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At Last — The Recession

By the closing months of 1990, the combination
of 2 1/2 years of tight monetary policy, loan
rationing by a banking system trying to cure its
balance sheet of a shaky asset portfolio, an oil
price shock, and the prospect of a serious
American entanglement in the Persian Gulf
managed to put the economy into recession.

And in expectation of weak consumer markets,
businesses are behaving with extreme
conservatism in trying to avoid any build-up of
unwanted stocks of inventory -- even though
existing stock/sales ratios are about as spare as
they’ve ever been at the start of a recession.

How Bad a Recession?

Should we expect the economy to get a lot worse
before it gets any better? Or are things already
about as bad as they’ll get? Probably closer to
the latter than the former. There are at least
three good reasons to expect the recession to be
relatively mild -- and to end soon:

o The Federal Reserve System has clearly
adopted an expansionary monetary
policy. Reserves are being pumped into
the banking system, and interest rates
have come down sharply.

e Qil prices are back into a normal range,
about $22 per barrel for the benchmark
West Texas Intermediate, compared with
an average of $32 per barrel in the
fourth quarter of 1990.

e And we’re seeing an increase, with more
to come, in the Federal government’s

demand for U.S. production as the war
in the Gulf continues. And in this
respect, it doesn’t matter how much of
the cost is offset by cash contributions
from our allies, there’s still a fresh new
demand for U.S. output being imposed
by the Federal government.

These are clearly powerful and important
expansionary factors; but one can also identify
a number of key uncertainties that could go
either way, including these:

o  Will oil prices stay near $20 per barrel?

e By how much is Desert Storm going to
raise defense spending? And over how
brief or protracted a period of time?

e The Oil Shock/Gulf War combination
has taken a big toll on consumer
confidence. A short war with an ending
favorable to U.S. interests will do
wonders for consumer confidence; but a
long, drawn out, televised see-saw battle?

e And how much of the economy’s natural
tendency to expand is going to be offset
by a stingy supply of loanable funds in
our troubled financial sector?

Key Assumptions and the Resulting Qutlook

In coming up with our current outlook, we’ve
assumed:

e a 3-month war in the Gulf,

e the Federal budget -- excluding Desert
Storm -- on the track of the October
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budget agreement, and
e a supportive monetary policy.

Based on these assumptions (and others
discussed in the attached report), the economic
outlook unfolds as follows:

e Real GNP declines for another quarter
(1991.1), but only by 3/10 of one percent
at annual rate.

e Real GNP growth edges above the zero
line in the second quarter of this year,
registering positive growth of about 1/2
of one percent at annual rate.

e The civilian unemployment rate is
forecast to be at about 6 2/3 percent, and
near its peak, by midyear.

e But private housing starts will still be at
an annual rate of only about one million
units at midyear, and sales of cars and

light trucks will just be getting back to a
13 million unit pace.

The second half of this year, on the other hand,
is forecast to register real growth at an annual
rate in excess of 2 1/2 percent, and the growth
rate accelerates further to average a bit over 3
percent throughout 1992.

An Important Cause for Concern

Perhaps the most fragile assumption in this
forecast is the 3-month Persian Gulf War with
an outcome favorable to U.S. interests. We are
basically in agreement with Fed Chairman
Greenspan’s conclusion that a much longer war
is likely to be bad for the economy. We're not
sure why he thinks this; but our concern is that
anything that resembles the Vietnam War,
accompanied by the inevitable debate on how
best to pay for such a war, is going to produce
nothing but bad vibes in American households
-- perhaps enough to keep the economy on the
skids even with a hefty defense budget.

Actual RSQE Forecast

1989 1990° 1991 1992

GNP (Billions of Current $s)
Inflation (GNP Deflator, % Change)
Real GNP (Billions of 82 $s)

% Change

Civilian Unemployment Rate
Capacity Utilization, Manufacturing (%)

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

5200.8 5463.0 || 5702.7 6080.2

4.1 4.1 41 3.6
4117.7 4155.8 || 4167.4 4286.6
2.5 0.9 0.2 2.9
5.3 5.5 6.6 6.5
83.9 82.2 7.7 79.8
9.9 9.5 9.2 9.6
4.6 4.3 3.7 4.1

1386 1209 1013 1323

3-Month Treasury Bill Rate (%) 8.1 7.5 5.9 6.1
Aaa Corporate Rate (%) 9.3 9.3 8.9 8.6
Real Disposable Income (Billions of 82 $s) 2869.0 2893.3 || 2884.3 2924.9

% Change 2.4 0.8 -0.3 1.4
Corporate Profits Before Tax (Billions of Current $s) 307.7 305.4 293.8 325.9
Real Net Exports (Billions of '82 $s) -54.1 -37.5 -26.4 -12.9
Current Account Surplus (NIPA Basis, Bill Curr $s) -96.8 -90.1 -83.5 -123.6
Federal Deficit (Fiscal Year, Billions of Current $s) 135.8 157.5 157.0 152.2

P Preliminary
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Introduction

A year ago the Federal Reserve appeared to be close to achieving a much-heralded “soft landing”
and the economy was still expanding after seven years of economic growth. What was not readily
apparent at that time was the extent of the credit crunch that was developing as banks restricted the
supply of new loans in attempting to improve their balance sheets. Nor could Iraqg’s invasion of Kuwait
and the ensuing oil price shock and U.S. military involvement have been anticipated. The combination of
loan rationing by the banking system, the oil price shock, and the prospect of continuing involvement in
the Persian Gulf crisis, following on the heels of the 2 1/2 year period of tight monetary policy pursued

from early 1988 through mid 1990, resulted in a sour ending for 1990,

Preliminary data for the fourth quarter of 1990 indicate that real GNP decreased at a 2.1 percent
annual rate in the fourth quarter and that for the year 1990 as a whole, real output increased by only 9/10
of one percent. The $22.4 billion (1982 dollars, at annual rate) decline in real GNP brought the fourth
quarter level of output below that of the first quarter of 1990. Decreases in final purchases of new cars
and trucks and in new vehicle inventory investment contributed $24.4 billion to the fourth quarter decline
in real output. Substantial decreases in nonfarm, nonvehicle inventory investment, in consumption of
nondurables, and in investment in residential and in nonresidential structures also contributed to the drop
in real output. These negative contributions to real output growth were partially offset by a $15.2 billion
decrease in real imports of petroleum and petroleum products, an $11.9 billion increase in real exports,

and a $9.8 billion increase in real government spenaing.

"The Michigan Model”



Key economic questions now center on the likely depth and duration of the recession. American
consumers currently appear to be both uncertain and depressed in response to the oil shock/Gulf War
crisis and the recent behavior of the economy. Businesses have responded to expectations of weak
consumer demand by reducing production in order to avoid a build-up of unwanted inventory stocks.
While this cautious response by business has contributed to the weak growth experienced throughout
1990, one result is that the economy has no inventory overhang to work off during the current downturn.
This, in conjunction with our assumptions regarding key inputs to the forecast, results in our forecast of a

rebound in economic growth by mid 1991.

Inputs to the Forecast

The Federal Reserve has clearly adopted an expansionary monetary policy. Since mid 1990, the Fed
has pumped reserves into the banking system, resulting in a decline of more than 150 basis points in the
federal funds rate. In early December, the Fed removed the 3 percent reserve requirement on nonpersonal
time deposits and Eurodollar deposits. The Fed then cut the discount rate from 7 to 6 1/2 percent in mid
December and reduced it again to 6 percent on the 1st of February. We assume that the Fed will continue
its recent accommodating monetary policy stance until the economy is clearly back on a sustainable growth
path. Hence, we assume that the Fed will hold the discount rate at 6 percent at least through late 1992,
and that it will allow the monetary base to grow at an 8 percent annual rate this quarter, at a 6 percent

annual rate next quarter, and at a 5 percent annual rate thereafter.

At this time we face considerable uncertainty with respect to the outcome of the Persian Gulf War
and its effect on the U.S. economy. For our Control Forecast, we have assumed that the Persian Gulf War
will last for approximately three months and that it will result in a withdrawal of Iraq from Kuwait. We
have also assumed that until such a favorable outcome of the war is firmly established, consumer
sentiment will remain depressed, but that a clear recovery in consumer sentiment will occur once a
settlement in the Persian Gulf is established and that the improvement in consumer sentiment will be

reflected in a strengthening of demand for big-ticket consumer durables.



The prosecution of the war in the Persian Gulf is resulting in a sharp increase in federal
government defense spending. We have based our estimates of the additional cost to the federal
government of the U.S. involvement in the Persian Gulf War on recent Congressional Budget Office
estimates of the additional cost of Operation Desert Shield in the event of a war involving both air and
ground combat.! We are assuming that the additional cost of Operations Desert Shield and Desert Storm
will total more than $67 billion; with over $30 billion expended in fiscal 1991, $21 billion in fiscal 1992,
and most of the rest (about $12 billion) in fiscal 1993. We have further assumed that financial
contributions by our allies will offset a total of $25 billion of these costs, all in fiscal 1991. The financial
contributions of our allies appear in the National Income and Product accounts as negative transfer
payments to foreigners and are thus reflected in a lower rate of growth in federal transfer payments in our
fiscal ‘91 budget projection. The increases in federal defense spending are resulting in an increase in the
federal government’s demand for U.S. production. We have, however, included a small increment in

imports to reflect additional military purchases overseas.

Excluding the costs of Desert Storm, we are assuming that the federal budget remains on the track
established in the October budget agreement. Thus with the exception of estimates of the cost of our
Persian Gulf military involvement, our fiscal policy assumptions are essentially unchanged from those of
our November forecast and December forecast update. Table 1 presents the details of the federal budget
which results from these fiscal policy assumptions and the projected costs of the Persian Gulf War in the
context of our Control Forecast. Federal expenditures are projected to increase by 5.6 percent in fiscal
1991 and by 5.7 percent in fiscal 1992, a smaller increase in each year than the 6.4 percent increase now

estimated for fiscal 1990.

Defense spending, which increased by 2 percent in fiscal 1990, is assumed to increase by 9.7 percent
in the current fiscal year. Without the projected $31.1 billion additional expenditure associated with

Operations Desert Shield and Desert Storm, defense spending would have been assumed to decline by

. Congressional Budget Office, CBO Staff Memorandum: Costs of Operation Desert Shield, January
1991




TABLE 1.

Federal Government Expenditures in the
National Income and Product Accounts

(Billions of Dollars)

Ac:tual1 RSQE Project:ions2
Fiscal Fiscal Fiscal
1990 1991 1992
Federal Government Expenditures 1249.5 1319.1 1394.5
(% Change) (6.4) (5.6) 5.7
Purchases of Goods & Services 414.6 454.3 446.2
National Defense 307.2 336.8 322.9
(% Change) (2.0) 9.7 (-4.1)
Desert Shield/Storm Increment — 31.1 20.7
Nondefense 107.4 1174 123.3
Commodity Credit Corporation
Inventory Change -29 2.2 3.0
Other Nondefense 110.3 115.3 120.3
(% Change) (6.6) 4.5 (4.4)
Transfer Payments 503.6 509.5 570.7
Unemployment Benefits 16.8 24.1 279
Grants-in-Aid to State
and Local Governments 127.8 139.7 150.0
Net Interest Paid 181.8 198.6 2125
Subsidies Less Current Surplus
of Government Enterprises 21.6 17.0 15.0
Federal Receipts 1092.0 1162.0 1242.3
(% Change) (5.2) (6.4) (6.9)
Personal Taxes 483.8 516.1 551.6
Corporate Profits Taxes 107.8 110.8 118.8
Indirect Business Taxes 60.2 71.7 75.7
Social Insurance Contributions 440.2 463.4 496.1
Surplus (+) or Deficit (-) -157.5 -157.0 -152.2

2RSQE projections and Control Forecast for fiscal years 1991 and 1992.

1Data for fiscal 1990 are from the Survey of Current Business, December 1990.




4/10 of one percent in fiscal 1991. For fiscal 1992, we are assuming that defense spending will decline by
4.1 percent, reflecting incremental spending associated with Desert Storm that shrinks to $20.7 billion and
a decline of 1.2 percent in other defense spending. The small increment in transfer payments between
fiscal 1990 and fiscal 1991 reflects the assumed $25 billion financial contribution from our allies toward

Operations Desert Shield and Desert Storm.

The bottom line is a federal deficit, as measured in the National Income and Product Accounts, that
amounts to $157 billion in fiscal 1991 and $152 billion in fiscal 1992, essentially the same as the NIPA
basis deficit now estimated for fiscal 1990. Increases in federal debt will also include Resolution Trust
Corporation (RTC) outlays for failed savings and loan institutions, and these financial transactions are not
included in the NIPA deficit. We have assumed that RTC outlays will increase from just under $50 billion

in fiscal 1990 to $70 billion in fiscal 1991 and then amount to $60 billion in fiscal 1992.

With the mid January onset of the Persian Gulf War, oil prices dropped back into a normal range,
about $22 per barrel for the benchmark West Texas Intermediate crude, compared to an average of nearly
$32 per barrel in the fourth quarter of 1990. We are assuming that the price of oil will remain in the $20
to $25 per barrel range during and following the Gulf War, with prices settling at about $22 per barrel in

the third quarter of 1991 and then growing at a 4 percent annual rate through 1992.

Economic growth of our major foreign trading partners, as measured by the increase in a weighted
average of their indexes of industrial production, is assumed to increase at a one percent annual rate this
quarter following about a one percent rate of decline for the fourth quarter. Thereafter, we assume that
economic growth our foreign trading partners increases to a 2 percent annual rate in mid 1991 and to a 3
percent annual rate in 1992 as economic expansion continues in Germany and Japan and economic

declines in Canada and the U.K. hit bottom later this year.

In late January, Germany's central bank raised interest rates in an attempt to arrest inflationary
pressures resulting from robust economic growth and ballooning deficit spending. With U.S. rates

declining in response to Fed action and the weak U.S. economy, we expect the ratio of U.S. to foreign



short-term interest rates to hit bottom this quarter and then to drift up only slightly during the forecast

horizon.

The trade-weighted value of the dollar declined by 14.7 percent from the fourth quarter of 1989 to
the fourth quarter of 1990. We have seen a brief rally in the value of the dollar around the turn of the
year in response to the Persian Gulf crisis, but in the context of our forecast, we expect the dollar to
decline again after the current quarter and to continue declining at about a 4 percent annual rate for the

remainder of the forecast horizon.

Summary of the Forecast

Real GNP is forecast to decline for one more quarter (1991.1), but only by about 3/10 of one percent
at annual rate, and then to edge up at a 1/2 of one percent annual rate in the second quarter of this year.
The first quarter decline in real output growth is softened by the increase in military spending associated
with the Persian Gulf War which raises real defense spending by $17.4 billion (1982 dollars) at annual
rate. The small positive for GNP growth in the second quarter reflects military spending resulting from
the Gulf War at about the same level as in the first quarter, but lower overall defense spending as the
previously scheduled defense cuts take effect. As is shown in Chart 1, real GNP growth is forecast to
rebound more strongly, to a 2.6 percent annual rate, in the second half of this year as consumer confidence

returns, and to accelerate further to average 3.2 percent during 1992,

With this pattern of real output growth, the civilian unemployment rate, shown in Chart 2, is
forecast to be near its peak of about 6.7 percent by mid 1991 and to drift down during 1992 to about 6.3
percent by yearend. Chart 2 also shows that the core inflation rate, as measured by the rate of increase in
the private nonfarm GNP deflator, is forecast to peak in the current quarter at 5.5 percent as the effect of
last years higher oil prices works its way through the economy. With the recent decline in oil prices, the
core inflation rate drops to 2.5 percent in the third quarter before settling in at a 3 to 3 1/2 percent rate

during 1992.
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Chart 1: Annual Growth Rate Of Real GNP

Percent Change

Actual

3.3%

Forecast

3.5%

Chart 2: Unemployment & Inflation

Unemployment Rate

Inflation Rates

11 6
Actual 5.5% Forecast
10+ 15
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RSQE Forecast: February 1991



Chart 3 highlights the contributions made to real GNP growth by selected sectors in the
economy.2 An important sector not shown in the chart is consumer spending on services which itself

contributes about 3/4 of one percent to the annualized GNP growth rate in each quarter of the forecast.

As is shown in the chart, the vehicle sector continues to make a negative contribution in the current
quarter, but not nearly as negative as in the fourth quarter of 1990. It makes a small positive contribution
in the second quarter as consumer demand begins to turn around and then makes a larger contribution in
the third and fourth quarters as business purchases begin to respond to the turn around in the economy
as well. Auto sales are forecast to total 9.2 million units in calendar 1991, down from the 9.5 million units
sold in 1990. Continued moderate growth in the economy during 1992 is reflected in a 9.6 million unit
total for auto sales in that year. Light trucks are hit harder, declining to 3.7 million units in 1991

compared to 4.3 million units in 1990, and totaling 4.1 million units in 1992,

Residential construction is forecast to make another negative contribution to real GNP growth in
the first quarter, to stabilize in the second quarter, and to begin to make small positive contributions
thereafter. Credit restrictions continue to make themselves felt during 1991 as housing starts bottom at
about a 950 thousand unit pace in the second quarter. Housing starts are forecast to begin a slow
recovery in mid ‘91, to reach 1.1 million units by yearend, and to continue up during 1992, reaching about

a 1 1/2 million unit pace by the end of the year.

As the expenditures associated with Desert Storm wind down and the core defense budget declines
in real terms, defense purchases make a negative contribution to real output growth from the second

quarter of 1991 through the end of 1992.

2 Each bar shows the contribution that its sector makes to the annualized rate of growth of real GNP
forecast for that quarter. For example, Chart 3 indicates that the decline in purchases of cars and
trucks by business and consumers plus the decline in vehicle inventory investment forecast for the
first quarter of 1991 would by itself account for a decline in real GNP of 0.8 percent at annual rate.
The contributions are calculated as 400 times the change in level forecast for the sector divided by
the level of real GNP in the previous quarter.
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By the end of 1991, all of the sectors, other than defense, shown in Chart 3 are contributing

positively to output growth, with real net exports making an increasingly large contribution during 1992.

The input assumptions in our Control Forecast involve several uncertainties. The combination of
the oil price shock and the Gulf War has taken a big toll on consumer confidence. A relatively short war
with an ending favorable to U.S. interests is assumed to result in a rebound in consumer confidence, and
this rebound is an important input assumption. There is, however, substantial uncertainty about the size
and timing of defense spending for prosecution of the war. A resurgence of oil price volatility presents
another area of uncertainty, as does the possibility that a larger than anticipated amount of the economy’s
natural tendency to expand could be offset by a stingy supply of loanable funds in our troubled financial
sector. Perhaps the most fragile assumption in our Control Forecast is the assumption that the Persian
Gulf War will terminate by mid April with an outcome favorable to U.S. interests. We are basically in
agreement with Federal Reserve Chairman Greenspan's conclusion that a much longer war is likely to be
bad for the economy. Our concern is that anything that resembles the Vietnam War, and a protracted
debate on how to pay for such a war, is going to produce continued uncertainty and depression in
American households — perhaps enough to keep the economy on the skids even with a hefty defense

budget.

The principal economic indicators in our Control Forecast are summarized in the enclosed Executive

Summary. Full quarterly detail is provided in the computer output attached to this update.

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