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The U.S. Economic Outlook for 1989:

Executive Summary

Six Years Up

The U.S. Economy is now completing year six of
the post-1982 economic expansion.

The first half of this year produced a spurt of
rapid growth following the temporary slowdown of
demand in reaction to the October °87 stock
market crash.

An extraordinary pace of real export growth -- 17
percent at annual rate - and a weak import
growth rate of only 1 1/2 percent also contributed
to the strength of demand for U.S. output in the
first half '88. .

Second-Half Strength

For the second half of '88, continued expansion,
but at a slower, more sustainable, pace.

Export growth just can’t stay at that double-digit
pace. Expect import growth to speed up; we'’re
nowhere near ready to import fewer (or even no
more) goods today than we did yesterday! And
last summer’s drought will have its biggest
hold-down effect on 4th quarter GNP.

The 2nd half of ‘88 will get its real pluses from:

* Capital investment by businesses - strong
recently and critically important.

* State & local governments — budgets are
generally sound, and they’re buying.

* Residential building -- weak recently but
beginning fo recover as mortgage rates ease.

And consumer purchasing will follow along -- not
leading, but not much of a drag either.

What Comes After Six Up?

Right, a seventh year up. The expansion will
continue through 1989, at least. The first half of
the year will find a little extra growth from a
recovering farm sector -- more acreage being
planted, more normal weather, better production
yields; then a settling in to a production growth
pace of 2 to 2 1/2 percent. Pacing 1989:

*  Producers’ durable equipment -- up 6.5
percent, real.

*  Government -- still mostly state & local.

*  Another healthy gain in exports — up 7 to
7 1/2 percent in real terms.

*  Moderate import growth -- up only 4 percent
real over calendar ‘88 level.

For most of ‘89 civilian unemployment can be
expected to wander in a narrow range, at or just
under 5 1/2 percent.

A Cautious Fed Likely

With little doubt about continued strength early
next year, the Fed can be expected to make a
cautionary move. We’re expecting interest rates to
get nudged up a bit by Fed action during 1989’s
first quarter.

NOT, however, a repeat of spring-summer ‘88
which pushed short rates up 150 basis points.
That came after the Fed had first driven interest
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rates down. Rates are still up now and the Fed
will push just a little higher early next year -
an anti-inflation statement by the Fed. And it will
have some impact, one of the reasons we don’t see
residential building as a leading sector for next
year.

The Inflation OQutlook

Inflation is higher than when we had more
unemployment and a stronger dollar, but the
current situation is surely preferable, and we’re
not faced with any imminent surge of inflationary
momentum. That’s exactly what the Fed is out to
maintain!

A year from now consumer prices will be inflating
at a rate of 5 to 5 1/2 percent, core industrial
prices more like 4 percent.

A New President With an Old Problem

Last year’s budget summit worked to keep the FY
'88 federal deficit within legal distance of the
Gramm-Rudman-Hollings, GRH, target. Now the
status-quo budget path and likely economic growth
path for ‘89 will give President Bush a little
breathing room,; no really tough decisions needed
quickly to wind up GRH-legal for fiscal '89.

But 1990’s a different story. In all likelihood,
planning for the fiscal ’90 budget will require a
scheme for fiscal restraint - some combination of
less money out and more money in — adding up
to $25-30 billion. The solution that’s now on Mr.
Bush’s lips will be very hard to implement.

Will President Bush really lead, or just follow his
predecessor? That’s the #1 economic question as
we get ready for the Bush years. A new and more
realistic answer wouldn’t have to be whispered.

Actual RSQE Forecast
1987 1988 1989 1990

GNP (bill. of current $'s) 4526.7 4854.2 5196.6 5559.8
Inflation (GNP Deflator, % Change) 3.3 3.3 41 45
Real GNP (bill. of ‘82 §'s) 3847.0 3993.7 4108.5 4205.7

% Change 34 3.8 2.9 2.4
Civilian Unemployment Rate (%) 6.2 5.5 5.5 5.6
Capacity Utilization, Manufacturing (%) 81.0 83.4 84.9 85.3
Auto Sales (mill. of units) 10.3 10.7 10.4 10.6
Private Housing Starts (thous. of units) 1634 1468 1443 1481
3-Month Treasury Bill Rate (%) 58 6.6 7.1 6.4
Aaa Corporate Rate (%) 9.4 9.7 9.5 9.5
Real Disposable Income (bill. of 82 $'s) 2686.3 2784.4 2848.6 2867.5

% Change 1.7 3.6 2.3 0.7
Corporate Profits Before Tax (bill. of current $'s) 276.7 305.1 303.6 324.1
Federal Deficit (Fiscal Year, bill. of current §’s) 163.5 149.0 141.0 111.1
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I. Review of the Economic Forecast for 1988

At the time of last year’s Economic Outlook Conference we had just suffered one momentous
economic shock and we were monitoring the newswires to see whether we might avoid the next one that
seemed to be looming on the horizon. The one just suffered, of course, was the stock market crash on the
19th of October 1987, an event common to most of the major securities markets around the world. There
was no lack of economists, forecasters, analysts, observers, and pundits of note who were vociferously
certain that so close a replay of the dimensions of the stock market crash of 1929 had to result in you-
know-what, the GREAT D word, in ‘88. Anyone who might have thought that daily, weekly, or even
monthly movements in the securities markets were so dominated by efficient reactions to real economic
fundamentals as to be highly predictive of the same, should by now have learned better. The near-term

fortunes of the stock market and the economy are connected by a long rope, not a tow bar.

As to the news we were anxiously awaiting, it was whether the budget summit then in progress
would break the fiscal deadlock between the White House and the Congress. That is, would the summit

find a way to cut about $23 billion out of a projected $67 billion increase in federal spending so as to be
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Gramm-Rudman-Hollings (GRH) legal for fiscal ‘887 Many, we included, thought that a negative answer
at a time of precedent-setting turmoil in the international financial markets would have left the economy
open to substantial risk of serious monetary disturbance. On November 20th the budgeters at the summit
announced an agreement. Whether because of that outcome or not, thé economy has not been impacted
by any serious monetary disturbance during the ensuing year. And the federal budget deficit for fiscal ‘88

is approximately on target.

Correctly rejecting a mechanistic projection from the stock market to the economy, and correctly
assuming that there would be a budget agreement and no monetary disaster, may have been necessary

conditions for an accurate forecast of GNP for 1988, but they were hardly sufficient.

We are now estimating that 1988 will register an increase in real GNP of 146.7 billion 1982 dollars
— a rate of growth amounting to 3.8 percent. As shown in the bottom line of Table 1, the forecast we
presented a year ago projected an increase of only $109.6 billion, or 2.9 percent. This implies a forecast
error of about $37 billion, or 9/10 of one percentage point, which is one of the bigger Outlook Conference
forecast errors. As usual, there is much to be learned from studying our errors; but first the small comfort

of knowing that we were more accurate than most, at least in terms of the single dimension of real GNP.

To provide a perspective which makes the point, Table 2 summarizes certain aspects of the forecasts
which appeared in the well-known Blue Chip Economic Indicators published last November 10th. These
were all early November forecasts and included an RSQE figure of 2.8 percent real growth based on a
preliminary version of what became our Outlook Conference forecast. If the Blue Chip regulars can be
regarded as representative of the community of serious professional economic forecasters, then about 70
percent of that community were less accurate, and nearly half a great deal less accurate than we were a
year ago. On the other side of the distribution, nearly 25 percent were more accurate, but only one of

these was a class apart from us in accuracy.

The panels of Chart 1 and the data in Table 3 provide a more inclusive basis for evaluating the

forecast we made a year ago by focussing on the dynamic and substantive details in the message we were



TABLE 1.
Review of Past GNP Forecasts (Figures represent change in GNP over the preceding year
measured in billions of 1954 $'s through 19685, billions of 1958 $'s from 1966 through 1975,
billions of 1972 $'s from 1976 through 1985, & billions of 1982 $’s beginning in 1986)

RSQE Forecast
Observed
Preceding November March August
19563 13.0 16.5
1954 -4.6 -5.9
1966 4.4 i 29.6
1956 9.0 8.2
1957 9.1 1.7
1958 -2.9 -17.3
1969 9.0 27.2
1960 8.5 11.3
1961 7.4 7.8
1962 27.5 27.1
1963 14.1 15.9
1964 23.9 24.1
1965 15.8 30.8
1966 23.9 29.2¢ 40.3
1967 28.0 24.5¢ 17.1
1968 29.0 - 314
1969 6.1 20.9% 19.0
1970 13.5 6.3 -12 -3.1
1971 23.6 27.6 21.2 23.8
1972 42.1 40.0 46.9 46.2
* 1973 55.6 57.1 49.1 46.7
1974 19.3 4.5 -9.6 -18.0
1975 -94 -18.9 -28.8 -24.5
1976 70.3 79.71t 74.3 70.7
1977 54.8 62.0 66.3 67.5
1978 47.8 54.8 46.6 58.7
1979 28.2 38.9 21.5 32.4
1980 -3.6 10.0 -19.7 -4.4
1981 19.8 23.7 26.3 37.5
1982 16.9 -2.0 -18.8 -32.2
1983 50.7 46.4 47.6 54.7
1984 99.3 96.2 110.8 104.6
1986 62.3 74.7 41.6 54.9*
1986 106.0** 117.3 84.4 103.0
1987 123.2 115.8 93.2 125.3
1988 109.6 89.6 147.5 146. 7%

t April of the year shown.
tt June of the year shown.
* Obtained by applying 1985 growth rate (as of July 1988) to last published (November 1985) value of 1972 dollar real
GNP for 1984.
** (Obtained by applying real GNP growth rate forecast by RSQE in November 1985 to the value of 1982 dollar real GNP
for 1985 published in July 1988.
*** Estimated by RSQE as of Novemnber 1988.



TABLE 2.
“Blue Chip” Forecasts of Percent Change
in Real GNP, 1987-88, as of November 1987+

Estimated
Forecasters Low High Average Error
(Bill. ‘82 $s)t

Highest Forecast - 3.9 3.9 -3
Next 11 29 3.3 3.1 27
Next 3 (includes RSQE) 2.8 2.8 2.8 39
Next 12 2.3 2.6 2.5 - 51
Next 12 1.2 2.2 1.6 85
Lowest 10 -2.0 1.1 -0.2 154
Blue Chip Consensus -2.0 3.9 1.9 74

t Data in first three columns calculated by RSQE from Robert J. Eggert, editor, Blue Chip
Economic Indicators, November 10, 1987, page 3.

{ Based on current RSQE forecast of real GNP at 3993.7 billion 1982 dollars for 1988.



presenting. Consider Panel A of Chart 1 which evaluates the quarterly detail in our forecast of real final
sales, i.e., the effective demand for final goods and services. A year ago we were forecasting that final sales
growth would drop sharply in the closing quarter of 1987 and then bounce back up in the first quarter of
‘88. That was the kind of post-crash reaction we were anticipating, and it’s exactly what happened.
Indeed, our only serious error in forecasting the pattern of real final sales came in the second quarter.
Final sales growth continued up sharply in the second quarter, before returning to a more sustainable pace

in 1988.3, a quarter later than we had forecast.

While we may have anticipated much of the basic pattern and magnitude of aggregate demand for
the half-year following the stock market crash, we certainly missed in dramatic fashion in our forecast of
inventory investment, as is shown in Panel B. Inventory stocks accumulated at twice the rate we expected
in the last quarter of ‘87 and at three times the rate we expected in 1988.1. We were much closer in the
middle two quarters of the year, and missed the drop now anticipated for the current quarter, much of
which is due to the summer drought. Despite the bearishness that dominated the financial and general
news media for months after the crash, producers just kept filling the shelves. Part of what we had
missed was the existence of a relatively low stock/sales ratio outside of the automobile sector in mid-1987.
This might have provided the incentive to take advantage of the stall in demand to build some desired

stock on the very presumption that the stall in demand would only be temporary.

When the dynamics of forecast and error in final demand and inventories are combined, the result
is Panel C which shows the forecast and actual patterns for growth of real GNP. This provides the
perspective of localizing most of our forecast error into 1987.4. By missing on inventory accumulation in
the last quarter of ‘87, we started 1988 from far too low a level of output. And our overpredictions for the
second half of ‘88 — much the result of the unanticipated drought effects — weren’t nearly large enough
to compensate. In effect, we had a poor forecast of the year-over-year change in real GNP precisely
because we followed a big start-up error with a relatively accurate forecast of the subsequent within-year

pattern.
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Chart 1. Review Of RSQE Forecast For 1988
A. Annual Rate Of Growth Of Real Final Sales
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Chart 1. Review Of RSQE Forecast For 1988
C. Annual Rate Of Growth Of Real GNP
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Chart 1. Review Of RSQE Forecast For 1988
E. Exchange Value Of The U.S. Dollar
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Our inflation forecast is reviewed in Panel D of the chart. In general, inflation seems to have been
held more in check than we had expected a year ago — even if, as will be noted below, it appears to be
high enough to have generated some concerns at the Federal Reserve Board — and that’s the case despite
the price-effects of the drought. One source of the error in our inflation forecast is the fact that

throughout the year, the U.S. dollar has been stronger then we had expected.

Panel E reviews our accuracy in forecasting a standard index of the dollar’s international value. We
expected the dollar to weaken over the year, which it did, but we missed the mid-year run-up in value,
which ended in late summer. The dollar’s climb in the spring and summer followed the Fed’s decision to
switch to credit tightening in the spring. This appears to have been precipitated by the conclusion at that
time that the crash was not being followed by a recession and that, indeed, a possible renewal of
inflationary pressures seemed much the more likely problem for the monetary authorities to be concerned
about. If right, this implied a switch to tighter credit and higher interest rates. If our major trading
partners let our rates rise in relative terms — and the evidence is that they did — this would imply
upward pressure on the valut-e of the dollar, an anti-inflationary bonus but a road-block on the road to
continuing progress on improving our real trade balance. There is evidence that both the good and the
bad effects of a stronger dollar are indeed being realized: the inflation rate hardly seems to be on a tear,

while imports do seem to have spurted up a bit most recently.

The final panel of Chart 1 reviews our forecast of a key short term interest rate, that on 3-month
treasury bills. Our forecast was right on track until the Fed started to tighten in the spring, and interest

rates in general have been above our forecast since then.

In view of all that has already been noted in reviewing last year’s forecast, we limit our remarks in
connection with the data in Table 3 to a very few. Our underprediction of the level of consumption (and
most of its components) is very much the consequence of starting the forecast off at too low a level of
output, hence employment, income payments, and consumer purchasing power. We committed serious,
though approximately offsetting, errors in forecasting real net exports and investment in producers’

durable equipment. We expected a bigger improvement of our real trade balance than has materialized.
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TABLE 3.
Review of RSQE Forecast For 1988

1987-88
1986-87
Actual Current Forecast
Predicted Estimate Error
CHANGES
Real GNP and Components (Bill.of ‘82 $'s)
GNP 125.3 109.6 146.7 37.1
Personal Consumption Expenditures 65.8 50.0 68.2 18.2
Durable Goods 5.9 7.1 18.3 11.2
Nondurables 11.0 6.9 7.3 0.4
Services 48.8 36.0 42.6 6.6
Producers Durable Equipment 15.8 7.1 45.7 38.6
Nonresidential Construction -3.8 2.0 -0.4 -24
Residential Construction 0.2 -3.8 -52 -14
Inventory Investment 19.0 -6.5 5.2 11.7
Net Exports 8.6 55.8 31.1 -24.7
Exports 49.4 40.1 72.9 32.8
Imports 40.8 -15.8 41.8 57.6
Government Purchases 19.7 49 2.3 -2.6
Prices and Incomes (% Changes)
Private Nonfarm Sector
Hourly Compensation 3.8 4.6 4.6 0.0
Unit Labor Cost 3.1 3.3 3.3 0.0
Price Deflator 2.9 3.9 2.7 -1.2
Personal Consumption Deflator 45 5.1 41 -1.0
Exchange Value of U.S. Dollar -13.7 -10.5 -42 6.3
Real Disposable Income 1.7 1.9 3.6 1.7
Corporate Profits (with IVA and CCA) 3.8 2.5 5.6 3.0
LEVELS IN TERMINAL YEAR
Civilian Unemployment Rate (%) 6.2 6.0 5.5 -0.5
3-Month Treasury Bill Rate (%) 5.8 5.6 6.6 1.0
Corporate Aaa Rate (%) 94 9.9 9.7 -0.2
FHA Mortgage Rate (%) 10.2 10.2 10.4 0.2
Personal Saving Rate (%) 3.2 3.5 4.1 0.6
Auto Sales (Millions of units) 10.3 10.2 10.7 0.5
Import Share (%) 31.1 32.0 29.0 -3.0
Federal Deficit (Bill. $'s, Fiscal Year) 163.5 167.8 149.0 -18.7
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Real exports grew by more than we had forecast, but so too did imports, and by an even greater margin.
The sharp growth of investment in production equipment, and other forms of producers’ durables,
including computers and related equipment, is a welcome sign after several years of generally lackluster
investment activity of the kind needed to enhance our productive capacity and international
competitiveness. Finally, note that the federal deficit is almost $20 billion lower than we had forecast.
Our forecast was accurate to within $2 billion on the expenditure side of the budget, but our

underprediction of incomes left us with a substantial corresponding underprediction of revenues.

II. The Current State of the Economy

As already noted, important aspects of a dynamic forecast can be thrown permanently off if the
forecast begins on the wrong trajectory. Understanding the current state of the economy, and successfully
communicating that understanding through the inputs of our econometric model, is thus a critically
important first step in generating our economic forecast. Our view of the economy at year-end ‘88 and the

start of 1989 is summarized in Table 4.

We expect real GNP growth at just under 2 percent for the current quarter, and at just over 3 1/2
percent for the first quarter of next year. In a literal sense, this means that the growth retardation
evidenced in the 3rd quarter of this year is projected to continue in the 4th quarter, but to reverse itself
right after the first of the year. That, however, would substantially misrepresent the difference between
these two quarters. A better sense of what we are forecasting can be seen by considering the path of real
final sales (excluding sales of agricultural stocks by the Commodity Credit Corporation, CCC) shown in
Table 4, namely an annualized growth rate of 2.8 percent in each of 1988.4 and 1989.1. In effect, then, the
growth of aggregate demand is seen to have dropped from a 5.5-6 percent pace during the first half of this
year to a pace in the 2-3 percent range for the second half of this year and early next year. The GNP
gyration in our forecast is basically a reflection of the effects of last summer’s drought. We expect the
fourth quarter to show the year’s biggest drop in real farm inventories — even with CCC sales continuing

at a relatively high level — which produces an artificially low growth of GNP for this quarter. The lower
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TABLE 4.
RSQE Forecast: The Calendar Year

and Second Half, 1988

(Billions of 1982 $'s, SAAR, Unless Otherwise Indicated)

1988 1989 | Calendar Year
I o m v I 1987 | 1988
Real GNP and Components
Real GNP 3956.1| 3985.2| 4007.3| 4026.3| 4061.9| 3847.0| 3993.7
(% Change, SAAR) B4 B.0| 22| 19| (3.6 B4 @8
Real Final Sales, Excluding CCC 3909.4| 3966.7 | 3987.1| 4015.0| 4042.8| 3816.5| 3969.6
(% Change, SAAR) G.5)] 6.00] @1 28| (2.8 3.2)| 4.0
Consumption 2559.8| 2579.0| 2601.3 | 2616.2| 2628.4| 2521.0( 2589.1
(% Change, SAAR) 4.5 .00 B.5]| @23 1.9 enl @7
Business Fixed Investment 473.4| 490.2| 495.7| 502.5| 508.7| 445.1| 490.5
Residential Construction 189.5| 189.6| 190.2| 190.6| 191.4| 195.2| 190.0
Change in Nonfarm Bus. Inventories 51.9] 30.1| 34.0/ 30.3| 29.2 36.9| 36.6
Change in Farm Inventories 14.1 53| -03| -7.0| -20 -2.5 3.0
Net Exports -109.0] -92.6| -94.9| -94.6| -89.9| -128.9| -97.8
Government Purchases, Non CCC 795.7| 800.6| 794.7| 800.3| 804.2| 784.1| 797.8
Government CCC Purchases -19.3| -16.8] -13.6( -12.0f -8.0 -3.9| -154
GNP Deflator (1982=100) 119.4| 121.0{ 122.3| 123.4| 124.6 117.7| 1215
(% Change, SAAR) 17| 65| 44| 3.8 (3.8 33| @I
Current Dollar GNP (Bills.of $'s) 4724.5| 4823.8| 4899.5| 4968.8 | 5060.4| 4526.7 | 4854.2
Addenda
Civilian Unemployment Rate (%) 5.7 5.5 5.5 5.5 5.5 6.2 5.5
3-Month Treasury Bill Rate (%) 5.7 6.2 7.0 7.4 7.5 5.8 6.6
Aaa Corporate Rate (%) 9.6 9.8 10.0 9.5 94 94 9.7
Conventional Mortgage Rate (%) 101} 104 105 10.2| 102 10.2| 103
Exchange Value of the Dollar
(% Change, SAAR) -94 1.7 35.6| -16.0| -3.4| -13.7| -42
Automobile Sales (Mills.of Units) 10.8] 106 10.7| 10.6| 10.5 10.3| 10.7
Personal Saving Rate (%) 44 3.7 4.0 4.3 4.4 3.2 4.1
Federal Deficit (Bills.of $'s) 155.1| 133.3| 147.4| 157.9| 140.9| 163.5*| 149.1*

* Fiscal years
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pace of liquidation of farm inventories expected for 1989.1 then produces the reverse, an artificially high

growth rate at the start of next year.

The continued and steady growth of final demand which we are forecasting for this quarter and

next is paced by:

e continued strength in business capital purchases, up at an annual rate of 5 1/3 percent;

e a modest strengthening of residential construction activity in response to the recent drop in
mortgage rates; and

e a renewed improvement in our real net export position late this year and early next year,
following the stall which developed along with the sharp turnaround in interest rates and the
value of the dollar in the spring and summer.

Note that consumer purchasing activity is just following along, not leading the expansion of demand
over the coming half year — car sales are forecast to be edging down a bit, and the personal saving rate

moves slightly upward. The overall growth of economic activity which this implies holds the

unemployment rate at just about 5 1/2 percent through the first quarter of next year.

Clearly, at this stage of our economic expansion, with aggregate unemployment near 5 1/2 percent
and capacity utilization at about 84 percent, we would hardly look for aggregate demand growth to
continue at a rate above three percent. The 2.8 percent turn-of-the-year demand growth in our forecast is
probably close to the peak rate that our capacity growth can service, especially if we expect it to be
accompanied by improvements in real net exports. A sustained attempt to exceed such a growth rate

would surely produce increasing inflationary pressures.

Indeed, we expect that Alan Greenspan and his colleagues at the Fed are going to be concerned
about precisely this point early next year. Strongly enough concerned, in fact, that we are anticipating
another notch of monetary policy restraint before the end of the first quarter. The form that takes in our

Control Forecast is a 50 basis point increase in the discount rate to 7 percent effective February 15th. It is
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that which brings the treasury bill rate to a 7.5 percent average for 1989.1, and stalls the decline in

mortgage rates which is currently under way.

This projected shift to a somewhat tighter monetary policy begins to impact the whole structure of
interest rates as soon as it occurs, but it has no effect on any of the real economy magnitudes shown in
Table 4. It is precisely the continued strength of aggregate demand, as shown in the table, which induces
the tighter monetary policy. As we envision it, the policy shift is standard Fed behavior: the economy is

strong, it’s near capacity, the dollar is sliding — take a preventive, anti-inflationary step.

We further expect that this will be a go-it-alone tightening of monetary policy; that our interest
rates will not only be higher than otherwise, but higher relative to corresponding interest rates abroad.
We expect that our major trading partners will desire neither to tighten credit conditions in their own
economies, nor to prevent the slower rate of appreciation of their own currencies that will result from
letting their interest rates slip relative to ours. Foreign desires to keep exporting, and the Fed’s desire to
prevent inflation in the U.S., are both served by higher interest rates here not matched by higher foreign
rates. It is important to stress that we are assuming a modest, marginal shift toward tighter credit in the
U.S. starting early next year. This is not a repeat of spring ‘88, and does not by itself imply anything like
a spike in interest rates. The forecast path of interest rates beyond 89.1 will depend on how the rest of the
economy unfolds in the context of a 7 percent discount rate and all the other important input assumptions,

to which we now turn.

III. Inputs: Fiscal Policy

The Balanced Budget and Emergency Deficit Control Reaffirmation Act of 1987 set revised deficit
targets for fiscal years 1988 through 1993 and amended the sequester procedures of the Balanced Budget
Act (Gramm-Rudman-Hollings) of 1985. The deficit targets are $136 billion for fiscal 1989 and $100
billion for fiscal ‘90. The Office of Management and Budget has estimated that the fiscal ‘89 budget deficit
will be just under $146 billion, which falls within the $10 billion margin of error allowed by the GRH

Reaffirmation Act. Hence, no cuts are required for the current fiscal year.



15

For fiscal 1990, our federal budget projections include budget action to reduce the deficit by $25
billion. Without such action, a business-as-usual budget (allowing for inflation and program participation
changes) would, in the context of our forecast, produce a $132 billion (NIPA basis) deficit. The deficit
reduction in our control forecast is accomplished with a combination of spending reductions totaling $17.5
billion for fiscal ‘90 and a $10 billion increase in personal taxes starting in January, 1990. The expenditure
reductions include a $1.6 billion reduction in nondefense purchases, a $5.5 billion reduction in subsidies,
an $8.1 billion reduction in Grants-in-Aid to state and local governments, and a $2.3 billion reduction in
federal government transfer payments. Note that these are all reductions relative to the increases that

would otherwise occur “naturally.”

We are assuming that the personal tax increase can be accomplished through changes that can
fairly be characterized as technical corrections to the Tax Reform Act of 1986. The most substantial
change involves amending the technical error which allows families with taxable incomes above $200,000
(or individuals with taxable incomes above $105,000) to pay taxes at a marginal rate of 28 percent while
those with lower incomes of $75,000-$200,000 ($45,000-%$105,000 for indiﬁdua]s) pay at the higher 33
percent marginal rate. This change raises taxes compared to current law only for families with incomes in
excess of $200,000 (and individuals with incomes in excess of $105,000); and the Congressional Budget

Office estimates that it would yield $6 billion in additional revenue in calendar 1990.

Our budget assumptions on expenditures — including the $17.5 billion “cut” for FY ‘90 — are
summarized in Table 5. Defense spending, which increased by $15 billion (5.4 percent) in fiscal ‘87 but by
only $8 billion (2.6 percent) in fiscal ‘88, is projected to increase by $7 billion (2.3 percent) in fiscal ‘89 and

by $12 billion (4 percent) in fiscal "90.

Nondefense purchases, excluding the Commodity Credit Corporation (CCC) inventory change,
increased by $3 1/2 billion in fiscal year 1987 and by $10 billion (11.7 percent) in fiscal ‘88. We are
projecting an increase of $6 billion (6.1 percent) in fiscal ‘89 and $4 billion (3.8 percent) in fiscal ‘90. The

1990 path holds spending flat at the level of the final quarter of fiscal 1989 except for a projected 3 percent
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TABLE 5.

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 1113.2 1163.9 1222.2
(% Change) (5.2) (4.6) (5.0
Purchases of Goods & Services 381.2 401.9 428.2
National Defense 297.6 304.6 316.9
Nondefense 83.6 97.3 111.3
Commodity Credit Corporation
Inventory Change -13.8 -6.0 4.0
Other Nondefense 97.4 103.3 107.3
Transfer Payments 433.7 458.7 490.8
Unemployment Benefits 13.6 14.3 16.0
Grants-in-Aid to State
and Local Governments 108.1 113.6 112.1
Net Interest Paid 151.1 159.2 168.7
Subsidies Less Current Surplus
of Government Enterprises 39.23 30.4 22.5
Federal Receipts 964.23 1022.8 1111.2
Surplus (+) or Deficit (-) -149.0% ~141.0 ~111.1

lData for fiscal 1988 are from the Survey of Current Business, October 1988.

2RSQE projections and Control Forecast for fiscal years 1989 and 1990.

3The subsidies less current surplus of government enterprises, receipts, and deficit components for
1987.3 are RSQE projections.
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pay increase for civilian government workers and the projected costs of additional government employment

during the 1990 census effort.

The 1988 drought will continue to affect federal expenditures through CCC activity, price support
programs, and disaster relief. CCC inventories, which declined by $13.8 billion during fiscal 1988, are
projected to decline by $6 billion during fiscal ‘89, and then to increase by $4 billion in fiscal ‘90. While
these swings in CCC inventories result in abnormal movements in total government purchases, they do
not affect GNP because they are offset by opposite changes in farm inventories (relative to levels
determined by farm production and consumption). Subsidies less the current surplus of government
enterprises, which reflect drought relief payments during the current quarter, are projected to total $30.4

billion in fiscal ‘89 and $22.5 billion in fiscal "90.

Federal transfer payments to persons, which increased by $23 billion in fiscal 1988, are projected to
increase by $25 billion in fiscal ‘89 and by $32 billion in fiscal ‘90. These estimates include outlays for the
early stages of catastrophic health insurance. The fiscal 1990 projection also includes $3 billion in program
cuts in calendar 1990. Grants-in-Aid to state and local governments, which increased by $5 billion in fiscal
‘88, are projected to increase by $5 1/2 billion in fiscal ‘89, but to decline by $1 1/2 billion in fiscal ‘90 as a

result of budget cutting efforts mandated by the revised deficit reduction targets.

Taken together, our fiscal assumptions hold total federal expenditures to increases of 4.6 percent
and 5 percent for fiscal years ‘89 and ‘90, respectively — about “flexible freeze” proportions. The bottom
line for the federal budget implied by our forecast — including higher taxes and expenditure restraint — is
a federal deficit which declines from an estimated $149 billion in fiscal ‘88 to $141 billion in fiscal ‘89 and

$111 billion in fiscal ‘90.

We are projecting that state and local government purchases will increase at a 7.5 percent annual
rate during fiscal ‘89, and that, on a business-as-usual path of federal grants, state and local government

purchases would increase at a 7 percent annual rate in fiscal 90. However, our budget reduction
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assumptions reduce federal grants by $8 billion. We assume that state and local governments will protect

their own budgets through a combination of lower purchases and transfer payments during fiscal ‘90.

IV. Monetary Policy, The International Scene, and other Inputs

The Fed’s concern in recent months has centered on the risk of inflationary pressures in the U.S.
economy resulting from rising levels of capacity utilization and continuing low levels of unemployment. As
a result, the Fed began to push up short term interest rates in March and raised the discount rate from 6
to 6.5 percent in early August. As already indicated, we anticipate that the Fed’s continuing concerns
about inflationary pressures will result in another increase in the discount rate to 7 percent in the middle

of the first quarter of 1989.

The rate of growth of the monetary base declined from 8.6 percent at annual rate during the first
quarter of 1988 to 6.3 percent at annual rate during the third quarter. We expect that the Fed will allow

the monetary base to grow at a 5 percent annual rate throughout the forecast horizon.

We further project that the Fed will act to offset the fiscal tightening that is projected to begin in
the fourth quarter of 1989 by bringing the discount rate back down to 6.5 percent. As in the earlier
projected increase in the discount rate, we are again assuming that the U.S. will act alone in nudging
interest rates back down at the start of fiscal year 1990. Consequently, by mid-1990, U.S. short term
interest rates will have depreciated relative to foreign rates, thus returning approximately to their current

relative position.

We are expecting the foreign-currency prices of our nonoil imports to fall during the current quarter
in response to the recent decline in the value of the dollar but to be rising at a 4 percent annual rate by
late 1989. With the trade weighted value of the dollar forecast to decline during the next two years, the

dollar price of nonoil imports will be contributing an upward push to U.S. inflation rates.

Most OPEC members have been producing more oil than is specified in their quotas. The current

quotas, totaling 17.5 million barrels per day, were set up in December 1986 with a price target of $18 per
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barrel. Recent production has exceeded 20 million barrels per day. OPEC’s overproduction, combined
with high levels of non OPEC oil production, has resulted in a world crude oil glut. Consequently, oil
prices, which averaged $16 to $17 per barrel during the first half of 1988, are now in the $13 to $14 per
barrel range. Failure of OPEC members to reach a new agreement to limit production could result in oil

prices falling even further.

The October OPEC strategy session in Madrid did not produce a new production cutting accord, but
the oil ministers there did at least pursue the general outline of a plan to reduce production and Iran and
Iraq appeared to adopt a more conciliatory attitude toward each other. We expect continuing efforts by
OPEC members to resolve pricing and output strategy differences and, hence, we are assuming that oil
prices will firm in the $15 per barrel range in early 1989. With a somewhat higher, but more sustainable
OPEC quota level, oil prices are projected to rise at 2-3 percent annual rates during most of 1989 and

then to rise at a 4 percent annual rate during 1990.

The U.S. suffered its most severe drought in half a century this past summer. The corn and
soybean crops were severely affected and the spring wheat crop was reduced as well. Year-end stocks of
these crops are expected to be severely depleted. A record 78.4 million acres of farmland were removed
from production in 1988 under government set-aside, Conservation Reserve, and other land idling
programs. Land idling programs are expected to be substantially reduced in 1989 to allow farmers to plant
increased acreage. Even with a substantial increase in acres planted and assuming normal weather

conditions, year-end stocks are expected to remain at very low levels at the end of the 1989 harvest year.

Farm prices, as measured by the implicit price deflator for gross farm product, increased at nearly a
50 percent annual rate from the first to the third quarter of 1988. We expect farm prices to remain level
during the current quarter, to decline a bit in the first quarter of 1989, and then to rebound to current
levels during the second and third quarters of 1989 largely due to higher meat prices reflecting the higher
slaughter rates during the summer drought. Thereafter, we expect farm prices to be increasing at a 4

percent annual rate.
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We now turn to the forecast for 1989-90 which results from the combination of our input

assumptions, recent economic conditions, and our econometric model.
V. Overview of the Control Forecast for 1989-90

Our Control Forecast for 1989-90 is summarized on a calendar year basis in Charts 2 and 3. The
first panel of Chart 2 indicates that 1989 and 1990 are forecast to be years seven and eight of the post-1982
economic expansion. Compared to the 3.8 percent growth of real GNP now estimated for this year,
however, we are forecasting considerably slower growth for the next two years: 2.9 percent for next year,
and only 2.4 percent for 1990. The latter, if realized, would mark 1990 as the slowest growth year of the
entire expansion. As shown in the second panel of the chart, output growth of a little under 3 percent
holds the unemployment rate steady; while output growth of a little under 2 1/2 percent is accompanied
by a rising unemployment rate, though the extent of the rise in unemployment forecast for calendar 1990

is minimal.

Along with the continued economic expansion, we are anticipating somewhat higher rates of
inflation over the next two years. As measured by the implicit price deflator for consumer goods and
services, we are forecasting inflation rates of 4.8 and 5.5 percent for calendar ‘89 and "90, respectively, up
from 4.1 percent for this year. With three straight years of unemployment at just about 5 1/2 percent, a
1988 drought affecting food prices well into 1989, oil prices assumed to begin rising again, and the prices of
most imported consumer goods rising at above average rates as the U.S. dollar continues to depreciate, the
step-up in the rates of increase of average consumer prices forecast for 1989 and ‘90 should come as no
surprise. We put off just until the next section any discussion of whether our forecast should be

interpreted to mean that an “inflation problem” is on the horizon.

Continuing with the overview in Chart 2, we see the interest rate pattern dominated by our
monetary policy assumptions. The treasury bill rate is forecast to average 7.1 percent in 1989, but to be
down to an average of 6.4 percent the year after. The growth of real disposable income is forecast to be

down to 2.3 percent next year, compared with 3.6 percent estimated for this year; and to be down to only
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7/10 of one percent for 1990, due to the combination of a slower growth economy and the higher personal
taxes which are part of the assumed fiscal ‘90 budget package. The final panel of Chart 2 shows corporate
profits (including inventory valuation and capital consumption adjustments) at a bit over 6 percent of GNP

for each of the next two years.

Additional detail regarding some of the more important output-related variables in the Control
Forecast is shown in Chart 3. Auto sales are forecast to slip from 10.7 million units this year to 10.4
million units next year, reflecting, in part, the sensitivity of auto sales to higher interest rates. Car sales
edge back up to 10.6 million units for calendar 1990 as lower interest rates take hold. The import share of
car sales is forecast to stay at about 29 percent again for 1989, but to edge up to nearly 30 percent for 1990

as the price of foreign relative to domestic cars begins to stabilize.

The center panel of Chart 3 shows continued increases in real business capital spending over the
next two years, but by far smaller amounts than during this year which witnessed an especially big
increase in business computers and related equipment. It should be noted that the huge jump in capital
purchases this year brought real business fixed investment up to 12.3 percent of real GNP from 11.6
percent in each of 1986 and 1987. The continued investment increases shown in Chart 3 raise the
investment/GNP ratio to 12.6 percent next year and 12 3/4 percent the year after — ratios which are quite
high by historical standards. Finally, although the U.S. dollar is forecast to continue to depreciate in 1989,
the year-over-year change is small as the higher level of interest rates forecast for the first half of next
year slows down the rate of dollar depreciation. A higher rate of depreciation is posted for calendar 1990
as the Fed’s assumed response to fiscal tightening permits interest rates to move down. Consistent with
this pattern of dollar depreciation, we forecast a far smaller improvement in real net exports in 1989 than

occurred this year, but a larger gain in 1990 than in 1989.

The overview that is based on calendar year data raises several important questions. Among them:
is the expansion stalling out by 1990, is inflation behaving in such a way as to represent an increasingly
serious problem, are we getting close to an international balance, and so on? These and other matters are

better addressed by considering the quarterly path of the Control Forecast, to which we now turn.
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VI. The Quarterly Path in the Control Forecast for 1989-90

A number of the more important dynamic aspects of the Control Forecast are summarized in the
various panels of Chart 4. We begin with Panel A which plots the forecast paths for the growth rates of
real GNP and real Final Sales (excluding CCC activity). In our earlier discussion of the current state of
the economy, we forecast near-term growth of aggregate demand at an annual rate of 2.8 percent, well
below the 5.5-6 percent rates of the first half of this year. It is clear from the chart that we are
forecasting another small step downward, with aggregate demand growth generally in the range of 2 to
2 1/2 percent after the first quarter of next year and averaging 2 1/4 percent over the seven quarter period
of our post-89.1 forecast horizon. Once the gyrations due to the drought and its inventory implications
have worked themselves out, it becomes clear that real GNP growth is also forecast to move into the 2 to

2 1/2 percent range.

There is no paucity of ways to evaluate the desirability of any contemplated path of output growth,
including that shown in Chart 4A. A way that comes quickly to mind, of course, is to ask “What does it
mean for unemployment and inflation?” Chart 4B deals precisely with that question. For most of the
forecast horizon the civilian unemployment rate remains in the narrow range of 5.4-5.5 percent. By the
second half of 1990, however, the unemployment rate begins to drift upward in response to output growth
pegged at less than 2 1/2 percent. By the closing quarter of 1990, we have unemployment averaging 5.7

percent.

Corresponding to this stable-to-slightly-up path of unemployment, is a forecast inflation path which
goes from about 3 1/2 percent currently, to a little over 4 percent by early 1990, and then appears to top
out at just under 4.4 percent for the balance of 1990. There is nothing peculiar in the internals of the
forecast which imply that the inflation behavior shown for the final three quarters of 1990 should be
regarded as a temporary lull. Inflation is not forecast to be accelerating during 1990. Indeed, the
combination of a bit of upward drift in unemployment, and a rate of capacity utilization in manufacturing
which we forecast to be stable at just over 85 percent throughout 1990 (see the computer print-out tables

attached), imply that no more than the late ‘90 inflation rate would carry into early 1991.
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Chart 4: RSQE Control Forecast For 1989—90
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RSQE Control Forecast For 1989—-90
C. Foreign Sector: Prices

Chart 4
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Chart 4: RSQE Control Forecast For 1989—S0
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The inflation rate featured in Chart 4B is that pertaining to the private nonfarm sector of the
economy — essentially the core industrial inflation rate. This, rather than consumer price inflation, is
the most appropriate for considering the question of the degree of inflationary momentum in the system.
Consumer price inflation will be running at a higher rate, of course — about 5 1/2 percent in the second

half of 1990 — but it too will have begun to stabilize.

The next two panels of the chart focus on the dynamics of the foreign sector. As shown in Panel C,
the dollar will keep declining in value as part of the process of continuing to shrink our trade deficit. The
rate of decline stalls a bit in response to the assumed rise in U.S. interest rates relative to foreign rates
early next year, but it picks up again when interest rates come back down a year from now. The dollar is
forecast to be declining at a rate of nearly 3 percent during most of 1990. The other two prices shown in
Panel C are the dollar price of nonoil imports and the foreign currency price of U.S. exports. The price we
will have to pay to import is clearly inflating a good deal more than the price our trading partners will
have to pay to import from us. That, of course, is the effect of the depreciating dollar, and is a prime
factor in the outlook for continued improvement in our real trade balance, which is shown in Panel D.
The deficit of 55 billion 1982 dollars (annual rate) which we are forecasting for the end of 1990 represents
but half the size of the real trade deficit at the start of 1988. Real exports grew by 13 percent in calendar
1987, and they’ll be up about 17 percent this year. That pace can’t continue, but it doesn’t have to as long
as import growth continues to moderate. In the Control Forecast, real export growth averages 7 1/2
percent at annual rate between 1988.4 and 1990.4. Real imports, on the other hand, increase by 4.3
percent during 1989, and by only 2.2 percent during 1990 under the combined effects of faster dollar
depreciation and slower domestic growth. Although not shown on the chart, the nominal trade deficit
improves over the forecast horizon as well, but only very slowly. We estimate a $91 billion nominal trade

deficit for 1988, and a drop only to $81 billion for 1990.

The dynamics of interest rates in our Control Forecast are shown in Chart 4E. Three month T-bill
rates, which we believe would have been edging down throughout 1989.1 but for the assumption of mid-

quarter tightening by the Fed, move up to a 7 1/2 percent average for the quarter. The bill rate eases off
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in the late spring and summer — averaging just over 7 percent for the summer quarter of ‘89 — and then
drops to about 6.3 percent a year from now as the Fed eases monetary conditions in response to the fiscal
tightening required to meet the deficit reduction target for fiscal 1990. Long term interest rates, both
corporate and mortgage rates, are already declining, and we expect that to continue until the Fed tightens
early next year. We expect most long rates to be up a bit in response to the tighter Fed policy, with
mortgage rates up about 30-35 basis points over the first half of next year. This will be temporary,
however, and mortgage rates are forecast to be back down to their current levels about a year from now.
This pattern of rates implies, for example, that residential building activity will continue its current slow
recovery pace through the first quarter of next year, stall again for most of the rest of the year with
housing starts ending 1989 at just over 1.4 million units (annual rate), and then begin to recover again at

the turn of the year.

The. final panel of Chart 4 provides two views of the federal budget deficit. The budget deficit,
currently in the range of $140-150 billion (annual rate, NIPA basis), is forecast to be down to an annual
rate of about $130 billion a year from now. With our fiscal policy assumptions the federal government is
GRH-legal for fiscal 1990 and the deficit is down to an annual rate below $90 billion two years from now.
It is useful to remember that the social insurance account in the federal budget is currently running an
annual surplus of about $50 billion, and will be up to about $65 billion two years from now, so that our

structural budget deficit will still be close to $155 billion even in fiscal 1990.

What if we didn’t take a $25 billion fiscal “hit” in 1990? Wouldn’t we just have a stronger
economy? Is it really worthwhile to close the budget gap? We consider these questions in the next

section.

VII. The Cost of Fiscal Tightening in 1990

As explained in the discussion of the inputs to our Control Forecast, we have assumed
implementation of federal spending cuts and a personal tax increase in fiscal year 1990. We have made

these spending cuts relative to projected spending levels that include increases for inflation and scheduled
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program participation in currently legislated federal programs. In the absence of fiscal tightening in 1990,
we would assume that the Fed would find little reason to lower interest rates — the discount rate would
remain at 7 percent — and the appreciation of U.S. interest rates relative to foreign rates would thereby be
maintained. Panel A of Chart 5 compares the projected federal deficit in our Control Forecast to the
deficit that would occur, in the context of our other input assumptions, if the GRH federal deficit target for
1990 were ignored. The federal deficit is reduced by $21.5 billion for fiscal year 1990 as a result of the
assumed new policy mix with tighter fiscal and easier credit conditions, and the deficit at the beginning of
fiscal year 1991, at $88 billion, is lower by $33 billion than would be the case without the fiscal tightening.

With the fiscal ‘91 GRH target at $64 billion, still more fiscal moves might be required for FY 91.

What does it cost to comply with the GRH federal deficit target in fiscal "90? Panel B of Chart 5
compares the growth path of real GNP in our Control Forecast to the growth path of real GNP implied in
our alternative forecast which assumes a business-as-usual federal budget that ignores the GRH target.
The fiscal tightening with monetary easing policy of our Control Forecast reduces real GNP growth in the
final quarter of ‘89 and the first quarter of ‘90 relative to real GNP growth in the “no GRH” forecast. By
the second quarter of 1990, however, the policy mix in our Control Forecast results in a higher real GNP
growth rate and the growth rate remains higher through the end of 1990. The level of real GNP at the

end of 1990 is virtually the same in our Control Forecast as in the “no GRH” alternative.

How important is the easier monetary policy that we have assumed accompanies the fiscal
tightening in 1990 in our Control Forecast? Panel B of Chart 5 shows that in an alternative forecast with
the same fiscal tightening, but without the accompanying monetary ease assumed in our Control Forecast,
the real GNP growth rate would remain lower throughout the forecast horizon. The cost is nearly $11
billion in the level of real GNP for calendar 1990, with the level of real GNP lower by $20 billion at the
end of 1990 in the “tight money” alternative. The unemployment rate, over 5.8 percent compared to 5.7

percent in our Control Forecast at the end of 1990, is correspondingly higher as well.

Panels C and D of Chart 5 compare interest rates and the value of the dollar in our Control

Forecast and in the “tight money” alternative. Short term interest rates, as measured by the 3-month
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Chart 5: Alternative Forecasts
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Chart 5: Alternative Forecasts
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treasury bill rate, are 45 basis points higher in calendar ‘90 in the “tight money” alternative than in our
Control Forecast. The trade weighted value of the dollar falls by only 9/10ths of one percent during 1990
in the “tight money” alternative compared to a 2.8 percent decline in our Control Forecast. The higher
value of the dollar in the “tight money” alternative results in higher real imports, but temporarily, in a

lower nominal import bill.

Panels E and F of Chart 5 compare the real and nominal trade deficits in our Control Forecast and
in the “tight money” alternative. The real trade deficit is smaller in our Control Forecast, declining from
$82 1/2 billion in the fourth quarter of ‘89 to $55 billion in the closing quarter of 1990 in the Control
Forecast which includes monetary ease in conjunction with the fiscal tightening. In the “tight money”
alternative, the real trade deficit is $10 billion higher at the end of 1990. The nominal trade deficit,
however, is initially lower in the “tight money” alternative. The difference reaches $3 billion in the first
quarter of 1990, but has virtually disappeared by the end of 1990 — the familiar J-curve effect of a change

in prices or exchange rates.

VIII. Final Thoughts

Two months from now, America will inaugurate its 41st president. We last changed regimes eight
years ago when President Reagan came on like gang-busters with a huge change in federal fiscal policy,
just as he had promised. We took a look back at the Proceedings of the November 1980 Outlook
Conference to see how well, or badly, we had anticipated Reaganomics. We had assumed fairly quick
passage of a 10 percent personal income tax cut to become effective after the middle of 1981, We were
close on the timing of the tax bill’s passage, but way low on the magnitude of the cut and missed, of
course, on the three-step phase-in. In the same analysis we said in regard to any tax cut package
aggregating significantly more than 10 percent,

“...we assume that a series of tax cuts, unaccompanied by expenditure reductions is
unlikely to be forthcoming,...”
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and was that ever wrong! A year later, when we knew lots more about the dimensions of Reaganomics,
we discussed the fiscal policy debate then in progress, in these words, as reported in the Proceedings of the

November 1981 Outlook Conference,

“The partisan ... debate centers on whether the expansionary impact derived from the

supply-side effects on income will be so enormous as to offset the policy-induced

swing toward larger deficits and in fact produce shrinking deficits. For a brief period

of time, the pushers of this fanciful notion won over some converts in high places.

The fad does appear to be petering out, but it has already had a mischievous effect on

economic policy...”
and the analysis continued on to worry about the high interest rates that would inevitably result, and
predicted a fiscal 1982 budget deficit of $102 billion, compared with OMB’s $41 billion, and the $113 billion

which materialized.

We were right in 1981, and so was George Bush the year before when he spoiie disparagingly of
Voodoo Economics. If we do care about the standard of living which future generations will be able to
afford, if we do care about who will own and shape the resources of tomorrow’s Anierica, then it’s none
too soon to make the restoration of fiscal sanity — which has indeed characterized most of our history

— priority number one.

We're all able to hear the defense establishment; it will protect itself, and presumably us, as it
should. But someone has to hear the little people, the quiet voices. And if they too are to be protected
— and better than they have been recently — then there’s no way that fiscal responsibility can be attained
through realistic policies restricted to the expenditure side of the federal budget. We need the leadership
which can make that case with credibility, so that the Congress can legislate it, and the people with the
capacity to be taxed a bit more each can support it. That’s George Bush’s crowd; he has the credibility,

perhaps he’ll even use it for the benefit of our and his grandchildren.
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Constant Adjustments in the RSQE Forecast for 1989-1990.

The following adjustments have been used to correct for level drift and start-up error:

A.AUTOSB
AAUTOSC
A.AUTOSD
A.CDFES82
A.CN82

A DLNX82
AFDCUR
A.GCBDD
A HOUSEX
A.IBFNC8
A.IINVAS8
AIINVOS8
AIPDAGS
AJPDONA
A.IPDQ82
A.IRCS82
AJCAP
A.JCMH
AJEXR
AJIPM
A.JRAUTO
AKCA
AMAUTOS8
A MNOIL8
AMIPLUS
A M2PLUS
A.PCDO
A.PCN
A.PCPI
A.PCS
A.PGAS
A.PGFNCC

A.PGSL
A.PIPDAG
A.PIPDO
A.PIPDQ
APIRC
A.PPNF
APX
A.QMHT77
ARAAA
ARCD
A.RFHA
ARG5S
ARMORT
ARTB
ARUG

New Car Sales to Businesses

New Car Sales to Consumers

New Car Sales, Domestic

Personal Consumption Expenditures, Furniture and Household Equipment
Personal Consumption Expenditures, Nondurable Goods

Growth Rate of Exports of Goods and Services

Change in Currency plus Unborrowed Reserves

Federal Government Deposits at Non-Federal Reserve Banks

Sales of Existing Single Family Houses

Nonresidential Construction

Change in Business Inventories, New Autos

Change in Business Inventories except New Autos and Farm
Investment in Producers’ Durable Equipment, Agriculture
Investment in Producers’ Durable Equipment, Other

Investment in Producers’ Durable Equipment, Production
Residential Construction

Index of Capacity, Manufacturing

Index of Compensation per Hour

Index of Trade Weighted Exchange Value of the Dollar

Index of Industrial Production, Manufacturing

Index of Auto Financing Charges

Capital Consumption Allowances with Capital Consumption Adjustment
Imports of Cars

Nonpetroleum Imports of Goods and Services

M1PLUS

M2PLUS

Personal Consumption Expenditures (Other Durable Goods) Deflator
Personal Consumption Expenditures (Nondurable Goods) Deflator
U.S. Consumer Price Index

Personal Consumption Expenditures (Services) Deflator

U.S. Consumer Price Index: Motor Fuel, Motor Oil, Coolant, and Other Products
Federal Government Purchases of Goods and Services (excluding Commodity Credit

Corporation Activity) Deflator

State and Local Government Purchases of Goods and Services Deflator
Investment in Producers’ Durable Equipment (Agriculture) Deflator
Investment in Producers’ Durable Equipment (Other) Deflator
Investment in Producers’ Durable Equipment (Production) Deflator
Residential Construction Deflator

Nonfarm Business GNP Deflator

Exports of Goods and Services Deflator

Index of Output per Hour

Aaa Corporate Bond Rate

90 Day Certificate of Deposit Rate

Secondary Mortgage Yield on FHA Mortgages

5 Year Government Bond Rate

Conventional Mortgage Rate

3 Month Treasury Bill Rate

Civilian Unemployment Rate



A.RUM
A.SERVES
A TCSL
A.TPSL
A.TSIF
A.TSIP
A X82
AYOL
AYPDIV
A YPINT
AYPWS
AYUNB

The following adjustments have been used to incorporate tax law changes:

A.TIBSL
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Adult Male Unemployment Rate

Services Component of GNP

Corporate Profits Taxes, State and Local
Personal Taxes, State and Local
Contributions For Social Insurance, Federal
Personal Contributions for Social Insurance
Exports of Goods and Services

Other Labor Income

Dividend Payments to Persons

Personal Interest Income

Private Wages and Salaries

Unemployment Benefits

Indirect Business Taxes, State and Local (includes correction for level drift)
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