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Preface

The Institute for Public Policy and Business Research is pleased to
present this forecast, which we generated using the Kansas Econometric Model
and the Indiana University Econometric Model of the United States. This
report includes an executive summary and tables with detailed quarter-by-
quarter forecasts for each sector.

The forecast and this report were prepared by Professor Norman
Clifford, director of the Kansas Econometric Model. Robert Glass helped
prepare the forecasts. The Kansas Econometric Model is a long-term project
of the Institute. Professor Clifford, Professor Mohamed El-Hodiri, Dr. Gary
Albrecht, and Robert Glass, among others, have been instrumental in its
development. Professor Donald Lien has been responsible for the development
of the supporting ARIMA model.
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Highlights

Mational economic growth will slow in 1989 following strong growth in
the balance of 1988 and the first half of next year.

Interest rates are expected to rise modestly in 1988 and slightly
faster in 1989.

The inflation rate will continue to increase, to an average of 4.5
percent for the first half of 1989.

Nonresidential investment spending and exports will drive demand for
the remainder of 1988 and on into 1989.

The Kansas economy will also show relatively strong growth during the
balance of 1988, with some slowing down likely in 1989. However, Kansas
will continue to grow at a slightly slower rate than the national
average over this period.

Durable goods, retail trade, services, and mining will lead Kansas
employment growth in 1988.

Unemployment rates in both Kansas and the nation will fall during 1988,
and they will not increase in the first half of 1989. The Kansas
unemployment rate will remain below the national average.

In 1988 civilian employment growth in Kansas will trail national growth
by nearly 0.3 percent.

Personal income will grow more rapidly in both Kansas and the nation
during the next 12 months, but Kansas's growth will be about 1 percent
slower than the nation’s. During 1988, Kansas personal income will grow
5.7 percent, and U.S. personal income will grow 6.6 percent.



The National Forecast

Real GNP will grow at a 2.5 percent annual rate for the last three
quarters of 1988, leading to 3.1 percent growth for the year. During the
first half of 1989, GNP growth will jump to 3.2 percent. The national
economy will not sustain this rapid growth, however, as higher interest
rates resulting from the Federal Reserve'’s tightening of the money supply
begin to be felt. Overall, the national economy will grow slightly more
slowly in 1989 than in 1988, at about 2.9 percent.

GNP growth will continue to be driven by growth in nonresidential
investment spending and exports for the remainder of 1988 and the early part
of 1989. Behind the growth in nonresidential investment is the fact that
businesses are facing capacity constraints. While the economy has grown,
their investment in plant and equipment has remained constant. Following two
years of no real growth in nonresidential investment spending, firms will
increase their real investment spending 7.3 percent (annual rate) during the
last three quarters of 1988. Along with the 21 percent (annual rate)
increase in the first quarter, this will produce an 11.6 percent increase
for the year. Higher interest rates and the added capacity resulting from
1988 investment will slow nonresidential investment spending growth to 8.4
percent (annual rate) during the first half of 1989.

To better explain this strong area of economic growth, nonresidential
fixed investment can be separated into two components: structures and
equipment. Producers’ real purchases of durable equipment will grow 15.3
percent in 1988, but investment in structures will only increase 2.2
percent. A large proportion of equipment expenditures will be for computers,

a trend that continues from last year when computer networking technology



became accessible to most businesses. But businesses’ shift in investment
priorities from buildings to equipment is also part of a longer term trend.
While real investment spending will have grown nearly 37 percent between
1982 and 1988, real spending on equipment will have grown 67 percent, and
spending on structures will have dropped 11 percent. Seventy-five cents of
every dollar of firms' fixed investment in 1988 will go for equipment
compared with 61 cents in 1982.

In contrast to nonresidential spending, residential spending will be
one of the weakest components of aggregate demand in 1988. Constrained
mainly by the increase in interest rates following the Federal Reserve’s
exercise of monetary restraint, real residential investment will decline 2.9
percent (annual rate) over the last three quarters of 1988. This will lead
to a 3.3 percent decline for 1988 following no growth during 1987.
Residential investment will improve slightly over the first half of 1989,
growing 1.3 percent (annual rate).

The other major driving component of aggregate demand will be exports.
A continuing but modest decline of the dollar will help real exports grow
12.6 percent, a $53.8 billion increase over 1987. But real imports will rise
8.1 percent ($45.5 million) this year. The net effect will be an §8.2
billion decrease in the real U.S. trade deficit in 1988.

In spite of an increase in the growth of disposable income, consumer
spending will continue to grow as slowly in 1988 as it did in 1987. Real
growth in consumption demand will be 1.9 percent again this year. Although
buyers appear to have recovered completely from the October 1988 stock
market crash, high levels of consumer debt will act as a brake on spending.

The strongest component of consumption growth will be services, which will



grow 3.3 percent inhreal terms, followed by durable goods with a 2.3 percent
increase. Real demand for nondurable goods will decline slightly. During the
first half of 1989, real consumption spending will increase 2.8 percent
(annual rate), driven mainly by a 4.8 percent increase in consumer spending
on durables.

This year purchases by all levels of government will increase 1.4
percent in real dollars compared with 2.3 percent in 1987. Real federal
government purchases will decline 0.1 percent, while state and local
government purchases will increase 2.5 percent. In current dollars federal
government expenditures will grow 2.8 percent in 1988. Since government
receipts are expected to grow 7.3 percent, we forecast a modest reduction
($6.4 billion) in the federal government’s budget deficit in 1988.

The Federal Reserve Board’s exercise of monetary restraint will cause
interest rates to increase through the end of 1988 and early 1989.

i The interest rate on three-month Treasury bills is expected

to average 6.7 percent during the last half of 1988 and 6.9
percent during the first half of 1989. The rate was 6
percent during the first half of 1988.
* The average prime lending rate is likely to be 9 percent
during the rest of the year and 9.3 percent during the first
half of 1989. The first half of this year it was 8.7 percent.
* Moody's AAA bond rate could average 10.1 percent during the
last half of 1988 and 10.4 percent during the first half of
1989, as compared with 9.7 percent in the first half of 1988.
Forecasted employment growth reflects the forecasted growth in economic

output. Private non-farm establishment employment will grow 3.3 percent in



1988, compared with 2.5 percent in 1987. Civilian emﬁloyment will grow 2.5
percent in 1988 compared with 2.6 percent in 1987. The less than 2 percent
growth in the civilian labor force for 1988 means that the unemployment rate
will decline to 5.4 percent in 1988, compared with 6.1 percent in 1987,
These trends will continue during the first half of 1989, with growth in
civilian employment (2.3 percent annual rate) exceeding growth in the labor
force (1.9 percent annual rate) and the unemployment rate falling to 5.1
percent.

An unemployment rate near 5 percent, coupled with a capacity
utilization rate of nearly 83 percent, undoubtedly means some inflationary
pressures as a result of tightness in the labor market. In spite of the
Federal Reserve Board’s attempt to contain inflation by exercising monetary
restraint, there will be some upward movement in prices. This movement is
forecasted to be modest, in part because of the Federal Reserve Board’s
actions and in part because some growth in labor productivity will have an
offsetting effect on the high level of capacity utilization and low
unemployment rates. The forecasted rate of inflation, as measured by the
rate of change of the consumer price index, is 3.9 percent for 1988 and 4.4
percent for 1989, compared with 3.7 percent in 1987.

The forecasted economic growth is also reflected in personal income.
For 1988 and 1989, we predict personal income in current dollars will grow
6.6 percent, compared with 6.0 percent in 1987. In real terms, personal
income will grow 3 percent in 1988, compared with 2 percent in 1987. Real
disposable personal income will grow 2.9 percent in 1988, compared with 1.2
percent in 1987.

Qur U.S. forecast, summarized in Table 1, 1is based on the Indiana



University Econometric Model of the United States. To arrive at the

preceding forecast, we have imposed the following major assumptions on that

model:

i The Federal Reserve will continue to monitor inflation closely. It
will set a target growth range for M2 of between 3 and 7 percent,
and the actual rate of growth of M2 will be just over 5 percent.

pi The main outlines of the December 1987 budget accord between
Congress and the Administration will survive in tact. Whoever
wins the 1988 elections will continue to exercise some fiscal
restraint and to reallocate some resources from defense to
nondefense spending.

3. Economic growth in the other OECD countries will average 2.5
percent in 1988 and will slow to 1.3 percent in 1989.1

4. OPEC will continue to have difficulty enforcing lower production
targets. As a result, world oil prices will decline 9.3 percent in
1988 and rise 5 percent in 1989,

Table 1
The National Forecast--Summary
1986 1987 1988 1989 1st Half*

Real GNP (in billions) 3,713.4 3,821 .1 3,937.8 4,024.4
Growth Rate 2.9 2.9 3.1 3l &
Rate of Inflation 3.4 3.7 39 4.5
Civilian
Employment (in millions) 109.8 112.6 115.4 1175
Growth Rate 2.3 2.6 275 2:3
Unemployment Rate 6.9 6.1 5.l 5,1
3-Month T-bill Rate 6 0 3.8 6.4 6.9
Real Disposable Income

(in billions) 258455 2,672 2 2,754.0 1,286.3
Growth Rate 4.1 1.2 2.9 2.6

*Annual rates.

1Organization for Economic Cooperation and Development. Member nations
are Australia, Austria, Belgium, Canada, Denmark, Finland, France, West
Germany, Greece, Holland, Iceland, Ireland, Italy, Japan, Luxembourg, New
Zealand, Norway, Portugal, Spain, Sweden, Switzerland, Turkey, United
Kingdom, and the United States. :



The Kansas Forecast
The Kansas forecast, summarized in Table 2, is based on the Institute’s
Kansas Econometric Model and on the national forecast given above.

Table 2
The Kansas Forecast--Summary

1986 1987 1988 1989 1st Half*

Total Employment

(in thousands) 1,169.0 0. 205 .0 1,2%2.6 1,250 1
Growth rate -0.8 3 1. 2.3 1.5
Wage & Salary
Employment

(in thousands) 984 .8 999.6 1,019.4 1,034.0
Growth rate 1.8 15 2.0 13
Unemployment Rate 5.4 4,9 4.7 4.7
Nominal Personal Income

(in millions) 31;: 58810 3, 0210 3,9117.0 4,0750.0
Growth rate 542 3.9 5.7 5.8
Real Personal Income

(in millions of 828%) %, 12030 3,1151.0 3,1767.0 3,2162.0
Growth Rate 3.0 -0.2 2.0 1.9

*Annual rates.

Following the national trend, the Kansas economy will grow modestly
during the rest of 1988 and will continue to grow, although at a slower
rate, during the first half of 1989. Non-farm wage and salary employment
will grow at an annual rate of 1.8 percent in the last three quarters of
1988, resulting in 2 percent growth for the year. During the first two
quarters of 1989, non-farm wage and salary employment will continue to grow,
although at a slightly lower 1.5 percent annual rate. Total Kansas
employment (which includes estimates of farm employment) will grow 2.1
percent (annual rate) for the last three quarters of 1988, leading to 2.3
percent growth for the year. Total Kansas employment will grow at a 1435

«
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percent annuai rate during the first two quarters of 1989. Kansas employment
will grow faster than the labor force this year, reducing the 1988
unemployment rate to 4.7 percent. Unemployment was 4.9 percent in 1987.

As Table 3 shows, the strongest employment sectors will be durable
goods, retail trade, services, and mining. Durable goods employment will
grow 3.4 percent in 1988, but growth will slow to a 1.5 percent annual rate
in the first half of 1989 as a result of leveling off of growth in the
transportation equipment sector. Last year durable goods employment
decreased by 0.2 percent. Among the durable goods manufacturing industries,
growth will be stronger in primary metals, fabricated metals, machinery,
including electrical machinery, and transportation equipment.

During the rest of this year and the first half of next year, retail
employment growth will be stronger than it was last year. Last year it grew
1.5 percent, this year it will grow 3.3 percent, and it will grow 1.2
percent (annual rate) during the first half of 1989.

Employment in mining will continue its first quarter recovery during
the rest of this year. Last year it fell 6.3 percent, and this year it will
grow 5.6 percent. The strength in mining employment is due to a comeback in
0il and gas employment, which will grow 6.7 percent this year in response to
steady increases in U.S. prices.

Employment in services will grow 3.4 percent in 1988, compared with 3.6
percent in 1987.

Other sectors where employment will be growing, although more slowly
than the ones mentioned above, are nondurable goods, wholesale trade, and
finance, insurance, and real estate. Employment in nondurable goods

manufacturing will grow at an annual rate of 1.8 percent during the last



three quarters of 1988 and 1.9 percent for tﬂe year, compared with 0.6
percent in 1987.

The strongest components of nondurable goods manufacturing will be
apparel (7.4 percent in 1988) and food and kindred products (3.2 percent in
1988). Employment in wholesale trade will grow at a 1.6 percent annual rate
for the last three quarters of 1988 and 2 percent for the year, compared
with 1.3 percent in 1987. Employment in finance, insurance, and real estate
will grow at 1.9 percent annual rate in the last three quarters of 1988 and
2 percent for the year, compared with 3.1 percent in 1987. Employment in
government and transportation and utilities will show very little growth in
1988 and the early part of 1989. Employment in transportation and utilities
will grow at only a 0.4 percent annual rate for the last three quarters of
1988, which will mean only 0.1 percent for the year. Employment in
transportation and utilities declined 1.9 percent last year. Federal
government employment in Kansas will decline 0.9 percent this year, compared
with a 1.6 percent decrease in 1987. State and local government employment
will grow only 0.6 percent this year; last year it grew at 2.5 percent.
Total government employment in Kansas will increase by 0.5 percent in 1988.

Growth in employment in Kansas will be accompanied by modest growth in
personal income. Personal income in current dollars will grow 6 percent
(annual rate) during the last three quarters of 1988 and 5.7 percent for the
year, compared with 3.9 percent in 1987. In the United States, personal
income will increase 6.6 percent this year.

Adjusting for inflation,? Kansas personal income will grow 1.9 percent

in 1988 compared with 3 percent growth in the United States. In 1987, Kansas

2 e used the personal consumption deflator for the United States.

¥
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real personal income decreased 0.2 percent. The annual rate during the last

three quarters of 1988 will be 2.3 for Kansas.

Table 3
Kansas Employment by Sector
(in thousands)*

1986 1987 1988 1989 1st half
Mining 12.2 11 5 12.1 12,2
Growth Rate - 5.7 5.2 0.8
Construction 43.9 44,5 42.2 40.6
Growth Rate i = Bl - 3.8
Nondurables 73 -0 73 .5 74.9 7549
Growth Rate 0.5 1.9 AP
Durables 102.6 102.4 105.9 106.7
Growth Rate - 0.2 el 0.8
Transportation 62.7 61.4 61.8 61.35
Growth Rate - 2.1 B2 0.0
Wholesale Trade 67.1 68.0 69.3 69.4
Growth Rate x 48 1.9 D.s1
Retail Trade 180.7 183.4 189.4 189.3
Growth Rate 1.5 33 - 0.1
FIRE 54.7 56.4 57 /5 57.8
Growth Rate 3.1 S 2.0 0.5
Services 193.7 200.8 207.6 210 .8
Growth Rate 3.7 3.4 1.5
Federal Govt. 277 273 27«1 27 0
Growth Rate = 1.4 - 0.7 - 0.4
State & Local Govt. 166.4 170.5 171 .6 177 .4
Growth Rate 2.5 0.6 3.4

*Difference between growth rates here and in the Appendix are due to
rounding. Figures for 1989 have been annualized.
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