will continue to decline throughout the second half of the year; federal
defense purchases will go on declining, while federal nondefense and state and local government purchases
will remain nearly flat. On the other hand, both residential and nonresidential investment spending should
begin to recover during the second half of the year, with residential investment averaging more than a 9
percent increase over the last two quarters and nonresidential investment producing a more modest 3.4

percent increase over the period.
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The recovery can be put in perspective by noticing that in our forecast GNP will not exceed its
third quarter 1990 level until the final quarter of 1991. Likewise, personal consumption expenditure in
the final quarter of the year will be only 1.0 percent higher than it was in the third quarter of 1990, At
the end of the year, nonresidential investment spending will be 4 percent below, and residential investment
spending will be 10 percent below, the levels they were before the recession began. Government
purchases will be 1.6 percent lower in the fourth quarter of 1991 than they were in the third quarter of
1990. Only net exports will have shown a significant improvement over pre-recession levels by the end
of the year, going from -$46.5 billion in the third quarter of 1990 to $3.2 billion by the end of 1991--
exports will have grown 5.5 percent over that period, while imports will have fallen 2.1 percent. The

improvement in net exports over the last several years is shown in Figure 5.
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The less than 0.1 percent growth in GNP for all of 1991 can be attributed to a 0.6 percent increase
in consumption spending over all of 1990, as well as a $39 billion increase in net exports. Nonresidential
investment by firms will decrease 4.1 percent for the year, while residential investment will decrease 14.2
percent. Government purchase of goods and services at all levels will decrease 0.3 percent, with a 3.1
percent drop in federal nondefense purchases and a 0.9 percent drop in federal defense purchases nearly
offset by a 0.6 percent increase in state and local government purchases.

Personal income growth was also stunted by the recession. U.S. personal income, which grew 8.1
percent in 1988 and 7.7 percent in 1989, grew at only a 3.5 percent annual rate in the fourth quarter of
1990 and 1.5 percent in the first quarter of 1991. The forecast is for only a 3.6 percent increase in the
second quarter of 1991; personal income growth then averages above 5 percent over the last half of the
year. As a result, personal income in the fourth quarter of 1991 is predicted to be only 4.7 percent above
its level in the most recent quarter before the recession. A similar picture arises if we look at after-tax
income. Adjusted for inflation, real disposable income of consumers fell 3.5 percent in the last quarter
of 1990 and 1.5 percent in the first quarter of 1991. The forecast is for real disposable income to average
about a 2 percent increase over the last three quarters of the year. Real disposable income is predicted
to be 0.2 percent higher at the end of 1991 than it was in the third quarter of 1990,

The employment forecast gives a further perspective to the emerging picture of the recovery.
Although the economy will grow during the last half of the year, the rate of growth will not be sufficient
to bring the unemployment rate down. In spite of the beginning of the recovery in output in the second
quarter of 1991, employment by place of work will decline 0.9 percent in that quarter and grow at an
average rate of 1.8 percent during the second half of the year. Employment by place of residence will
average less than 1 percent growth over the last three quarters of the year. As a result, total employment
by place of work will be 0.7 percent less in the last quarter of 1991 than it was in the third quarter of

1990, while employment by place of residence will be 0.2 percent less. The rate of employment growth
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over the last three quarters of the year will not be sufficient to keep the unemployment rate from growing
to 6.9 percent by the end of the year. Thus the year-end unemployment rate will be 1.6 percentage points
‘ higher than it was in the second quarter of 1990.

The recession and slow recovery will have the effect of reducing inflation. The inflation rate, as
measured by the consumer price index for all urban consumers, was 5.4 percent in 1950 and was near or
above 7 percent in all quarters but the second. Most of the high inflation in the second half of the year
was due to high oil prices as a result of the situation in the Middle East. As oil prices stabilized in the
first quarter, the rate of inflation fell to 3.5 percent. The slow recovery and an assumption of mild
increases in imported oil prices leads to a forecast of moderate inflation rates throughout the last three
quarters of 1991, with inflation at about 3.0 percent in the second quarter and averaging about 4 percent
for the last half of the year. Overall, the 1991 inflation rate is expected to be 4.6 percent. The largest
price increases are expected to occur in medical care, with prices in this area increasing 8 percent for the
year. Even this rate, however, is down from 1990’s 9.1 percent rate of inflation for medical care. The
price index for transportation will increase 4.6 percent. This includes a 3.6 percent increase in the prices
of new cars and a 2.1 percent increase in the price of motor fuel. Food and beverage prices will increase
a below average 3.4 percent, down from 1990’s 5.7 percent increase. Housing costs will increase 4.4
percent with price increases of 4.9 percent for shelter, 4.3 percent for fuel and utilities, and 2.7 percent
for household fumishings and operations.

The depressing effect of the recession on money demand more than offset the Federal Reserve
Board’s restrictions on money supply during the second half of 1990, and interest rates fell. In spite of
the fact that the M2 measure of the supply of money grew only 3 percent in the third quarter and 2.1
percent in the fourth quarter, the three month treasury bill rate fell 0.3 of a percentage point in the third
quarter and 0.5 of a percentage point in the fourth quarter. In the first quarter of 1991 the money supply

grew only 3.5 percent and the three month treasury bill rate dropped another full percentage point. As
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the economy begins to recover, there will be some upward pressure on interest rates; however, the
assumption of more liberal money supply growth by the Fed will offset this upward pressure. The forecast
is for money supply growth to average 5.2 percent over the last three quarters of 1991, and for the three
month treasury bill rate to fall by another 0.5 percentage points to 5.6 percent in the second quarter of
1991 and then increase gradually to 5.8 percent by the end of the year. The forecasts for the three month

treasury bill rate, the prime interest rate, and Moody’s AAA bond rates are shown in Figure 6.
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1 2 3 4 1 2 3 4 1 2 3 4
|| 1989 { 1990 \ 1991 [
Figure 6

Finally, to get a better picture of the anticipated recovery, we have done a preliminary forecast
of some of the major aggregates for 1992, According to that forecast, the recovery will continue at a
moderate pace, with GNP growing 2.5 percent for the year. Personal income will grow 6.1 percent before

adjusting for inflation, and will grow 2.7 after such adjustment. The inflation rate will fall slightly to 4.1
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percent, based on the assumption of slowly increasing imported oil prices and modest growth in demand.
Nonfarm employment will grow 1.6 percent, but the rate of growth of employment will once again be
insufficient to cause a reduction in the unemployment rate, which will remain at 6.9 percent on average
over the year. Increased money demand resulting from the growth of economic activity will be nearly
accommodated by increases in the money supply, so that interest rates will rise only slightly. The three-

month treasury bill rate is expected to increase to 6.2 percent on average for the year.

The Kansas Economy

Indications are that Kansas began to feel some effects of the national recession in the last half of
1990. Employment by place of work®, which had averaged 2.2 percent growth® during the first three
quarters of the year, grew only 1.2 percent in the fourth quarter. Exhibiting a similar pattern, the
unemployment rate in Kansas was the same during the first two quarters of 1990 as it had been during
the first two quarters of 1989, but in the last two quarters of 1990 it was 0.6 of a percentage point higher
than in the last two quarters of 1989. In the first quarter of 1991, employment by place of work increased
only 1.1 percent and the unemployment rate jumped to 5.3 percent, 0.8 of a percentage point higher than
it was in the first quarter of 1990. Kansas personal income, exclusive of farm proprietors” income and
adjusted for inflation, averaged 1.4 percent growth during the first three quarters of 1990, but fell 2.8
percent in the fourth quarter.

The forecast for Kansas is qualitatively similar to the forecast for the U.S. A gradual recovery
should begin in the second quarter of 1991 and continue throughout the year. The employment forecast
for Kansas is shown in Figure 7. Employment by place of work is expected to grow 0.7 percent in the
second quarter and average 0.5 percent growth over the last half of the year. It will grow 0.7 percent for
the year compared to 1.9 percent for 1990. Just as for the U.S., this rate of employment growth will not

be great enough to cause the unemployment rate to fall; the unemployment rate for the last three quarters

19



Nonfarm Wage and Salary
Employment © Growth - KS and US

Percent Change

United States

Il <ansas

-1 T T T T T

1986 1987 1988 1989 1990 1991

Figure 7

of the year will be on average 0.3 of a percentage point above the unemployment rate for the same three
quarters a year ago and 0.8 of a percentage point above the unemployment rate for the same period in
1989. For the full year of 1991, the unemployment rate will be 4.8 percent, compared to 4.4 percent in
1990 and 4.1 percent in 1989. The forecast for personal income growth tells much the same story.
Kansas personal income, excluding farm proprietors’ income and adjusted for inflation, is predicted to
decline a further 0.6 percent in the first quarter of 1991, and to average 2 percent growth over the rest of
the year. For all of 1991, real personal income excluding farm proprietors’ income is forecasted to grow
0.4 percent, compared to 0.8 percent in 1990. The forecast for Kansas personal income growth is shown

in Figure 8.
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Table 3 gives the breakdown by sector of the Kansas employment forecast. Mining employment
is expected to grow 2.1 percent, down from 5.5 percent, as oil prices level out. Construction employment
is forecasted to increase 1.9 percent based on lower interest rates and a turnaround in residential
investment. The 1.3 percent increase in nondurable goods employment will come from growth in the food
and kindred products, apparel, and printing and publishing sectors. There will be a slight decrease in
employment in the chemicals and allied products subsector of the nondurable goods sector. With the
exception of the fabricated metals subsector, which will grow 3.4 percent, the 2.6 percent decrease in the
durable goods sector will be reflected to varying degrees by the individual subsectors. The employment
increase in transportation and utilities comes about because employment increases in trucking and

warehousing more than offset a decrease in railroad employment.
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Table 3 ’
Kansas Employment Growth by Sector

1989 1990 1991
Mining -9.3 5.8 2.1
Construction -3.6 33 1.9
Durable Goods Manufacturing 22 -0.1 -2.6
Nondurable Goods Manufacturing 0.6 1.5 1.3
Transportation and Utilities 4.0 -0.1 2.3
Wholesale Trade 0.6 0.9 -0.4
Retail Trade 2.7 0.3 -0.4
Finance, Insurance, and Real Estate 0.4 0.2 0.8
Services 7.2 4.9 2.4
Federal Government 1.0 -0.6 0.9
State and Local Government 2.5 3,1 0.6
Farm -0.3 -4.6 0.0

LI R SIS ST e e s e e e R RS [ R AT e (s e e S

Wholesale and retail trade employment will 0.4 percent, with decreases in employment in general
merchandise stores, auto dealers and gas stations, and apparel and accessory stores. The 0.8 percent
employment increase in F.LLR.E. includes a 0.9 percent increase in insurance employment and a 0.6 percent
decrease in banking employment. The 2.4 percent increase in employment in services includes a 0.8
percent increase in hotels and lodging and a 1.1 percent decrease in personal services. Federal and state
and local government employment are forecasted to increase only slightly as both levels of government
tighten their budgets. Farm employment will remain level after decreasing 4.6 percent in 1990.

Kansas personal income, including farm proprietors’ income, is forecasted to grow 4.3 percent in
1991; adjusted for inflation, this growth becomes 0.4 percent. This personal income growth includes a
4.8 percent growth in wages and salaries, a 5.8 percent increase in other labor income, and an 8.0 percent
jump in transfer payments. Dividends, interest, and rent will increase only 1.1 percent as interest rates
decline and corporations reduce their dividends. Similarly, nonfarm proprictors’ income will grow only
4.1 percent as businesses feel the pinch of the recession. The personal income forecast includes a 3.1

percent increase in farm proprietors’ income.
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Percent Change

Employment Personal Income Unemployment rate

u.s. M Kansas

Figure 9

As we did with the national forecast, we have produced preliminary forecasts for the major Kansas
aggregates for 1992. According to that forecast, nonfarm employment will grow 1.0 percent for the year
up slightly from the rate of growth in 1991. The unemployment rate is expected to fall slightly, to 4.6
percent. Personal income growth will improve somewhat to 5.1 percent; personal income adjusted for
inflation will grow 1.7 percent. The forecast for some major Kansas and national aggregates is illustrated

in Figure 9.

Conclusion
The recession that the national economy entered in sometime during the third quarter of 1990

should end during the second quarter of 1991, The main factors that will cause the recovery are a modest
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rebound in consumer spending and a reduction in the rate at which firms reduce their inventories. Plant
and equipment purchases by firms will recover less quickly than consumer spending, and will decline until
the last half of the year; government purchases of goods and services will decline throughout the year.
At best, only modest increases in net exports can be expected. The recovery will not induce enough
growth in jobs to bring the unemployment rate down; in fact, the unemployment rate will gradually
increase to 6.9 percent by the end of the year. Inflation will be lower in 1991 than it was in 1990, as
stable oil prices and a weak economy reduce upward pressure on prices. Interest rates will remain
relatively flat over the course of the year.

The Kansas economy will also show only modest growth through the end of 1991. Increases in
employment growth over the second half of the year will not be great enough to bring the unemployment
rate back to pre-recession levels. Similarly, real personal income will still be below its 1990 first quarter
level in the third quarter of 1991.

The forecast of a recovery beginning in the second quarter of 1991 depends upon consumers
increasing their spending in spite of very small increases in disposable income and firms reducing their
rate of inventory reduction in spite of declining aggregate demand in the most recent past quarter. Thus,
if consumers and firms adopt a more cautious approach than the one that we have described, the speed

of the recovery and the time of its onset could be adversely affected.
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Notes

1. Employment refers to total number of Kansas residents employed in civilian (including
nonmilitary government) jobs. Nonfarm wage and salary employment refers to total nonfarm 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. Similarly, wage and
salary employment for the U.S. refers to total nonfarm civilian (including nonmilitary government) jobs
in the U.S.

2. See note 1.

3. The forecasts for the national economy are produced by the Econometric Model of the United
States developed at the Center for Econometric Model Research at the University of Indiana, using
assumptions generated at the Institute. The directors of the CEMR are R. Jeffery Green and Morton 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.

4. Trade weighted average of the dollar’s exchange rate.

5. Employment by place of work is the same as nonfarm wage and salary employment. See
note 1.

6. Growth is computed as a percent increase from the same quarter one year ago.

7. See note 1,
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