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Executive Summary

Not a Double Dip, but a Double Bottom

At the end of the Gulf War, the economy moved
quickly out of recession and recovered through
summer. Then consumer confidence nosedived
again, reflecting both

• malaise resulting from the apparent
inability of the President and Congress to
act on economic policy, and

• uneasiness following the well publicized
layoff announcements in a number of
major industrial corporations.

The lull in consumer sentiment took the steam

out of the recovery. Consumer spending slowed
again, resulting in renewed business caution
about accumulating inventories.

The government now estimates, subject to

revision, that the economy grew at a meager
3/10 of one percent in the closing quarter of
1991, and we are forecasting zero growth in the

first quarter of1992.

Basis lor Recovery Now Clearly in Place

We are expecting a positive turnaround in the
economy beginning this spring — even without
new fiscal policy actions to jump-start the
economy and despite the tightening of fiscal
policy that has occurred over the past year.

The Federal Reserve has been reacting to the
latest slowdown, and the Fed actions have
resulted in much lower interest rates. Hence,

• Refinancing opportunities are allowing
households to improve their balance
sheets and free-up discretionary income.

• Returns on government bonds and other
alternative assets are now low enough
that banks, after strengthening their
balance sheets during 1991, are beginning
to look more actively for quality industrial
and consumer loan business.

With no inflation problem visible on the near

term horizon, monetary polity will continue to

support the recovery. Short term interest rates
will remain low and long term rates will
continue to drift down through 1992.

The highly visible employment hits of the past
halfyear reflected the inability offirms to hold
employment levels they had built up in the late
1980s. While serious and unsettling, these hits
are not large in relation to the overall economy.
With zero growth this quarter, unemployment
may continue to edge up, but the employment
situation has generally stabilized.

And this increasing stability of employment
will lead to consumer spending stabilizing
during the first halfof this year as well.

A Boost from the Residential Building Sector

Homebuilding activity, which had been a major
source of economic weakness for several years,
appears to have hit bottom in early 1991. From
a low of about 900 thousand starts at annual
rate in the first quarter of 1991, housing starts

improved to a pace of 1.1 million units at the
end of '91.

The most favorable mortgage rates in more

than a decade, combined with a renewed

willingness in the banking sector to seek loan
opportunities, will further stimulate residential
building activity and keep it moving up
throughout the forecast horizon.

"The Michigan Model" over



And Improvement in Vehicle Sales

Vehicle sales will also respond to the
improvement in household balance sheets and
low interest rates. Light vehicle sales, which
totaled only 12.2 million units (annual rate) in
the final quarter of 1991, are forecast to

improve to a 13.1 million unit pace by the end
of this year and to a 14.9 million unit pace at
the end of1993.
Result Shift into Hieher Gear in Mid 1992

With consumer purchases, homebuilding
activity, and vehicle sales all improving by mid
year, producers will begin to rebuild inventory
stocks. That will further strengthen the
economic recovery, resulting in an acceleration
ofgrowth to a 41/2percent annual rate in late
92 and early '93. Thereafter, the economy will
move back to a more normal pace of about 3
percent growth in the second halfof1993.

Other than the late '92 spurt in inventory
building, where's the action?

• Residential construction, with housing
starts improving to 1.3 million units (at
annual rate) by late '92 and to 1.4 million
units at the close of1993,

• Rising vehicle sales, which reach a pace
ofnearly 15 million cars and light trucks

by late '93, and

• A return to normal for consumer spending
on other durables goods, nondurables,
and services.

Initially, net exports will be a drag on the
economy as our own recovery generates import
growth. Not until late 1993 does the
combination of a lower dollar and economic
recovery abroad lead to significant
improvements in real net exports.

The Unemployment Path and Inflation

With this real GDP growth path, we expect the
unemployment rate to begin drifting down by
mid 1992 and to decline to about 6 percent by
the end of1993.

The sustained but gradual reduction in

unemployment is accompanied by moderate
consumerprice inflation which climbs slowly to
3 3/4 percent at the end 1993. Core industrial
inflation is forecast to stay below 3 percent
through 1993.

Actual
. RSQE Forecast

1990 1991 1992 1993
GDP (Billions of Current $s)
Inflation (GDP Deflator, % Change)
Real GDP (Billions of '87 $s)

% Change

5513.8
4.1

4884.9
1.0

5671.8
3.6

4848.4
-0.7

5894.2
2.4

4917.9
1.4

6286.9
2.7

5108.7
3.9

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

5.5
82.3

6.7
78.2

7.1
77.1

6.3
79.1

Auto Sales (Millions)
Light Truck Sales (Millions)
Private Housing Starts (Thousands)

9.5
4.4

1202

8.4
4.0

1011

8.3
4.2

1181

9.7
4.6

1426

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

7.5
9.3

5.4
8.8

4.0
7.9

5.0

7.8

Real Disposable Income (Billions of '87 $s)
% Change

Corporate Profits Before Tax (Billions of Current $s)

3538.3
1.9

332.3

3534.1
-0.1

311.4

3576.5
1.2

353.9

3667.6
2.5

430.7

Real Net Exports (Billions of '87 $s)
Current Account Surplus (NIPA Basis, Bill Curr $s)

-51.3
-82.8

-17.6
11.6

-7.8
-33.7

-15.6
-57.6

Federal Deficit (FY, NIPA Basis, Bill of Curr $s) 152.7 189.2 277.6 262.6
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Introduction - The Elusive Recovery

As we noted in November at the Economic Outlook Conference, the economic recovery which

appeared nicely underway in late spring and early summer of last year showed signs of floundering

in the fall. Consumer confidence, which had rebounded dramatically in March, fell substantially

during the fall as concerns about the government's ability to deal with domestic problems mounted

and announcements of significant layoffs by a number of large firms heightened concerns about job

security.

The decline in consumer confidence translated into a drop in the ratio of consumption to

disposable income. Dining the first half of 1991 consumption had rebounded from 91.6 percent of

disposable income in January to 92.6 percent in July, little different than in the months prior to the

Persian Gulf Crisis. For the fourth quarter of 1991 consumption was back down to about 92 percent

of disposable income. This half-a-percentage-point drop represents a direct loss to the economy of

over $17 billion (1987 dollars) at annual rate.

The weakness in consumption led businesses to proceed more cautiously with their

production, and real GDP growth which had averaged about 11/2 percent at annual rate dining the

spring and summer quarters slowed to almost zero (0.3 percent) in the final quarter of last year. We

believe that continued caution on the part of both consumers and business will result in another

"The Michigan Model"
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reading of virtually zero growth in the current quarter.

While we believe that economic weakness will persist for the current quarter, the framework

for economic recovery is clearly in place. The Federal Reserve's actions to lower interest rates have

already had an important impact on residential building. Household balance sheets are improving,

and the drop in mortgage rates has also generated a spate of refinancings which are increasing

household discretionary income. And, as the rate of return has declined on alternative assets such

as government bonds, banks are now more actively seeking quality loans to add to their portfolios.

This easing of the "credit crunch" should be of aid to the auto market as well as providing continued

support for homebuilding.

Trmnta to the Forecast

The details of the federal budget which results from our fiscal policy assumptions in the

context of our forecast are presented in Table 1. Except for costs associated with the Persian Gulf

War, we have assumed that federal spending will fall within the caps established by the October 1990

budget agreement for fiscal 1992 and 1993. On a National Income and Product Account (NIPA) basis

total federal expenditures are projected to increase by 8.8 percent for fiscal 1992 and by 5 percent

for fiscal 1993, following an increase of 4.8 percent for fiscal 1991. The increase for fiscal '92 is

exaggerated by the timing of the incremental costs of the war and the offsetting contributions by our

Gulf Coalition allies (shown as negative transfer payments in the NIPAs). Most of the pledged

contributions were received in fiscal 1991 while the additional costs are being spread over several

years. Defense spending is projected to decline in both fiscal 1992 and '93, reflecting the reduced

spending associated with the ending of the GulfWar, scheduled reductions in personnel, and further

reductions in procurement. The expenditure side of the budget also reflects the extension of

unemployment benefits enacted by the Congress.

On the revenue side of the budget, we have included neither any tax cuts nor the adjustment
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3TABLE 1.
Federal Government Expenditures in the
National Income and Product Accounts

(Billions of Dollars)

Actual RSQE Projections

Fiscal1 Fiscal2 Fiscal2

1991 1992 1993

Federal Government Expenditures 1305.4 1420.6 1491.2
(% Change) (4.8) (8.8) (5.0)

Purchases of Goods & Services 445.8 438.4 435.4
National Defense 325.9 311.4 301.4

(% Change) (5.6) (-4.4) (-3.2)
Nondefense 119.8 126.9 134.0

Commodity Credit Corporation Inventory Change 1.0 -0.8 0.0
Other Nondefense 118.9 127.7 134.0

(% Change) (7.8) (7.4) (4.9)

Transfer Payments 505.3 587.9 624.3

Unemployment Benefits 24.4 33.8 28.0

Grants-in-Aid to State and Local Governments 146.3 170.4 188.1

Net Interest Paid 185.2 196.9 213.0

Subsidies Less Current Surplus of Government 22.8 27.0 30.5

Enterprises

Federal Receipts 1116.2 1142.9 1228.6
(% Change) (2.1) (2.4) (7.5)

Sin-plus (+) or Deficit (-) -189.2 -277.6 -262.6

1.

2.

Data for fiscal 1991 are from the Survey of Current Business. December 1991.

RSQE projections and Control Forecast for fiscal years 1992 and 1993.
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in income tax withholding announced in the State of the Union address. While our neglect of the

latter may bias our estimate ofthe near-term strength ofconsumer demand downward, it is not likely

to do so by much. Most people understand that the adjustment in the withholding tables simply

shifts income forward into 1992 from tax refund time in 1993.

The net result of our budget assumptions is a federal budget deficit on a NIPA basis which

rises from $189 billion for fiscal 1991 to $278 billion for fiscal 1992 before backing off slightly to $263

billion for fiscal 1993.

State and local governments are also caught in an income squeeze. Excluding their social

insurance surpluses, the combined deficit for state and local governments totaled nearly $36 billion

for 1991. We cannot expect much growth in spending from state and local governments until their

budgets are again balanced.

Given the constraints on fiscal stimulus imposed by the large federal budget deficit, it has

been left to the Federal Reserve to spur the economy. Through a series of actions, the latest of

which was a full point reduction in the discount rate to 3.5 percent in December, the Fed has

contributed significantly to short term interest rates declining by 350 to 400 basis points since the

summer of 1990. It would not be all that surprising if the Fed lowered interest rates another notch

in the coming weeks to insure an adequate pace of economic recovery. We have, however,

incorporated no further easing in our current forecast. Rather, if the recovery proceeds as we have

forecast, we believe that the Fed would in fact move to raise interest rates a notch in early 1993, and

we have represented this by increasing the discount rate to 4 percent in the first quarter of 1993.

Short term interest rates are currently at their lowest levels in nearly two decades. The

3-month treasury bill rate, which averaged 4.5 percent for the fourth quarter of 1991, is forecast to

average 3.9 percent in the current quarter and to stay at roughly that level until late in the year.

By year end the increase in economic activity puts some upward pressure on interest rates, yielding

a 3-month t-bill rate of 4.2 percent in the fourth quarter of 1992. The Fed action in early 1993



results in an additional increase in short term interest rates, with the 3-month t-bill rate at just

under 5 percent by the end of that year.

Long term interest rates, which have been slower to reflect expectations of lower inflation,

are forecast to decline during 1992 and to establish a more normal spread between long and short

term rates by year end. The Aaa corporate bond rate, which averaged 8.4 percent for the fourth

quarter of 1991, is forecast to decline from 8.2 percent in the current quarter to 7 3/4 percent by the

end of 1992.

Summary of the Forecast

While it is too soon to say that the economy has slipped into the much heralded double-dip,

the recovery has definitely stalled, and the economy appears to be bouncing along a second, though

higher, bottom. Based on preliminary data, the fourth quarter of 1991 posted almost no growth (0.3

percent at annual rate) and we are forecasting continued near-zero growth (in the range of -0.5 to

0.5 percent) for the current quarter. As shown in Chart 1, renewed recovery is forecast to get

underway in the spring with real GDP rising at an annualized rate of 1.6 percent. Growth accelerates

to a peak of about 4 1/2 percent in the fourth quarter of 1992 and the first quarter of 1993 before

slowing to a pace of about 3 percent during the second half of 1993.

The paths of unemployment and inflation that accompany our forecast of output growth are

shown in Chart 2. The civilian unemployment rate is forecast to edge up slightly from its January

level of 7.1 percent to average 7.2 percent for the first half of 1992. The pickup in the growth rate

dining the second half of 1992 reduces the unemployment rate to an average of 6.9 percent for the

fourth quarter of this year. Continued growth at an average rate of 3.7 percent during 1993 allows

the unemployment rate to decline to about 6 percent by the end of next year.

Core industrial inflation, as measured by the private nonfarm GDP deflator, is forecast to

remain well under control, hovering in the range of 2 to 2 3/4 percent throughout the 1992-93
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Chart 1: Annual Growth Rate Of Real GDP

Percent

Chart 2: Inflation & Unemployment
Inflation Rate Unemployment Rate



period. Consumer price inflation is forecast to rise slowly from an annualized average of about 3

percent for the first half of 1992 to 3.7 percent by the end of 1993.

Contributions made to real GDP growth by m^jor sectors of the economy are summarized in

Chart 3. The chart shows, for each quarter, the contribution to real GDP growth accounted for by

each ofsix selected sectors of the economy. Producers' durables (excluding the purchase ofvehicles),

residential fixed investment, vehicle production, net exports, and (nonfarm, nonvehicle) inventory

investment are highlighted; while nonvehicle consumption, nonresidential construction, farm

inventory investment, and government purchases are grouped as "All Other."

The weakness in consumption in the fourth quarter of 1991 is a major factor in the negative

contributions shown for both vehicle production and the "All Other" component, but other pieces of

the residual category declined as well. In the current quarter the vehicle sector continues to make

a negative contribution, but only by halfas much as in 1991.4. Inventory investment also contributes

negatively, as businesses run down inventory stocks accumulated during the fourth quarter. Small

improvements in nonvehicle consumption and government purchases underlie the positive

contribution of the "All Other" category this quarter.

Vehicle production turns positive in 1992.2 and continues to make positive contributions

through the end of 1993. We are forecasting a steady improvement in light vehicle sales from a 12.2

million unit sales pace in the first half of 1992 to a 14.9 million unit pace in the fourth quarter of

1993.

Residential construction is forecast to make positive contributions throughout the forecast

horizon with the most substantial increases coming during the second half of 1992 and early 1993.

Housing starts, which averaged 1.1 million units at annual rate in the closing quarter of 1991, are

forecast to improve to about 1.3 million units by the end of 1992 and to approach 1.5 million units

by the end of 1993.

The recovery in investment in producers' durables has little impact on output growth during
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1992 and makes small positive contributions throughout 1993. Inventory investment has its greatest

impact on GDP growth in the second half of 1992 as businesses begin to rebuild inventory stocks.

Once the recovery is underway in the second half of 1992, the only negative contributions

come from net exports as the improvement in the U.S. economy generates a spurt in real nonoil

imports. With the forecast decline in the exchange value of the dollar and projected improvement

of the economies of our major trading partners, real net exports begin to show some improvement

by the end of 1993.

The "All Other" sector contributes positively to output growth throughout the recovery, with

its contribution to real GDP growth rising from about half a percentage point in the second quarter

of 1992 to about 13/4 percentage points throughout 1993. By the second half of 1992 real

nonvehicle consumption, including services, returns to normal, raising the "All Other" contribution

to real GDP growth to about 1 1/2 percentage points. Further improvements in the "All Other"

sector follow in early 1993 when real nonresidential construction finally turns positive and real state

and local government purchases begin to improve.

The principal economic indicators in our 1992-93 forecast are summarized in the enclosed

Executive Summary. Full quarterly detail is contained in the computer output attached to this

update.

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