A publication of the
Indiana Business Research Center,
Indiana University School of Business

Indiana Business

eViEW

December 1989

Volume 64, Number 4

The National Outlook
The Outlook for the National Economy in 1990/ 2

Bruce L. Jaffee

R. Jeffery Green
Lawrence S. Davidson
George Wilson

Michele Fratianni
Donald L. Tuttle
George H. Lentz

Consumer Spending / 4

Nonresidential Investment / 5

Government Monetary and Fiscal Policy,
Unemployment, Inflation, and Interest Rates / 6
The International Economy / 7

Interest Rates and Financial Markets / 8
Housing /9

The State Outlook

Morton J. Marcus
Robert Kirk

Leslie P. Singer
Thomas L. Guthrie
Richard L. Pfister
Patrick M. Rooney
Ashton |. Veramallay
Dilip Pendse
Marvin Fischbaum
Maurice Tsai

Fay Ross Greckel
Michael Watts
John E. Peck
Gilbert L. Crouse

The 1990 Indiana Outlook / 11

Indianapolis / 14

Northwest Indiana / 15

Fort Wayne / 17

Bloomington / 18

Columbus /19

Richmond-Connersville-New Castle / 21
Kokomo / 22

Terre Haute / 26

Evansville / 27

Jeffersonville-New Albany (Louisville Area) / 29
Lafayeite / 31

South Bend/Mishawaka-Elkhart/Goshen / 32
Madison and Delaware Counties / 34




2 / Indiana Business Review

The Outlook for the National Economy in 1990

Bruce L. Jaffee

Professor and Chairperson, Business Eco-
nomics and Public Policy, Indiana Univer-
sity School of Business

As we predicted last year, the national
economy in 1989 experienced positive
real growth in GNP but at substantially
slower rates than between 1987 and
1988. Specifically, we expect 1989 to
have a real growth in GNP on a year-
over-year basis of approximately 2.8%.
The relatively strong sectors are busi-
ness investment, especially for equip-
ment, and exports. However, even
these sectors in 1989 grew more slowly
than in the previous year.

Our general outlook for 1990 is for
continuing positive real growth in
GNP, but at an even slower rate than
for 1989. Specifically, we expect real
GNP to grow at a 2% average annual
rate. We do not see 1990 as being a year
of recession. However, we do expect
the fourth quarter of 1989 and the first
quarter of 1990 to be especially weak,
with real growth at annual rates of less
than 1%. The leading growth sectors of
the economy in 1990 are expected to be
business investment for capital equip-
ment, exports, and state and local gov-
ernment spending. But in the first two
cases we expect growth rates to be sig-
nificantly less than in 1989. The modest
increase in the growth rate for state and
local government spending is due to
increases in spending on infrastructure,
partly due to Hurricane Hugo and the
earthquake in San Francisco, and in-
creases in spending for social programs
and education.

Personal consumption spending
- (PCS), which has been a strongly grow-
ing sector of the economy since the end
of the recession in 1982, is expected to
grow at only a 2% annual rate. With
PCS comprising approximately 65% of
GNP, it is virtually inevitable that slow
growth in consumption means modest

growth in overall real GNP. The con-
sumption sector is likely to be weak
because of modest increases in both
disposable personal income and em-
ployment, and a decline in interest
earnings because of our predicted de-
crease in interest rates between 1989
and 1990.

Total car sales are expected to reach
only 9.7 million units in 1990, down

from the 10 million-plus levels of the
last few years. Imports, however, are
expected to be constant, whereas sales
from foreign transplants are forecasted
to rise significantly. The Big Three,
therefore, will experience the full brunt
of the decline.

We expect no major changes in the
value of the dollar between 1989 and
1990. At best, there may be continued
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appreciation of the dollar next year
from current levels. Consistent with
this exchange rate movement, we ex-
pect no significant improvement in our
trade balance.

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 remain over-
built in 1990, and we expect another
down year for that market segment.

Figure 3
Federal Budget Deficit
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Plant expansion should continue at
about 1989’s rate, but it should be con-
strained by overcapacity in some in-
dustries, especially automobiles and
related industries and those adversely
affected by increased foreign competi-
tion caused by dollar appreciation.
Housing starts should remain near
their current levels, although the multi-
family market is likely to remain weak.
Housing prices are expected to increase
but at less than the overall inflation
rate. On the brighter side, housing may
get a boost if mortgage rates break the
psychological 10% barrier, as we pre-
dict (though by a narrow margin).

In the policy area, we think that any
major change in tax policy at the fed-
eral level is unlikely, with the possible
exception of a capital gains tax cut.
Even if such a cut occurred, it would be
unlikely to take effect until well into
1990 and would have little impact on
the year’s economic performance.

Fiscal policy, we believe, will have
no active role in the macroeconomic
arena, but the same cannot be said for
monetary policy. Monetary authorities
are focusing on three major variables:
growth of the economy; inflation, and
the value of the dollar. We expect that
monetary policy in 1990 will be tight,
with inflation and financing the current
account deficit the Fed’s primary con-
cerns. However, if the economy dete-
riorates more than we are predicting,
the Fed may loosen monetary policy
significantly, expanding on a trend that
began last summer.

We expect modest increases in the
unemployment rate (to an annual aver-
age of 5.6%), but inflation should be at
or below the rates for 1989. Interest
rates should trend lower, with the yield
curve resuming its more normal posi-
tive shape. The stock market in 1990
will be flat or up only slightly.

Figures 1 to 4 trace the path of four
key economic variables through the
decade. Our national forecast is sum-
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marized in Table 1, and details about
the components are described in the
following reports.

Consumer Spending

R. Jeffery Green

Professor of Business Administration and
Economics; Co-Director, Center for Econ-
ometric Model Research, Indiana Univer-
sity

Consumer spending has been a major
contributor to the seven-year expansion
we have enjoyed since the end of 1982.
From the last quarter of 1982 through
the last quarter of 1988, the average
growth rate of real consumer spending
has been a robust 3.9%. However, as
can be seen from Table 2, consumer
spending slowed from the last quarter
of 1988 through the second quarter of
1989 before rebounding in the third
quarter. Is the third quarter perform-
ance a sign of faster growth in the fu-
ture or an aberration? In our view, the
rapid growth in the third quarter was
primarily due to special factors that are
unlikely to be repeated.

Constant dollar spending on du-
rable goods increased in the third quar-
ter of 1989 at a spectacular 15% annual
rate. Virtually all of this increase was
accounted for by the increase in con-
sumer spending on automobiles and
auto parts. Almost all of the increase in
real consumer spending on nondurable
goods, from the end of 1988 through
the third quarter of 1989, has been con-
centrated in spending for clothing and
shoes. This category of spending con-
tains significant quantities of imports,
and stable import prices—a result of
the strengthening of the dollar through
much of 1989—contributed to the in-
crease in spending. The growth in con-

Table 1
GNP and its Components

GNP
Personal Consumption Expenditures
Gross Private Domestic Investment
Nonresidential Fixed
Residential Fixed
Change in Business Inventories
Net Exports
Exports
Imports
Federal Government Spending
State and Local Spending

1988 % Change from Previous Year!
($ bil. 1982) 1989 (est.) 1990 (pred.)

4024 29 2.0
2598 28 20
716 1.6 19
494 3.9 4.5
194 2.7 -1.6
28 26.0 200
-75 -63.0 -60.0
530 10.5 5.8
605 7.3 48
329 29 0.6
456 26 26

1. Except for Change in Business Inventories and Net Exports, both of which are in billions of 1982 dollars.

Table 2
Selected Variables
(Percentage Change Annual Rate, except where noted)
401988  1Q1989  2Q1989  3Q1989
Real Consumption Expenditures 3.0 20 1.9 58
Durables 9.9 ~1.1 b 15.0
Nondurables 0.7 1.3 2.3 40
Services 2.6 3.6 3.8 42
Real Disposable Personal Income 43 6.6 0.8 48
Saving Rate (percent) 4.6 5.6 5.4 5.1

Table 3

Forecast—Real Consumption Expenditures (billions of 1982 dollars)

401989 1Q1990  2Q1990 3Q19%0 4Q1990
Total Real Consumption 2694 2710 2725 2740 2755
Percent Change (AR) 0.4 24 2.2 2.2 22

sumer spending for services has been
concentrated in medical care and other
services, whereas real spending for
household operation was actually
lower in the third quarter of 1989 than
it was a year earlier.

A consumer’s disposable personal
income is basically either spent—and
hence part of consumption expendi-
tures—or saved. Thus, personal con-
sumption expenditures depend upon
the size of disposable personal income





































