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Executive Summary
Economic ion in a Hi Gear finally edged above the March 91 level; but even

It's now being estimated that real GDP grew at an
annual rate in excess of 4 percent in the second half
of 1992, and that’s the best half-year rate of
expansion the U.S. economy has managed to
achieve since 1987.

What’s more, we've finally strung together four
straight months of decline in the rate of
unemployment -- albeit a meager decline from 7.4
percent last October to 7.0 percent this February.
And there’s absolutely no sign of any inflation
problem in the economy in the near term.

The Role of Consumer Demand

The consumer sector certainly did it’s share -- or
more -- to energize the economy in the second half
of last year.

It’s estimated that real consumer purchases rose by
more than $69 billion (1987 3s) during the second
half of last year. That’s an average annualized rate
of growth of real consumption amounting to 4 1/4
percent; and it accounted for 70 percent of the
increase estimated for all of real GDP in the second
half of 1992.

But sustaining anything like that kind of
consumption behavior is going to require a steady
growth of jobs to produce sustained increases in
household purchasing power. And the jobs front is
still presenting a mixed picture.
obs, Jobs, Jobs; Are Showing Up Yet?

The number of jobs recorded in the payroll
employment count in the middle of last year, and
even as recently as this January, was fewer than in

March ’91 when the recession officially ended. It
wasn’t until last month that payroll employment

then it remained more than a million jobs short of
the number registered in the pre-recession peak
month of July 1990.

And most of the payroll employment job gains still
seem to be concentrated in the areas of health care
and business services, with little if any growth in
manufacturing.

At the household level, February was indeed a
month with a substantial gain in employment -- an
increase of 380 thousand. But that followed a drop
of 240 thousand in January, for a net gain of only
140 thousand in the past two months. And this
February’s household employment level is a mere
1 1/4 percent higher than that of last February.

Can households be expected to sustain anything like
a 4 percent rate of growth of real consumption with
reemployment proceeding so slowly? Not likely.
Unless something intervenes to improve the status-
quo, the recent step-up in the pace of economic
expansion simply won't continue.

The President Delivers On_His
Promised Fiscal Policy

That’s why we think President Clinton was right to
front-load his multi-year deficit reduction package
with at least a moderate dose of fiscal stimulus.

It’s important to deliver the message that the
government sees the problem that’s out there and is
actively supporting improvement -- as candidate
Clinton promised it would.

It’s refreshing to see an Administration that isn’t so
spooked by the budget deficit as to be paralyzed by
the prospect of making it a bit worse than might
otherwise be the case, for just a little while.

“The Michigan Model” over ...



But make no mistake about it; the President has
delivered a very serious deficit reduction plan. The
Congress is sure to modify it, but if something with
a similar bottom line and similar timing should
become law, we’'ll finally make a big dent in the
deficit over the next few years.

Indeed, we estimate that with a Clinton-like fiscal
policy -- and cooperation from the Federal Reserve
-- the fiscal 1995 budget deficit will come in under
8175 billion (on a NIPA basis). That’s a good $50-
360 billion below where we estimate the deficit
would be in fiscal 95 under a "baseline," or status-
quo, fiscal policy; and is well below the 3289 billion
deficit registered in fiscal '92.

That won’t finish the attack on the deficit --
completion will require a fundamental change in
health care policy. That, too, has been promised,
and it’s every bit as important that the President
deliver on that promise as well.

The Economic Pace in 1993-94

With such a fiscal package, we expect the economy

to grow by 3.2 percent for calendar 93 -- well above
the 2.1 percent now estimated for calendar ’92.
This is expected to be accompanied by a decline in
the unemployment rate to about 6 2/3 percent by
yearend 1993.

For calendar 1994, on the other hand, we expect a
slowdown to 2.3 percent growth, and that presumes
a substantial easing of monetary policy in *94 as the
budget swings sharply to a restrictive stance.

The bad news is that the slower rate of expansion
will be accompanied by a near-stall in the
unemployment rate, which is expected to edge down
very slowly during '94, and poke just under 6 1/2
percent at yearend.

The news on the inflation front is expected to
remain good. At the consumer level, prices are
forecast to rise by 3.7 percent during ’93 (4th quarter
of '92 to 4th of ’93), and by 4.2 percent during '94
which includes a boost of about 2/10 of a point
from the higher energy tax component of the
President’s fiscal policy.

Actual RSQE Forecast
1991 1992 1993 1994
GDP (Billions of Current 3s) 5677.5 5950.7 6302.3 6642.4
Inflation (GDP Deflator, % Change) 4.0 2.6 2.6 3.0
Real GDP (Billions of "87 $s) 4821.0 4922.8 5082.2 51994
% Change -1.2 2.1 3.2 23
Civilian Unemployment Rate (%) 6.7 1.4 6.8 6.6
Capacity Utilization, Manufacturing (%) 78.2 718 79.9 81.0
Auto Sales (Millions) 8.4 84 8.9 9.4
Light Truck Sales (Millions) 3.9 44 4.9 4.9
Private Housing Starts (Thousands) 1011 1208 1313 1521
3-Month Treasury Bill Rate (%) 54 34 31 32
Aaa Corporate Rate (%) 8.8 81 1.5 7.1
Real Disposable Income (Billions of 87 $s) 3509.0 3585.3 3645.6 3673.9
% Change -0.2 22 1.7 0.8
Corporate Profits Before Tax (Billions of Current $s) 334.7 375.6 434.1 467.1
Real Net Exports (Billions of "87 $s) -21.8 -41.5
Current Account Surplus (NIPA Basis, Bill Curr $s) 9.0 -50.0
Federal Deficit (FY, NIPA Basis, Bill of Curr $s)
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I. Introduction

The Department of Commerce’s late February reading on the state of the economy in the closing
quarter of 1992 pegged the growth of real GDP at a very solid annual rate of 4.8 percent -- a full percentage
point more than originally estimated in January. In conjunction with the 3.4 percent posted for the growth
rate in the third quarter of the year (1992.3), that implies an overall growth of U.S. output averaging just
over 4 percent at annual rate during the second half of 1992, the best half-year rate of expansion in five
years. But it took five quarters following the end of the 1990-91 recession before we managed to begin a
half year of expansion at a 4-plus percent rate. Within at most one quarter of the close of the recessions
ending in 1961, 1975, and 1982, the U.S. economy had commenced strings, respectively, of six, four, and five

straight quarters with growth rates well in excess of four percent.

Although the 1990-91 recession was relatively brief and mild, the economic doldrums it generated
seem to have hung on inordinately long. And despite a preponderance of data pointing toward continued
economic expansion, most of the available indicators suggest that the near term expansion will be unsteady

and generally sluggish unless a solid growth of employment appears in the offing.

Relative to prior experience, it remains true that the economy finds itself on a "jobless recovery path."

The number of nonfarm jobs recorded in mid 1992 was fewer than in March 1991 when the recession ended,
“The Michigan Model”
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and that sorry record remained the case through this January. It wasn’t until February that the nonfarm
payroll job count finally edged above that of March "91. But even then it remained more than a million jobs
short of the count reached in the pre-recession peak month of July 1990, and most of the recent gains in
payroll employment are still concentrated in health care and business services with little if any gains in

manufacturing.

It’s only been since last October that the recovery has managed to sustain a declining unemployment
rate for four straight months; although the drop has been meager, from 7.4 percent in October 92 to 7.0
percent this February. February was indeed a strong month for household employment and posted a gain
of 380 thousand. But that followed a drop of 240 thousand in January for a net gain of only 140 thousand
in the past two months. And this February’s household employment level is a mere 1 1/4 percent above that

of last February.

Businesses still aren’t signalling any impending speed-up of reemployment, and households continue

to register uncertainty about the near term prospects for their jobs and income.

The other side of this coin, of course, has been the substantial accompanying improvement in
productivity -- the ability of businesses to raise output without increasing employment. Business costs have
been lowered, inflationary pressures reduced, and U.S. enterprises have increased their international
competitiveness -- all solid improvements on the supply side of the economy. But with subpar domestic
employment and income growth and foreign economies in recession, we've not experienced the demand-side

stimulus that is required to turn this situation into one of a traditionally rapid-paced economic recovery.

It remains a serious concern that income and job growth are still not proceeding at a fast enough pace
to support anything like the pace of consumption growth that played a critical role in energizing the
expansion in the second half of last year. If that situation doesn’t improve, consumers are most likely to go

through another period of belt-tightening, and the economic expansion could once again shift into a lower
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gear. Indeed, January posted a zero growth in real disposable income and a small decline in consumer

demand in real terms, and the early indications are that retail sales were lackluster in February.

It is for these reasons that we regard it as entirely appropriate that the Clinton Administration has
elected to structure its multi-year fiscal policy plan to include a moderate stimulus package for 1993 before

it becomes dominated by deficit-cutting spending reductions and tax hikes in 1994 and beyond.

II. An Appropriate Fiscal Policy

The opposition to President Clinton’s fiscal plans has come in three forms: political, theological, and
substantive. The purely political opposition is about as ought to be expected in a vibrant democracy. The
theological opposition -- that based on a faith that the government never does anything but waste the public’s
money, that responsible deficit reduction has to meet some inspired mix of X dollars in reduced spending for
Y dollars in higher taxes, that it’s wrong to start a deficit reduction package with actions that temporarily

raise the deficit -- would be laughable were it not for the political strength which it seems to attract.

Substantively, of course, there is much to criticize. Why cut spending in program A rather than, or
more than, in program B? Why raise taxes that will so impact these people or this industry, rather those
people or that industry? Indeed, the program put forth by the president and his team can hardly be claimed
to be without flaws; but it would be sad for the nation if the only serious deficit reduction proposal in recent

memory were to fall victim to an undefinable optimum.

We need a stronger economy in order to raise employment faster than would otherwise be the case,
and it’s worth the investment of some small increase in the near term budget deficit to help accomplish that.
We need a stronger economy in order to absorb a meaningful deficit reduction program, and that’s another
reason to look to some expansionary policy to precede the imposition of a major contractionary swing in the
federal budget. We could, of course, opt for expansionary monetary, rather than fiscal, policy as the short
term stimulus to stronger economic growth. There are several factors, however, which tilt the balance in

favor of (at least some) expansionary fiscal policy right now:
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1) While monetary policy can move quickly, it’s economic impact is normally
relatively slow in cumulating.

2) Under current conditions, a fiscal stimulus operating directly on jobs and
incomes may well have a relatively greater economic effect than would a
normally equivalent monetary stimulus that operates indirectly through
lowering the cost of credit.

3) There are a number of high priority tasks which require governmental
spending and/or tax incentives and would generate major long run payoffs to
the private economy. Such activities are an appropriate part of any long run
plan to restructure the priorities in the federal budget and are what the
Clinton Administration refers to as government "investments;" there is no time
like the present to get moving on these tasks.

We are therefore supportive of the general thrust of the Clinton budget package. Make no mistake
about it; the Clinton proposal is serious deficit reduction, whether or not it has much of a chance of meeting
anyone’s arbitrary target for the "proper amount" of deficit reduction, including the president’s own. We do
not expect the Clinton plan to pass the Congress without amendment. We do believe, however, that the next
several years will be characterized by a fiscal stance much like that defined by the president, and we shall

discuss the major aspects of the president’s fiscal proposal in considerable detail in the following discussion

of inputs to our forecast.

III. Inputs to the Forecast: Fiscal and Monetary Policy

Extensive discussion of the Clinton economic proposal is currently underway in Congress and
throughout the country. While it is much too soon to know how the package will evolve, we have assumed
that the final package will include a number of tax policy changes proposed by the president. While
President Clinton has abandoned a tax cut for the middle class, his proposal contains several measures aimed
at redistributing the tax burden. For the income tax we have assumed the approval of a 36 percent tax
bracket for taxable income over $140,000 for couples as well as a 10 percent surtax on income over $250,000.
We have assumed that these changes will be retroactive to the beginning of 1993 with the bulk of this year’s

liability paid as final settlements in 1994.
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Since 1983 wealthier retirees have been paying income tax on a portion of their Social Security
benefits. We have assumed that the portion of benefits subject to the income tax will rise from the current
50 percent to 85 percent beginning in 1994. Since the first quarterly payment of 1994 taxes is not due until

April, only about half of the annual revenue will be collected in fiscal 1994.

Currently only wages up to an annual cap of $135,000 are subject to the Medicare payroll tax. We

have assumed that the cap on wages will be removed beginning in 1994.

We have also included the proposed broad-based energy tax which is based on the heat output of
various energy sources. Different tax rates would be applied to various types of energy and would be phased

in over three years, beginning in mid 1994.

To provide assistance to poor working families and to ease the burden of the proposed energy tax
we have included the proposed expansion of the earned income tax credit, timed to coincide with the

imposition of the energy tax.

In our Control Forecast, corporations also are subject to a number of tax increases. The top
corporate rate rises to 36 percent, a variety of tax deductions are scaled back or eliminated, and provisions
are implemented to require foreign corporations to pay taxes comparable to similar U.S. firms. These
increases are counterbalanced, however, by the introduction of a two part investment tax credit. One
component is a permanent tax credit, set at 7 percent for 1993 and ’94 and then dropping to 5 percent in
later years, on all equipment purchased by small firms. For other firms there is a temporary incremental 7
percent tax credit on purchases of equipment which exceed 85 percent of a firm’s base level. This temporary

credit is assumed to expire at the end of 1994.

On the expenditure side of the ledger, the president has proposed several spending initiatives
designed to stimulate the economy in the short run and to enhance productivity in the private sector over

the longer term. These programs, which we assume will begin in the second half of 1993, include:
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. additional funding for infrastructure improvements in transportation, communication, and
environmental systems;

. more funding for health and human services programs such as immunization services and
Head Start; and

. expansion of federal aid to education and training programs as well as additional funding for
summer jobs for youth.

The cost of these initiatives is assumed to rise from $4.2 billion in fiscal 93 to about $32 billion in fiscal 1996.

In order to "pay” for these initiatives and to contribute further to the goal of deficit reduction we have
assumed a series of expenditure reductions which total about $19 billion in fiscal 1994 and grow to $55 billion
by fiscal 1996. Cuts in defense spending -- relative to the projected path under President Bush -- rise from
$6.8 billion in fiscal "94 to $24 billion in fiscal ’96. Nondefense spending cuts (including reductions in

subsidies) grow from $12.5 billion to $31 billion over the same period.

Details of the direct effects of the tax revenue and spending changes which we have assumed are
presented in Table 1. The direct effect of the tax law changes is to reduce revenue by $4.9 billion in fiscal
’93 when revenue loss from the investment tax credit dominates the increase in income tax revenue. In
subsequent years the direct effect of the tax changes is to increase revenues as the other tax increases are
implemented. The direct revenue gain rises from $31.8 billion in fiscal *94 to $39.7 billion in fiscal *95, when
the temporary portion of the investment tax credit expires, and then increases to $52.8 billion as the energy

tax is fully phased in by the end of the fiscal year .

The direct effect of the assumed spending changes is to raise federal expenditures by $4.2 billion in
fiscal '93 when the primary effort is to stimulate the economy. Beginning in fiscal ‘94 when the focus shifts
to deficit reduction, program reductions and efficiencies increasingly outweigh the spending initiatives so that

by fiscal "96 there is a direct reduction in federal spending of nearly $23 billion.



TABLE 1.

Direct Effects of Fiscal Policy Changes
Included in the RSQE Control Forecast
(Billions of Dollars)

Fiscal Fiscal Fiscal Fiscal
1993 1994 1995 1996
TAX POLICY CHANGES
Upper Income Tax Increase 1.8 27.7 20.1 21:1
Tax 85% of Soc. Sec. Benefits 0.0 2.7 e 6.2
Expand Earned Income Tax Credit 0.0 -0.5 -6.2 -6.2
Remove Wage Cap for Medicare Tax 0.0 28 6.0 6.4
Energy Tax 0.0 e 8.1 16.6
i Targeted Investment Tax Credit -6.7 -10.3 -4.7 -2.6
Other Corporation Tax Changes 0.0 7.9 10.8 113
TOTAL DIRECT CHANGES IN TAX REVENUE -4.9 31.8 39.7 52.8
SPENDING POLICY CHANGES
Spending Initiatives
Infrastructure Improvements 2.1 7.0 9.2 12.0
Health & Human Services Programs 0.0 2.0 5.4 8.3
Education and Training Programs 2.1 32 2 119
Subtotal, Spending Initiatives 42 12.2 21.8 322
Program Reductions and Efficiencies
Defense 0.0 —6.8 —16.0 -24.0
Nondefense Cost Efficiencies 0.0 -9.0 -15.0 -19.0
Program Eliminations 0.0 —20 -4.0 =35.0
Reductions in Subsidies 0.0 -1.5 =3.0 -7.0
Subtotal, Program Reductions and Efficiencies 0.0 =192 -38.0 =530
TOTAL DIRECT CHANGES IN SPENDING 4.2 -7.0 -16.2 -22.8
NET DIRECT EFFECT ON FEDERAL DEFICIT
(Spending Changes — Tax Changes) 9.1 -38.8 -55.9 —-75.6
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The net direct effect on the federal deficit of our assumed spending and tax changes -- the bottom
line in Table 1 -- is to raise the deficit by $9.1 billion for fiscal "93. In later years higher revenues and lower
spending complement each other for a direct reduction in the deficit which grows from nearly $39 billion in

fiscal ’94 to $56 billion in fiscal 95 and to over $75 billion in fiscal *96.

To isolate the macroeconomic effects of the assumed fiscal policy changes in our Control Forecast
we generated two additional simulations (both extended through 1995). The first is a Base Forecast which
assumes a spare federal budget with federal spending through 1995 falling within the caps established by the
October 1990 budget agreement. The second simulation, the Fiscal Alternative, imposes our assumed fiscal
policy changes on top of the Base Forecast without any changes in monetary policy. A comparison of these
two simulations is presented in Table 2. As shown in the table, real GDP in the Fiscal Alternative is $10.2
billion higher in 1993 than would be projected in the Base Forecast. The difference in output shrinks to $1.2
billion in 1994, as the spending reductions and tax increases are phased in. By 1995 real GDP is $25.4 billion
lower than would be forecast without the fiscal policy changes, as the stimulus from the temporary investment
tax credit is eliminated and as the program of assumed spending cuts and tax increases further impacts the
economy. Consumer spending, responding to the differences in disposable income, is essentially unchanged
in 1993 in the Fiscal Alternative, but lower in both 1994 and ’95. Real capital spending is higher in 1993 and
’94 in response to the investment tax credit, but the temporary nature of a large portion of the tax credit
results in some acceleration, or "borrowing," of capital spending from 1995 into 1994. As a result, equipment

spending is lower in the Fiscal Alternative than in the Base Forecast for 1995.

The higher level of output reduces the unemployment rate slightly in both 1993 and ’94, but the
weaker output level in 1995 reverses that improvement and yields a small increase in unemployment instead.
The fiscal policy changes have almost no impact on interest rates and raise the price level only slightly with

consumer prices only about 2/10 of one percent higher in 1995.

The bottom line in Table 2 indicates what the fiscal package does to the federal deficit when the

direct effects shown in Table 1 are modified to include the feedback effect from the rest of the economy.



Macroeconomic Effects of Fiscal Policy Changes in the Control Forecast

TABLE 2.

(Comparison of RSQE Fiscal Alternative and Base Forecast)

. Fiscal Alternative Minus Base Forecast
Units
1993 1994 1995
Real GDP and Components
Real GDP Bill ’87 $s 10.2 1.2 -25.4
Consumption " =02 -10.4 -17.0
Producers’ Durable Equipment " 55 19.0 -11
Government Purchases " 4.5 =70 -8.7
Other ® 0.4 -04 14
Real Disposable Income " -2.0 -28.5 -373
Unemployment Rate % -0.06 -0.03 0.16
]
Interest Rates
3—Month Treasury Bill Rate Basis Points 0 -1 -3
Aaa Corporate Rate " 0 0 0
Conventional Mortgage Rate " 0 1 1
Price Levels
Private Nonfarm Deflator % Difference 0 0.04 0.08
Personal Consumption Deflator " 0 0.07 0.22
Federal Deficit (NIPA basis)* Bill $s 6.8 -39.8 -50.2

* Fiscal years
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Including the feedback, the fiscal policy changes result initially in a slight worsening of the deficit which is
projected to be $6.8 billion higher in the Fiscal Alternative than in the Base Forecast in fiscal '93. In fiscal
1994 the fiscal policy changes reduce the deficit by $39.8 billion relative to the base. By fiscal '95 the slowing
of the economy resulting from the fiscal contraction partially offsets the direct effect of the fiscal package
on the budget deficit for a net reduction of $50.2 billion compared to the Base Forecast rather than the $56

billion direct effect reduction shown in Table 1.

The output loss which would be expected to accompany our assumed fiscal package by 1995 should
also be expected to trigger a céunterbalancing monetary stimulus. In fact, the Federal Reserve has long
argued that it would facilitate interest rate reductions when and if serious deficit reduction measures were
undertaken. We have assumed that by early 1994 the Fed will be taking actions directly intended to reduce
interest rates and provide monetary stimulus to an economy being impacted by a progressive tightening of
fiscal policy. Specifically, we have assumed that the Fed would accelerate the growth of the monetary base
to an average annual rate of 16 percent during the first half of the year (followed by a 6 percent rate
thereafter) and would push short term interest rates down by 70-80 basis points relative to where they would

otherwise have been by the end of 1994.

As shown in Chart 1, the 3-month treasury bill rate is expected to hover around 3 percent through
the first half of 1993 and then to rise to 3.4 percent by early next year. The T-bill rate then declines by
about 30 basis points during 1994 in response to monetary easing. Long term interest rates decline
throughout the forecast horizon with the Aaa corporate bond rate down from 7.7 percent in the current

quarter to about 7.3 percent by the end of ’93 and down by another 30 basis points by the end of 1994.

Table 3 presents a comparison of our Control Forecast, which includes the fiscal policy initiatives and
the compensatory easing of monetary policy discussed above, with the same (policy status quo) Base Forecast
used in Table 2. In Table 3 real GDP is higher in each year than would be forecast without the combined
fiscal and monetary policy changes, with the difference falling from $10.2 billion in 1993 to $3.8 billion in

1994 in response to the tighter fiscal policy. The difference rises slightly -- to $5.7 billion -- as the economic
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Chart 1: Interest Rates
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TABLE 3.

Macroeconomic Effects of Monetary and Fiscal Policy Changes in the Control Forecast
(Comparison of RSQE Control Forecast and Base Forecast)

m
Control Forecast Minus Base Forecast
Units
1993 1994 1995
Real GDP and Components
Real GDP Bill ’87 $s 10.2 3.8 5.7
Consumption " -0.2 -10.1 -12.1
Producers’ Durable Equipment " 3.5 19.3 44
Government Purchases " 4.5 -17.1 -9.1
Other " 0.4 1.6 22.5
Real Disposable Income " -2.0 -31.0 =325
Unemployment Rate % -0.06 —-0.04 -0.04
Interest Rates
3—Month Treasury Bill Rate Basis Points 0 —47 =79
Aaa Corporate Rate i 0 —17 -42
Conventional Mortgage Rate " 0 =22 -56
Price Levels
Private Nonfarm Deflator % Difference 0 0.01 -0.04
Personal Consumption Deflator " 0 0.06 0.20
Federal Deficit (NIPA basis)* Bill 3s 6.8 -39.8 -513

* Fiscal years
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response to lower interest rates builds. As in the fiscal-policy-only comparison, consumer spending is weaker
in both 1994 and ’95 than in the base, but the difference doesn’t deteriorate as much in 1995 when the easier
monetary policy is included. Real capital spending still reflects the temporary nature of the investment tax
credit in 1994, but equipment investment remains above the base forecast in 1995 in response to lower
interest rates and stronger demand. The "other" output component (construction, inventory investment, and
net exports) is only slightly stronger than the base in both 1993 and '94, but by 1995 the difference rises
sharply as the lower domestic interest rates in the Control Forecast stimulate a higher level of construction

activity and, through a somewhat lower exchange rate, a higher level of net exports.

The higher level of real output in the Control Forecast reduces the unemployment rate relative to

the Base Forecast by less than 1/10 of one percentage point in all three years.

The easier monetary policy in the Control Forecast results in significantly lower interest rates in both
1994 and ’95 with the 3-month treasury bill rate nearly 80 basis points lower than in the base for 1995 and

long term interest rates over 40 basis points lower.

Since the monetary policy changes in the Control Forecast are not implemented until 1994, the net
effect on the federal deficit for fiscal 1993 -- as shown in the bottom line of Table 3 -- is the same as in the
fiscal-policy-only comparison -- a slight worsening of $6.8 billion relative to the Base Forecast. In fiscal ‘94,
however, the deficit improves by nearly $40 billion; and by fiscal 1995 the total impact of the combined
tighter fiscal policy and easier monetary policy is to reduce the deficit by $57.3 billion relative to the Base

Forecast.

Table 4 presents the federal budget which results from our fiscal policy assumptions in the context
of our Control Forecast. As shown in the bottom line of Table 4 the federal deficit on a National Income
and Product Accounts (NIPA) basis is forecast to improve slightly from $289 billion for fiscal 1992 to $275
billion for fiscal 1993. A more substantial decline in the deficit to $204 billion is forecast for fiscal 1994. If

we extend the budget projections through fiscal "95, the budget deficit declines to $173 billion -- a figure
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TABLE 4.
Federal Government Expenditures in the
National Income and Product Accounts
(Billions of Dollars)

Actual RSQE Projections
Fiscal! Fiscal? Fiscal® Fiscal®
1992 1993 1994 1995
Federal Government Expenditures 1433.3 1504.4 1546.6 1604.9
I (% Change) (9.2) (5.0) (2.8) (3.8)
Purchase of Goods & Services 446.5 445.9 431.0 421.2
National Defense 314.9 308.9 291.3 278.0
(% Change) (-34) (-19) (=57 (—4.6)
[ Nondefense 131.6 137.0 139.8 143.2
Commodity Credit Corporation Inventory Change -0.4 0.4 0 0
Other Nondefense 1319 136.6 139.8 143.2
(% Change) (9.8) (3.6) (2.3) 2.5)
Transfer Payments 604.5 646.6 684.5 728.6
Unemployment Benefits 38.0 359 33.8 33.2
Grants—in—Aid to State and Local Governments 169.2 194.8 210.5 228.0
Net Interest Paid 188.0 185.3 194.0 202.1
Subsidies Less Current Surplus of Government 25.1 31.8 26.5 25.0
Enterprises
Federal Receipts 1144.5 1229.6 1343.1 1431.9
(% Change) (23) (7.4) (9.2) (6.6)
Surplus (+) or Deficit (-) —288.8 —274.7 —203.5 -173.0

1. Data for fiscal 1992 are from the Survey of Current Business, December 1992.
2. RSQE projections and Control Forecast for fiscal years 1993 and 1994.
3. RSQE projections and revenue extrapolation for fiscal 1995.
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which is less than the projected net interest payments for that year.

IV. Foreign Sector Inputs and International Considerations

The economic recovery of our major foreign trading partners has lagged behind ours. Chart 2
shows the recent history and projected path of their aggregate economic growth. We approximate their
production level by constructing a weighted average of the indexes of industrial production for Canada,
Japan, the U.K,, and Germany. Using this measure, the output of our major foreign trading partners
declined at a 2.7 percent annual rate during the first half of 1992 and then grew at a meager 0.5 percent
annual rate during the second half of last year. We expect their economies to improve on average rather
slowly during the first half of 1993, to accelerate to a peak growth rate of 3.3 percent in early 1994, and

then to settle back to a more sustainable 2.5 percent growth rate by the second half of *94.

Japan and Germany have been reducing their interest rates to stimulate their weak economies.
We expect the interest rates of our major foreign trading partners to continue to decline through mid
1993, resulting in an increase in the ratio of U.S. to foreign short term interest rates. During the second
half of 93 and into early *94, both foreign and U.S. short term rates are projected to drift up as foreign

economies strengthen and our expansion continues.

As explained in our discussion of monetary and fiscal policy, we expect the Federal Reserve to
respond to the substantial U.S. deficit reduction program with a compensatory easing of monetary policy.
The easing results in a decline in U.S. interest rates during the spring and summer of '94. If foreign
monetary authorities elected not to follow our projected easing of monetary policy, the widening interest
rate differential would result in a substantial appreciation of their currencies which would dampen
recovery in their economies. Hence, we have assumed that foreign short term rates will move down with
ours during 1994, but not by enough to negate completely the effect of our lower rates on the exchange

value of the dollar.

By February, the trade-weighted exchange value of the dollar had risen 16 percent from its
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Chart 2: Foreign Sector Growth Rate
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August "92 low. The exchange value of the dollar is forecast to level off at about one percent above its
February average and then to drift down during the second quarter of '93. Thereafter, the exchange
value of the dollar is forecast to decline steadily, at a 3.4 percent annual rate during the second half of

’93 and by 4.7 percent during 1994.

Before turning to a detailed discussion of our forecast, we consider the implications of our foreign sector
input assumptions for real trade flows. Chart 3 shows the forecast paths of real exports and imports.
With the run-up in the value of the dollar over the past 6 months and with the economic recovery of our
major trading partners still lagging behind ours, real import growth is forecast to outpace real export
growth so that net exports decline throughout 1993. With a sustained expansion underway abroad by
early 1994 and with the exchange value of the dollar declining, real net exports are forecast to improve
steadily during 1994, as real nonoil import growth slows from nearly 10 percent during 1993 to a virtual

standstill in the second half of *94.

V. The Forecast for 1993-94

We expect output growth to back off from the 4.8 percent growth rate now estimated for the
closing quarter of 1992. As Chart 4 indicates, real GDP is forecast to increase at a more moderate 2.5
percent rate in the first quarter of 1993 as the annualized rate of increase in real final sales drops from
the 5.2 percent rate registered in 1992.4 to 1.9 percent this quarter. Final sales growth improves to 2.5
percent and then 3 percent at annual rate in the second and third quarters of ’93 in response to the
initial increases in spending for infrastructure, education, and training which are part of the fiscal program
assumed in the Control Forecast. Businesses respond to mounting evidence of sustained growth in final
demand by allowing a spurt in inventory accumulation which begins in the first quarter of '93 and
accelerates in the second quarter. Output growth at 3.7 percent and 3.2 percent, respectively, in 1993.2
and 1993.3 continues to outpace growth in final sales. Federal program reductions and efficiency
improvements, which are assumed to get underway in the final quarter of 1993 as the new fiscal year

begins, result in a sharp but transitory decline in the growth rate of both real final sales and output to
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Chart 4: Annual Growth Rate Of Real GDP
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about 1.6 percent at annual rate. Real GDP growth is forecast to average 2 percent in the first half of

1994 and then improves to 2.8 percent in the second half of '94

Chart 4 presents the path of real GDP growth both for our Control Forecast and for a Base
Forecast which excludes both the fiscal policy changes described above and the compensatory easing of
monetary policy included in the Control Forecast. We have extended both the Control and Base
Forecasts through 1995 in order to assess the economic impacts of the substantial fiscal policy changes
included in the Control Forecast. Chart 4, unlike other charts, includes this extension of the forecast.
The paths of output growth diverge in the second quarter of 1993 when the initial fiscal policy stimulus
provides a modest boost in the Control Forecast compared to the base. From the final quarter of '93
through mid ’94, the deficit reducing measures in the assumed fiscal package result in a lower real GDP
growth path in the Control Forecast. Real output growth in the Control Forecast picks up in the second
half of ’94 in response to the easing of monetary policy and to some gearing up of the education and
training initiatives in the fiscal policy plan. The Control and Base Forecast growth paths are similar in
the extension of the forecast through ’95 as the compensatory easing of monetary policy continues to

counteract the fiscal restriction in the Control Forecast.

The paths of unemployment that accompany our Control and Base Forecasts are shown in Chart
5. In the Control Forecast, the higher growth resulting from the initial fiscal stimulus allows the
unemployment rate to decline steadily to 6.6 percent by the end of 1993, while in the Base Forecast
unemployment would improve more slowly. In the Control Forecast, slower growth from late ’93 through
mid 94 temporarily stalls any further improvement in the unemployment rate until late ’94 when the
somewhat higher output growth allows the unemployment rate to drift down to 6.5 percent. While the
decline in the unemployment rate represents a significant improvement compared to the average
unemployment rate of 7.5 percent that prevailed in the spring and summer quarters of 1993, the level of
unemployment at the close of 1994 is still well above the 5 to 5.4 percent rate that prevailed from

September 1988 through July *90.
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Chart 5: Unemployment
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As Chart 6 indicates, inflation remains under control over our forecast horizon as the decline in
unemployment still leaves considerable slack in the labor market. Core industrial inflation, as measured
by the growth rate of the nonfarm price deflator, averages 2.7 percent from the fourth quarter of 1992 to
the fourth quarter of 1993 and 3.1 percent during 1994. Consumer price inflation runs about one
percentage point ahead of core industrial inflation throughout the forecast, with the small spurt shown in

mid 94 reflecting the impact of the energy tax increase on consumer prices.

Chart 7 shows the sectoral composition of real GDP growth, by quarter, over the forecast
horizon. The chart focuses on six sectors: producers’ durables (excluding the purchase of vehicles),
residential construction, vehicle production, net exports, government purchases, and an "all other" residual
which makes the decomposition account for all of real GDP. The components of the "all other" category

are nonvehicle consumption, nonvehicle inventory investment, and nonresidential construction.'

The "all other" sector consistently makes a substantial contribution to output growth throughout
the forecast horizon, peaking at 2.9 percent in the second quarter of 1993 as business are forecast to step
up nonvehicle inventory accumulation in response to sustained growth in final demand. The "all other"
sector contribution declines to 0.7 percent during the first half of 1994 but picks up to over one percent

in the second half of the year as the economy’s response to monetary ease strengthens.

The investment tax credit included in our Control Forecast is a major reason for the sustained
contribution of the producers’ durables sector from mid 93 through late ’94 when all but the small

business portion of the credit is scheduled to expire.

Residential building activity is forecast to make substantial positive contributions to real output

'Each bar in Chart 6 shows the contribution the corresponding sector makes to the annualized rate of growth of
real GDP for that quarter. For example, the chart indicates that the increase in producers’ durables in 1992.4 would
by itself account for (or "contribute”) an increase in real GDP of nearly 0.8 percent at annual rate. The contributions
shown for each of the six sectors in a given quarter add algebraically to the growth rate of real GDP for that quarter.
A sector’s contribution to the annualized growth rate of real GDP in a given quarter is calculated as 400 times the
change in the level for that sector in the relevant quarter divided by the level of real GDP in the preceding quarter.
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growth through mid to late 94 in response to favorable mortgage interest rates which continue to drift
down and to renewed confidence in the prospects for sustained economic growth. Housing starts are
forecast to increase from 1 1/4 million units at annual rate in the final quarter of 1992 to a 1.4 million

unit pace a year later and to improve further to nearly 1.6 million units at annual rate by the end of 1994.

Strength in consumer and business purchases of light vehicles resulted in a sizable contribution
from the vehicle sector to the growth of output in 1992.4. The vehicle sector makes moderate positive
contributions through early 1994 and small positive contributions thereafter. The pace of light vehicle
sales is forecast to increase from 13.2 million units at annual rate in the final quarter of '92 to 14.2

million units by the end of 93 and to remain at about 14.2 million units through 1994.

As already noted, real net exports act as a drag on the economy through the end of 1993.
Thereafter, the net export sector makes substantial and growing contributions to real GDP growth
through the end of ’94 as dollar depreciation slows real nonoil import growth to a halt and improved

economic conditions abroad allow exports to continue growing at a 6 3/4 to 7 percent pace.

The only sizable direct contribution of the government sector to real output growth comes in mid
’93 when the initial increases in spending for infrastructure, education, and training are assumed to get
underway, resulting in a temporary reversal of the downward trend in government spending that
characterizes most of the forecast horizon, as cuts in defense spending and other deficit reduction

measures more than offset the impact of the infrastructure and training initiatives.

In the two panels of Chart 8, we display the status of the "twin deficits" in our Control Forecast.
Panel A of Chart 8 also indicates the forecast path of the federal government deficit in our Base
Forecast. The 1990-91 recession and the "growth recession" that ensued through mid '92 resulted in the
federal deficit spiking to over 5 percent of GDP, a rate that had last been experienced in mid 1986. In
our Control Forecast, the NIPA basis federal deficit declines from $285 billion in 1992.4 to $233 billion at

the end of 1993 and to $180 billion at the end of '94 through the combined effects of the spending
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Chart 8: The Twin Deficits

A. Federal Gov’'t Deficit (NIPA Basis)
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reductions and tax changes in our assumed implementation of the Clinton Administration budget
proposals. The Base Forecast federal deficit would be slightly below that of the Control Forecast
through mid ’93, reflecting the infrastructure and training initiatives which raise spending initially in the
Control Forecast. From late 1993 on, the Base Forecast federal deficit path would be consistently higher,

with the differential amounting to nearly $50 billion at the end of 1994.

Our current account balance of payments deficit, shown in Panel B of Chart 8, had fallen below
$100 billion in 1989 and early *90 and then achieved a further transitory improvement during the Gulf
conflict when oil imports were temporarily low and our allies were making substantial cash contributions
to the Gulf War effort. Since the return to "normal" in those respects, the current account deficit has
moved back up to about $75 billion. With the forecast deterioration in our real net exports, the current
account deficit continues to climb through early ’94 when it peaks at $115 billion, or 1.8 percent of GDP,

about half its 3 1/2 percent peak recorded in mid 1987.
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Constant Adjustments in the RSQE Forecast for 1993-1994.

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

A.AUTOSB
A.AUTOSD
A.CDFES7
A.CDVAS7
A.CDVO87

A.CNCS87
A.CNFC87
A.CNFD87
A.CNGO87
A.CNOS87
A.CS87
A.FDCUR
A.GINTF
A.HOUSEX
A.HSMULT
A .HSSING
A.IINVAS
A.IINVO8
AIINVTS
AIINCOS87

AINCWMS
A.IPDIP8
A.IPDOES
AIPDTRK
A.IRCMS87
A.IRCOS87
A.IRCS87
AJCAP
AJCLH
AJEXR
AJIPM
A.JIPROW
AJQLH
A.MAUTOS8
A.MNOIL8
AM1

AM2
A.PCDFE
A PCDO
APCDVO

APCNFC
A.PCPI
A.PCROW
A.PCS
A.PGFD

New Car Sales to Businesses

New Car Sales, Domestic

Personal Consumption Expenditures, Furniture and Household Equipment
Personal Consumption Expenditures, New Autos

Personal Consumption Expenditures, Motor Vehicles and Parts except New Autos and
Trucks

Personal Consumption Expenditures, Clothing and Shoes

Personal Consumption Expenditures, Fuel Oil and Coal

Personal Consumption Expenditures, Food

Personal Consumption Expenditures, Gasoline and Oil

Personal Consumption Expenditures, Other Nondurable Goods

Personal Consumption Expenditures, Services

Change in Currency plus Unborrowed Reserves

Net Interest Paid by the Federal Government

Sales of Existing Single Family Homes

Private Housing Starts, Two or More Unit Structures

Private Housing Starts, Single Unit Structures

Change in Business Inventories, New Autos

Change in Nonfarm Business Inventories except New Autos and New Trucks
Change in Business Inventories, New Trucks

Nonresidential Fixed Investment, Structures excluding Mining Exploration, Shafts, and
Wells

Nonresidential Fixed Investment, Mining Exploration, Shafts, and Wells
Investment in Producers’ Durable Equipment, Information Processing Equipment
Investment in Producers’ Durable Equipment, Other Equipment

Investment in Producers’ Durable Equipment, New Trucks

Residential Construction, Multi Unit Structures

Residential Construction, Other

Residential Construction, Single Unit Structures

Index of Available Capacity in Manufacturing

Index of Compensation per Hour, Nonfarm Business

Index of Trade-Weighted Exchange Value of the Dollar

Index of Industrial Production, Manufacturing

Index of Industrial Production, Major Foreign Trading Partners

Index of Output per Hour, Nonfarm Business

Imports of New Autos

Imports of Goods and Services excluding Petroleum

M1 Monetary Aggregate

M2 Monetary Aggregate

Personal Consumption Expenditures (Furniture and Household Equipment) Deflator
Personal Consumption Expenditures (Other Durable Goods) Deflator

Personal Consumption Expenditure (Motor Vehicles and Parts excluding New Autos and
Trucks) Deflator

Personal Consumption Expenditure (Fuel Oil and Coal) Deflator

U.S. Consumer Price Index, All Items

Consumer Price Index, Major Foreign Trading Partners

Personal Consumption Expenditures (Services) Deflator

Federal Government Purchases of Goods and Services (Defense) Deflator



A.PGFO

A.PGSL
A.PIPDIE
A.PIPDIP

A.PIPDOE
A.PIPDT
A.PIRC
A.POIL
ALRAAA
ARCD
ALRFHA
A.RG30
ARGS
A.RMORT
ARTB
ALRUG
A.RUM
ALRVAC
A.SERVES8
A.TCSL
A.TIBF
ATPSL
A.TRKH
A.-TRKL
A TRKLD
A.TSIF
A.TSIP
A.X87
AYNFP

AYPINT
A YPWS
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Federal Government Purchases of Goods and Services (Nondefense excluding Commodity
Credit Corporation Inventory Change) Deflator

State and Local Government Purchases of Goods and Services Deflator
Investment in Producers’ Durable Equipment (Industrial Equipment) Deflator
Investment in Producers’ Durable Equipment (Information Processing Equipment)
Deflator

Investment in Producers’ Durable Equipment (Other Equipment) Deflator
Investment in Producers’ Durable Equipment (New Trucks) Deflator
Residential Construction Deflator

Producer Price Index, Crude Petroleum

Aaa Corporate Bond Rate

90-Day Certificate of Deposit Rate

FHA Mortgage Rate

30-Year Government Bond Rate

5-Year Government Bond Rate

Conventional Mortgage Rate

3-Month Treasury Bill Rate

Civilian Unemployment Rate

Adult Male Unemployment Rate

Vacancy Rate, Rental Housing

Services Component of GDP

Corporate Profits Taxes, State and Local

Indirect Business Taxes, Federal

Personal Taxes, State and Local

Unit Heavy Truck Sales

Unit Light Truck Sales

Unit Light Truck Sales, Domestic

Contributions For Social Insurance, Federal

Personal Contributions for Social Insurance

Exports of Goods and Services

Nonfarm Proprietors’ Income with Inventory Valuation and Capital Consumption
Adjustments

Personal Interest Income

Private Wages and Salaries

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

APCNO

A.PCRUDE
A.PPNF
ATCF
A.TIBSL

Personal Consumption Expenditures (Other Nondurable Goods) Deflator (includes
correction for level drift)

PPI for Nonagricultural Crude Materials (includes correction for start-up error)
Nonfarm Business GDP Deflator (includes correction for start-up error and level drift)
Corporate Profits Taxes, Federal

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