Institute for Public Policy and Business Research
The University of Kansas

U.S. AND KANSAS ECONOMIC FORECASTS FOR 1995

by
Norman Clifford
Research Associate
Director of Forecasting

Charles Krider
Professor of Business, and
Executive Director
Funding for the Kansas Economic Modeling Program at the Institute is provided by the state of Kansas
January 1995

Report No. 220



Preface

The Institute for Public Policy and Business Research is pleased to present this 1995 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 1995, and an appendix with detailed quarter by quarter forecasts for each sector.

The forecast and this report were prepared by Norman Clifford, Research Associate and director of
the Kansas Econometric Model. The Kansas Econometric Model is a long-term project of the Institute;
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Executive Summary

The National Economy

The national economy will continue to grow in 1995, but at a slower rate than in 1994. While real GDP
grew a robust 4.0 percent in 1994, it is expected to grow 2.8 percent in 1995. Although the predicted growth
is a significant drop-off from last year's increase, it is still slightly above the long-run average annual rate
of growth of 2.5 percent that the U.S. economy has experienced over the last twenty-five years.

There are several reasons to expect U.S. economic growth to be slower in 1995, First, the sectoral pattern
of growth in 1994 is not likely to be repeated. Firms' additions to inventories accounted for a significant
portion of growth in 1994, especially in the second and third quarters of the year. As aresult, the rate at which
firms added to inventories in 1994 tripled the rate at which those additions were made in 1993, and
contributed to six-tenths of a percentage point to the overall growth rate of GDP. The movement of inventory
additions back toward the rates that have been observed in recent years will reduce GDP growth by nearly
a full percentage point.

A second reason for reduced growth in 1995 comes from reduced growth in consumer spending, which
was the largest contributor to economic growth in 1994, increasing 3.4 percent. Slower real disposable
income growth in 1995 is expected to reduce the rate of increase of consumer spending to 2.9 percent. Most
of the reduction will come in reduced spending on durable goods, which grew 8.3 percent in 1993 and 7.9
percent in 1994, but which is expected to grow about 6.2 percent in 1995.

A third reason for the reduced rate of output growth is higher interest rates. As the Federal Reserve
Board continues to observe high rates of output, and low unemployment rates, it will feel the need to slow
the economy further by raising interest rates early in the year.

Purchasesl of plant and equipment by businesses will be one of the strengths of the economy in 1995,
as it has been over the past two years. Such purchases increased by over 12 percent in 1993 and over 13

percent in 1994, and are expected to grow 9.8 percent in 1995. Most of the growth will be in business



purchascs of equipment, although investment in new structures is expected to increase 4.0 percent.

Another strength of the economy in 1995 is expected to be exports; real exports are expected to grow
10.5 percent, exceeding both the 1993 growth rate of 4.1 percent and the 1994 growth rate of 8.5 percent.
Government spending should be less of a drag on aggregate demand this year than it was over the last two
years. Smaller reductions in the rate of real federal government purchases of goods and services mean that
total real government purchases will grow 1.3 percent, after declining 0.8 and 0.5 percent in 1993 and 1994.

Nominal personal income is expected to increase 6.8 percent in 1995, slightly exceeding the 6.4 percent
growth exhibited in 1994. Because of faster price increases, however, personal income adjusted for inflation
will grow slightly slower in 1995. The fastest growing segment of personal income should be personal
interest income; higher interest rates will increase its rate of growth from 4.0 percent to 11.7 percent.

Strong economic growth in 1994 brought the unemployment rate, which averaged 6.6 percent during
the first quarter of 1994, down to 5.6 percent in the fourth quarter of the year. Slower economic growth during
1995 will lead to a very modest decrease in the unemployment rate, which should end the year at about 5.4
percent.

The high rate of output in 1994, as well as the low unemployment rate that is expected to continue
throughout 1995, will lead to an increase in the inflation rate as measured by the rate of change of the
consumer price index. The overall rate of inflation, which averaged 2.7 percent during 1994, is expected to
increase to 4 percent in 1995. The increase will be seen in prices of most types of goods and services.

Continuing rates of output growth above the long-run average rate of growth of the economy and
statistics that traditionally indicate a tight labor market will likely signal imminent inflation to the Federal
Reserve Board, which is expected to increase short-term interest rates in the early part of the year. The rate
on three month Treasury bills jumped from 4.5 percent in the third quarter of 1994 to 5.3 percent in the fourth
quarter, and is expected to increase again to 6.2 percent during the first quarter of 1995. Rate increases after
the first quarter should taper off, however, and the three month Treasury bill rate should end the year at about

6.5 percent.



“
Table 1
The National Forecast--Summary

1991 1992 1993 1994 1995
Real GDP (billions) 4867.7 4979.3 5134.5 5337.6 5486.7
Growth Rate -0.6 2.3 3.1 4.0 2.8
Rate of Inflation 42 30 3.0 2.7 4.0
Civilian Employment
(millions) 116.9 117.6 119.3 123.0 125.7
Growth Rate -0.9 0.6 1.5 3.1 2.2
Unemployment Rate 6.7 74 6.8 6.1 54
3-Month T-Bill Rate 54 35 3.0 43 6.4
Nominal Personal
Income (billions) 4860.3 51544 5375.1 5698.0 6086.6
Growth Rate 4.0 6.1 43 6.0 6.8

m

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. Since monetary actions affect both the rate of output of the economy and the rate of inflation, the
Federal Reserve Board, whose policies are most directly related to the business cycle, is sometimes in the
position of having to focus on one or the other of these major targets. It appears that the primary concern of
the Fed currently is the potential that exists for accelerating inflation in the coming year and beyond;
therefore, monetary policy will center on cooling the economy in order to stifle inflation before it can gain
additional momentum. Thus, we expect the Fed to increase short-term interest rates substantially during the
first quarter of 1995, in spite of some signs that the economic growth will slow somewhat from the pace that
it maintained during 1994. Rates will increase more moderately through the rest of the year, going from 6.2
percent in the first quarter to 6.5 percent by the end of the year.

2. Federal government purchases of goods and services will be less of a short-run drag on aggregate
demand in 1995 than in the two previous years. Real federal defense purchases declined about 6.8 percent
per year in 1993 and 5.8 percent in 1994. In addition, real non-defense purchases grew only 0.7 percent in
1993 and declined 2.0 percent in 1994. As a result, total real federal government purchases of goods and
services declined 4.5 percent in 1993 and 4.6 percent in 1994. In 1995, on the other hand, real defense



expenditures are expected to decline only 0.4 percent, while non-defense expenditures decline 0.3 percent,
resulting in a decline in total real federal government purchases of goods and services of only 0.4 percent.

3. The dollar will continue to weaken slightly, with the exchange rate of the dollar declining at about a
2 percent annual rate over the forecast period.” Real exports, which grew at a strong 8.5 percent annual rate
in 1994, will grow 10.5 percent in 1995.

4. Imported oil prices will increase at about a 1.8 percent annual rate over the forecast period.
The Kansas Economy

The Kansas forecast is summarized in Table 2, below. The outlook for the Kansas economy is for 1995
to look much like 1994. Civilian employment is expected to grow 1.6 percent, slightly faster than the rate of
growth of the civilian labor force at 1.2 percent. As a result, the unemployment rate should drop to 4.9 percent
from 5.3 percent in 1994. Since the method of measuring employment and the labor force changed at the
beginning of 1994, the growth rates of these two series for 1994 have no real meaning, and cannot be
compared to their 1995 growth rates. We can, however, compare the growth rates in Kansas jobs for the two
years, and if we do so we see that the 1.8 percent growth in jobs forecasted for 1995 compares favorably with
the 2.2 percent growth experienced in 1994.

Job growth in various sectors of the Kansas economy is expected to be somewhat varied. Mining
employment, which has been declining for nearly a decade, experienced an unusual 3.9 percent growth in
1994, but is expected to decline again in 1995. The construction sector, which added jobs at a rapid 9.6
percent rate in 1994, is expected to continue to grow, although at a more modest 3.5 percent rate as the effects
of higher interest rates are felt.

Within the manufacturing sector, job growth in non-durable goods manufacturing is expected to slow
to 1.1 percent from its 1.8 percent growth in 1994. The sector will be lead by 3.0 percent job growth in
printing and publishing, and 1.6 percent job growth in petroleum and coal products. Employment in durable
goods manufacturing is expected to be 1.6 percent following 1.5 percent growth in 1994. Although job
growth in manufacturing of machinery (including electrical) is expected to slow significantly from its 7.3
percent growth in 1994, employment in manufacturing of transportation equipment is expected to increase
3.0 percent following two years of serious decline.

Employment in transportation, communications, and public utilities will grow a modest 1.1 percent after



increasing a healthy 4.7 percent in 1994, when employment in the recently declining railroad sector grew a
surprising 6.4 percent. Employment in wholesale trade should remain steady after declining 3.8 percent in
1994, while employment in retail trade should match its 1994 growth, increasing 1.1 percent. Employment
in finance, insurance and real estate will stay constant in 1995, following a modest 1.0 percent increase in
1994.

The services sector should remain strong, following a 1994 employment increase of 4.8 percent with an
increase of 3.7 percent in 1995. Although federal government employment in Kansas is expected to decline
slightly, state and local government employment should increase 1.4 percent.

Nominal personal income is forecasted to grow 5.7 percent in 1995, slightly faster than its 5.2 percent
growth of 1994. Corrected for inflation, however, real personal income is expected to grow 2.0 percent, down
somewhat from its 2.9 percent growth in 1994. Wages and salaries are expected to grow 5.6 percent compared
to 5.8 percent in 1994, while income from dividends, interest, and rents is forecasted to grow 6.8 percent,

after growing 3.5 percent in 1994.
m

Table 2
The Kansas Forecast--Summary

1991 1992 1993 1994 1995
Civilian Labor
Force (thousands) 1267.0 1330.0 1340.0 1338.6 1355.0
Growth Rate -0.4 5.0 0.8 -0.1 1.2
Total Employment
(thousands) 1211.0 1274.0 1275.4 1268.0 1288.6
Growth Rate -0.4 52 0.1 -0.6 1.6
Wage and Salary
Employment (thousands) 1095.4 1115.1 1134.6 1159.6 1180.6
Growth Rate 0.6 1.8 1.8 22 1.8
Unemployment Rate 4.4 4.2 4.8 53 4.9
Nominal Personal
Income (millions) 45475.5 48340.8 50295.3 52930.0 55932.5
Growth Rate 3.9 6.3 4.0 52 5.7
Real Personal
Income (millions) 37979.1 391374 39732.5 40902.3 41738.9
Growth Rate 0.3 3.0 1.5 29 2.0

m



Introduction

Fueled by a burst of real output growth in the second and third quarters, U.S. real gross domestic product
grew 4.0 percent in 1994, following a healthy 3.1 percent rate of growth in 1993. The rate of real output
growth is expected to slow to 2.8 percent in 1995, however, as several factors combine to reduce the rate of
economic growth. First, much of the growth in the second and third quarters was due to unusually high levels
of additions to business inventories, levels which are unlikely to be maintained. Second, some of the third
quarter growth was due to a 12.6 percent increase in real defense spending, which is also not likely to be the
pattern of the near future. Third, the strong real consumer spending growth of the last two years will moderate
as consumers reduce the rate of increase of their purchases of durable goods. Finally, higher interest rates
imposed by the Federal Reserve Board will have a dampening effect on the economy.

The rate of inflation, which was 2.7 percent in 1994 as measured by the change in the consumer price
index, is expected to increase to 4.0 percent in 1995. Higher inflation means that, although nominal personal
income is expected to grow 6.8 percent in 1995, slightly faster than the 6.0 percent that it grew in 1994, real
personal income will grow more slowly in 1995 than it did in 1994.

Slower economic growth in 1995 will also mean a slower rate of net job creation. Nonfarm wage and
salary employment grew 2.6 percent in 1994, but that rate is expected to slow to 2.3 percent in 1995. The
slower rate of job growth means that the unemployment rate, which fell to 5.6 percent in the fourth quarter
of 1994, will decline more slowly in 1995, ending the year at 5.4 percent.

The outlook for the Kansas economy appears to be relatively stable for 1995. Anchored by continued
growth of employment in the service and construction sectors, nonfarm wage and salary employment is
expected to grow 1.8 percent, slightly slower than its 2.2 percent growth in 1994. Growth of employment in
manufacturing, although slightly below the state average, should be about as strong as in 1994. The rate of
employment growth should be fast enough to reduce the unemployment rate to 4.9 percent in 1995 from 5.3
percent in 1994,

The National Economy
The national forecast presented below is based on the following major assumptions:'

1. Since monetary actions affect both the rate of output of the economy and the rate of inflation, the
Federal Reserve Board, whose policies are most directly related to the business cycle, is sometimes in the
position of having to focus on one or the other of these major targets. It appears that the primary concern of
the Fed currently is the potential that exists for accelerating inflation in the coming year and beyond;
therefore, monetary policy will center on cooling the economy in order to stifle inflation before it can gain



additional momentum. Thus, we expect the Fed to increase short-term interest rates substantially during the
first quarter of 1995, in spite of some signs that economic growth will slow somewhat from the pace that it
maintained during 1994. Rates will increase more moderately through the rest of the year, going from 6.2
percent in the first quarter to 6.5 percent by the end of the year.

2. Federal government purchases of goods and services will be less of a short-run drag on aggregate
demand in 1995 than in the two previous years. Real federal defense purchases declined about 6.8 percent
per year in 1993 and 5.8 percent in 1994. In addition, real non-defense purchases grew only 0.7 percent in
1993 and declined 2.0 percent in 1994. As a result, total real federal government purchases of goods and
services declined 4.5 percent in 1993 and 4.6 percent in 1994. In 1995, on the other hand, real defense
expenditures are expected to decline only 0.4 percent, while non-defense expenditures decline 0.3 percent,
resulting in a decline in total real federal government purchases of goods and services of only 0.4 percent.

3. The dollar will continue to weaken slightly, with the exchange rate of the dollar declining at about a
2 percent annual rate over the forecast period.? Real exports, which grew at a strong 8.5 percent annual rate
in 1994, will grow 10.5 percent in 1995.

4. Imported oil prices will increase at about a 1.8 percent annual rate over the forecast period.

Real GDP Growth
1990 - 1995

Percent Change
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Given these assumptions, our forecast is that the national economy will continue to grow in 1995 but
at a slower rate than in 1994. Real gross domestic product (GDP) increased 4.0 percent in 1994, after
exhibiting strong growth during the first three quarters. Real GDP is forecasted to grow 2.8 percent in 1995.
Although that growth is significantly below 1994's rate of growth, it is slightly above the national economy's
long-run average rate of growth of about 2.5 percent and thus does not represent a severe downturn.

Figure 1 illustrates the quarterly pattern of our forecast for output growth. The figure clearly illustrates
the expected slowdown in growth relative to the most recent four quarters. There are several reasons for the
expected reduction in the rate of output growth in 1995. First, consumer spending, which accounts for about
two thirds of output in the national economy, has been a strong contributor to economic growth during the
last two years, growing 3.3 percent in 1993 and 3.4 percent in 1994. Our forecast is that consumer spending,
while continuing to grow in 1995, will increase at a more modest 2.9 percent pace. Second, the high growth
rates of the economy in the second and third quarters of 1994 (4.1 and 4.0 percent, respectively), were aided
by unusually high levels of inventory increases by firms. Third, a 12.8 percent increase in federal defense
spending also contributed to the 4.0 percent output growth in the third quarter of 1994. Since real federal
defense spending has decreased 6.8 percent and 5.8 percent in each of the last two years, this would appear
to be more of an accident of timing than of a persisting contribution to output growth. Finally, higher interest
rates are expected to slow the growth of the national economy in 1995.

Figure 2 indicates the relative contributions to output growth of the major sectors of the economy in
1994 and 1995. Each bar in the figure indicates the rate at which GDP would grow if the indicated sector
grew at its historical or forecasted rate and output in all other sectors remained constant. Since consumer
spending accounts for about two thirds of aggregate demand in the U.S. economy, it is not unusual for this
sector to be the major contributor to economic growth, even when it is not the fastest growing sector.
However, the figure clearly indicates the impact that our forecasted slowdown in consumer spending growth
has on the forecast of the overall growth rate of output.

There are two main reasons for the lower rate of consumer spending growth forecasted for 1995. First,
the rate of growth of consumer spending outpaced the growth of real disposable personal income in both 1993
and 1994, putting the personal savings rate at a relatively low 4.0 percent in 1994. With an increase in

indebtedness consumers will feel more constrained to pay for purchases out of current income. Since we
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Figure 2

forecast real disposable personal income to grow only 3.1 percent in 1995, we expect consumers to reduce
their rate of increase of real consumption spending.

The second reason for our forecast of reduced consumer spending in 1995 is related to the composition
of the consumer spending growth that has occurred during the last two years, which has been heavily
concentrated in increases in purchases of consumers' durable goods. Real consumer purchases of durable
goods increased 8.3 percent in 1993 and 7.9 percent in 1994, greatly exceeding the 2.4 percent average annual
rate of growth of real consumer purchases of nondurable goods and the 2.7 percent average annual rate of
growth of real consumer purchases of services during the same two year period. Partly because consumers
will have caught up with durable goods purchases that were postponed during the recession, and partly
because of the higher interest rates and the higher levels of consumer indebtedness referred to above, we
expect consumer spending on durable goods to increase a much smaller 6.2 percent in 1995. This compares

to 2.4 percent expected growth in real consumer spending on nondurable goods, and 2.3 percent expected



growth in real consumer purchases of services.

As Figure 2 shows, real business investment was a strong contributor to the economy in 1994--as it was
in 1993. Real business investment grew more than 12 percent in 1993 and over 13 percent in 1994. We expect
that real business investment will continue to be a strong area of the economy in 1995, growing 9.8 percent.
However, the fact that it will be growing slower than it did during the last two years is a contributing factor
to the reduced rate of output growth forecasted for 1995. Continuing a trend that has been seen over the past
several years, most of the growth in business investment will occur in investment in equipment; investment
in new structures will grow 4.0 percent, somewhat faster than 1994's 1.4 percent growth but still much lower

than the overall rate of increase in business investment.

Growth of Exports
and Imports

Percent Change
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Figure 3

Figure 3 shows the historical growth of imports and exports over the past several years, as well as our
forecast. Export growth is expected to be a strength of the economy in 1995, with real exports growing 10.5

percent. In addition, reduced growth in consumer spending will contribute to a lower rate of growth of

10



imports in 1995, so that export growth will exceed import growth by about two percentage points. Thus, the

trade balance should remain stable.’
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Figure 4

Figure 4 illustrates the historical path and the forecast for changes in business inventories. The unusually
high rate of inventory accumulation during the second and third quarters of 1994, relative to the previous five
years, is clearly visible in the figure. In fact, if firms had added to inventories at the same rate during the
second quarter as they did during the first quarter (which was already higher than the rate during any quarter
of the previous two years), the growth rate of real GDP would have been only 1.5 percent in that quarter,
rather than the 4.1 percent actually recorded. In the third quarter, firms added to inventories at a slightly faster
pace than in the second quarter. Even if these rates of inventory increase were intended by firms, it is highly
improbable that rates of inventory buildup that are so much higher than we have seen during the recent history
of the economy will continue for an extended period. Thus, expected lower rates of inventory increases are

another reason for the forecast of lower growth in 1995,
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Although real federal defense spending is expected to decline 0.4 percent in 1995, this is much smaller
than the 6.8 and 5.8 percent reductions in 1993 and 1994. When a small expected decrease (0.3 percent) in
real federal nondefense spending is included, we get a forecast of a 0.4 percent decline in total federal
purchases of goods and services in 1995, which is again much smaller than the 4.5 and 4.6 percent reductions

of the previous two years. Overall, government purchases of goods and services should grow 1.3 percent in

1995, driven by a 2.3 percent growth in state and local government purchases.

U.S. Nominal Personal Income Growth
1990 - 1995

Percent Change
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Figure 5

Our forecast for nominal personal income growth is illustrated in Figure 5. Although most of the
components of personal income, including wages and salaries, are expected to increase a little slower in 1995
than they did in 1994, total personal income is expected to grow 6.8 percent compared to 6.4 percent in 1994.
The reason for this is that, as a result of our prediction of higher interest rates in 1995, personal interest
income is expected to grow 11.7 percent compared to 4.0 percent in 1994. Personal income corrected for

inflation, however, is forecasted to increase 3.2 percent in 1995, less than its 3.8 percent growth in 1994, due

12



to somewhat greater inflation expected next year. Similarly, real disposable personal income, after tax
income, is expected to grow 3.1 percent in 1995 compared to 3.4 percent in 1994, contributing to the

reduction of growth in personal consumption spending discussed above.

Growth of U.S. Employment
and Labor Force

Percent Change

-2 — " ~® Labor Force

% Employment

-4 | T T T L T T L) L L) ¥ | L] | T T ] L] L T 1 L} L) T 1

123412341234123412341234
| 1990 | 1991 | 1992 | 1993 | 1994 | 1995 |

Figure 6

The forecast for labor force and employment growth is shown in Figure 6. The large spike in each series
at the first quarter of 1994 is due to a change in the way in which both the labor force and employment are
measured by the U.S. Bureau of Labor Statistics and not to a sudden increase in either of the series. The
unemployment rate fell during the middle two quarters of 1994, and our forecast calls for that trend to
continue through the fourth quarter of the year. Thus, the unemployment rate, which averaged 6.6 percent
during the first quarter of the year, is expected to average 5.6 percent during the fourth quarter. Slower growth
of the economy in 1995 will mean that the growth of employment will only slightly exceed the growth of the
labor force, and the unemployment rate will fall only slightly over the course of the year, finishing the year
at 5.4 percent in the fourth quarter.

13
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Figure 7

Figure 7 tracks our forecast for inflation as measured by the rate of change of the consumer price index;
as the figure indicates, inflation is expected to accelerate modestly during the coming year. The accelerated
price increases in our forecast are fairly widely distributed across consumption categories. For example, food
and beverage prices are expected to increase 3.5 percent in 1995, compared to a 2.4 percent increase in 1994,
while housing costs, which increased 2.6 percent in 1994 are likely to grow 4.0 percent in 1995. Similarly,
transportation costs are expected to increase 4.1 percent in 1995 after increasing 3.1 percent in 1994. The
growth in transportation costs is driven by an expected 5.0 percent increase in the cost of motor fuel, which
grew by less than one percent in 1994. New car prices are expected to increase 3.1 percent after increasing
3.6 percent in 1994. Finally, the costs of medical care are expected to rise 5.5 percent in 1995, compared to
a 4.7 percent increase in 1994.

Our interest rate forecasts are illustrated in Figure 8. The Fed's first priority is to keep inflation from

accelerating, and its approach seems to be to look for signs of future increases in inflation, and to take action

14
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based on these signs, rather than to wait for the actual increases. It appears that one of the signs that the Fed
looks to for evidence of accelerating inflation in the future is the current rate of output growth. The U.S.
economy has now had four consecutive qQuarters of output growth at a rate substantially above the long-run
average rate of growth of the economy. It is hard to believe that the Fed will not perceive the surprising 4.0
percent growth of the third quarter of 1994 as a signal of potential accelerating inflation down the road and
take action to raise interest rates. Thus, in our forecast, short-run interest rates are expected to increase
significantly in the first quarter of 1995, and increase at a more modest rate during the rest of the year, with
the rate on three-month treasury bills reaching about 6.5 percent by the fourth quarter. The prime lending rate
by banks will also increase over the period, increasing from 7.5 percent in the third quarter of 1994 to 9.0
percent by the fourth quarter of 1995. Long-run rates should exhibit a more modest increase, from 8.2 percent
in the third quarter of 1994 to 9.1 percent during the last quarter of 1995, as the cooling economy relieves

long-run inflationary concerns.
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The Kansas Outlook

Overall, the outlook is for Kansas' 1995 economic. performance to be much the same as it was in 1994.
Total Kansas employment is expected to grow 1.6 percent, while the labor force is expected to grow 1.2
percent, bringing the unemployment rate down to 4.9 percent, from 5.3 percent in 1994. The number of jobs
in Kansas, as measured by nonfarm wage and salary employment,* should increase by about 1.8 percent in
1995, a rate that is comparable to 1994's 2.2 percent increase. Based on data for the first half of the year,
nominal personal income is expected to grow 5.2 percent in 1994, The forecast is for personal income to grow
5.7 percent in 1995. Although this is slightly faster than 1994's growth, the additional growth will be more
than offset by higher inflation; when we correct for the increased inflation, we find that real personal income
growth is expected to slow to 2.0 percent from 2.9 percent in 1994.

The breakdown of the forecast of Kansas Job growth by sector is given in Table 3. Although mining
employment grew in 1994, this was atypical: with the exception of 1990, mining employment declined in
every year from 1986 through 1993. Our forecast calls for mining employment to return to the more usual
pattern seen over the last decade.

It took four years of growth in construction employment during the 1990-1993 period to return it to the
level that it had reached before it declined at the end of the 1980s. Although higher interest rates in 1995 will
prevent a repetition of 1994's robust 9.6 percent growth, construction employment should still grow at an
above-statewide average of 3.5 percent.

Growth of jobs in both durable and nondurable 8oods manufacturing should remain solid. Employment
in durable goods manufacturing is expected to grow 1.6 percent, slightly above its 1.5 percent growth in 1994,
In 1994, the sector was led by employment growth of 7.3 percent in the manufacturing of machinery
(including electrical), while employment in the manufacturing of transportation equipment declined 4.3
percent, following a 9.5 percent decline in 1993. For 1995, employment in the manufacturing of machinery
is expected to grow a more moderate 1.7 percent, while employment in the manufacturing of transportation
equipment is expected to increase 3.0 percent, its first increase in three years. Among the smaller sectors of
durable goods manufacturing, employment in stone, glass, and clay, and in primary metals, is expected to
decline slightly, following the strong growth in both sectors in 1994. Employment in fabricated metals

manufacturing is likely to decrease for the second year in a row.
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Table 3
Kansas Employment Growth Breakdown

1993 1994 1995
Mining -7.6 3.9 -2.3
Construction 34 9.6 35
Durable Goods Manufacturing -3.2 1.5 1.6
Nondurable Goods Manufacturing 1.2 1.8 1.1
Transportation and Utilities 1.2 4.7 1.1
Wholesale Trade 1.8 -3.8 0.6
Retail Trade 2.5 1.2 1.1
Finance, Insurance and Real Estate 0.7 1.0 0.1
Services 2.8 438 3.7
State and Local Government 8.5 0.3 1.4
Federal Government -1.6 1:3 -0.2

Farm -4.3 7.0 -1.1

Employment in nondurable goods manufacturing will probably grow 1.1 percent in 1995, down only
slightly from its 1994 growth of 1.8 percent. Although employment in the food and kindred products
subsector should increase only 0.2 percent, compared to 2.9 percent in 1994, employment growth in printing
and publishing is expected to continue to lead the sector, with 3.0 percent growth following 4.1 percent
growth in 1994. Employment in the food and kindred products sector and the printing and publishing sector
make up nearly two thirds of the employment in nondurable goods manufacturing in Kansas. The next largest
sector, petroleum and coal products, is expected to experience employment growth of 1.6 percent, after
declining 0.1 percent in 1994,

Helped by a 6.4 percent rate of growth in railroad employment, which declined in every year from 1986
through 1993, employment in transportation, communications, and public utilities grew 4.7 percent in 1994,

With railroad employment likely to decline slightly in 1995, employment in this sector is expected to grow
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a more modest 1.1 percent in 1995. Among other sectors in this area, employment in trucking and
warehousing will grow 1.7 percent, compared to 3.9 percent in 19@4, while employment in electric, gas, and
sanitary services is expected to remain stable, following a 2.6 percent decrease in 1994,

Employment in wholesale trade will increase slightly following a 3.8 percent decline in 1994, but retail
trade employment is expected to grow 1.1 percent, near its 1.2 percent rate of growth of 1994. Within the area
of retail trade, employment in general merchandise stores will decline slightly after growing 1.8 percent in
1994, while employment in food stores should increase 1.3 percent, compared to a 3.4 percent decline in
1994. Employment among auto dealers and gas stations is expected to decrease slightly in 1995, down from
a robust 8.2 percent growth in the previous year. Continuing along the same path as in 1994, employment in

apparel and accessory stores should remain level.

ﬁ
Table 4
Kansas Personal Income Growth Breakdown

1993 1994 1995
Personal Income - Nominal 4.0 52 5.7
Wages and Salaries 3.4 58 5.6
Nonfarm Proprietors' Income 7.9 7.8 4.3
Farm Proprietors' [ncome -1.9 -5.8 -0.4
Dividends Interest and Rent 1.1 3.5 6.8
Personal Contributions for
Social Insurance 4.5 6.8 59
Transfer Payments 6.9 53 6.7
Other Labor Income 8.0 58 5.1

“

Employment in finance, insurance, and real estate is expected to remain steady, following a modest 1.0
percent increase in 1994. Within the sector, employment in the banking area should remain nearly constant,
while employment in insurance will decline 3.1 percent. Employment in the services sector, which accounts

for over one fourth of the nonfarm jobs in Kansas, is expected to continue its strong growth in 1995, with an
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increase of 3.7 percent following 4.8 percent growth in 1994. Although federal government employment is
expected to decline slightly, state and local government employment should increase 1.4 percent.

Among the contributors to personal income growth, wages and salaries are expected to grow 5.6 percent
in 1995, compared to 5.8 percent in 1994 (Table 4). An interesting sidelight arises in connection with the
growth of wages and salaries. During the first half of 1994, the period for which we have data on both
employment and wages, the total wages and salaries in the retail trade sector and in the finance, insurance,
and real estate sector, after correcting for inflation, have grown significantly faster than the number of jobs.
This suggests that jobs in these sectors are more likely to be full-time, or at least provide more hours per
week, than a year ago.

Higher interest rates are expected to cause income from dividends, interest, and rents to increase 6.8
percent, compared to a 3.5 percent increase in 1994. The growth of transfer payments should increase from
5.3 percent in 1994 to 6.7 percent in 1995. Adjusted for inflation, real Kansas personal income is expected

to grow 2.0 percent in 1995, compared to 2.9 percent in 1994,

Conclusion

There are several good reasons to expect a slowdown in the growth of the national economy in 1995,
Removing the stimulus to output growth provided by the unusually high levels of inventory accumulations
in 1994 would significantly reduce the rate of output growth even if the rate of growth of real final sales
remained the same as it was in 1994. If we add to that the fact that households have managed to keep the rate
of real consumption growing above three precent during the last two years by consuming a larger portion of
disposable personal income and simultaneously increasing their debt levels, we can probably expect the rate
of consumer spending growth to be somewhat lower in 1995. Thus, even without a movement by the Fed,
the most likely scenario would be for national economic growth to slow.

In spite of what would appear to be a probable significant slowing of economic growth in 1995, the Fed,
more concerned with what it considers to be signs of potential inflation, seems likely to pursue a course of
monetary restraint, increasing short-term interest rates in the fourth quarter of 1994 and again in the first
quarter of 1995. The level of uncertainty in our knowledge about the economy at any particular time, coupled
with the uncertainty about the magnitude of the effects of monetary actions, suggests that 1995 may be a

period of some risk for the national economy. If the forces that are expected to slow the economy are strong,
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then it could be quite vulnerable at a time when the Fed is taking actions that are the result of a focus on
inflationary pressures that have not yet been clearly manifested in consumer pricés.

The Kansas economy appears to be somewhat stable. In the durable goods sector, slower employment
growth in manufacturing of machinery should be offset by improved performance in transportation equipment
manufacturing. Although the employment increase in nondurable goods manufacturing will slow slightly,
growth in the printing and publishing subsector will continue to be strong. Overall job growth, although down
slightly from 1994, should be sufficiently strong to reduce the unemployment rate slightly, from 5.3 to 4.9
percent. Nominal personal income should grow a bit faster in 1995 (5.7 percent) than in 1994 (5.2 percent),
but slightly higher inflation in 1995 means that real personal income will grow 2.0 percent in 1995, compared
to 2.9 percent in 1994.
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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 government) 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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