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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 is in the midst of a somewhat sluggish recovery from the recent recession.
When viewed simply as two quarters of negative growth at the end of 1990 and the beginning of 1991,
the recession appears to have been somewhat mild. However, when the period of slow growth that
proceeded those two quarters and the fairly anemic recovery that has followed are considered, the whole
period is one of quite significant lost output. In fact, of all the recessions since 1959, only the recession
of the early 1980’s involved more lost output when considered in this way. The effect on employment
appears to have been a little less severe, but still substantial. One feature of the recovery period has been
a surprisingly low growth rate of the money supply; the Fed’s obviously expansionary efforts to bring
down interest rates have not been translated into an equally expansionary effect on money growth. As
a result, the effect of the Fed’s policies has been much less expansionary than intended.

The U.S. economy will continue to recover in 1992 and 1993, although the pace of the recovery
will still be less than one would hope. Real output, which grew only 1.0 percent in 1990 and declined
0.7 percent in 1991, will grow 2.1 percent in 1991 and 2.3 percent in 1992. An important part of
economic growth in 1992 will be increased consumption spending, which should be about 2.3 percent
higher in 1992 after declining slightly in 1991. In particular, some consumer purchases of durable goods
that were postponed in 1991 due to the high degree of economic uncertainty, will be realized in 1992;
consumption spending on durable goods is expected to increase 4.4 percent in 1992, driven to a
considerable extent by a 14.4 percent increase in auto purchases, which declined 17.7 percent in 1991.
Consumer spending on services will grow 2.6 percent in 1992 and 2.5 percent in 1993, while consumer
spending on non-durable goods will increase 0.8 percent and 1.0 percent for the two years.

Among the other categories of aggregate demand, net exports has been one of the bright spots for

the economy. Except for two quarters, real export growth exceeded real import growth in 1990 and 1991,



and the real balance of trade declined over the period. The forecast is for imports to grow slowly
throughout 1992 and 1993, and for export growth to just keep pace; thus the trade deficit should remain
roughly constant.

Govemnment purchases of goods and services will not provide much direct economic stimulus in
the near future, as a large decline in defense spending over the next two years will cause a drop in real
Federal purchases of goods and services. Although state and local govemment purchases of goods and
services will increase moderately, this will be insufficient to offset the decline in Federal purchases. On
the other hand, there will be some indirect fiscal stimulus to the economy through an increase in the
Federal government’s budget deficit, as Federal transfers to state and local governments and individuals
are expected to increase faster than Federal government receipts from taxes and other sources.

Firms decreased inventories significantly during the recession and even at times during the
recovery. The forecast is for business inventories to increase very slowly over the next two years, as firms
adopt a wait and see attitude toward the recovery. On the other hand, firm spending on new plant and
equipment should increase at about a 5 percent annual rate over the same period, providing some positive
stimulus for recovery.

The slow recovery implies fairly modest price increases, with the rate of inflation as measured by
the change in the consumer price index expected to be about 3.3 percent in 1992 and 3.7 percent in 1993,
Food prices and transportation costs should exhibit below average price increases, while housing and
medical costs will increase at a higher than average rate.

Employment growth will begin to pick up slightly in 1992 and 1993, but will not be at a sufficient
rate to reduce the unemployment rate significantly; the unemployment rate should decline form a high of
7.6 percent to around 7.3 percent by the end of 1993,

It is expected that the Fed has already achieved most of the reduction in interest rates that it will

seek during the recovery, so that short-term rates will remain relatively constant. Long-term rates should



&decline somewhat, as the threat of long-run inflation is perceived.to have receded.
Personal income is expected to grow 4.4 percent in 1992 and 5.0 percent in 1993. Wage and

salary increases will be a driving force, offsetting declines in interest income in each of the two years.

“

Table 1
The National Forecast--Summary

1989 1990 1991 1992 1993

Real GDP (billions) 4836.9 4884.9 4848.9 4948.9 5064.7
Growth Rate 25 1.0 -7 2.1 2.3
Rate of Inflation 4.8 5.4 42 33 3.7
Civilian Employment

(millions) 117.3 117.9 116.9 117.8 119.2
Growth Rate 2.1 i3 -9 .8 1.3
Unemployment Rate 5.3 5.5 6.8 7.4 7.4
3-Month T-Bill Rate 8.1 75 54 3.6 3.5
Nominal Personal

Income (billions) 4075.9 4380.2 4834.4 5046.3 5299.1
Growth Rate 75 6.8 3.3 4.4 5.0

“

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 assumptions were
imposed on that model.

1. There will be no changes in fiscal policy over the forecast period. It appears that Congress and

the administration will be unable to agree on any fiscal initiatives during this election year, and

therefore we expect no significant fiscal changes through the end of 1993. State and local taxes
will increase at a slower rate during 1993, and state and local government employment will

increase at a faster rate in 1993.

2. Money supply growth will accelerate somewhat from recent slow growth; the M2 measure of

the money supply is expected to grow at about a 4 to 5 percent rate through the end of 1992, with

that rate increasing to about 6 percent in 1993,

3. World oil prices will be fairly stable during the forecast period; the increased demand that

3



results from economic expansion will be offset by increased supply from the Middle East and,
perhaps, Russia.

4. The exchange rate of the dollar’ will remain constant over the forecast period. The growth rate
of real exports will be about 3 percent during the first half of 1992, then increase to 4 percent for

the second half of the year and the first quarter of 1993, and increase again to 5 percent over the
last three quarters of 1993.

The Kansas Economy

The Kansas forecast is summarized in Table 2, below. The Kansas economy will continue to be
somewhat stronger than the national economy in 1992 and 1993. Non-farm wage and salary employment
in Kansas grew 1.0 percent in 1991, while it was falling by 1.3 percent in the nation as a whole. Such
employment in Kansas is expected to increase 1.8 percent in 1992 and 1.3 percent in 1993,

Employment in mining is expected to decline slightly in 1992 as oil prices remain relatively stable.
Construction employment is expected to increase a healthy 10.3 percent in 1992, returning to about the
level that it had reached in 1987 before several years of decline.

Employment in durable goods manufacturing is expected to decline 1.6 percent in 1992 and remain
flat in 1993, due to poor performances in fabricated metals and machinery manufacturing, and lack of
growth in the important transportation equipment sector. Employment in non-durable goods manufacturing
is expected to increase 1.4 percent and 1.2 percent in 1992 and 1993, respectively.

Employment in the transportation, utilities, and communication subsector is expected to decrease
0.5 percent in 1992 due to continued decline in railroad employment. Employment in retail trade will
grow 1.3 percent in 1992 and 1.9 percent in 1993, while a decrease in banking employment will push
down the employment level in finance, insurance, and real estate. Service employment will increase 4
to 5 percent over each of the next two years. Federal government employment in Kansas will decline in

1992, while state and local government employment will increase somewhat.
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Table 2
The Kansas Forecast--Summary

1989 1990 1991 1992 1993
Civilian Labor
Force (thousands) 1285.0 1300.0 1295.0 1324.1 1338.8
Growth Rate 0.2 1,2 -0.4 2.2 1.1
Total Employment
(thousands) 1233.0 1243.0 1238.0 1271.7 1283.3
Growth Rate 1.0 0.8 -.04 2 0.9
Wage and Salary
Employment (thousands) 1064.2 1084.7 1095.1 1115.1 1129.9
Growth Rate 2.8 1.9 1.0 1.8 1.3
Unemployment Rate 4.1 4.4 4.4 4.0 42
Nominal Personal
Income (millions) 41943.5 44906.0 46176.5 48429.1 50735.9
Growth Rate 6.5 %l 2.8 49 4.8
Real Personal
Income (millions) 38427.5 39143.5 38693.2 39412.0 39988.5
Growth Rate 1.7 1.9 -1.2 1.9 1.5

“

Kansas personal income growth has about matched U.S. personal income growth since 1988, and
is expected to continue to do so in 1992 and 1993. As in the U.S. as a whole, personal income growth
in Kansas will be driven by an increase in wages and salaries and held back somewhat by a decline in

interest income.



Introduction

A question of interest to economists and non-economists alike is: How serious was the recent
recession? One method of answering that question was suggested by James Bullard of the Federal reserve
Bank of St. Louis'. His method involves comparing the actual rate of output of the economy at the end
of a recessionary period with the rate of output that would have obtained if the economy had grown at
its long-run trend rate of growth over that period. The results of applying that method to the U.S.

economy from 1959 through the 1993 forecast period are illustrated in Figure 1.

Figure 1
GROWTH RATE OF REAL U.S. GDP
Five-Quarter Centered Moving Average
Penf&nl
9 —
] Movmg Average
6 M/\ /\ /\\ M
AV MY
0 1 98.1
L5 |
| 96.0 U U U
926
| 88.6
=3 =
4 922
L RN RO RN LR R NARR LR R RRRRA R RRRRRRRRARELA]
1959 1966 1973 1980 1986 1993
Percent Change at Annual Rates

In Figure 1, the horizontal line represents the long-run average rate of growth of just under 3
percent for the period 1959 through 1991. The jagged line is a plot of the five quarter centered moving

average of the growth rate of U.S. Gross Domestic Product for the same period, plus a forecast through



the end of 1993. The 5 periods in which the growth rate of GDP is significantly below the long-run
average growth rate correspond to the five periods since 1959 that have been classified as recessions by
the National Bureau of Economic Research.

A working definition of a recession used by many economists is that a recession occurs whenever
there are two consecutive quarters of declining real output. Starting from that definition, one might be
tempted to conclude that the recent recession was minimal, since it consisted of only two quarters of
declining real output: the fourth quarter of 1990, when real output fell at a 3.9 percent annual rate, and
the first quarter of 1991 when the rate of output declined a further 2.5 percent. However, it is easy to
argue that such an analysis takes a too narrow view. A broader view would look not only at the quarters
of declining output, but also the periods just before and after the decline. If the economy was growing
very slowly for an extended period before actually falling into declining output, and if the recovery period
is one of lackluster growth, then the overall effect is obviously much worse than if the recession itself was
just an interlude between two boom periods.

Keeping the above approach in mind, we can see that one feature of the current recession and
recovery is strikingly illustrated in Figure 1; it is characterized by an extended period of below average
output growth. The period during which output has grown at less than the long-run average rate of growth
began in the first quarter of 1989, and has continued through the first quarter of 1992, the most recent
quarter for which we have data, spanning 13 consecutive quarters. Even worse, although our forecast has
output growing modestly, the forecasted rate of growth is less than the long-run average rate of growth
through the end of 1993. Thus, if we include the forecast period, the rate of output growth will have been
below the long-run average rate of output growth for 20 consecutive quarters. By way of comparison,
during each of the 1969-70 and 1973-75 recessions and recoveries, the rate of output growth was below
the long-run average rate of output growth for 8 to 10 quarters. Even during the 1979-1982 period that

included a very severe recession, the rate of output growth was below the long-run average rate for 16



quarters, four quarters less than are forecasted for the current period.

Of course, the severity of a recession must be measured not only by the length of the period of
below average growth, but also by the how far below average output growth was during the period. In
order to capture both the length and depth of the slow growth periods, we can easily calculate what the
level of output would have been at the end of the period if output had instead grown at the long-run
average during the period. We then take the difference between this calculated rate of output and the
actual rate of output at the end of the period as a measure of the severity of the recession and its
associated recovery. In Figure 1, the number below the dip in GDP corresponding to each recession is
the actual level of output at the end of the period expressed as a percentage of the level that output would
have reached if it had grown at the long-run average rate of growth during the period. Thus, for example,
the number 92.2 beneath the 1973-75 period indicates that the level of output at the end of that period was
only 92.2 percent of what it would have been if output had instead grown at the long-run historical trend
rate of about 2.9 percent. By this measure, lower numbers indicate more severe recessions, and so of the
five recessions since 1959, only the 1979-82 period exceeded the recent downturn in terms of the severity
of the effect on output, and only the 1973-75 period equaled the recent downtum. We conclude that this
recession was significantly more severe in terms of lost output than it would appear if one focused simply
on the 2 quarters of negative output growth.

Having completed this analysis of the severity of the recent recession in terms of the effect on
output, it is natural to ask if a similar analysis could be performed to estimate its severity in terms of any
other important macrocconomic variables. One important economic measure that we would like to
consider is employment. In analyzing the effect of the recession on employment, we are fortunate to have
available a longstanding economic relationship known as "Okun’s Law"?. Okun’s Law formalizes an
empirical regularity relating changes in the unemployment rate and the growth rate of output. It states

that for evéry 2.5 percentage points above the long-run trend rate that output growth is sustained for one



Figure 2
[llustration of Okun’s Law
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year, the unemployment rate will decline by 1 percentage point. For example, if real output grows 5.4
percent for 1 year (2.5 percent above the approximate long-run trend rate of 2.9 percent) then the
unemployment rate should decline about 1 percentage point during the year. This relationship is illustrated
in Figure 2, where the solid line measures the rate of growth of real GDP less the long-run trend rate of
growth, and the dashed line measures the change in the unemployment rate. The figure clearly shows the
very close relationship between periods of greater (Iess) than average output growth and a declining
(increasing) unemployment rate.

Using the relationship expressed in Okun’s Law, we can compare the effects of various recessions
on employment in a way that is analogous to the way that we compared their effects on output. We can

simply ask how much greater employment would have been at the end of each recessionary period if



output had grown at its long-run average during the period. According to Okun’s Law, if output grows
at its long-run average rate over a period, then the unemployment rate should remain constant over that
period. Thus, we can calculate what the level of employment would have been at the end of the period
if output had grown at the long-run average rate by applying the unemployment rate at the beginning of
the period to the actual’ level of the civilian labor force at the end of the period. The results of such a
calculation are shown by the numbers beneath the recessionary dips in Figure 2. The top number is the
number of additional jobs (in millions) that the economy would have had at the end of the period if the
economy had grown at its long-run average rate, while the number in parentheses is the actual number
of jobs at the end of the period as a percentage of the number of jobs that there would have been if the
economy had grown at its long-run average rate. These numbers suggest that the employment effects of
the recent recession have been less severe than the output effects. For example, the 2.6 million job loss
associated with the recent recession is significantly less than either the 3.6 million job loss associated with
the 1973-75 recession or the 5.3 million job loss associated with the 1980-82 recession, and only slightly
greater than 2.0 million job loss associated with the recession of the late 1960’s. In percentage terms, the
contrast with the output effect is even more striking. By the end of 1993, we expect the level of
employment to be 97.9 percent of the level that employment would have reached if the economy had
grown at trend throughout the period. This compares extremely favorably to the 95.9 percent associated
with the 1973-75 recession and the 94.9 percent associated with the 1980-82 recession, and is slightly
better than the 97.6 percent associated with the recession of the late 1960’s.

A final feature of the recent recession and recovery that is worth noting is the behavior of the
money supply over the period. This feature is illustrated in Figure 3. In that figure, the solid line is once
again the rate of growth of GDP less the trend rate of growth of GDP, while the dashed line represents
the rate of growth of the M2 measure of the money supply less the trend rate of growth of M2, Probably

the most striking feature of the graph is the way in which the strong recoveries associated with the
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Figure 3
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recessions and recoveries of the late 1960’s, 1973-75, and 1980-82 were accompanied by money supply
growth rates well above the long-run trend growth of the money supply. During the recent weak recovery
period, however, the money supply continued to grow at a rate well below its long-run trend. Thus, the

Fed’s well publicized actions to reduce interest rates substantially over the last year or so have had a very

modest effect on the money supply.

In summary, there have been three salient features of the recent recession. First, although up to
now there have been only two quarters of declining output, the effect of the recession and weak recovery
on output has been rather severe compared with other recessions since 1959, Second, the effect on
employment appears to have been somewhat more moderate than the effect on output. Third, the money

supply has grown much more slowly during the recent weak recovery period than it did during the
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stronger recovery periods after other recessions since 1959,

The usual wisdom is that although there are many obvious costs to society from a recession, an
often unnoticed benefit is that firms are forced to cut waste and become more efficient, and that one of
the mechanisms through which the adjustments are made is a temporary increase in unemployment. If
that is the case, then the analysis above suggests that, relative to the output effect, firms have adjusted
employment levels less than we might have expected from looking at earlier recessions. It is possible that
one of the reasons for the brevity of the recession is that firms were not as quick to adjust employment
levels as they might have been. This also means, of course, that when the recovery began, it was not

necessary firms to hire so intensively. Thus, some of the usual stimulus for a recovery was missing.

The National Outlook
The national forecast presented below is based on the following major assumptions®;

1. There will be no changes in fiscal policy over the forecast period. It appears that Congress and
the administration will be unable to agree on any fiscal initiatives during this election year, and
therefore we expect no significant fiscal changes through the end of 1993. State and local taxes
will increase at a slower rate during 1993, and state and local government employment will
increase at a faster rate in 1993.

2. Money supply growth will accelerate somewhat from recent slow growth; the M2 measure of
the money supply is expected to grow at about a 4 to 5 percent rate through the end of 1992, with
that rate increasing to about 6 percent in 1993,

3. World oil prices will be fairly stable during the forecast period; the increased demand that
results from economic expansion will be offset by increased supply from the Middle East and,
perhaps, Russia.

4. The exchange rate of the dollar’ will remain constant over the forecast period. The growth rate
of real exports will be about 3 percent during the first half of 1992, then increase to 4 percent for
the second half of the year and the first quarter of 1993, and increase again to 5 percent over the
last three quarters of 1993.

The forecast is for 1992 and 1993 to be a continuation of what appears to be a very modest

recovery. Real output grew only 1.0 percent in 1990 and declined 0.7 percent in 1991, so that the level

of output in 1991 was a bare quarter of a percent higher in 1991 than it was in 1989. The forecast is for
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real GDP to grow 2.1 percent in 1992 and 2.3 percent in 1993. For 1992, one of the forces behind the
increased growth rate will be a rebound in consumption spending. Spending by consumers adjusted for
inflation declined slightly in 1991, but is expected to increase 2.3 percent in 1992. This increase will be
lead by a strong rebound in purchases of durable goods. Consumer spending on such goods declined 0.4
percent in 1990 and 6.0 percent in 1991 as consumers postponed major purchases in the face of increased
uncertainty about the economy. It is expected that some of this postponed demand will be realized in
1992, and that spending on consumer durables will increase 4.4 percent. In particular, new car sales are
expected to increase 14.4 percent for the year, following a 17.7 percent decline in 1991. Real consumer
spending on services is expected to increase 2.6 percent in 1992, while consumer spending on non-durable
goods will grow only 0.8 percent following a 0.7 percent decline in 1991. In 1993, growth in consumer
spending will weaken slightly, as much of the postponed demand for durables will have been satisfied in
1992; consumer spending is expected to increase 1.9 percent in 1993, with spending on consumer durables
growing a modest 1.7 percent, while spending will increase 1.0 percent on non-durable goods and 2.5
percent on services.

One of the brighter spots for the economy during the recession and recovery has been the behavior
of exports and imports. As Figure 4 illustrates, except for two quarters, real export growth exceeded real
import growth throughout 1990 and 1991. As a result, the real balance of trade declined over the period.
Declining growth in imports during a recession is the usual case, since a recession is by definition a period
of reduced income and spending, and one of the things that people and firms reduce their spending on is
goods from abroad. This natural reduction in spending on imports tends to ameliorate some of the
negative effects of reduced spending on the domestic economy. As Figure 4 also illustrates, the forecast
is for imports and exports to grow slowly, at about the same rate, through the end of 1993. Thus,

although exports are not expected to grow fast enough to provide a strong stimulus to the economy, they
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Figure 4
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are expected to grow fast enough relative to import growth to avoid the drain of an increasing trade

deficit.

One segment of aggregate demand that is not expected to offer any direct stimulus to the economy

over the coming years is government purchases of goods and services. Perhaps surprisingly, Federal

government purchases of goods and services, adjusted for inflation, have not increased over the last several

years. Small decreases in 1988 and 1989, coupled with small increases in 1990 and 1991, left real federal

purchases of goods and services at $384.9 billion in 1991, exactly the same as they were in 1987. On the

other hand, the increases in real state and local government spending over the same four years have

averaged 2.2 percent. Thus, on average, all of the increases in real aggregate demand through government

spending over the past four years have come through increases in state and local government spending.
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In 1992 and 1993, this relationship between Federal and state and local purchases is expected to
continue, but neither is expected to grow as fast as in the previous four years. Large declines in Federal
defense purchases (-6.6 percent in 1992 and -5.7 percent in 1993) will cause total Federal purchases of
goods and services to decline 4.1 percent in 1992 and 2.9 percent in 1993. On the other hand, state and
local government purchases are expected to increase only about 1.2 percent per year. Thus, total real
government purchases of goods and services will decline slightly in both 1992 and 1993, providing no
direct stimulus to the recovery.

On the receipts side of the fiscal picture, however, there should be some indirect stimulus to the
recovery. Although unadjusted for inflation, Federal purchases of goods and services are expected to
decline, other Federal outlays, especially transfer payments and grants to state and local governments will
grow significantly. In addition, nominal federal personal taxes are expected to decline slightly, partially
offsetting increases in corporate profits taxes and indirect business taxes. Thus, the government’s budget
deficit will increase substantially, from $201.6 billion in 1991 to $300.1 billion in 1993. Although this
increased deficit is probably bad news for the economy in the long run, reducing current investment and
long-run productivity, it should induce added spending in the short-run and add some impetus to the
recovery.

Figure 5 illustrates an extremely important aspect of the recent history of the economy, as well
as of the forecast for the near future. A substantial part of the reduction in output in the last quarter of
1990 and the first quarter of 1991 was caused by the large reduction in inventories by firms. In each of
those quarters firms reduced their inventories by more than $30 billion at annual rates. Since output in
those quarters declined by $48 billion and $31 billion, nearly all of the reduction in output can be
attributed to firms cutting back their inventories. Although inventory cutting by firms during a recession
is not unusual behavior, these numbers illustrate the central role that inventory decisions by firms play in

an economic downtumn,.
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Figure 5
Changes in Business Inventories
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Firm behavior related to inventories is equally important from the point of view of the recovery;
during the four quarters beginning in the second quarter of 1991 and ending with the first quarter of 1992,
firms added to inventories only in the second quarter of 1991, and then at the relatively low rate of $7.6
billion. Even more significantly, inventories fell by over $30 billion during the second quarter of 1991
and fell again by $16.6 billion in the first quarter of this year. Thus, during the first four quarters of what
has been viewed as a recovery, business inventories have declined at an average annual rate of $9.6
billion. Obviously, firms have not rushed to replenish their inventory stocks in the expectation of rapid
increases in demand, and in the usual macroeconomic fashion these expectations have been in part self-

fulfilling.
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Our forecast for changes in business inventories through the end of 1993 is for increases in
business inventories to play almost no role in the recovery of the economy during the period. As
Figure 5 illustrates, we expect business inventories to decline slightly through the end of 1992, and then
to increase slightly in 1993; at this point it does not seem likely that the recovery will be lifted by a big
boost in business inventories generated by confidence about the short-term future.

Another aspect of firm behavior that directly affects aggregate demand is fixed investment in
structures and equipment. Beginning with the last quarter of 1990 real spending on new plant and
equipment declined for 5 consecutive quarters, so that by the end of 1991 the level of such spending was
nearly 10 percent less than it was just before the recession began. The forecast is for real spending on
new plant and equipment to grow at about a 5 percent annual rate during the second half of 1992 and
throughout 1993.  Although this provides a more encouraging picture of firms’ expectations about the
future of the economy than the forecast for changes in business inventories, it is important to note that
this forecast for investment spending predicts that the level of such spending in 1993 will still be slightly
below the level of such spending in 1989. Thus the forecast is for very cautious behavior on the part of
firms through the end of 1993,

As one would expect, associated with a forecast of slow growth in real output and slow growth
of the money supply, is a forecast of only moderate price increases. Figure 6 illustrates the recent history
and the forecast for the rate of inflation as measured by the change in the Consumer Price Index for Urban
consumers. As the figure shows, inflationary pressures dissipated fairly quickly with the onset of the
recession. The rate of inflation, which was 5.4 percent for all of 1990 is expected to be 3.3 percent in
1992 and 3.7 percent in 1993. Food price increases are expected to be especially moderate, with an
expected increase of 1.8 percent in 1992 and 2.4 percent in 1993, as are increases in transportation costs
at 1.8 percent and 3.2 percent respectively. Housing costs are expected to go up at a faster than average

rate, 3.4 percent in 1992 and 4.0 percent in 1993, while the largest price increases will be in the costs of
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Figure 6
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medical care at 7.4 percent and 5.9 percent for 1992 and 1993, respectively. Even these above average

increases in the costs of medical care, however, are well below the increases that were recorded in 1990

(9.1 percent) and 1991 (8.7 percent). In fact, the 5.9 percent increase in medical care cost forecasted for

1993 would be a smaller increase than any in the period form 1983 to 1991,

Figure 7 recalls the discussion of Okun’s law in the introduction. From the third quarter of 1990

through the first quarter of 1991, the rate of growth of the labor force exceeded the rate of growth of

employment, and the unemployment rate increased throughout the period. This is another illustration of

the fact that although output declined in only two quarters during that time, the economy was sluggish for

a much longer period. As the graph illustrated, this trend is expected to continue until the end of 1992,

with the unemployment rate reaching 7.6 percent in the third quarter. Perhaps an even more important
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Figure 7
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feature of the forecast, however, is that even in 1993, economic growth will only be strong enough for
the rate of growth of employment to barely exceed the rate of growth of the labor force. With these
forecasted growth rates, there would be a hardly perceptible decline in the unemployment rate to 7.3
percent by the end of that year.

Several interesting features of the forecast are illustrated in Figure 8. First, short-term rates are
expected to remain nearly level over the forecast period, perhaps increasing just slightly in 1993, This
reflects two aspects of the forecast: that it is expected that the Fed has already done most of what it is
going to do encourage the recovery, and that the Fed will not see any reason to worry about inflation over
the forecast period. Second, long-run rates, as represented by the Moody’s AAA bond rate, are expected

to decline somewhat. This suggests that we will see a lessening of long-run inflationary pressures. In fact
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Figure 8
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the differential between the three month Treasury Bill rate and Moody’s AAA bond rate is expected to
decline from 4.4 percentage points in the first quarter of 1991 to 3.2 percentage points by the end of 1992,

As was noted in the introduction, the Fed’s attempts at expansionary monetary policy through
lowering the short-term interest rates have not been reflected in a corresponding growth in the money
supply. Other things being equal, when the Fed reduces interest rates the money supply will expand
accordingly. However, this result depends upon several factors, including individuals keeping the same
ratio of deposits to cash, and banks keeping the same ratio of reserves to deposits. It appears that since
the recession, the cash to deposit ration has risen, possibly because individuals have been reducing their
credit card debt, where interest rates are relatively very high. In addition, it appears that banks have been

more cautious about making loans in recent quarters, thus increasing their excess reserves. As a result,
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the money supply has grown much more slowly than one would have expected given the somewhat
dramatic fall in short-term interest rates. Thus, one could reasonably argue that the Fed’s monetary policy
since the recession has been much less expansionary than it appears from looking only at the decline in
interest rates, and that this rather modest expansionary policy by the Fed has been one reason for the
slowness of the recovery.

Another sign of the weakness of the recovery is personal income growth. In 1991 in the U.S.
personal income grew only 3.3 percent and after tax income adjusted for inflation actually declined
slightly. A meager 2.5 percent increase in wage and salary disbursements, coupled with a 0.4 percent
decline in interest income and negative rental income accounted for most of the slow growth in personal
income. For 1992, personal income is expected to grow at a slightly more respectable 4.4 percent rate,
as wage and salary growth increases to 3.7 percent. Interest income, however, is expected to fall a further
5.2 percent, as a result of lower interest rates. After tax income adjusted for inflation will grow 1.9
percent in 1992, giving a boost to consumer spending. Personal income is expected to grow 5.0 percent
in 1993, as wages and salaries grow 5.2 percent in a strengthening economy; income growth will be held
back somewhat by a third straight year of dealing interest income (-2.2 percent) as interest rates remain
low.

The Kansas Economy

The performance of the Kansas economy during the rest of 1992 and 1993 is expected to be
somewhat stronger than the performance of the U.S. economy. Thus, for example, as Figure 9 illustrates,
nonfarm wage and salary employment® is expected to grow 1.8 percent in Kansas in 1992, compared with
only 0.4 percent growth for this category of employment for all of the U.S. For 1993, such employment
is expected to grow 1.3 percent in Kansas and 1.9 percent nationally, as job growth finally begins to take
hold nationally. As the figure also shows, Kansas job growth in Kansas matched that of the U.S, in 1988

through 1990, and even managed a significant 1.0 percent increase in 1991, while the number of nonfarm
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Figure 9
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wage and salary jobs in the nation as a whole was declining 1.3 percent. Given Kansas’ superior
performance during the recession, the Kansas forecast of job growth that at least matches the U.S. over
the next two years should be interpreted as a prediction that the Kansas economy will continue to be
somewhat stronger than the U.S. economy over the near future.

As Figure 10 illustrates, the interpretation becomes somewhat less clear if we look at a
comparison of personal income growth in Kansas and the U.S. Kansas personal income growth has
essentially matched U.S. personal income growth since 1988, even including the recession year of 1991,
and is expected to continue to match U.S. personal income growth in 1992 and 1993. However, since

Kansas personal income growth seriously lagged U.S. personal income growth in the early 1980’s, even
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Table 3
Kansas Employment Growth Breakdown

1991 1992 1993
Mining -1.3 -2.1 04
Construction 0.4 10.3 1.0
Durable Goods Manufacturing -1.4 -1.6 -0.1
Nondurable Goods Manufacturing -0.0 1.4 1.1
Transportation and Utilities -2.3 -0.5 0.8
Wholesale Trade 0.1 0.3 0.1
Retail Trade 0.8 1.3 1.9
Finance, Insurance and Real Estate 0.4 -0.3 -0.8
Services 2.8 4.0 5.0
State and Local Government 2.8 21 -1.6
Federal Government -1.8 1.4 -1.0
Farm -0.2 -4.6 -0.7

e o R o T e | | e e T i [ i s e St Y Sy (e o i et P S ISR BT

a forecast of matching U.S. performance means that the state’s economy appears to have made a
significant tumn around from those earlier years.

A breakdown of the Kansas employment forecast is shown in Table 3. Employment in the mining
industries, mostly oil and gas extraction, is expected to decline slightly in 1992, as it did in 1991, and to
hold steady in 1993, as oil prices remain fairly stable over the period. Construction employment is
expected to follow its modest 0.4 percent increase of 1991 with a 10.3 percent increase in 1992. However,
because of large decreases in construction employment 1988 and 1989, the expected 1992 growth starts
from a relatively small base, and therefore even a 10.3 percent increase will put 1992 construction
employment at about the same level that it was in 1987,

One area of employment that is not expected to fare especially well over the next two years is

employment in durable goods producing industries. Employment in these industries is expected decline
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Figure 10

Personal Income Growth
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1.6 percent in 1992 and remain essentially flat in 1993, due to poor performances in the fabricated metals
(8.5 percent decline) and machinery (including electrical) areas (4.3 percent decline) as well as an
essentially flat performance in the important transportation equipment sector. Employment in nondurable
goods producing industries is expected to perform somewhat better than in the durable goods area,
growing 1.4 percent in 1992 and 1.2 percent in 1993. Growth in this area will be helped by moderate
growth in the printing and publishing subsector (2.4 percent 1992 and 1.5 percent in 1993), while
employment in the chemicals and allied products subsector is expected to decline 4.6 percent in both
years.

Transportation and utilities employment is expected to decrease 0.5 percent in 1992, with almost

all of this decrease due to a 4.0 percent decrease in railroad employment, which has been decreasing
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steadily in recent years. The 1993 increase in transportation and public utilities employment will occur
in spite of a further 5.5 percent decrease in railroad employment, and is aided by a predicted 1.5 percent
increase in employment in trucking and warchousing. The 1.3 and 1.9 percent increases in retail trade
employment reflect in part the forecast of renewed strength of the state economy. The slight downtumn
forecasted for employment in finance, insurance, and real estate is due to a forecast of 3.2 and 3.4 percent
declines in banking employment in 1992 and 1993 respectively, reflecting continuing restructuring and
tightening within the industry. The 4 to 5 percent increases forecasted for employment in the service
industry reflect the forecast of continued economic recovery as well as the strong growth trend in this area
over the past decade; even during the 1991 recession year, employment in services grew 2.8 percent in
Kansas. The declines in Federal government employment are a result of the forecast of decreased Federal
government spending, while the modest growth in state and local government employment in 1992 is

expected to be partly offset in 1993 by a slight decline in employment in this area.

T e B e e R T S N B e S e S T s T e e S S e S B PSS SRR 5 R s e
Table 4

Kansas Personal Income Growth Breakdown

1991 1992 1993

Personal Income - Nominal 2.8 4.9 4.8
Wages and Salaries 4.0 4.7 4.8
Nonfarm Proprietors’ Income 4.9 73 k. 7
Farm Proprietors’ Income -34.8 13.4 12.4
Dividends Interest and Rent -0.6 -2.7 0.3
Personal Contributions for

Social Insurance 1.7 5.4 6.2
Transfer Payments 9.8 12.1 8.9
Other Labor Income 8.2 55 4.9
RIS RS e Sy e e e e e e
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Table 4 shows the breakdown in the personal income forecast for Kansas. Wages and salaries are
expected to grow somewhat faster in 1992 and 1993 than they did in 1991, Dividend interest and rent
income is expected to decline in 1992 and hold steady in 1993; this is mostly due to the decline in interest
income that results from the recent drop in interest rates and the forecast of more or less stable rates
throughout the remainder of 1992 and 1993. Farm proprietor’s income is expected to grow more than 10
percent in both 1992 and 1993, recovering much of the ground lost with the 35 percent drop in 1991, but
will still not have returned to its 1990 level by 1993,

Conclusion

The recent recession was much more severe than the two quarters of declining output would
suggest. The effect of the recession and slow recovery on output was as more severe than in all but one
of the recessions since 1959. Surprisingly, the effect on employment was not as severe as the effect on
output, leading to a possibly less severe recession, but also a more modest recovery. In addition, a
monetary policy that turned out to be less expansionary than the Fed intended, has also contributed to the
slowness of the recovery. The U.S. economy will continue to grow through 1992 and 1993, but at rates
that are usually associated more with periods of lackluster performance than with recovery from a
recession.

The Kansas economy outperformed the national economy during the recent recession, and will
at least equal U.S. economic performance over the next two years. Thus, Kansas should remain in an

improved position relative to the national economy.
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Notes

1. Bullard, James B., "How Weak is the Current Economy?", National Economic Trends, The
Federal Reserve Bank of St. Louis, March, 1992,

2. Arthur M. Okun, "Potential GNP: Its Measurement and Significance," reprinted in Okun’s The
Political Economy of Prosperity (Washington, D.C.: Brookings Institution, 1970) pp. 132-145.

3. This assumes that the recession had no effect on the size of the labor force. This is a rather
strong assumption. It is easy to imagine that a recession could cause a reduction in the size of the labor
force, for example by causing students to decide to stay in school longer if their employment prospects
look less bright. This would mean that our calculation would underestimate the employment effects of
a recession.

4. 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.

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

6. 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.
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