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Up Slowly

Up slowly, that's just what the Federal
Reserve has wanted for the U.S. Economy;
and that is indeed the phase we're in.

From mid-1987 to mid-'88, the economy grew
at a 4 1/2 percent rate (drought-adjusted).
Since then, we've averaged a drought-
adjusted, real growth rate of just over 3
percent — with the Fed's high interest rate

policy getting much of the credit for the
slowdown.

The Fed did the job it had to do. We were

approaching full employment at too rapid a

rate of expansion a year ago. And the Fed
just said, no. No to inflation, and no to the
kind of recession that might have been
required later on if the Fed hadn't acted

decisively during the past year.

More Slowdown on the Horizon

Sure, such action by its very nature risks
recession. But the Fed appears to have done
it right.

The Greenspan Fed understands that its high
interest rate policy isn't through affecting the
economy. Further credit tightening now

would be going too far, could well produce a

late '89 recession. And that's not what the
Fed is aiming for.

Lately, the Fed has not been pushing interest
rates even higher. The Fed's quite aware that
it's had a major impact, and that the policy
already in place will continue to slow the
economy for much of the rest of this year.

What to Expect

We used to have two major interest-sensitive
sectors of the economy: housing and
automobiles. Now there are three; activity in
the foreign sector is interest-sensitive, and it's
become plenty big enough to matter.

When interest rates rise here relative to rates
abroad, the U.S. dollar strengthens, and that
drives up imports relative to exports. The
recent run-up in interest rates has indeed been
accompanied by a rising dollar, and that'll
slow the rate at which our real net export
balance improves during the 2nd and 3rd
quarters of this year.

Thus, the next few quarters will be dominated
by continued weakness in;

• Housing construction,

• Automobile sales and production,

and by:

• Relatively little improvement in our real
net export position.

The relative weakness in these sectors will be
outweighed, but not all that much, by:

• Continued strength in business capital
investment, responding to longer term
incentives to modernize and expand
capacity for growing world markets,

and

over

"The Michigan Model"



2
• A strong consumer market in all areas

other than the big-ticket consumer

durables.

The result? Real GNP growth at a minimal
annual rate averaging just about one percent
for the balance of this year. And that means

a continued rise in unemployment, with the
civilian unemployment rate crowding 6percent
at year-end.

Elements of Renewed Expansion

With the economy just creeping forward and

unemployment heading up, expect interest
rates to be heading down - especially at the
inflated short end of the market. 3-month
T-Bills, just recently at 8 3/4 percent, will be
about 100 basis points lower than that by
year-end. And long term rates will be poised
to move down by then as the decline in short
rates will have reestablished a more normal
yield curve.

The downward drift in interest rates will be

accompanied by a reversal of the recent

appreciation of the U.S. dollar, and our real
net export position will be improving strongly
again before the end of this year.

Actual RSQE Forecast

1987 1988 1989 1990

GNP (bill, of current S's)
Inflation (GNP Deflator, % Change)
Real GNP (bin. of'82 $*s)

% Change

4526.7
3.3

3847.0
3.4

4864.2
3.4

3996.0
3.9

5252.0
5.1

4105.0
2.7

5629.8
5.5

4169.4
1.6

Civilian Unemployment Rate (%)
Capacity Utilization, Manufacturing (%)

6.2
81.0

5.5
83.6

5.5
84.6

6.1
83.5

Auto Sales (mill, of units)
Private Housing Starts (thous. of units)

10.3
1634

10.6
1495

9.8
1386

9.5
1384

3-Month Treasury Bill Rate (%)
Aaa Corporate Rate (%)

5.8
9.4

6.7
9.7

8.3
9.7

7.0
9.5

Real Disposable Income (bill, of 82 $'s)
% Change

Corporate Profits Before Tax (bill, of current $'s)

2686.3
1.7

276.7

2788.3
3.8

306.6

2874.6
3.1

339.8

2887.1
0.4

355.2

Federal Deficit (Fiscal Year, bill, of current $'s) 163.5 143.1 153.4 133.1

By the end of this year, inflation will no

longer be dominated by rapid increases in fuel
and food prices — assuming nearly normal
summer/fall harvests. The rate of inflation
won't be back down to the levels of a few
years ago, but it won't be getting any worse

either as we head into 1990.

All of these factors point to a stronger 1990
economy; the economic lull of '89 will set the
stage for more substantial growth in 1990.

Policy Interactions and 1990

If, as now appears likely, the federal budget
turns moderately more restrictive under the
discipline of Gramm-Rudman-Hollings —

that's discipline, not compliance — we expect
that the Fed will react with at least a

temporary easing of credit conditions early
next year.

In combination with the other improvements
in the economic environment, that means: real
economic growth averaging nearly 2 1/2
percent during the four quarters of next year,
well up from only one percent for the final
three quarters of this year.
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Introduction

Preliminary data for the first quarter of 1989 indicate that real GNP grew at a 5.5 percent annual

rate following the 2.4 percent increase posted for the fourth quarter of 1988. The effect of last year's

drought reduced fourth quarter growth by an estimated 1.1 percentage points, while the return to normal

growing conditions in 1989, which is assumed in the estimate of first quarter growth, added 2 1/2

percentage points to the preliminary estimate of first quarter growth. Thus, excluding the effects of the

drought, real GNP grew at a 3 percent annual rate in the first quarter of 1989 following a 3.5 percent

annual rate increase in the fourth quarter of 1988.

Real final sales, excluding the federal government Commodity Credit Corporation (CCC) inventory

change, increased by $26.6 billion (2.7 percent at annual rate) in the first quarter of 1989. Consumer

purchases contributed only $8.6 billion (1.3 percent at annual rate) to this increase, reflecting a decline, in

response to higher interest rates, in purchases of automobiles and an increase of less than one percent at

annual rate in real expenditure on other durable goods coupled with modest growth in consumer spending

on nondurables and services. Real business fixed investment increased by $11.4 billion (9.6 percent at

annual rate), led by purchases of production equipment, up $5.3 billion (29.1 percent at annual rate), and

of other equipment excluding autos, up $7.8 billion (13.4 percent at annual rate). Purchases of

automobiles by businesses declined by $4 billion (1982 $'s). Real net exports increased by $9.7 billion,

reflecting a $13.3 billion increase in real exports, an increase of $8 billion in real nonoil imports, and a

decline of $4.4 billion in real oil imports.

"The Michigan Model'



Indications of weaker growth during the current quarter indude the April increase in the civilian

unemployment rate to 5.3 percent from its March low of 5 percent, reflecting no growth in total dvilian

employment during April. Car sales increased substantially in April, to nearly 10.8 million units at annual

rate from just over 9 1/2 million in March, but were being supported by financing incentives. Reductions

in production schedules have been announced in recognition that even with the boost from the current

round of sales incentives, current levels of car sales will not support the previously planned production

levels. Housing starts weakened throughout the first quarter, falling to only 1.4 million units at annual

rate in March.

Inputs to the Forecast

Congress and the Administration have agreed on the broad outlines of a federal budget that is

intended to reduce the fiscal 1990 defidt by $28 billion relative to a baseline budget that allows for

inflation and increases in program partidpation. The defidt reduction agreement indudes a $4.2 billion

cut in defense spending relative to the baseline and a $2.7 billion reduction in medicare expenditures. On

the revenue side, the agreement calls for a $2.7 billion increase in user fees and $5.3 billion in as yet

unspecified new revenue measures. Also induded in the $28 billion reduction are one time asset sales

totaling $5.7 billion, another $1.8 billion to be "saved" by taking the U.S. postal service off budget, and an

acceleration of $1 billion in farm price support payments so that the checks would be written in fiscal 1989

instead of fiscal '90.

Our federal budget assumptions for FY 1990 are summarized in Table 1. We have induded the

agreed upon cuts in spending and increases in user fees and have assumed a $7.7 billion increase in

personal income taxes beginning January 1, 1990, in order to achieve the $5.3 billion unspecified increase

in revenues for fiscal 1990. We have also incorporated in the budget the direct costs and interest

obligations resulting from the thrift industry bail out

Total federal expenditures are projected to increase by 6.7 percent for fiscal 1989 and by 4.6 percent

for fiscal 1990 following an increase of 4.6 percent for fiscal 1988. The increase in fiscal 1988 was held
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TABLE 1.
Federal Government Expenditures in the
National Income and Product Accounts

(billions of dollars)

Actual RSQE Projections

Fiscal Fiscal Fiscal

19881 19892 19902

Federal Government Expenditures 1106.5 1180.4 1235.2
(% Change) (4.6) (6.7) (4.6)

Purchases of Goods & Services 379.8 401.6 416.8
National Defense 297.7 301.2 304.6

(% Change) (2.6) (1.2) (1.2)
Nondefense 82.1 100.4 112.2

Commodity Credit Corporation
Inventory Change -14.6 -2.1 4.0

Other Nondefense 96.6 102.5 108.2
(% Change) (10.8) (6.1) (5.5)

Transfer Payments 433.8 460.6 489.0

Unemployment Benefits 13.5 14.3 18.8

Grants-in-Aid to State
and Local Governments 108.6 115.2 117.8

Net Interest Paid 151.6 169.3 184.8

Subsidies Less Current Surplus
of Government Enterprises 32.7 33.6 26.8

Federal Receipts 963.5 1027.1 1102.1
(% Change) (7.7) (6.6) (7.3)

Surplus (+) or Deficit (-) -143.1 -153.4 -133.1

*Data for fiscal 1988 are from the Survey of Current Business. December 1988.

o

RSQE projections and Control Forecast for fiscal years 1989 and 1990.



4down by a relatively large reduction in CCC farm inventory stocks. Defense spending is projected to

increase by 1.2 percent in both fiscal '89 and '90, following a 2.6 percent increase in fiscal '88. Nondefense

spending, excluding the CCC inventory change, is projected to increase by 6.1 percent in fiscal '89 and 5.5

percent in fiscal '90 following a 10.8 percent increase in fiscal '88. Total federal receipts are forecast to

increase by 6.6 percent in fiscal '89 and by 7.3 percent in fiscal '90. The bottom line is a federal deficit

(NIPA basis) that increases to $153 billion in fiscal 1989 from $143 billion in fiscal '88 but declines to $133

billion in fiscal 1990. While the projected fiscal '90 deficit represents a movement in the right direction, it

does not achieve the deficit reduction target of $100 billion set by the Deficit Reduction Act of 1987.

Our monetary policy assumptions are basically the same as in our March forecast. Short and long

term interest rates continued to climb during the first quarter, leveling off during late March and

retreating modestly during April. It appears that the Fed is no longer pushing interest rates up but is

maintaining its tight monetary policy stance aimed at prevention of excess demand inflation. We expect

this policy to continue for the remainder of 1989. In the context of our forecast, short term interest rates

will decline by 60 to 70 basis points between the second and fourth quarters of 1989 in response to slower

growth in the economy. With the consequent reduction in inflationary pressure and the fiscal tightening

assumed in the 1990 federal budget, we project that the Fed will move to a somewhat less restrictive policy

at the beginning of 1990, represented by a reduction in the discount rate to 6 1/2 percent. Acceleration of

growth in the economy during 1990 is then assumed to result in renewed tightening by the Fed during the

final quarter of 1990.

Oil prices are projected to average $19 to $20 per barrel during the current quarter in response to

curtailed production in the North Sea, caution in Alaska, and OPEC production restraint Thereafter, oil

prices are projected to fall back to the $18 per barrel range during the second half of 1989 and then to

increase at a 2.5 percent annual rate during the first half of 1990 and at a 4 percent annual rate during

the second half of next year.

We have assumed nearly normal harvests for U.S. agriculture in 1989 and 1990, and we project that

farm prices will be rising at an annual rate of about 4 percent from mid-1989 through the end of 1990.
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Summary of the Forecast for 1989-90

The input assumptions and initial conditions discussed above yield a forecast of continued but

slowing economic growth through the end of 1989. The slowdown in the economy resulting from recent

Fed tightening is now materializing, with real GNP forecast to increase by 1.4 percent at annual rate

during the current quarter and by only one percent during the third quarter of 1989.

Real business capital spending is forecast to lead again in the current quarter, increasing at a 9 1/2

percent annual rate as investment in production, agricultural, and other nonauto equipment remains

strong and business purchases of autos rebound. By the third quarter of 1989, however, business capital

spending exhibits only moderate growth, increasing by 3 percent at annual rate. Real spending by

consumers is forecast to increase by only 1.4 percent at annual rate this quarter in spite of an incentive

induced increased in auto purchases and by only one percent during the third quarter of 1989.

Even slower growth is forecast for the fourth quarter of 1989 and the first quarter of 1990, 6/10ths

and 9/10ths of one percent at annual rate, respectively, when a tighter fiscal policy goes into effect. Short

term interest rates are forecast to decline by 60 to 70 basis points between the second and fourth quarters

of this year in response to the slower growth in the economy. Our assumption of a less restrictive

monetary policy in early 1990 results in a further reduction in short term interest rates, with the 3 month

T-bill rate forecast to average 7 percent in 1990. Long term interest rates, including mortgage rates, are

forecast to remain at current levels for the remainder of 1989 and then to decline in 1990, averaging 20 to

50 basis points below current levels for calendar 1990. Real output growth is forecast to accelerate to

3 1/4 percent at annual rate in the second half of 1990 in response to the lower interest rates as growth in

interest sensitive sectors rebounds. Thus, real GNP is forecast to increase by 2.1 percent from the fourth

quarter of 1988 to the fourth quarter of 1989 and by 2.4 percent during 1990.

Corresponding to the growth path in our forecast is a civilian unemployment rate which increases

throughout the forecast horizon, averaging 5 3/4 percent in the closing quarter of 1989 and 6.1 percent in

calendar 1990.



6Auto sales, which totaled 10.6 million units in calendar 1988, are forecast to decline to a total of 9.8

million units for 1989. Auto sales are forecast to decline in the second half of 1989, hut turn around in

early 1990 as interest rates fall in response to the assumed easing of monetary policy.

Housing starts are forecast to decline throughout 1989 and then to rebound as mortgage rates come

down during 1990, but total only 1.4 million units each year.

The exchange value of the dollar is forecast to stabilize during the current quarter after increasing

at a 13 1/2 percent annual rate last quarter in response to higher U.S. interest rates relative to foreign

rates. The exchange value of the dollar is forecast to decline by 3 percent at annual rate during the second

half of 1989 and by 4.9 percent during 1990. Improvement in the real trade deficit will he small through

mid-1989 due to the relatively high interest rates and the stronger dollar which they have induced. Real

import growth slows in late 1989 and remains weak, showing virtually no growth during 1990, while real

export growth continues in the 8 to 8 1/2 percent range. The bottom line is a real trade deficit that

declines from $100 billion for calendar 1988 to $93 billion for 1989 and $62 billion for 1990.

Core industrial price inflation, as measured by the growth rate of the implicit price deflator for the

nonfarm business sector, is forecast to increase through the third quarter of 1989 as higher oil prices filter

through the system and then to decline in response to the slower growth of the economy and more stable

oil prices and to remain in the 5 1/4 to 5 1/2 percent range from late 1989 through 1990. Consumer price

inflation, as measured by the growth rate of the implicit deflator for personal consumption expenditures, is

forecast to peak at 7.9 percent in the current quarter, reflecting higher gasoline prices, and then to slip

into the 6 to 6 1/4 percent range before edging down in the second half of 1990.

The principal economic indicators in our 1989-90 forecast are summarized in the enclosed

Executive Summary. Full quarterly detail regarding the 1989-90 forecast is contained in the computer

output attached to this update. An additional table showing foreign transactions in the GNP accounts has

been added to the computer output as Table 5. The entry "net foreign investment" in Table 5 is

conceptually the same as the "current account surplus" in the balance of payments accounts, but differs



7slightly from the official current account figures because of minor statistical adjustments. The

supplementary data, federal government receipts and expenditures, and state and local government

receipts and expenditures, are now presented in Tables 6, 7, and 8, respectively, of the computer output.

Prepared by
Joan P. Craiy
Saul H. Hymans
Janet C. Wolfe
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