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Preface

The Institute for Public Policy and Business Research is pleased to present this midyear update
of its 1993 economic forecast for the United States and Kansas. The forecast was generated with the
Kansas Econometric Model and the Indiana University Econometric Model of the United States. This
report includes an executive summary, an explanation of the assumptions used in making the forecasts,
forecasts for the U.S. and Kansas economies for 1993 and 1994, and an appendix with detailed quarter
by quarter forecasts for each sector. Although the Institute’s official forecast for 1994 will be released
in December of this year, this midyear update contains preliminary forecasts of some of the major
economic variables for both Kansas and the nation.

The forecast and this report were prepared by Norman Clifford, Research Fellow and director of
the Kansas Econometric Model. 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 and David Rearden have been
responsible for the development of a supporting ARIMA model.
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Executive Summary
The National Economy

The national economy will continue to recover in 1993 and 1994, but at a rate that is disappointing
by historical standards for recoveries. The burst of growth at well above the long-run average that we
are accustomed to seeing early on in a recovery has not occurred so far during this recovery, and there
is no such burst present in our economic forecast for 1993 and 1994. On the contrary, so far the economy
has not sustained growth that is even nearly equal to the long-run average, and our forecast suggests that
the economy will continue to grow at a rate that is at least a percentage point below the long-run average
rate of growth for the next two years.

A major reason for the continued sluggish rate of recovery is the absence of aggressive fiscal and
monetary policies. The Federal Reserve Board appears to be more concerned about inflation than
expansion, and has been less than completely succgssful at expanding the money stock even when it
wished to in recent years. With an expected growth rate of M2 that will continue to be slow for at least
another year, there would appear to be little monetary stimulus on the horizon. Furthermore, a direct
attack on weak aggregate demand through increases in Federal government spending has been made
impossible by the last decade of budget excesses at the national level. In fact, we expect that defense cuts
will lead to decreases in real Federal government spending of 4.7 percent in 1993 and 2.3 percent in 1994.
Nor can we look abroad for stimulus in the near future. With major trading partners who on average have
deeper economic woes than we do, we expect real exports to grow at only about a 3 percent annual rate
over the forecast period. With imports growing more quickly, the U.S. should see a widening of its trade
deficit in 1993 a;ld 1994.

With no help from the public and foreign sectors, the only source of growth in the U.S. over the
next two years will be the private domestic sector, namely consumers and firms. The biggest source of
growth for the national economy will be increases in consumer spending. Although nominal personal

income growth will only be in the 5 percent range, and tax increases will cause disposable personal

1



income growth to be even more modest, consumers are expected increase real spending at 2 percent a year
in the 1993-1994 period. Consumer spending will be led by growth in purchases of durable goods, which
should increase about 5 percent per year in real terms. Real consumer spending on services is expected
to increase at above 2 percent per year, but consumer purchases of nondurable goods are expected to grow
less than one percent per year. The fastest growing source of demand will be real spending by businesses
in new plant and equipment, which is expected to grow 8.7 percent in 1993 and 4.1 percent in 1994.

The continued moderate pace of the recovery means that inflationary pressures should remain
subdued. Our forecast for the inflation rate, as measured by the rate of change of the consumer price
index, is 3.4 percent in 1993 and 3.8 percent in 1994. Price increases will be led by increases in medical
costs, expected to grow 6.2 percent in 1993 and 5.7 percent in 1994, but even these rates of increase are
below what we have witnessed in this area in recent years.

Another aspect of the long, slow recovery is the fact that the growth rate of the economy, while
sufficient to create some new jobs, will not be sufficient to create jobs at a rate faster than the increase

.in the size of the labor force. Thus, we predict no decline in the unemployment rate, and in fact, expect
it to increase slightly to about 7.2 percent by the end of 1994.

Although inflationary pressures would appear to be of secondary concem over the forecast period,
the Federal Reserve Board seams to have renewed its battle against increasing prices, and it is expected
that short-term interest rates have reached their bottom in the second quarter of 1993, with the three month
Treasury bill rate at just below 3 percent. We expect that rate to begin to climb slightly during the second

~half of 1993, and to reach about 3.3 percent at the end of 1994. The prime rate, however, is expected
to continue to fail, from 6 percent in the second quarter of 1993 to just under 5 percent at the end of
11994, Long-run rates will also drop, as concems about inflation recede in the public mind. We predict
that the Moody AAA bond rate will fall by nearly a full percentage point to 6.5 percent at the end of

1994,



Table 1
The National Forecast--Summary

1990 1991 1992 1993 1994

Real GDP (billions) 4871.5 4821.0 4922.6 5033.7 5111.0
Growth Rate .8 -1.2 21 2.3 1.5
Rate of Inflation 54 4.2 3.0 34 3.8
Civilian Employment

(millions) 1179 116.9 117.6 119.2 121.1
Growth Rate 5 -9 .6 1.3 1.6
Unemployment Rate 5.5 6.8 7.4 7.0 7.2
3-Month T-Bill Rate 7.5 54 35 3.0 3.2
Nominal Personal

Income (billions) 4664.2 4828.3 5058.1 5335.2 5614.4
Growth Rate 6.5 3.5 4.8 55 5.2

The national forecast, which is summarized in Table 1, above, is based on the Indiana University
Econometric Model of the United States. To arrive at our forecast, the following assumptions were
imposed on that model.

1. Money supply growth as measured by M2 was very low by historical standards in both 1991
and 1992, reaching just 3.1 percent and 2.0 percent in those two years. M1, which had for many
years grown more slowly than M2, grew faster during the period, 6.0 and 12.4 percent. Since for
most of the period the Fed’s announced targets involved M2, and since 1991 in particular was
an immediately post recessionary period, it is difficult to know what to make of the behavior of
the monetary aggregates. It appears that the Fed has been moving away from money supply targets
and toward interest rate targets in the period since the recession. With this in mind, we
characterize our assumptions about monetary policy in terms of interest rate levels rather than
money supply growth. We assume that even though the growth of the economy will be very
modest in 1993 and 1994, the Fed will have inflation as its primary focus. Thus, the appearance
of even mild inflationary pressures should cause short-term interest rates to increase somewhat.
As a result, we expect to see short term rates begin to increase slightly in the second half of 1993,
and to continue to increase very gradually in 1994. Corresponding to this interest rate behavior

3



will be a cooling down of M1 growth, to 9.4 percent in 1993 and 5.0 percent in 1994. M2
growth will remain very low at 1.5 percent in 1993 and increase to 5.4 percent in 1994.

2. Our fiscal policy assumptions are roughly compatible with the House of Representatives
version of the Clinton plan. This corresponds to a 4.7 percent decrease in real Federal
government purchases of goods and services in 1993 and a further 2.3 decrease in 1994. These
reductions will be accomplished through a 7.6 percent reduction in real Federal defense
expenditures in 1993 and a further 5.3 percent reduction in 1994. Real nondefense purchases of
goods and services are expected to increase 2.3 percent in 1993 and 4.2 percent on 1994. These
real spending cuts will be one point of budget reduction in the plan. Other aspects will be 7.2
percent and 9.9 percent increase in federal personal tax collections, and a reduction in the rate of
increase of transfer payments.

3. After reaching a high in the first quarter of 1993, the exchange rate? of the U.S. dollar is
expected to drop during the second quarter and remain relatively stable throughout the forecast
period. The stable exchange rate and lackluster performance of our major trading partners, are
expected to lead to modest increases in real exports of 2.6 percent in 1993 and 3.5 in 1994.

4. Finally, imported oil prices took a big dip in the first quarter of 1993, but are expected to
remain stable during the rest of 1993 and increase at a 1 percent annual rate during 1994.

The Kansas Economy

The Kansas forecast is summarized in Table 2, below. The run during which the Kansas economy
has outperformed the national economy appears to be over. Partly because of developments in the durable
goods manufacturing sector, the Kansas economy appears headed for a slow-down in 1993 and 1994.
Although nonfarm wage and salary employment will continue to grow, at 1.4 percent in 1993 and 1.1
percent in 1994, overall Kansas employment growth will not keep up with the growth of the labor force,
and the state is expected to see a significant increase in its unemployment rate. Personal income growth
will also be sluggish over the next two years, growing even more slowly than in the U.S. as a whole.
Real personal income growth for the state over the next two years is expected to be only 1.1 percent per
year. .

Employment in the mining sector is expected to decline over the forecast period, while
employment in construction is expected to continue to grow, 3.6 percent in 1993 and 1.6 percent in 1994.
Durable goods manufacturing will be the fastest declining sector of employment, shrinking 3.8 percent
in 1993 and 2.2 percent in 1994. Most of this decline will come from decreases in employment in the

transportation equipment subsector, where employment will decline 8.8 percent in 1993 and a further 2.6



percent in 1994, primarily because of layoffs at Boeing. Employment in the nondurable goods
manufacturing sector is expected to grow 1.1 percent in 1993 and 0.7 percent in 1994.

Employment in transportation and utilities is expected to grow at more than 1 percent per year,
while wholesale and retail trade are also predicted to experience healthy employment growth. Wholesale
trade employment is expected to grow at about a 1.5 percent annual rate, while employment in retail trade
is expected to grow 2.9 percent in 1993 and 1.2 percent in 1994. Employment in finance, insurance and
real estate should be relatively flat over the forecast period, while service sector employment will grow
about 2.3 percent per year. Federal government employment will remain stable on average, while state

and local government employment will increase 2.2 percent in 1993 and 1.8 percent in 1994,

Table 2
The Kansas Forecast--Summary

1990 1991 1992 1993 1994
Civilian Labor

Force (thousands) 1300.0 1295.0 1330.0 1340.2 1350.3
Growth Rate 1.2 -0.4 -2.7 0.8 0.8
Total Employmént

(thousands) 1243.0 1238.0 1274.0 1272.1 1277.6
Growth Rate 0.8 -0.4 29 -0.1 04
Wage and Salary

Employment (thousands) 1088.5 1095.4 1115.1 1131.2 1142.9
Growth Rate 2.8 1.9 1.0 1.8 1.3
Unemployment Rate 44 44 4.2 5.1 54
Nominal Personal

Income (millions) 44071.5 45674.5 48876.8 50888.5 53195.6
Growth Rdte 7.9 3.6 7.0 4.1 4.5
Real Personal

Income (millions) 38329.2 38071.3 39546.1 39978.9 404223
Growth Rate 2.6 -0.7 3.9 1.1 1.1




Introduction

The national economy is expected to continue to grow in a very modest way in 1993 and 1994.
The recovery, which has proceeded for over two years, has never exhibited the far above average growth
rates that have traditionally been associated with the periods following recessions. In fact, during the
current recovery, the economy has not sustained a year of growth that was near the long-run average rate
of growth of the economy, let alone significantly above it. Our forecasted annual rate of growth over the

-1993-1994 period of roughly 2 percent suggests that economic growth will remain nearly a percentage
point below the long-run average over the forecast period.

One reason that the forecasted rate of growth of the national economy is so low is that the
traditional govefnment stimulus to the economy is much weaker than during many past recoveries. The
traditional governmental stimuli are of two types, fiscal and monetary. Unfortunately, the usefulness of
the fiscal policy tool has been greatly restricted due to the build-up of large fiscal deficits over the past
decade, while monetary policy has lost much of its force both because the Federal Reserve Board is at
least as concerned about inflation as it is about the recovery, and because the tools for controlling the size
of the money stock seem to have lost much of their precision. Nor can the economy hope for the happy
circumstance that the recovery will be stimulated by demand from abroad; the economic strength of our
trading partners appears to be exhibiting an anemia at least the equivalent of our own.

Thus, the sources of growth over the next year or two must be found within the domestic private
sector, that is to say, from consumers and business firms. Our forecast of growth is premised on a modest
if not spectacular growth in consumer spending, driven especially by a strong rate of growth in consumer
spending on durable goods that was postponed during the recession and its immediate aftermath, and a
very strong increase in spending on new equipment by business firms. As one might expect, the
bootstrapping effect of increased consumer spending is somewhat limited by the fact that the slow growing
economy roughly equates to slow growth in disposable personal income, which is the foundation upon
which sustained increases in consumer spending are built.

The rate of growth that we are forecasting will be insufficient to lower the national unemployment

rate over the forecast period; on the contrary, it will probably increase slightly. On the other hand, the



half-hearted growth of aggregate demand over the period means that inflationary pressures will be very
- small, and we expect inflation, as measured by the rate of change of the consumer price index, to increase
only slightly over the forecast period. Even a modest increase in inflation seems to signal trouble for the
Federal Reserve Board, however, and we expect to see short-term interest rates ease upward over the
period. Long-run rates, on the other hand will continue to fall, as concerns about inflation continue to
ease in the general public.

The Kansas economy, which has significantly outperformed the national economy during the
recession and the early stages of the recovery, probably will not continue to do so. In 1993, Kansas is
expected to just equal the U.S. in net job creation, and by 1994 to be somewhat below the U.S. The
major reason for this downturn is will be a loss of jobs in the durable goods manufacturing sector, in
particular the transportation equipment subsector, due to large layoffs at Boeing.‘ As a result of this
downturn in the rate of growth of employment, the state’s unemployment rate will increase significanily,
and personal income growth, especially the wages and salaries component, will slow.

The. National Outlook
The national forecast presented below is based on the following major assumptions’:

1. Money supply growth as measured by M2 was very low by historical standards in both 1991
and 1992, reaching just 3.1 percent and 2.0 percent in those two years. M1, which had for many
years grown more slowly than M2, grew faster during the period, 6.0 and 12.4 percent. Since for
most of the period the Fed’s announced targets involved M2, and since 1991 in particular was
an immediately post recessionary period, it is difficult to know what to make of the behavior of
the monetary aggregates. One possibility is that the Fed may have found itself with a great deal
less control over the money supply, especially M2, than it would have liked. At any rate, it
appears that the Fed has been moving away from money supply targets and toward interest rate
targets in the period since the recession. With this in mind, we characterize our assumptions
about monetary policy in terms of interest rate levels rather than money supply growth. We
assume that even though the growth of the economy will be very modest in 1993 and 1994, the
Fed will.have inflation as its primary focus. Thus, the appearance of even mild inflationary
pressures should cause short-term interest rates to increase somewhat. As a result, we expect to
see short term rates begin to increase slightly in the second half of 1993, and to continue to
increase very gradually in 1994. Under this process, the three month Treasury bill rate, starting
from a low of just under 3 percent in the second quarter of 1993, should reach 3.3 percent by the
end of 1994. Corresponding to this interest rate behavior will be a cooling down of M1 growth,
to 9.4 percent in 1993 and 5.0 percent in 1994. M2 growth will remain very low at 1.5 percent
in 1993 and increase to 5.4 percent in 1994,



2. Our fiscal policy assumptions are roughly compatible with the House of Representatives
version of the Clinton plan. This corresponds to a 4.7 percent decrease in real Federal
government purchases of goods and services in 1993 and a further 2.3 decrease in 1994. These
reductions will be accomplished through a 7.6 percent reduction in real Federal defense
expenditures in 1993 and a further 5.3 percent reduction in 1994. Real nondefense purchases of
goods and services are expected to increase 2.3 percent in 1993 and 4.2 percent on 1994. These
real spending cuts will be one point of budget reduction in the plan. Other aspects will be 7.2
percent and 9.9 percent increase in federal personal tax collections, and a reduction in the rate of
increase of transfer payments.

3. After reaching a high in the first quarter of 1993, the exchange rate® of the U.S. dollar is
expected to drop during the second quarter and remain relatively stable throughout the forecast
period. The stable exchange rate and lackluster performance of our major trading partners, are
expected to lead to modest increases in real exports of 2.6 percent in 1993 and 3.5 in 1994.

4. Finally, imported oil prices took a big dip in the first quarter of 1993, but are expected to
remain stable during the rest of 1993 and increase at a 1 percent annual rate during 1994.

Figure 1
Contributions to Real GDP Growth
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Given these assumptions, the forecast is for U.S. real GDP to grow 2.3 percent in 1993 and 1.5
percent in 1994, Although the average annual growth rate for the two year period is less than two percent,
it is still considerably above the average for the 1991-1992 period, as Figure 1 illustrates. Also included
in Figure 1 is the contribution of the major components of GDP to overall growth. Then length of each
bar in the figure indicates the percentage that GDP would have grown if that component grew (grows) at
its historical (forecasted) rate, and every other component of GDP had remained constant. Thus the major
components that are expected to drive the increase in GDP growth during 1993-1994 compared to 1991-
1992 are consumption expenditures, business fixed investment, and, to a lesser extent, changes in business

inventories. Government spending and the difference in growth rates between exports and imports,

Figure 2
Real GDP Growth
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however, will contribute less to the growth of GDP during the latter period than they did in the former.

The forecast of the quarterly path of GDP growth is illustrated in Figure 2. From that figure it
is clear that much of the growth that is forecasted for 1993 arises because of a large growth in the fourth
quarter of 1992. If we look at the average growth rate of GDP forecasted for the four quarters of 1993,

1.6 percent we see that the national economic forecast is for very weak growth, and the forecast for 1994

-looks about the same. There is very little on the foreseeable economic horizon that suggests anything but

minimal growth.

In an unusual turnaround, the forecasted growth in real personal consumption expenditures will
be lead by increases in durable goods purchases. Durable goods purchases typically exhibit the most
pronounced cyclical swings of all the categories of consumption expenditure, and this pattern continued
during the recent recession; real consumer spending on durable goods fell slightly in 1990 as the recession
took hold at the end of the year, and then dropped 5.6 percent in 1991 as consumers dealt with added

uncertainty about the near-run future by postponing large expenditures. 1991 saw a rebound in consumer

- purchases of durable goods, as real spending increased 5.9 percent. Our forecast predicts that the process

- of catching up will continue in 1993 and 1994, with real consumer expenditures on durable goods

‘increasing 5.7 percent and 4.5 percent respectively in those two years.. Much of the increase will come

from big jumps in expenditures on new cars and related motor vehicle purchases, which fell 11 percent

in 1991. Such spending began to rebound in 1992, growing 6.5 pefcent, and is expected to increase 5.6

- percent in 1993 and 7.3 percent in 1994. Purchases of furniture and other household equipment are also

expected to continue a strong rebound in 1993, growing 7.3 percent before tapering off to 2.7 percent
growth in 1994.

Real consumer expenditures on nondurable goods is expected to grow much more modestly than
expenditures on durable goods, a sign of the slow growth of the national economy. Although expenditures

on nondurable goods held up reasonably well during the recession, declining only 1.3 percent in 1991,
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~ the only year when their volume actually fell, they grew only 1.1 percent in 1992, and are expected to
grow only 0.9 percent in 1993 and 0.5 percent in 1994. The fastest growing category of nondurable goods
spending is expected to be food, increasing 1.2 percent in 1993 and 1.1 percent n 1993.. Spending on
clothing and shoes is forecasted to grow 0.2 and 1.1 percent, while purchases of gasoline, fuel oil, and
coal are expected to decline slightly over the forecast period.

A further manifestation of the lackluster performance exppcted of the national economy is the
predicted rate of growth of real consumer spending on services. In recent years consumer spending on
sevices has been the fastest growing category of consumer expenditures. Although the forecasted growth
rate of such spending, 2.3 percent in 1993 and 2.0 percent in 1994, is relatively strong in comparison to
the predicted performance of the economy as a whole, it represents much slower growth than spending
in this category has experienced in the last decade, and is not a great deal larger than the increases of 1.9
and 1.1 percent that occurred during the recession years of 1990 and 1991.

Another category of aggregate demand that tends to be highly cyclical is investment spending.

. Of the three major categories of investment spending, business fixed investment, changed in business

. inventories, and residential investment, the largest is business fixed investment, that is to say, business
spending on new plant and equipment. As a result of declining aggregate demand at the end of 1990,
business fixed investment leveled off in that year, and then fell sharply (7.1 percent) in 1991. The 1991
drop included a 4.6 percent decline in spending on equipment and a 12 percent drop in spending on
structures. Although aggregate demand was growing in 1992, continued uncertainty about the strength
of the recovery and the existence of excess capacity led to a restrained 3.0 percent growth in business
fixed investment. As capacity becomes more heavily utilized and the moderate recovery continues,
however, the forecast is for firms to make substantial additions to their capital stock, with business fixed
investment increasing 8.7 percent in 1993 and 4.1 percent in 1994. All of this predicted increase is in

spending on equipment, which is expected to grow 12.8 and 5.6 percent.
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Figure 3
Residential Investment
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The cyclical nature of residential investment is evident in Figure 3, the downtumns in the 1981-
1982 and 1990-1991 periods corresponding to the general economic declines in those periods. As the
figure illustrates, residential investment spending began to rebound in 1992, gmwing 13.1 percent, but still
did not achieve its pre-recession levels. Our forecast is for real residential investment spending to increase
- a further 6.4 percent in 1993 and 4.3 percent in 1994. The level of real residential investment spending
predicted for 1994 will put it at about 95 percent of its pre-recession maximum.

The most highly cyclical of all the investment spending categories is business spending on
inventories. On average, firms tend to overreact to the business cycle in the sense that, during a downturn,
they reduce production even more than their sales are reduced. This means that during a recovery, they

tend to increase production even more than their sales are increased in order to replenish inventory stocks
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Figure 4
Changes in Business Inventories
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+ that were drawn down during the recession. This patten of behavior, which can be clearly observed in
Figure 4, tends to increase the severity of swings in output over the business cycle. Figure 4 also
illustrates a prominent feature of our forecast, namely the fact that the recovery is expected to continue
at only a moderate pace. As can be seen, the forecasted levels of business additions to inventories,
although substantial, are modest compared to pre-recession standards, and certainly do not achieve the sort
of levels that would be associated with expectations of a boom period.

The U.S. trade deficit® reached a minimum in the second quarter of 1991, when real net exports
were -$17.4 billion. As Figure 5 shows, since that time real imports have routinely exceeded real exports,
and the trade deficit has widened, reaching -$41.8 billion in 1992. Our forecast is for exports to grow

fairly slowly, as the economies of our trading partners continue to lag. We expect real exporis to grow
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Figure 5
Growth of Exports and Imports

Percent Change
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only 2.6 percent in 1993 and 3.5 percent in 1994. On the other hand, we expect real imports to grow
7.0 percent in 1993 and 4.6 percent in 1994, leading to trade deficit of -$70.2 billion in 1993 and -79.5
billion in 1994.

Partly as a response to new budget cutting initiatives, we expect real Federal spending on goods
and services to decline 4.7 percent in 1993 and 2.3 percent in 1994. This lack of fiscal stimulus on the
spending side is one reason why the recovery will continue to be weak. Small increases in aggregate
demand will come from spending by state and local governments, however, which is expected to grow
0.6 percent in 1993 and 1.2 percent in 1994,

The growth of nominal personal income will reflect the overall performance of the economy,

reaching 5.5 percent in 1993 and 5.2 percent in 1994. Given the fairly low levels of inflation expected
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 over the period, real personal income is expected to grow 2.5 percent on 1993 and 1.8 percent in 1994.
The largest component of personal income, wages and salaries, is expected to grbw only 4.8 and 4.4
percent during 1993 and 1994, reflecting slack conditions in the labor market. On the other hand, transfer
payments are expected to grow 8.4 and 9.7 percent. Personal tax and nontax payments are expected to
grow 6.5 percent in 1993 and 8.6 percent in 1994, thus reducing the rate of growth of disposable personal
income below the rate of growth of personal income in those years. Corrected for inflation, disposable
personal income is expected to grow 2.3 percent in 1993 and 1.3 percent in 1994, enough growth to
support some increases in real personal consumption spending, but not enough to lift consumption

spending to levels that would drive the economy into a booming recovery.

Figure 6
Inflation Rate
Consumer Price Index

Percent Change
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Since aggregate demand will be growing only slowly, inflationary pressures should remain
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moderate over the forecast period, with the consumer price index growing 3.4 percent in 1993 and 3.8
percent in 1994. This is only slightly faster than the 1992 rate increase of 3.0 percent, which was the
lowest in several years. Even inflation rates such as these,however, which are very low relative to recent
historical rates, appear to be of concem to the Federal Reserve Board, and it is still indicating more

concern about the rate of inflation than about the rate of economic recovery.

Figure 7
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The quarterly pattern of the inflation forecast is shown in Figure 6. The smallest price increases
in the forecast are for food and beverages, which are expected to be 2.1 percent in 1993 and 2.2 percent
in 1994. Housing costs are expected to increase 3.1 and 4.2 percent in the same two years, while costs
of transportation are expected to increase 3.8 and 3.6 percent. As usual the highest rate of price increases

will be in the category of medical care, with increases of 6.2 and 5.7 percent, but even these rates would
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. be the lowest that have been seen in this category for years.

The forecast for the civilian labor force and employment is shown in Figure 7. The figure clearly
shows that the expected rate of economic growth will not be sufficient to reduce the unemployment rate,
as the labor force and employment are growing at nearly the same rate over the forecast period. If
anything, the unemployment rate should creep up slightly over the period, going from 7.0 percent in the

second quarter of 1993 to over 7.2 percent in the last quarter of 1994.

Figure 8
Interest Rates
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The interest rate forecast is shown in Figure 8. The dramatic drop in short-term interest rates that
has occurred since the recognition of the recession is expected to end in early 1993. With the Federal
Reserve Board continuing to express concems about potential inflation, those rates should begin to climb

during the second half of 1993 and go from a bottom of 3.0 percent in the second quarter of 1993 to 3.3
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percent by the end of 1994. The prime rate, however, is expected to continue fall, from 6.0 percent in
the second quarter of 11992 to 4.9 percent by the end of 1994. Long-run rates, as represented by the
Moody AAA bond rate in our forecast, are also expected to fall throughout the forecast period, dropping
form 7.4 percent in the second quarter of 1993 to 6.5 percent by the end of 1994, as inflationary concems
continue to recede.

The Kansas Economy

Figure 9
Nonfarm Wage and Salary
Employment Growth - KS and US
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The Kansas economy, partly because of developments in the durable goods manufacturing sector,
will experience a modest slowdown in 1993 and 1994. Figure 9 gives a comparison of the historical and
forecasted growth rates of nonfarm wage and salary employment in the U.S. and Kansas. As can be seen,

beginning with the onset of the recession in 1990, employment growth has been significantly greater in

18



-, Kansas than in the U.S. over the past three years. For reasons elaborated on below, our forecast is for
- that gap to disappear in 1993 and for the growth of jobs in the U.S. to slightly exceed the growth of jobs
in Kansas in 1994. The forecasted rate of increase of nonfarm wage and salary employment for Kansas

is 1.4 percent in 1993 and 1.0 percent in 1994.

Figure 10
Personal Income Growth
U.S. and Kansas

Percent Change
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Figure 10 shows a comparison of Kansas and U.S. nominal personal income growth. Once again
we see that the growth of personal income in Kansas over the past three years equaled or exceeded that
-of personal income in the nation. Just as in the case of employment, however, we expect to see that trend
disappear 6ver the next two years, as the Kansas economy slows somewhat. The forecasted rates of

growth for personal income in Kansas are 4.1 percent in 1993 and 4.5 percent in 1994, about one
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percentage point below the U.S. average for the period. Corrected for inflation, Kansas personal income

is expected to grow 1.1 percent in both 1993 and 1994.

Figure 11
Unemployment Rates
Kansas and U.S.

Unemployment Rate
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In Figure 11, we compare the Kansas and U.S. unemployment rates. As the figure clearly
illustrates, ;he measured unemployment rate in Kansas historically is significantly lower than ﬂxe U.S.
unemployment rate. The unemployment rate comparison that tells the most about the relative performance
of the two economies is, therefore, the size of the gap between the two. If we focus on this feature, we
see a pattern that is consistent with the conclusions that we drew from the employment and personal
income forecasts. The widening gap in the 1990-1992 period is consistent with the fact that the Kansas
economy was outperforming the U.S. during the period, while the narrowing gap in 1993 and 1994 is

consistent with the interpretation of a forecast of slightly underperforming the U.S. economy.
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Table 3
Kansas Employment Growth Breakdown

1992 1993 1994
Mining -8.1 -6.5 -1.7
Construction 6.7 3.6 1.6
Durable Goods Manufacturing -2.0 -3.8 -2.2
Nondurable Goods Manufacturing 0.0 1.1 0.7
Transportation and Utilities -0.7 1.3 1.1
Wholesale Trade 0.8 1.6 1.5
Retail Trade 1.3 2.9 1.2
Finance, Insurance and Real Estate -0.8 0.8 -1.0
Services 4.2 2.3 2.3
State and Local Government 34 2.2 1.8
Federal Government 2.0 -1.2 -1.8
Farm -3.8 2.8 ;2.5

The breakdown by major sector of the employment forecast for Kansas is shown in Table 3. Due

- to the relative stability of world oil prices over the past several years, Kansas mining employment, which
is mostly in the oil and gas extraction subsector, has had a pattern of gradual decline. With one exception,
employment in this sector has declined every year since 1984. The exceptional year was 1990, when

employment in the Kansas mining sector grew 6.7 percent, in response to fairly large increases in oil
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prices that‘occurred in 1989 and again in 1990. We project imported oil prices to increase only about
three percent per year over the forecast period, leaving the price deflator for petroleum and petroleum
products only 12 to 15 percent above its 1987 level. Given the relatively small rate of increase and low
level of oil prices, our forecast is for mining employment to continue its gradual decline in 1993 and 1994.

Low interest rates and a reasonably healthy state economy led to a growth of 6.7 percent in
construction employment in 1992. This is only the second year of growth in the industry since its peak
- employment year of 1987, and the 1992 level of employment was still nearly 1000 jobs less than it was
during that earlier, year. Our forecast of continued low interest rates indicates a continuation of
employment growth in the industry in 1993 and 1994, although some weakening in personal income
growth over the period will reduce growth rates somewhat from 1992. We forecast construction
employment to grow 3.6 percent in 1993 and 1.6 percent in 1994,

The sector of the Kansas economy that seems to have been hit hardest by the recession is durable
goods manufacturing. The last year of significant growth in the sector was 1989 when employment grew
2.2 percent, following an even stronger 3.8 percent growth in 1988. As the effects of the recession began
to be felt in 1990, growth slowed to a mere 0.7 percent. When the full effects of the recession were felt
in 1991 and 1992, employment in durable goods manufacturing declined by 2 percent a year.
Unfortunately, the hard times for this sector appear to be far from over. Due m large part to large
employment decreases in the transportation equipment subsector, employment in durable goods
manufacturing is expected to fall 3.8 percent in 1993, and another 2.2 percent in 1994. This represents
a loss of nearly_8500 jobs in this sector compared to its 1991 level. The transportation equipment
subsector of durable goods manufacturing saw its last year of significant employment growth, 5.5 percent,
in 1989. This was followed by lackluster 0.3 percent growth in 1990, and 1.3 percent and 1.2 percent
decreases in 1991 and 1992. Largely as a result of problems faced by the aircraft producing subsector,

in particular Boeing, employment in transportation equipment is expected to decline 8.8 percent in 1993
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- and a further 2.6 percent in 1994. This represents a decrease of 6000 workers from 1991 to 1994 in this

- subsector alone. Other, smaller, subsectors of durable goods manufacturing are expected to experience
slight employment declines in 1993 and 1994, including stone, glass, and clay; fabricated metals; and
machinery, including electrical. Primary metals, which accounts for only about 3 percent of the
employment in durable goods manufacturing, will see some employment growth over the period.

The situation is somewhat better in nondurable goods manufacturing. Even during 1990 and 1991,
the years of the biggest effects from the national recession, employment in nondurable goods
manufacturing grew 1.0 and 0.4 percent. Although the sector experienced no employment growth in 1992,
it is expected to grow 1.1 percent in 1993 and 0.7 percent in 1994. The sector will be led by the food
and kindred products sector, in which employment is forecasted to grow 3.2 percent in 1993 and 2.5
percent in 1994. Employment in this subsector makes up a little more than a third of total nondurable
goods manufacturing employment. The printing and publishing subsector will also contribute to the

. strength of nondurable goods manufacturing, growing 0.3 percent in 1993 and 1.3 percent in 1994.

~Employment in chemicals and allied products; petroleumn and coal; and apparel is expected to decline

¢ slightly over the forecast period.

Although the transportation and utilities sector has recently been one of the weaker sectors in the

Kansas economy, with employment declining in 1990, 1991, and 1992, it is forecasted to grow 1.3 percent

in 1993 and 1.1 percent in 1994. Two factors account for the upswing: first, the rate of decline of

“employment in railroads is expected to be smaller than in recent years, and second, employment in

trucking and warehousing, and electric and sanitary services is expected to be moderately strong.

Wholesale and retail trade are also expected to exhibit solid growth. Wholesale trade employment

is expected to grow 1.6 percent in 1993 and 1.5 percent in 1994. Employment in retail trade is expected

to grow 2.9 percent in 1993 and 1.2 percent in 1994. The strongest growth within retail trade will occur

in general merchandise stores and food stores. Employment in auto dealers and gas stations, and apparel
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and accessory stores will decline slightly.

The performance of the finance, insurance, and real estate sector is expected to be relatively flat
over the forecast period, growing 0.8 percent in 1993 and declining 1.0 percent in 1994. Employment in
banking is expected to decline somewhat over the forecast period, while employment in insurance is
expected to grow moderately.

| A sign of a slowdown in the Kansas economy is the growth of employment in the services sector.
Although the forecasted rate of growth in services of 2.3 percent per year is well above the average rate
of growth of employment in the state economy as a whole, it is well below the average rate of growth of
services employment in Kansas over the last several years. Between 1987 and 1992, the average annual
growth rate of services employment was 5.0 percent, so that the forecasted rate of growth is less than half
of the average during the last six years. Employment in hotels and lodging is expected to decline slightly
during 1992 and 1994, while employment in personal services is expected to grow modestly.

Federal government employment is expected to decline 1.5 percent in 1993 and grow 2.0 percent
in 1994. State and local government employment, which accounts for about 17 percent of total jobs in
~ the Kansas economy, is forecasted to continue growing, although at rates slightly below its recent
historical average. The 2.2 percent growth forecasted for 1993, and the 1.8 percent growth forecasted for
1994 are both below the average annual growth of 2.8 percent in this sector over the last six years.

The forecast is for farm employment to increase 2.8 percent in 1993 and decrease 2.5 percent in
1994. This compares somewhat favorably to the average 2.8 percent decrease in farm employment over
the past 6 years.

The breakdown of the personal income forecast for Kansas is shown in Table 4. Because of the
very mild inflation that is predicted for the forecast period, the forecasted 4.1 percent and 4.5 percent
increases in personal income still translate into real personal income gains. Corrected for inflation,

personal income will grow 1.1 percent in both 1993 and 1994. The slowdown in the Kansas economy
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Table 4
Kansas Personal Income Growth Breakdown

1992 1993 1994

Personal Income - Nominal 7.0 4.1 4.5
Wages and Salaries 5.4 3.7 4.0
Nonfarm Proprietors’ Income 9.7 9.2 54
Farm Proprietors’ Income 126.1 -8.4 -7.2
Dividends Interest and Rent -1.3 1.5 3.0
Personal Contributions for

Social Insurance 59 6.3 6.4
Transfer Payments 11.1 8.2 9.5
Other Labor Income 6.4 , 6.6 5.7

is reflected in the relatively small growth forecasted for wages and salaries, 3.7 percent and 4.0 percent
for 1993 and 1994, respectively. For the purpose of comparison, we note that from 1987 through 1992,
a period that included a national recession, the average annual growth rate of wages and salaries in Kansas
was 5.3 percent.

Nonfarm pfoprietors’ income is expected to grow 9.2 percent in 1993 and 5.4 percent in 1994.
As evidenced by' the 126 percent growth in 1992, farm proprietors’ income is a highly volatile part of
Kansas personal income. In fact, during the last six years, growth in farm proprietors’ income has ranged
from a high of 126 percent to a low of -47 percent. This extreme variability in farm proprietors’ income
makes it very difficult to forecast reliably. Although our forecast is for modest declines in 1993 and 1994,

this would still keep its level relatively high by recent historical standards. Since forecasts of farm
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proprietors’ income are so much less reliable than the forecasts of other categories of personal income,
it makes sense 1o calculate forecasts for personal income less farm proprietors’ income. If we do so, we
find that personal income less farm proprietors’ income grew 5.2 percent in 1992, and is forecasted to
grow 4.5 percent in 1993 and 4.8 percent in 1994. This illustrates the degree to which the variability in
faﬁn proprietors’ income introduces variability to the forecasts of personal income.

A big decline in interest rates in 1992 led to a fall in personal income received through dividends,
interest, and rents. Although interest rates are expected to be slightly lower on average in 1993 than 1992,
the difference will not be great enough to cause a further decline in dividend, interest, and rental income,
which should grow a modest 1.5 percent in 1993. Slight increases in interest rates in 1994 will lead to
a 3.0 percent increase in personal income from this category. Personal contributions for social insurance,
a deduction from personal income, is expected to experience stable growth of just less than six and a half
percent over the forecast period. Income from transfer payments is expected to grow 8.2 percent and 9.5
percent in 1993 and 1994, respectively, while other labor income will grow 6.6 percent and 5.7

percent.

Conclusion

Growth of the national economy in 1993 and 1994 will be driven by the domestic private sector,
in particular by consumer spending on durable goods and business spending on new equipment. A strong
focus on reducing the budget deficit effectively limits fiscal policy as a source of growth, while a concem
for limiting inflation rather than stimulating growth eliminates money supply increases as a stimulus.
Furthermore, economic weakness among our trading partners removes any hope of growth through
increased demand from abroad. Moderate growth in aggregate demand means that inflation will increase
only slightly, but at the same time it means that the unemployment rate will probably increase slightly.

Finally, short-term interest rates have probably bottomed out, but long-term rates should continue to fall

26



gradually, reflecting reduced inflationary expectations.
The run during which the Kansas economy has outperformed the national economy appears to be
coming to an end, largely due to a reduction in employment in the durable goods manufacturing sector.

Nevertheless, it appears that there will still be job and real income growth in the state in 1993 and 1994,

even while adjustments are taking place.
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Notes

1. The forecasts for the national economy are produced by the Econometric Model of the United
States developed at the Center for Econometric Model Research at the University of Indiana, using
assumptions generated at the Institute. The directors of the CEMR are R. Jeffery Green and Morton J.
Marcus. The Kansas forecasts are produced by the Kansas Econometric Model, which is a product of the
Institute for Public Policy and Business Research. '

2. Trade weighted average of the dollar’s exchange rate.

3. National Income and Product Accounts basis.

4. Employment refers to total number of Kansas residents employed in civilian (including
nonmilitary government) jobs. Nonfarm wage and salary employment refers to total nonfarm civilian
(including nonmilitary govermnment) jobs in Kansas. Thus, to go from nonfarm wage and salary

employment to employment, one must correct for farm employment, Kansans who have more than one
job, Kansans who work out of state, and non-Kansas residents who work in Kansas.
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