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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
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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
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and on the saving rate, which is the ra-
tio of saving to disposable personal
income. Table 2 shows the recent
growth in disposable personal income
and the recent levels of the saving rate.
To understand the likely path of con-
sumption spending in 1990, we need to
estimate future growth in disposable
personal income and the level of the
saving rate.

Table 2 shows that despite a weak
performance in the second quarter of
1989, real disposable personal income
grew by 4.1% from the third quarter of
1988 through the third quarter of 1989.
Why was income growth so strong?
First, employment grew by about three
million jobs over that period, raising
wages and salaries. Second, interest
rates rose through early 1989 and re-
mained at fairly high levels, which
caused interest income to rise by more
than 16% over the same period. Look-
ing ahead to 1990, employment gains
are slowing and interest rates are
gradually declining, so disposable per-
sonal income will likely grow more
slowly during 1990 than during the
first three quarters of 1989. In addition,
the twin disasters of Hurricane Hugo
and the California earthquake will de-
press income in the fourth quarter, par-
ticularly income from rents. Our esti-
mate is that real disposable personal in-
come will increase by less than 2% from
the fourth quarter of 1989 to the fourth
quarter of 1990.

Table 2 indicates that the saving rate
has been declining since a peak in the
first quarter of 1989. With interest rates
declining into 1990, at least moderately,
some further decline in the saving rate
is likely. This means that real consump-
tion expenditures will grow somewhat
more rapidly than real disposable per-
sonal income.

Table 3 shows real consumption is
projected to be weak in the fourth quar-
ter of 1989, primarily because of weak
auto sales after the incentive programs

of the third quarter. Spending rebounds
in the first quarter of 1990 and averages
1.9% from the third quarter of 1989 (the
last quarter for which data are avail-
able) to the end of 1990.

Nonresidential
Investment

Lawrence S. Davidson

Associate Professor of Business Economics
and Public Policy and Director, Indiana
Center for Global Research, Indiana Uni-
versity School of Business

Nonresidential investment (NRI) is the
sum of business fixed investment (BFI)
and changes in business inventories.
This component of GNP was a major
contributor to strong growth in the
years after the end of the 1982 reces-
sion. Since then, BFI growth has slowed
considerably. Nevertheless, as of the
third quarter of 1989, NRI commands
the same share of GNP as it did in
1985—about 12.5%. This implies that
the slowdown in growth of NRI is re-
flective of the general slowdown of the
entire U.S. economy.

It now appears that NRI will grow
by a little less than the 6% we predicted
last spring. Consistent with the general
sluggishness we are forecasting for
GNP in 1990, we expect NRI to grow
by no more than 4% in 1990. This pro-
jection relies on three separate fore-
casts:

1. Producers’ durable equipment
will continue strong real growth, ata
rate of about 5-7%.

2. Spending on structures will be
level with, if not lower than, the aver-
age for 1989.

3. Inventory will continue to accu-
mulate by about $15-25 billion annu-
ally.

Several recent events shape this
view of moderate but slower growth in
NRI. First, managers’ expectations are
heavily influenced by a general ac-
knowledgement that the overall econ-
omy will slow significantly next year;
thus their mood is cautious. This is re-
flected in a recent Department of Com-
merce survey, which found that firms
were planning to increase their capital
expenditures by only 3% for the latter
half of 1989.

Second, corporate profits, and hence
liquidity, have suffered lately, and the
prospects for big reversals are not
great. In fact, the auto industry, bat-
tered again by import competition, has
recently announced a cut in its produc-
tion plans by some 15% in the final
quarter of 1989. If it continues to fight
importers for market share through dis-
counts, rebates, and other promotion
devices, then prospects of a major turn-
around in profits, liquidity, and invest-
ment look slim.

Third, the latest reductions in the
manufacturing capacity utilization
show less pressure to build and expand
than at this time last year. Backlogs of
factory orders have also been falling
recently, underscoring the reduced
pressures of firms to expand in the near
future. In fact, orders of capital goods
outside the defense sector fell in both
August and September, The primary
metals industry (including steel) was
hit very hard.

Fourth, high vacancy rates in office
buildings will limit office construction
next year, while reluctance on the part
of oil companies to expand production
at today’s market prices will continue
to retard gas and oil exploration.

Finally, monetary and fiscal policies
do not bode well for NRI. The federal
government has not convinced manag-
ers that they are capable of legislating
better business conditions. In fact,
many firms face more uncertainty be-
cause of the government’s inability to
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complete the budget on time, stick with
a single tax code for more than one
year, decide what to do about the capi-
tal gains tax, and determine who is
going to shoulder the costs of financing
the savings & loan bailout and prom-
ised expenditure increases for child
care, the war on drugs, environmental
cleanup, and health benefits.

Firms are no doubt appreciative of
the longer-run benefits that price stabil-
ity will bring. Nevertheless, they must
deal with an uncertain short-term busi-
ness environment until Alan Greenspan
attains more credibility. In the mean-
time, tight money implies high interest
rates, an inflated value of the dollar,
and the possibility of a recession in
1990. None of this suggests that manag-
ers will be confidently expanding NRI
by very much in the near future.

The good news is that we are not
forecasting a recession, and we do not
believe there will be a major break-
down in NRI. The U.S. economy seems
to have been caught in a sort of eco-
nomic purgatory over the last four
years. When the economy grows rap-
idly, interest and inflation rates rise and
quickly cool off spending. When the
economy starts to slow, interest and in-
flation rates fall and revive spending.
Since the second quarter of 1985, for
example, GNP has varied from a low
annualized quarterly growth rate of
-1.8% to a high of 6.6%. The average
growth rate of GNP over those 17 quar-
ters was 3.5%.

This apparent automatic stabiliza-
tion may be connected to sanguine
longer-term prospects for continued
economic expansion. Though current
forecasts are for a slowdown, we don't
think firms will pull back their invest-
ment plans very much because of this
expected future stability. On the bullish
side is the idea that if U.S. inflation re-
mains under control, the Fed will not
have to tighten significantly, interest
rates will not rise further, and the dol-

lar may begin a modest decline. Should
this view be correct, our forecast of NRI
to grow in 1990 by about 4% would not
be overly optimistic.

Government
Monetary and Fiscal
Policy, Unemploy-
ment, Inflation, and
Interest Rates

George Wilson

Distinguished Professor of Business Eco-
nomics and Public Policy and Professor of
Economics, Indiana University

Fiscal policy does not exist in the sense
that tax and expenditure changes will
be oriented toward stabilizing the econ-
omy next year. Rather, it will be single-
mindedly linked to making the nomi-
nal deficit appear to conform to a bat-
tered and discredited Gramm-Rudman-
Hollings goal by various financial
stratagems having no real significance
whatsoever. GRH has not been called a
“sham” and a “failure” for nothing.
Certainly the 1990 fiscal year target of
$100 billion will not be met, given the
1989 deficit of $155.2 billion and the
president’s opposition to any tax in-
creases. What the deficit will really be
is hard to determine, because much
depends upon fiscal machinations de-
signed to reduce it. These could take
many forms, all of which are largely
irrelevant to real economic activity. Be-
cause the actual size of the officially de-
clared deficit at the end of fiscal 1990
makes no difference, there is little point
in presenting an estimate. However,
should anyone be interested, I would
guess that it would be between $130

and $140 billion, based on increased re-
ceipts of 7% (about the expected
growth of nominal GNP) and outlays
rising between 4-5% during 1990. Since
the deficit is “supposed to be,” at most,
$110 billion, the GRH target will be
raised again. “Fiscal follies” indeed!

More important, government GNP
purchases (in 1982 dollars) should in-
crease slightly in calendar year 1990.
National defense outlays (NIPA basis)
should decline by some 2%, while non-
defense expenditures should rise by
about 10%, so federal government pur-
chases of goods and services would to-
tal about $340 billion in 1990. State and
local expenditures are expected to con-
tinue their fairly steady rise of about
3% over 1989 and total some $485 bil-
lion. The government sector as a whole
will therefore account for about 19.5%
of GNP in 1990, almost precisely the
same as in 1988 and 1989—indeed, the
average ratio for the entire decade. So
much for fiscal revolution!

As the only real stabilization game
in town, the Fed will watch closely to
see that the actual growth of the econ-
omy does not stray far from the path
we have outlined. This implies a rela-
tively easy monetary policy through
the first quarter of 1990, with only
modest restraint thereafter. After all,
with growth for the year as a whole ex-
pected to average barely 2%, the Fed
will not want to be seen as pushing the
economy into a recession. Nor will it
have to pursue an exceptionally tight
monetary policy. With real growth well
below conservatively estimated growth
capacity of 2.5-3% per year (I would
put it even higher), the likelihood of
demand-pull inflation is pretty remote,
especially with a fair amount of excess
capacity still with us. It should not be
hard for the Fed to pursue a policy that
keeps inflation moderate and real out-
put growth positive.

If real GNP reaches $4,228 billion in
1990, and if real output per employed
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person grows by an expected though
meager 1%, this implies a level of em-
ployment averaging 119 million during
1990. With the civilian labor force in
1990 of 126 million, this implies an av-
erage unemployment rate of about
5.5%, slightly higher than 1989’s 5.3%.
This is still within the range that most
observers view as full employment, or
the “natural” rate of unemployment.

As noted above, inflationary pres-
sures appear to be weak for the foresee-
able future. Nor is there evidence of a
strong upward thrust in recent months.
In fact, the GNP deflator dropped to a
low 2.9% during the third quarter of
1989 from 4.6% in the second quarter.
Other inflation indicators, though
higher in 1989 than 1988, are not rising
at alarming rates. It should therefore be
possible to maintain inflation rates at
levels slightly below—or with some
luck, substantially below—those pre-
vailing in 1989.

With inflation held in check due ei-
ther to deficiency of aggregate demand
or Fed policies, inflation expectations
should be sharply lower. This suggests
that nominal and possibly real interest
rates will fall below levels generally
prevailing in late 1989. With very slow
GNP growth anticipated in the next
quarter or two, it is likely that the Fed
will provide enough slack to allow
interest rates to fall even further. Be-
sides, this will help reduce the ex-
change value of the dollar, which
should assist the current account imbal-
ance as well as the overall economy.

In conclusion, we should perhaps
not lament the lack of fiscal policy. It
seems the economy won’t need it.
Monetary policy will likely suffice if we
are satisfied with 2% real growth, 1%
productivity increase, and 5.5% unem-
ployment. Yet the single-minded at-
tempts to lower the deficit do real harm
to the economy. Much publicly pro-
vided infrastructure is in a state of con-
siderable disrepair. The drug, pollution,

education, health care, and AIDS prob-
lems require far more resources and
attention than even President Bush
imagines. The reconstruction following
Hurricane Hugo and the earthquake in
California, to say nothing of the sav-
ings & loan fiasco, also require more
than token federal assistance. These
should not be held hostage to a sham
or a vision of balancing the budget
solely through expenditure reduction.
To be sure, the federal government can-
not do it all, nor can the problems be
successfully tackled by “merely”
throwing money at them. But some-
where between offering condolences or
exhortations on the one hand and pro-
viding funding on the other is a set of
needed government outlays and initia-
tives that should not be squelched be-
cause of unrealistic budget policies and
priorities.

The International
Economy

Michele Fratianni

Professor of Business Economics and Pub-
lic Policy, Indiana University School of
Business

The United States is in its seventh year
of economic expansion following the
recession of 1980-82. The present busi-
ness-cycle expansion exceeds the aver-
age length of recoveries in the postwar
period by four and one-half years.

In last year’s forecast of the interna-
tional economy, we pointed out that the
United States was going through an ex-
port boom, an important reason for the
sustained recovery. Exports of goods
and services measured in 1982 dollars
have increased almost twice as fast as
imports of goods and services since the

end of 1986. As a consequence, net ex-
ports of goods and services have risen
from -$130 billion in 1986 to a projected
-$63 billion in 1989. This improvement
has occurred despite a year during
which the dollar, for the most part, has
appreciated vis-a-vis other currencies.
The reason lies with output growth
rates being higher abroad than in the
United States. In fact, output growth in
Japan, Germany, France, the United
Kingdom, Italy, and Canada—six of the
seven countries defining the so-called
G7 group—will average almost 4% in
1989 versus a projected 2.6% in the
United States. Exports and imports of
goods and services are sensitive to
changes in real income, with U.S. im-
ports being more sensitive to changes
in U.S. real income than exports to
changes in foreign real income. Conse-
quently, a slowdown of U.S. economic
growth, accompanied by a rise in for-
eign economic growth, has a more than
proportional effect on the U.S. trade
balance.

The U.S. current-account deficit im-
proved slightly, from $127 billion in
1988 to $123 billion (SAAR) during the
first half of 1989. The slow adjustment
of the current-account imbalance re-
flects the reversal of net interest pay-
ments. As we have pointed out in pre-
vious issues, the U.S. has pursued eco-
nomic policies—namely, budgetary
policies—that have made this country
spend in excess of what it produces. In
contrast, Germany and Japan—the two
largest current-account surplus coun-
tries—have pursued policies that have
restrained spending relative to home
production. The United States, in addi-
tion, has enjoyed higher real rates of
interest than the rest of the world. This
has resulted in large net capital inflows,
and consequently, in large current-ac-
count deficits. These imbalances have
made the U.S. into a net debtor, and
Germany and Japan into net creditors.
The implication is that the U.S. incurs
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higher income payments on foreign-
owned assets in the U.S. than income
receipts on U.S. assets abroad, whereas
the opposite is true for Germany and
Japan. These net interest flows make
the correction of current-account imbal-
ances much slower than the correction
of trade imbalances.

The appreciation of the U.S. dollar
in 1989 was the result of monetary pol-
icy in the U.S. being tight in relation to
monetary policy abroad. At the same
time, the U.S. monetary authorities
have intervened in the foreign ex-
change markets to stabilize the value of
the dollar. The Federal Reserve and the
Treasury reported foreign currency
holdings valued at $34 billion at the
end of July 1989; in June 1988 the for-
eign currency holdings were $11 bil-
lion. It follows that our monetary au-
thorities have made net purchases of
$23 billion from June 1988 to July 1989.
These purchases were fully sterilized in
the sense that the Fed has sold $1 worth
of domestic bonds for every $1 of for-
eign bonds purchased. In other words,
the official interventions in the foreign
exchange have had no consequence on
U.S. monetary aggregates. Why has the
Fed pursued these interventions? The
traditional explanation is that interven-
tions stabilize exchange rates. With full
sterilization, however, stabilization
must be interpreted as reducing vari-
ability in the short run and not altering
the fundamental course of the ex-
change rate. Hence we are left with the
following alternative interpretations of
the interventions: The Fed was either
betting against its own disinflation
strategy, or was willing to incur ex-
pected losses in its portfolio of foreign-
currency assets to reduce the short-
term variability of the exchange rate.

Projections for 1990

The basic policy assumption is that the
Fed will continue its present policy

Table
1990 International Forecast

Exports in $billion 1982, NIA
Imports in $billion 1982, NIA
Net exports in $billion 1982, NIA

Dollar/yen, appreciation
Dollar/German mark, depreciation
Effective exchange rate, appreciation

Current account, current dollars (billions)

1989 1990
586 620
649 680
-63 -60

-115 -120

5%
5%
3%

stance. In “global” terms, this means
that expected inflation rates in the
United States will be falling relative to
expected inflation rates abroad, espe-
cially in Germany and Japan. Conse-
quently, real rates of return on dollar-
denominated assets will be higher than
on foreign-currency assets, and the dol-
lar will tend to appreciate in the ex-
change markets. Current and prospec-
tive trade and current-account deficits,
on the other hand, point to an addi-
tional depreciation of the U.S. dollar.
The appreciating force is likely to
dominate the depreciating force, with
negative consequences on real net ex-
ports. The higher growth rate of real in-
come abroad will offset the negative
consequences of the exchange rate. On
balance, we see a slight improvement
in real net exports and a slight deterio-
ration in the current-account deficit in
1990.

Forecasts are fraught with risks, es-
pecially those concerning international
variables. One such risk involves the
elections that will be held in both Ger-
many and Japan before the end of 1990.
If current governing coalitions were to
be defeated, the U.S. dollar would
strengthen further, in turn influencing
capital and current accounts. Another
risk is associated with the unknown
size of industrial restructuring taking
place in Europe. Such restructuring

implies a great deal of investment as
well as mergers. To the extent that Ja-
pan and the United States are very keen
in participating in this process, long-
term capital would flow to Europe to
“lock in” the gains before Europe may
turn trade restrictive. A third risk
comes from the large size of the exter-
nal debt of LDC countries. If existing
stabilization programs in Latin and
South America were to fail, the U.S.
trade and current-account deficits
would be additionally affected. Despite
these shocks, it is fair to say that the
United States has very little choice but
to continue to welcome foreign capital
and become used to seeing its compa-
nies taken over by foreign owners.

Our forecast is summarized in the
Table above.

Interest Rates and
Financial Markets

Donald L. Tuttle

Professor of Finance, Indiana University
School of Business

Given the weakening nature of the US.
economy and the instability of the na-
tion’s stock and bond markets, interest
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rates are likely to trend downward
somewhat in 1990. The primary cause
of the decline, especially at the short
end of the maturity spectrum, will be
the Federal Reserve’s efforts at mone-
tary ease. The primary purpose of the
Fed's increasing the money supply will
be to shore up the relatively slow
growth of the U.S. economy, especially
in interest-sensitive areas such as autos,
housing, other consumer durable
goods, and business capital spending.
Inflation worries and the foreign trade
deficit will likely have lower priorities
in Fed policy.

The effect of the Fed's efforts are
likely to be felt differently in different
parts of the debt maturity structure,
however, because of the continued
large supply of long-term bonds ex-
pected to come to market in 1990. The
result should be a drop in long-term
rates of only about 75 basis points
(three-quarters of a percentage point),
whereas short-term rates are likely to
drop 125 or more basis points. This will
change the shape of the yield curve
from an essentially flat shape at about
8% for Treasury securities in late 1989
to a somewhat upward sloping curve.

Perhaps the most important devel-
opment in the U.S. debt market in 1989
was the weakening of the high yield or
“junk” bond market, in which negative
total returns (price declines in excess of
coupon income) occurred in recent
months. Should the economy weaken
further, high coupon bonds of compa-
nies with large debt loads are likely to
be further downgraded in credit qual-
ity, pushing their yields higher and
prices (and total returns) lower. The
“flight to quality” that is likely to be ac-
centuated by such a development will
result in larger yield spreads between
high yield and investment grade bonds
and may exacerbate the downward
trend in interest rates on high grade
debt, especially U.S. Treasuries. Legisla-
tive proposals in Congress to raise the

price of corporate leveraged buyouts
(LBOs) and curtail the deductibility of
deep-disccunt, deferred-interest-pay-
ment high yield debt used in LBO
“mezzanine” financing may have a sig-
nificant negative impact on corporate
deal-making and restructuring activity.
This would diminish part of the reduc-
tion in supply of common stocks that
the equity markets have experienced in
recent years.

In terms of the U.S. stock market in
1990, the outlook is for a relatively flat
market and a return not much in excess
of the return on investment grade long-
term debt. A combination of factors
lead to this conclusion. They are led by
a relatively weak corporate profit pic-
ture in which expenses are expected to
outgrow revenues, primarily because
unit labor costs net of productivity
gains are expected to outpace price in-
creases. In addition, investor percep-
tions of stock market risks have been
heightened again with the high volatil-
ity in stock prices in October of this
year following the extreme drop just
two years prior. The volatility-limiting
“circuit breakers” recently initiated in
the stock and stock derivative markets
may help alleviate these risk percep-
tions. Additional negative factors influ-
encing U.S. stocks will be an increase in
competition for funds from the likely
increase in interest rates abroad due to
foreign monetary restraint, the dimin-
ishing of the reduction of the supply of
U.S. equities due to the cutback in LBO
activity referred to earlier, and the
likely moderate reduction in institu-
tional demand for equities.

Selectivity in choosing stocks will
likely be important, and investors will
be wise to avoid companies with exces-
sive debt loads or becoming involved
in debt-related deal-making activities,
because the risks in these situations
will be heightened significantly.

On the other hand, there are some
stock market positives that at least

partially offset these negatives. One is
the only slight overvaluation of stocks
relative to their fundamentals in most
equity valuation models as compared
with a 20%-plus overvaluation prior to
the 1987 market fall. Key to this favor-
able valuation factor are:

1. A price/earnings ratio for stocks
that is close to their modern historical
norm of approximately 13;

2. The fact that long-term interest
rates are expected to decline moder-
ately; and

3. The expectation of dividend
growth in excess of 10% in 1990. As a
result, the stock market as a whole
should produce relatively favorable
dividend yields and small price appre-
ciation leading to total return in the 10-
13% range, modest compared to either
recent annual stock returns or to risks
traditionally borne in the stock market.

Nevertheless, the typical investor
with a long-term time horizon cannot
afford to neglect a sizeable commit-
ment to equity investment. Therefore,
the average investor should continue to
invest approximately 45-50% in stocks,
another 40-45% in long-term bonds (on
which total returns should approach 9-
10%), and about 10% in money market
securities.

Housing

George H. Lentz

Assistant Professor of Finance and Real
Estate, Indiana University School of Busi-
ness

The movement in mortgage interest
rates should parallel that of interest
rates in general. Rates for both fixed-
rate and adjustable-rate mortgages
have been declining during the latter
part of 1989, and are expected to con-
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tinue to fall slightly during 1990 as a
consequence of a weakening economy,
with most of the decline coming early
in the year. The average mortgage rate
for the year should be 9.5-9.75%. But
just how much mortgage rates, and
interest rates in general, fall will de-
pend on how much the economy slows
down and on how much the Fed re-
laxes its restraints on monetary growth
in an effort to stimulate the economy.
The gap between fixed-rate and adjust-
able-rate mortgages has narrowed con-
siderably over the past year. The spread
should stay under 2% because of inves-
tor expectations of lower long-term
interest rates, and because lenders have
grown wary of the effects on loan qual-
ity of offering adjustables at initial rates
significantly lower than prevailing
mortgage rates.

At the time of this forecast, aggre-
gate housing starts for 1989 are running
at a seasonally adjusted annual rate of
about 1.4 million units, the lowest level
in about seven years. The trend during
1989 has been slightly downward.
Starts of single-family housing, which
has been the strongest component of
housing construction, declined mainly
because of a decline in housing afforda-
bility (discussed below). Two counter-
vailing forces are expected to exert an
influence on new construction in 1990.
First, the slowing economy should
dampen the demand for housing and
thus reduce the number of housing
starts. On the other hand, the decrease
in mortgage rates should stimulate
housing construction. The net result
should be that housing starts in 1990
should be close to where they are at the
present ti me—that is, around 1.4 mil-
lion units for the year. The slight de-
cline in mortgage rates should just
about offset the effects of a slowing
economy. In the past few years, hous-
ing in the Midwest has been slightly
stronger than in the country as a whole
(in terms of year-to-year changes), re-

flecting renewed strength in the manu-
facturing sector. But the relatively
strong performance of the regional
housing market probably will not con-
tinue in 1990. The forecasted slowdown
in the automotive and durable goods
sectors of the economy, which are dis-
proportionately located in the Midwest,
should adversely affect housing starts
in the region in 1990.

Nationally, the median price of ex-
isting homes has increased in each of
the first six months of 1989. The me-
dian price increased 4.1% from January
through June 1989. The median price of
new homes nationally has exhibited a
seesaw pattern, rising then falling then

“Housing starts in 1990
should be close to where they
are at the present time—that
is, around 1.4 million units
for the year.”

rising. In Indiana, the median price of
existing homes statewide increased
8.2% from January through June 1989.
However, the median price of an exist-
ing home was virtually unchanged in
Indiana from the end of June 1988 to
the end of June 1989 because the price
of existing homes fell during the sec-
ond half of 1988. For 1990, housing
prices should increase slightly, about
one-half of the inflation rate, or about
29. At the time of this forecast, it is still
too early to predict what effects Hurri-
cane Hugo and the October earthquake
in San Francisco will have on the price
of building materials, and therefore on
the cost of construction in 1990.

For the first two quarters of 1989,
housing affordability has been drop-
ping, both nationally and for the state
of Indiana, as mortgage rates and hous-
ing prices have risen. Nationally, the
National Association of Realtors” hous-

ing affordability index fell to 98 at the
end of July. The national housing af-
fordability index had not been below
100 since 1985. Of the four regions of
the country, only the Midwest (at 129)
was above 100. (At 100, the median
household earns enough income to
qualify for the median-priced house
under standard underwriting require-
ments with 80% financing.) In Indiana,
the housing affordability index fell
from 172 in January 1989 to 149 in June
1989. However, housing affordability in
the Midwest, and especially in Indiana,
remain very high relative to the rest of
the country, due to a much lower me-
dian home price. At the end of June
1989, the median price of an existing
home nationally was $93,400; in Indi-
ana the median price was $57,900.

The construction of multifamily
housing has declined substantially
since 1985, reflecting the adverse im-
pact of tax reform legislation on incen-
tives to invest in multifamily housing.
At the end of the third quarter of 1989,
the percentage of total housing starts
represented by multifamily housing
units was slightly over one-fourth of all
housing units, the lowest percentage of
the decade. This indicates that the
trend of declining investment in multi-
family housing that has characterized
most of this decade has continued into
1989. However, the decline in multi-
family construction is now beginning
to create a shortage of rental property
in some areas of the country. In 1990,
the demand for apartments should put
upward pressure on rental rates. Na-
tionally, rental rates should increase at
about the same rate as inflation, which
should stimulate new construction.
With the exception of the possible low-
ering of the tax rate on capital gains, no
tax legislation favorable to multifamily
housing appears likely in 1990. Passage
of favorable capital gains legislation in
1990 should stimulate investment in
multifamily housing.
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Morton J. Marcus

Director, Indiana Business Research Cen-
ter, Indiana University School of Business

A slower rate of growth for the national
economy suggests an even slower pace
in 1990 for Indiana. With national hous-
ing starts expected to be even with
1989, auto sales slightly down, and no
major gains in export activity, Indiana
manufacturing employment will be
level or down for the year.

Although selected layoffs may be
expected in the first few months of the
year, more Hoosiers may be employed
in manufacturing by the end of 1990
than at this time. For the year, the de-
cline in manufacturing employment is
likely to be less than 1% of all jobs in
this key sector. At worst, this decline
would erase the gain of 4,000 jobs made
in 1989.

Nonmanufacturing employment is
expected to continue its upward move-
ment, albeit at a slower rate. In 1989 the
gain approached 70,000 jobs; next year
that could be cut to just over 50,000.

The unemployment rate of the state,
which has hung around 4% for several
months, will rise during 1990. A rapid
movement toward 5.5% in the late win-
ter can be expected, but then improved
circumstances should keep the rate
from rising much further as the year
progresses.

Real personal income gains will be
caught between sustained inflation of
about 4% and nominal growth of less
than 5%. Hence, the growth of real
spending in Indiana should slow to less
than 1% in 1990. This will not be much
different from the situation faced this
year in the state. Nominal retail sales
have been up by 5.7% thus far in 1989,
but inflation gains have absorbed about
two-thirds of those advances.

Farm proprietors’ income has
proven much stronger in recent quar-
ters than previously reported. Exten-

sive data revisions show that Hoosier
farmers had just one quarter of losses
in recent years. After the drought-re-
lated troubles at the end of 1988, the
first half of 1989 was up 29% from early
1988. Continuing strength in agricul-
ture can be expected in 1990, since the
economic issues facing the nation are
unlikely to have any significant adverse
impact on domestic demand; forecast-
ing the international aspects of the mar-

ket requires an ability to predict both
worldwide weather patterns and the
agricultural politics of more than 100
nations.

Throughout this forecast there is a
timing pattern worth noting. The ad-
verse period will be early in 1990, with
improvements as the year progresses.
By the end of 1990 most indicators
should be equal to or better than their
closing points in 1989.

Figure 1

Indiana's Share of Total Personal Income
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Changes in the Indiana Economy :
Figure 3
The current slowdown in the national Indiana's Share of U.S. Employment
economy is affecting Indiana, but with- (full- and part-time)
out the force of prior slowdowns and 5
downturns. Several changes in the 1978 I
structure of the Indiana economy in the 4
past decade are contributing to this re- 1369 i
duced cyclical impact. 3N
Although Indiana’s share of U.S. !
personal income has continued to de- L2
cline in recent years, the state seems to
have stabilized at its new level (see Fig-
ure 1). Since 1985, Indiana has been at
approximately 2.05% of the nation’s “ v
personal income after falling from 4 X Sl 2% £
2.47% in 1969. The most precipitous = e T e ) O
drop occurred during the 1979-83 reces- E go 'gn 2ens E g E E
sion. For the past four years, however, 3 TSR A #
Indiana has kept pace with the nation’s E- T § % ’% % é
economic progress. kG k| c% g = i)
During this same recent period, g & e é
however, per capita personal income = Z
has been rising slightly (see Figure 2).
The state was at 96.6% of the nation’s
per capita level in 1969; it had fallen to
89.1% in 1983 but has shown an up- Table 1
T.varcl trend since then, reaching 90.5% Distribution of Employment by Industry
%8s 3 S S : (percent)
This slight rise in per capita per-
sonal income has occurred because our 1978 1988
share of the nation’s population (as es- US. Indiana Difference | US. Indiana Difference
timated by the U.S. Bureau of Eco-
nomic Analysis) has been declining. A Total Employment 100 100 100 100
stable share of the nation’s personal in- Farm 3.48 4.53 1.06 247 3.21 0.74
come combined with a falling share of Ag Serv, For.,, Fish. 0.75 0.38 -0.37 1.0 0.63 0.37
population yields a rise in relative per Mining 092 041 052 073 039 0.3
capita persona] income. Hence we have Censtruchorl 519 5.06 0.13 5.35 5.18 -0.16
achieved a seemingly desirable out- Manufacturing 1939 2824 8.85 15055520 2207 7.03
come by failing to keep pace with the Nondurable goods 7.76 6.46 -1.3 6.16 6.2 0.03
S : y Durable goods 11.63 21.78 10.15 8.88 15,88 6.99
nation’s population growth. This may Trans. & Pub. Util. 50 474 027 478 51 0.32
be an instance where lagging behind Wholesale Trade 503 423 081 488 422 066
the nation is not undesirable. Retail Trade 1597° “1671- — 075 1657 1752 095
In the past decade (1978-1988), Fin. Ins. & Real Estate 6.33 5.32 -1.01 7.53 6.17 -1.36
Indiana’s share of all jobs in the U.S. Services 2097 171 -3.87 2627 2236 -3.91
fell from 2.45% to 2.22%. This pattern of Government 1697  13.28 -3.69 15.36 13.14 ~2.22
a declining share of the nation’s em- SR
ployment was seen in most industry Index of dissimilarity 11.95 9.04
groups (see Figure 3). We did experi-
ence relative growth in four sectors:
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Figure 4
Indiana vs. U.S. Employment Growth Rates, 1978 to 1988
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Agricultural Services, Fisheries, For- have been shifted to other “deficient” tion in employment growth of Agricul-
estry, and Other Industries; Mining; sectors if we were to have had the same tural Services, Fisheries, Forestry, and
Nondurable Goods Manufacturing; distribution as the nation (see Table 1).  Other Industries. But this is a small sec-
and Transportation and Public Utilities. By 1988, it would have been neces- tor, accounting for less than 1% of all
During this period the structure of em-  sary to shift only 9% of Indiana’s em- employment nationwide, and it is a sta-
ployment in the state and the nation ployment to realize the national pat- tistical catch-all. Our lead in this area is
was in transition. In 1978, it would tern. Hence, in this decade Indiana’s of little practical consequence.
have been necessary to shift nearly 12% employment pattern converged toward Indiana trailed in all the faster-
of the employment in Indiana to obtain  that of the nation. Our “excess” indu-  paced industries. For example, we
the same distribution as the U.S. en- rable goods fell to just 7% by 1988. lagged the nation in Finance, Insur-
joyed. For example, 22.8% of Indiana’s The nation'’s fastest growing sector  ance, and Real Estate by 17 percentage
workers were involved in the produc- was also the fastest growth sector in points. In two declining sectors (Min-
tion of durable goods, whereas only this state. Figure 4 compares industries’ ing and Nondurable Goods Manufac-
11.6% nationally were in that industry. ~ Indiana growth rates to national turing), Indiana went against the na-

This 10.2% “excess” would have to growth rates. Indiana outpaced thena-  tional trend, adding employment while
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these sectors scored losses nationally.

Durable Goods Manufacturing (our
traditional strength) and Farming (our
mythical leading sector) both fell faster
in Indiana than in the nation. By 1988,
both Services (which includes health
services) and Retail Trade exceeded
Durable Goods in total number of jobs
and share of the employment market.

As a result of these changes in our
state’s employment structure, it is un-
likely that a national slowdown will
have the same relative impact in 1990
as did the slowdowns and downturns
of the past.

Indianapolis

Robert Kirk

Professor of Economics, Indiana Univer-
sity-Purdue University at Indianapolis,
with data assistance from the Statistical
Services Division of the Indiana Depart-
ment of Employment and Training Services

Managers of Indianapolis businesses
may have to sharpen their management
skills in 1990, because the business cli-
mate may not be as supportive as it has
been. The rates of employment and
personal income growth will be slower
than those of recent years. The primary
reasons are slower growth at the na-
tional level, and the fact that Indian-
apolis is part of state and regional
economies that continue to have a du-
rable-goods orientation. Table 1 com-
pares Indianapolis with other econo-
mies in the proportion of total earnings
(a measure of output) generated by the
durable-goods sector.

Indianapolis is less durable-goods
oriented than the rest of Indiana and
metropolitan areas in the Great Lakes
states, but more so than metropolitan
U.S. Over time, for each economy the

durable-goods orientation has declined.

The slowdown will be most notice-
able in consumer durables, specifically
autos—an industry in which Indian-
apolis has a concentration. The output
multiplier for autos is relatively high,
which means that the industry is highly
linked to other industries both within
Indianapolis and in the rest of the state.
Therefore the impacts will be widely
felt, Although excess capacity seems to
exist at the industry level nationally
over the next several years, auto plants
in Indianapolis have made—and con-
tinue to make—large investments to
upgrade their production facilities. This
should reduce the chances of shut-
downs.

The greater diversification of the
Indianapolis economy will moderate
the effects of the slowdown. For ex-
ample, the convention industry brings
in dollars from outside central Indiana.
Patients from outside the area seeking
specialized treatments available at area
hospitals generate income for the local
economy. Federal, state, and local gov-
ernments provide stability as well,

Business Services
Business services, along with health

services and retailing, have been gener-
ating the largest number of jobs during

the 1980s. The business services sector
includes a variety of industries, such as
advertising, management consulting,
public relations, leasing, building serv-
ices, computer services, employment
agencies, and temporary help agencies.

Firms have used temporary help
because of the reduction in labor costs
and increased management flexibility
in response to shifts in market condi-
tions. Employees like the increased
freedom. However, there are costs, such
as a greater sense of insecurity for em-
ployees, a potential for underinvest-
ment in training, higher unemployment
rates during recession, and a potential
reduction in the chances that equal em-
ployment opportunity goals will be
met in a two-tiered system. Union or-
ganizers find the temporary help mar-
ket a more difficult environment.

While the temporary help (contin-
gent economy) labor market has been
growing, another labor market (share
economy) has been developing also. In
the share economy, the labor-manage-
ment focus is on profit sharing, per-
formance bargaining, job ladders, re-
training, and redeployment. Although
the service sector is viewed as being
less cyclical than the durable-goods
sector, certain industries within serv-
ices, such as temporary help, are cycli-
cal also.

Table 1

(by place of work) in Percent

Proportion of Total Earnings Generated by Durable Goods Sector

1979 1982 1986
(peak) (trough) (recovery)
Indianapolis 22 19 17
Rest of Indiana 36 31 29
Great Lakes (metropolitan) 29 24 22
U.S. (metropolitan) 18 18 14

Source: U.S. Department of Commerce, Bureau of Economic Analysis.
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Relative Price Changes

Table 2 indicates price changes at the
national level for selected items during
the 1980s. If the index for an item is less
than 124.6, that item’s price has in-
creased more slowly than the combined
cost of all items, During the 1980s, the
prices of commodities have increased
less rapidly than services. Differences
in rates of price change reflect a variety
of factors, including differences in pro-
ductivity growth, exposure to competi-
tion, response to income change (in-
come elasticities), and means of financ-
ing. During the 1980s, households have
purchased a lot of consumer electron-
ics, furniture, and automobiles.

In terms of market demand, the
number of households and the age dis-
tribution of the households are impor-
tant determinants. The baby boomers
have been in the home-buying years. In
an urban setting this means that popu-
lation has dispersed as new housing

Table 2

Changes in Components in the
Consumer Price Index (CPI),
1982-84 = 100, for August 1989.

Relative
ltem Index Importance
All Items 124.6 1.00

Commodities 116.7 0.45
Services IR 0.55
Appliances 88.4
Casoline 91.1
Women's Apparel  109.5
Furniture 113.6
Men's Apparel 114.7
New Cars 117.7
Residential Rent 133.5
Homeowner Costs 138.1

Physicians' Services 151.4

Garbage Collection 157.7
Hospital Room 159.9
College Tuition 161.4

Source: CPI Detailed Report, August 1989,

developments have been built. Reliance
on the automobile to connect housing
and employment locations has affected
ridership for METRO bus routes,
caused congestion at locations not
originally designed to handle the in-
creased traffic volumes, and height-
ened the issue of air quality. The in-
creased demand for urban land has
contributed to the increased cost of dis-
posing of our garbage.

Rising health care costs have given
rise to some critical financing issues for
local hospitals. Rising college tuition
has been increasingly financed via
loans, resulting in large debts for some
graduates that reduce their discretion-
ary income following graduation.

Table 2 refers to national data. The
American Chamber of Commerce Re-
searchers Association survey shows In-
dianapolis to be below the national av-
erage in costs for such items as grocer-
ies, housing, and utilities. With its rela-
tively low costs, central location, and
attractive fiber optics network, Indian-
apolis is a desirable location for distri-
bution and telecommunications, as evi-
denced by American Express, Charles
Schwab, and Epson selecting Indian-
apolis for new facilities.

Major construction projects, such as
Eli Lilly, the Circle Centre Mall, State
government offices, and IUPUI, will
continue in 1990. However, extended
leases and rental incentives are being
offered in the office market. Although
the overall metropolitan housing mar-
ket appears to be balanced, there are
some submarkets with excess inven-
tory. The apartment building vacancy
rate is tending downward but at a slow
rate.

In the longer term, population pro-
jections by age for 1990-1995 indicate a
contraction for the 15-29 age group,
with the largest growth occurring in
the 45-54 age group. These demo-
graphic changes have implications for
the demand for starter homes and fur-

nishings. Also, the rate of labor force
entry will be lower. Employers finding
entry-level job seekers lacking ade-
quate skills will be forced to offer for-
mal remedial training. Ways will need
to be developed to maximize the use of
the existing labor force and provide
flexibility in working arrangements to
attract those not in the labor force to
enter. On an optimistic note, the rela-
tive scarcity of labor will induce firms
to substitute capital for labor, resulting
in higher labor productivity and real
earnings and less inflationary pressure.
The downside is that various sectors of
the economy are highly leveraged fi-
nancially, resulting in a very brittle
economy that could shatter if an eco-
nomic shock occurred.

Northwest Indiana

Leslie P. Singer

Professor of Economics, Indiana University
Northwest

The Northwest Indiana economy is be-
coming increasingly more immune
to the national business cycle. Real
gross national product has declined in
1989 to an annual growth rate of about
2.4%, down from an average rate of
4.1%. One would have expected that
Northwest Indiana would have lost
some of its growth momentum too.
That was not the case, just as we had
predicted in our 1988 forecast. Even
manufacturing and steel showed mod-
est gains of more than 1.5% in 1988. To-
tal employment averaged an annual
growth rate of 5.8%; nonmanufactur-
ing, led by retail trade, averaged an an-
nual growth rate of almost 6%. These
figures compare with a national em-
ployment growth rate of about 3.5%.
These results are surprising and cer-






