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Executive Summary

Better News on the Jobs Front?

Yes. Job growth is still way behind our experience in

prior cyclical recoveries, households still have mqjor
concerns about their economic well being - but yes,
the job count is on the increase and has accelerated
smartly in the past 6 months.

This may well mean that the recent job gains are

part-time and relativelypoor qualityjobs -- a reason

not to look at the higher employment level as a

harbinger of stronger consumer demand in the

coming months.

The Economy Is Sill Expanding. Riehi?

Look at these data showingjob gains (in thousands)
for the three most recent 6-month periods:

6 Months
Ended

May '92
Nov '92

May '93

Job Gains as Measured In The
Household Establishment

Survey Survey
578
554

1,209

371
451

1,069

Right. But the economy now seems to be back in a

mode in which the combination of different
movements in different sectors is once again netting
out to slow growth.

We see nothing that's getting ready to shift the

economy's growth rate back into a higher gear:

• Not the recent job gains, as discussed above:

The household and establishment surveys give nearly
the same results: the past 6 months have produced a

rate ofjob growth more than twice that of the two

previous half-year periods.

And job gains of more than one million in half a

year - the most recent pace - is solid growth. If it
were to continue, it would be the mark ofan economy
expanding at a most satisfactory pace.

But Job Growth Numbers are Primarily
Backward-Looking

• Not the Clinton stimulus package - that got
killed before it took its first breath;

• Not the Fed - they're waiting to make sure

there hasn't been a major resurgence of
inflationary pressure;

• Not our major trading partners - their
economies are still in too poor a shape to

induce a sharp increase in our exports.

The Newest New Fiscal Policy

The recent improvement in job growth is a lagging
indicator of the fact that the economy grew rapidly in
the second half of last year.

More recently, the economy has slowed down again;
to a growth rate of less than one percent in the first
quarter of this year, and by our estimates only about
1 1/2 percent in the second quarter. It is therefore
unlikely that the recent pace of job growth will
continue through the summer and into the fall of the
year.

In addition, there's absolutely no evidence that the
recent speed-up in job growth has been accompanied
by any acceleration at all in the growth ofpersonal
income or even in wage and salary disbursements.

It still appears that we're going to get serious deficit
reduction, but with a few big changes in detail from
the Clinton-like plan which was passed in the House.
No broad, BTU-based energy tax; instead a smaller

energy tax with less push to the cost ofproduction -

maybe just a gas tax. And a further cut in
entitlement spending to make up for the revenue loss.

But no matter how it's structured, a deficit reduction

policy is a policy of near term fiscal contraction - no

matter how good anyone thinks it'll be for the longer
term health of the economy. And "the favorable
interest rate response" that the politicians like to talk
about hasn't anywhere near enough impact to

neutralize the contractionary effect of the tighter
fiscal policy!

"The Michigan Model" over



The Consequent Need to Coordinate Monetary
And Fiscal Policy

With the economy now expanding only slowly, and

fiscalpolicy about to hit a more contractionary mode,
tkere'd he a real virtue to a more expansionary
monetary policy - we just don't need a continuation
of lethargic economicgrowth and high unemployment
as far out as the eye can see.

But we don't really expect the Fed to make the
commitment to do what's necessary to keep short
term interest rates low until

a) the recent inflation scare is shown to have been a

temporary aberration - which is what we expect -

and

b) the fiscal package has actually been passed and

put in place so that the Fed can be sure that fiscal
contraction really is the order of the day.

And that, in all likelihood, implies that economic
expansion will remain relatively weak until well
into next year.

Economic Growth in 1993-94

Following a growth rate of only 1 1/2 percent in the

April-June quarter, we expect the economy to grow by
just over 1.8 percent from mid-'93 to mid- f94 before
accelerating to a growth rate of nearly 3 percent
during the second half of 1994.

This pattern of expansion is expected to be

accompanied by an unemployment rate essentially
stuck at 7percent for the next year or so, after which
it edges down and may be expected to reach 6 3/4
percent by yearend 1994.

One benefit of this "marking time'' on production and

unemployment is that the budget deficit (on a NIPA
basis) is expected to be down to a $200 billion rate by
the end of1994 - and heading still lower - compared
with the $295 billion rate that characterized the end

of 1992.

And more generally, the economic conditions a year
and a half from now, as derived from our current

forecast, would be entirely consistent with a 3percent
growth pace continuing well into 1995.

Actual RSQE Forecast

1991 1992 1993 1994

GDP (Billions of Current $s) 5677.5 5950.7 6242.9 6526.0

Inflation (GDP Deflator, % Change) 4.0 2.6 2.6 2.5
Real GDP (Billions of '87 $s) 4821.0 4922.6 5034.5 5132.9

% Change -1.2 2.1 2.3 2.0

Civilian Unemployment Rate (%) 6.7 7.4 7.0 7.0

Capacity Utilization, Manufacturing (%) 77.8 78.8 80.7 80.8

Auto Sales (Millions) 8.4 8.4 8.9 9.0

Light Truck Sales (Millions) 3.9 4.4 5.2 5.3
Private Housing Starts (Thousands) 1011 1208 1214 1387

3-Month Treasury Bill Rate (%) 5.4 3.4 3.0 3.2
Aaa Corporate Rate (%) 8.8 8.1 7.5 7.2

Real Disposable Income (Billions of '87 $s) 3509.0 3585.1 3653.9 3671.9
% Change -0.2 2.2 1.9 0.5

Corporate Profits Before Tax (Billions of Current $s) 334.7 371.6 411.4 438.4

Real Net Exports (Billions of '87 $s) -21.8 -41.8 -80.8 -73.9
Current Account Surplus (NIPA Basis, Bill Curr $s) 9.0 -49.9 -75.7 -91.0

Federal Deficit (FY, NIPA Basis, Bill of Curr $s) 194.4 288.8 277.0 213.2
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Introduction

Revised Department of Commerce data released at the end of May peg real GDP growth at just 9/10

of one percent at annual rate during the first quarter of 1993 (1993.1), somewhat weaker growth than the

1.8 percent increase indicated in the initial report and substantially below the 4.1 percent growth pace

estimated for the second half of 1992. A surge in inventory building more than accounted for the meager

first quarter growth, with substantial increases in vehicle stocks as well as in other nonfarm inventory building

together contributing $28.2 billion to output growth. Real final sales, on the other hand, declined at a 1.2

percent annual rate in 1993.1. Working in the negative direction were a substantial drop in real defense

spending, by $19.1 billion (1987 dollars, at annual rate), as well as a $22.1 billion decline in real net exports.

Growth in consumer spending slowed to 1.2 percent at annual rate during the first quarter of 1993, well

below the 4.4 percent pace which energized the expansion in output growth during the second half of 1992.

Not only has the year started off slowly, but the Senate rejection of the Clinton stimulus program

eliminates even the small stimulus package the president had intended to speed up late 1993. Clinton's

proposed investment tax credit ~ which would have raised capital spending, especially in '94 — has also failed

to win Congressional support. Consequently, continued slow growth in the near term would not be an

unexpected development.

Recent monthly data signal both positive and negative developments. On the positive side:

"The Michigan Model"
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• Payroll employment has increased on average by nearly 180 thousand jobs per month during

the half year period since November 1992, more than two and a half times the average rate

of increase during the previous 12 month period. Finally, with the preliminary May count,
the number of payroll jobs is back up above the pre-recession peak level established in June
1990.

• During April and May light vehicle sales established an annualized sales pace above 14 million
units for the first time since June 1990.

While on the negative side:

• Retail sales (excluding automotive dealers) declined in March, recovered only part of the drop
in April, and appear to have continued relatively flat in May.

• Industrial production was flat in March and April after increasing during the preceding 4

months, and factory shipments slipped in April.

• The Index of Consumer Sentiment, which has been drifting down since the surge in
November and December, fell yet again in May.

Inputs to the Forecast

The package of tax increases and spending cuts passed by the House at the end of May included

essential elements of President Clinton's proposals with the exception of the stimulus program and the

investment tax credit. Intense negotiations now centered in the Senate suggest that the final package will

include somewhat deeper cuts in entitlement spending and an alternative and smaller energy tax increase in

place of the administration's BTU-based tax. Our fiscal policy assumptions, with the two exceptions just

noted, conform to the House bill and are explained below.

The House measure includes a number of tax policy changes aimed at redistributing the tax burden

as well as raising revenue. The House package institutes a 36 percent top tax bracket (for taxable income

above $140,000 for couples and $115,000 for individuals) as well as a 10 percent surtax on taxable income

over $250,000. While the House bill makes these changes retroactive to the beginning of 1993, Senate
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negotiators are considering postponing the change to the middle of 1993. Either way the bulk of this year's

liability would be paid as final settlements in 1994. We have included retroactivity to January 1st in our

revenue forecast, but we have assumed enough planning ahead by high income taxpayers that only half of

the increased tax liability for 1993 will negatively impact consumption spending in 1994.

Since 1983, wealthier retirees have been paying income tax on a portion of their Social Security

benefits. The House bill raises the portion of benefits subject to the income tax 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 additional annual revenue will be collected in fiscal 1994.

The House measure also removes the cap, currently at $135,000, on wages subject to the Medicare

payroll tax, effective at the beginning of 1994.

We have included an expansion of the earned income tax credit to provide greater purchasing power

to poor working families as well as to ease the burden of whatever energy tax increase is implemented. We

have assumed that this provision will become effective in mid-1994.

Corporations also are subject to a number of tax increases in our forecast. The House package scales

back or eliminates a variety of tax deductions and raises the top corporate rate to 35 percent instead of the

36 percent rate proposed by Clinton, but it does not include his proposed investment tax credit.

On the expenditure side of the ledger, the president proposed several spending initiatives designed

to enhance productivity in the private sector over the longer term. We have included a package of such

initiatives directed primarily toward infrastructure improvements, education, and training.

We have included expenditure reductions, including a one-year federal pay freeze, which exceed $26.3

billion in fiscal 1994. Cuts in defense spending account for about one third of the reductions. The assumed

cuts in expenditure also include reductions in entitlement spending amounting to $5 billion for calendar 1994
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and $10 billion for calendar 1995 (and beyond) over and above those included in the House bill. These

reflect the further entitlement reductions required to compensate for the smaller energy tax which is assumed

to replace the BTU tax.

As to the replacement for the complicated BTU tax, we have assumed the imposition of a straight-

forward, at-the-pump gas tax. We assume that federal taxes on gasoline will rise by 5 cents per gallon on

January 1, 1994, and another 5 cents per gallon a year later. When fully in effect at 10 cents per gallon for

calendar 1995, this implies a federal revenue increase of about $10 billion per year. With entitlement

spending down by another $10 billion per year in 1995, this combined replacement for the BTU tax provides

a direct deficit reduction amounting to $20 billion per year in 1995 and beyond.

Table 1 presents the federal budget which results from our fiscal policy assumptions in the context

of our forecast. Federal expenditures are projected to increase by 4.3 percent in fiscal 1993 and by 2.7

percent in fiscal '94. Defense spending is projected to decrease by 2.6 percent in fiscal '93 and by 5.1 percent

in fiscal '94, while nondefense purchases (excluding the Commodity Credit Corporation inventory change)

are projected to increase by 3 percent in fiscal '93 and by 1.5 percent in fiscal '94.

In the context of the economic growth path in our forecast, and the tax policy changes described

above, federal receipts increase by 6.4 percent in fiscal '93 and by 8.5 percent in fiscal '94. As the bottom

line of Table 1 indicates, the federal deficit on a National Income and Product Accounts (NIPA) basis is

forecast to improve slightly from $289 billion for fiscal 1992 to $277 billion for fiscal 1993. A more

substantial decline in the deficit to $213 billion is forecast for fiscal 1994. In an extension of our Control

Forecast through fiscal 1995, the NIPA deficit declines further to a level of $190 billion.

The output loss which would be expected to accompany our assumed fiscal package should also be

expected to trigger a counterbalancing monetary stimulus. While the Federal Reserve has long argued that

it would facilitate interest rate reductions when and if serious deficit reduction measures were undertaken,



5TABLE 1.
Federal Government Expenditures in the
National Income and Product Accounts

(Billions of Dollars)

Actual RSQE Projections
Fiscal1

1992
Fiscal2

1993
Fiscal2

1994
Fiscal3

1995

Federal Government Expenditures
{% Change)

1433.3

(9.2)
1495.3

(4.3)
1535.2

(2.7)
1591.8

(3.7)

Purchase of Goods & Services

National Defense

(% Change)
Nondefense

Commodity Credit Corporation Inventory Change
Other Nondefense

(% Change)

446.5

314.9

(-3.4)
131.6

-0.4

131.9

(9.8)

443.4

306.7

(-2.6)
136.7

0.8

135.9

(3.0)

428.9

291.0

(-5.1)
137.9

0

137.9

(1.5)

424.6

281.7

(-3.2)
142.9

0

142.9

(3.6)

Transfer Payments
Unemployment Benefits

604.5

38.0

650.6

36.6

684.5

36.6

723.7

35.1

Grants-in-Aid to State and Local Governments 169.2 185.0 206.0 221.2

Net Interest Paid 188.0 181.9 186.9 195.7

Subsidies Less Current Surplus of Government

Enterprises
25.1 34.4 29.0 26.5

Federal Receipts
(% Change)

1144.5

(2.3)
1218.2

(6.4)
1322.0

(8.5)
1402.1

(6.1)

Surplus (+) or Deficit (—) -288.8 -277.0 -213.2 -189.7

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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inflation worries have also resurfaced recently. With the unemployment rate remaining just under 7 percent

and with no acceleration of inflation in our near term forecast, we have assumed that the Fed will be working

to keep short term rates from rising in the closing months of 1993 and will continue to take small actions

thereafter to stimulate the economy while it is being impacted by a progressive tightening of fiscal policy.

In the context of our forecast, this implies that the 3-month treasury bill rate will drift up from 3 percent in

mid 1993 to only 3.3 percent at the end of 1994. Long term interest rates edge down slowly from mid 1993

to the end of 1994 with both the Aaa corporate bond rate and the conventional mortgage rate declining by

about 30 basis points.

The economic recovery of our major foreign trading partners has lagged behind ours. Their economic

output, as measured by a weighted average of the indexes of industrial production for Canada, Japan, the

U.K., and Germany, declined at a 2.7 percent annual rate during the first half of 1992 and then remained

essentially flat through the end of the year before beginning to improve during the first quarter of 1993. We

expect their economies to improve on average during the remainder 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.

Foreign short term interest rates (weighted average, G-10 countries) have fallen over 200 basis points

during the past year as foreign nations seek to stimulate their weak economies. We expect stronger growth,

on average, in their economies to begin to put some upward pressure on their interest rates by late '93. If

foreign monetary authorities refused to follow any of the projected easing of U.S. monetary policy that begins

in late '93, the consequent widening interest rate differential would result in a substantial appreciation of

their currencies which would dampen the desired recovery in their economies. We have assumed instead that

foreign monetary authorities will act to keep their own short term interest rates approximately in line with

the slow upward drift of U.S. rates during 1994.

Through February-March of this year, the trade-weighted exchange value of the dollar climbed by
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nearly 16 percent above its August '92 low before backing off in April. We project that the decline evident

since April will continue, resulting in a 3.1 percent annual rate decline in the exchange value of the dollar

during the second half of 1993 and a 3.9 percent decline during 1994.

Summary of the Forecast for 1993-94

Chart 1 shows the forecast path of real output growth and Chart 2 presents the accompanying

unemployment and inflation rate forecasts. With the input assumptions and current state of the economy

discussed above, we are forecasting growth in real GDP at a 1 1/2 percent annual rate during the second

quarter of 1993, up moderately from the 9/10 of one percent rate posted for the first quarter of this year.

The annualized increase in real final sales is forecast to improve from a negative 1.2 percent to a positive

2.5 percent. Inventory accumulation, however, retreats after the surge in 1993.1. Real output growth is

forecast to improve slightly to just under a 2 percent pace during the second half of '93 and a slightly lower

1 3/4 percent pace during the first half of '94. Economic growth is forecast to pick up in the second half of

1994 as the assumed monetary stimulus begins to counteract the impact of fiscal constraint, with real output

growth rising to a 3 percent rate in the fourth quarter of '94.

With output growth proceeding at such a meager pace over the next 12 months, the unemployment

rate is forecast to remain stalled at 7 percent through mid-'94 before finally drifting down to about 6 3/4

percent at yearend '94 in response to the forecast acceleration in output growth during the second half of

that year.

As Chart 2 indicates, the projected slack in the labor market helps keep a lid on inflation. Core

industrial prices, as measured by the private nonfarm GDP deflator, are forecast to increase by 2.5 percent

during 1993 (measured fourth quarter to fourth quarter) and by 2.7 percent during 1994. Consumer prices,

as measured by the personal consumption deflator, are forecast to increase by 3.2 percent during '93 and by

3.8 percent during 1994. Without the gas tax increase, the consumer price level would have been lower by
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Chart 1: Annual Growth Rate Of Real GDP

Percent

91 I 92 I 93 I 94

Chart 2: Inflation & Unemployment

Percent, AR

91 I 92 I 93 I 94
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just over 1/10 of one percent at the end of 1994.

Chart 3 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. 1

The "all other" sector consistently makes a substantial contribution to output growth throughout the

forecast horizon, peaking at 1.6 percent in the third quarter of 1993 in response to a modest rebound in

consumer spending. The "all other" sector contribution declines to under 0.9 percent during the first half

of 1994 as both nonvehicle inventory accumulation and consumer spending slow, but picks up to more than

1.1 percent in the second half of the year as the economy responds to the assumed monetary stimulus.

Even without an investment tax credit, the producers' durables sector makes steady positive

contributions between 0.2 and 0.5 percent throughout the forecast horizon as businesses continue to increase

purchases of computers and other information processing equipment. Residential building activity is forecast

to make positive contributions which grow from 0.1 to 0.6 percent during the forecast horizon in response

to continued favorable mortgage interest rates. Housing starts, which dipped to just under 1.2 million units

in the first quarter of 1993, are forecast to improve to a 1.3 million unit pace in the closing quarter of 1993

and to improve further to 1.4 million units at annual rate by the end of 1994.

The sizable contribution from the vehicle sector to the growth of output in the first quarter of 1993

'Each bar in Chart 3 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 1993.1 would

by itself account for (or "contribute") an increase in real GDP of nearly 1.4 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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reflected a surge in inventory accumulation. A decline in purchases of vehicles by consumers and businesses

actually contributed a negative 4/10 of a percent to real output growth. A substantial increase in purchases

by consumers and businesses in the current quarter is largely offset by much weaker inventory accumulation.

Thereafter, the vehicle sector makes moderate positive contributions through the end of 1993 but is virtually

neutral during 1994. The pace of light vehicle sales is forecast to increase from 13.1 million units at annual

rate in the first quarter of '93 to 14.5 million units in 1993.4 and then to drift down to 14.3 million units in

the second half of 1994.

With the run-up in the value of the dollar over the August '92-February '93 period and with the

economic recovery of our major trading partners just getting underway, real import growth is forecast to

outpace real export growth in the near term, so that net exports act as a drag on the U.S. economy through

late '93. Thereafter, the net export sector makes growing positive contributions to real GDP growth through

the end of '94 as further dollar depreciation slows the growth of nonoil imports and then combines with

improved economic conditions abroad to allow exports to grow at a pace of about 7 percent.

The government sector acts as a drag on the economy from mid '93 through early '94 reflecting

reductions in defense spending and other deficit reduction measures. Slightly higher increases in state and

local spending result in tiny positive contributions from the government sector during the remainder of 1994

despite continued declines in real federal government purchases.

The principal economic indicators in our 1993-94 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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