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The Outlook for the National Economy in 1990

Bluce L.JaJfee

Prolessor and Clabperson. Business Eco-
not ics anl Public Polic!, Inliana Unioer
sity School of Businas

As we predictcd last yeat thc national
economy in 1989 cxpedenced positivc
real growth in CNP but at substantially
slowcr ratcs than trctwccn 1987and
1988. Spccifically, we cxpcct 1989 to
havc a real growth in CNP on a year-
ovcr-ycar basis of approximatcly 2.87..
Thc rclatively strong scctors arcbusi-
ncss investment. cspccially for equip-
mcnt, and exports. However, even
thcs€ scctors in 1989 grew morc slowly
ihan in thc pievious year.

Our gcneral outlook for 1990 is for
continuing positivc rcal Srowth in
GNP, but at an cven slower rate than
for 1989. Spccifically, we expc{t rcal
CNP to grow at a 27d avcragc annual
rate. We do not scc 1990 as being a year
of recession, However. we do cxpcct
thc fourth qua er of 1989 and the first
quarter of 1990 to be cspecirlly wcak,
wiih real Srowth at annual rates of lcss
than 17.. The leading grcwlh scctors of
thc econonly in 1990 are expcctcd to bc
business invcstmcnt for capital equip_
ment, cxports, and state and local gov-
crnmcnt spending. But in thc fitst two
cases we cxpcct growth mtes to bc sig-
niiicantly less thanin 1989. The modest
increase in thc growth rate lor state and
local government spcnding is due to
increases in spending on infrastructure,
partly due to Hurricane Hugo and the
earthquake in San Francisco, and in-
creases in spending tor social programs
and education.

Pcrsonal consumption spending
(PCS), which has been a strontly grow-
ing sector of thc {rconomy since the end
of the recession in 1982, is expected to
grow at only a 27o annual rate. With
PCS comprising approximately 65% of
CNl, it is virtually inevitable that slow
growth in consumption means modcst

growth in overall r€al CN?. The con-
sumption sector is likcly to be weak
bccaus€ of modest incrcases in toth
disposable personal income and em-
ployment, and a decline in intierest
eamings because of our predicted dc-
creas€ in interest rates between 1989
and 1990.

Total car sales are expected to reach
only 9.Tmillion units in 1990, down

from the 10 million-plus lcvels of thc
last few years- lmports, howevel, arc
cxpected to t€ constant. whereas sales
from foreign transplants are forecasted
to rise significantly. The Bi8 Three,
thercfore, will expcrience the full brunt
of the d€'clinc.

We expect no majorchanges in the
value of the dollarb€tween 1989 and
1990. At best, therc may te continucd
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apprcciation of the dollar next yeal
frcm current levels. Consistent rvith
this exchange iate movement, we ex-
pect no siSnificant imprcvement in our
trade balancc.

In the real estate area, we think it is

important to distinguish among com-
mercial office and retail space, plant ex-
pansion, and housing starts. The com-
mercial market is likely to rcmain over-
built in 1990and we expect anothe.
down year for that market segment.

Plant cxpansion should continue at
about 1989's rate, but it should be con-
shained by overcapacity in some in-
dustries, especially automobiles and
rclated industries and those adversely
affected by increased foreiSn compcti-
tion caus€d by dollar appreciation.
Housing starts should rcmain near
thcir curent levels, although the multi-
family market is likely to rcmain wcak.
Housing prices are expccted to jncrease
but at lcss than the overall inflation
rate. On thebrighter side, housing rnay
get a boost ifmortgagc ratcs brcak thc
psychological l0T. barrier/ as wc prc-
dict (thoughby a naftow margin).

In the poliry area, wc think that any
mai)r changc in tax policy at thc fcd'
eral lcvcl is unlikcly, with the possiblc
cxception of a capital gains tax cut.
Even if such a cut occurred, it would be
unlikcly to takc cffect until well into
1990 and would have little impact on
the year's economic pcrlormancc.

Fiscal policy, we bclicvc, will havc
no active role in the macrocconomic
arena, but thc same cannot be said for
monetary policy. Monetary authoritics
are focusing on three major variablcs:
growth of the economt inflation, and
the value of the dollar We expcct that
monetary policy in 1990 will be tighi,
with inflation and financinS the current
account deficit thc Fcd's primary con-
cerns, However, ifthe economy dete-
riorates morc than wc arc prcdicting,
the Fed maylooscn monetary policy
signilicantly. cxpanding ona trend that
l oo "  ^  l r +  < r ,mmpr

Wc cxpcct modest increases in the
unemplo)4nent rate (to an annual aver-
agc of5.6%), but inflation should be ai
or below the ratcs fo. l989. Interest
rates should trend lowet with the yield
curve rcsuming its more normal posi-
tive shape. The stock market in 1990
will be flat or up only slightly.

Figures 1 to 4 trace ihe path of four
key economic variables through the
decade. Our national forccast is sum-

Figure 3
Federal Budget Deficit
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marized in Table 1, and details about
the components are described in the
following reports.

Consumer Spending
R. Jeffery Cieen

Professat of Business Adminislnlion and
Economics; Co-Diectot, Cenler fot Econ-
omctric Model Reseorch, Inlliann Uniacr
sny

Consumer spcnding hasbeen a major
contributor to thc scvcn-year expansion
we have enjoycd sincc the end of 1982.
From thc last quartcr of 1982 through
thc last quartcr of 1988, thc avcragc
growth rate ofreal consumer spcnding
has bccn a robust 3.97o. Howcvct as
can be secn frcm Tabl€ 2, consumer
spending slowcd from the last quarter
of 1988 through the sccond quartcr of
1989 before rcbounding in thc third
quarter.ls the third quarter perform-
ance a sign offastcr growth in the fu-
turc or an aberration? In our vicw, thc
rapid growth in the third quartct was
prinrarily due to special factors that arc
unlikely lo be rcpcated.

Constant dollar spcndingon du-
rable Soods increascd in the thitd quar-
icr of 1989 at a spectacular 1570 annual
ratc. Virtually all ofthis increase was
account€d for by the increase in con-
sumer spending onautomobilcs and
auto parts. Almost all of the increasc in
real consumer spcnding on nondurable
goods, from the cnd of 1988 through
the third quartcr of 1989, hasbeen con-
centrated in spending for clothing and
shoes. This category of spendingcon-
tains significant quantities of imports,
and siablc import prices-a result of
the shengthening of the dollar through
m!ch of 1989---<oniributed to the in-
crease in spending. The growth in con-

sumer spending for sewices has been
concentrated inmedical care and other
seFices, whereas real spendint for
houschold operatron was actually
lor,r'er in the third quarter of 1989 than
, '  w d ) d  y c d ,  E d r x r r ,

A consumer's disposable pef sonal
income is basically either spent-and
hence part of consumption expendi-
turcs--or saved. Thus, penonal con-
sumption expenditures depend upon
the size of disposable personal income

Table 1
GNP and its Components

CNP
Pereonal Consumption ExFnditures
Crcss hivate Dom€stic Investment

Nonresidential Fixed
Residential Fixed
Change in Business Inventorics

Net Exports
ExpoIts

Federal Government Spcnding
Statc and Lmal sp€ndin8

1.988
($ bil. 1982)

&24
2594
716
494
794
28

530
505
329
456

4Q7988 1Q1989
3.0 2.O
9.9 "1.1
0.7 1.3
2.6 3.6
4.3 6.6
4.6 5.6

E" chrnge frcn PrcoioLs Yeatl
1989 (est.) 199a (Frcd.)

2.9 2.0
2.8 2.0
7.6 1.9
3.9 4.5

-2.7 -1.6
26.0 20.0

-53.0 -60.0
10.5 5.8
7.3 4.8
2.9 0.6
2.6 2.6

1.F.rteptfd Ctunt i^ Brsiqss Inoentotis and Nat Erpotts, bath oluhich .ft il bilids ol1982 dolats

Table 2
Selected variables
(Percentage Chante A.nnual Rate, except whele noted)

Real Consumption ExpenditDitrs
Durables
Nondurables

Rcal Disposablc Pcrsonal Incone
Saving Ratc (pcrccnt)

Total Real Consumption
Pcrcent Change (AR)

2Q1989 3Q1989
1.9 5.8
5.5 15.0

-2.3 4.0
3.8 4.2
0.8 4.8
5.4 5.1

3Q1990 4Q 1990
274n 2755
2.2 2.2

Table 3
Forecast-Real Consumption Expenditures Gillions oI 1982 dollals)

4Q 1989
2694
0.4

1Q1990
27 t0
2.4

2Q 1990
2725
2.2
























