ESSAYS ON ISSUES

1991 outlook—-Stumbling
over uncertainty

Since the beginning of 1990, the
economy has been struggling in its
attempt to reach an anticipated “‘soft
landing.”” The year began with auto
inventories bulging and deep produc-
tion cutbacks scheduled. Through-
out much of the year, many firms
suffered from weak profits and, in an
effort to avoid losses, firms laid off
white-collar as well as blue-collar
workers. At mid-year few forecasters
were expecting the economic expan-
sion to end, but fewer still were ex-
pecting a Middle East crisis and epi-
sodes of $40 per barrel oil. It now
appears that the economy in 1990
ended on a sour note. Real gross
national output (GNP) contracted for
the first time since 1986, making the
economy a little weaker and a little
bumpier than expected at the begin-
ning of the year.! This disappointing
ending occurred after the unforeseen
and unprecedented drop in con-
sumer and business confidence that
can be traced in large part to the
Middle East crisis. Most notably, the
University of Michigan’s index of
consumer confidence took the steep-
est plunge in its history after the
August invasion of Kuwait. This loss
of consumer confidence culminated
in the fourth quarter of 1990 in the
form of a weak Christmas selling
season.

In an atmosphere of growing appre-
hension about the sustainability of
the longest peacetime expansion on
record, twenty-eight business econo-
mists and analysts attended the Fed-
eral Reserve Bank of Chicago’s fourth
annual Economic Outlook Sympo-
sium on December 12, 1990, to dis-
cuss their economic outlook for 1991.
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The consensus of the group was that
the economy would continue to
grow, but at roughly half the pace of
1990: a 0.4% rate of growth in real
GNP in 1991, compared to 1.0% in
1990. But the more interesting story
lies hidden in the quarterly growth
pattern of the economy. With the
longest peace-time expansion likely
to end in 1991, the key question be-
comes how long and how deep will
the economic contraction be? This
Fed Letter highlights the consensus
outlook and discussion that took
place at the December symposium.?

Confidence shapes the
consensus outlook

It is often said that no two recessions
are exactly the same. Forecasting
economic growth for 1991 has been
made difficult because many of the
traditional warning signs of an im-
pending recession have not appeared
in the current economic environ-
ment. This may be because busi-
nesses have been preparing for hard
times since at least the beginning of
1990. For example, the group was
developing their forecasts in an envi-
ronment where inventories-relative
to recent sales volume-were tightly
controlled and extremely lean. With-
out the need for prolonged produc-
tion cutbacks to help trim bulging
inventories, sustained periods of eco-
nomic decline are unlikely. Indeed,
the economy ended the third quarter
of 1990 with modest but still positive
growth (1.4%), without the charac-
teristic involuntary buildup of inven-
tory normally seen in the early stages
of arecession. Nevertheless, there
were warning signs that the economy
was beginning to contract prior to
the symposium.
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The consumer confidence index was
perhaps the bleakest indicator of a
deteriorating economic environment.
This index has yet to recover from its
steep decline following the invasion
of Kuwait. The index of leading indi-
cators also peaked in August and
continued to decline through the
end of 1990. Also, the national pur-
chasing managers’ survey signaled
the beginning of a sharp economic
contraction in September. By the
time of the symposium, data on em-
ployment and industrial production
declines, led by cutbacks in the auto
industry, confirmed what the indexes
signaled-the fourth quarter of 1990
would be weak. The consensus pre-
diction of the group at the time of
the symposium was that GNP would
decline by 1.5% (annualized) in the
fourth quarter—the first quarterly
decline since 1986. The group’s
main concern was how long and

how deep would be the economic
contraction.

Based on the consensus outlook, real
GNP is expected to follow the decline
in the fourth quarter of 1990 with a
0.9% (annualized) drop in the first
quarter of 1991 (see Figure 1) before
turning positive. According to the
consensus, GNP will decline only
0.6% from peak to trough, compared
to an average recessionary decline in
GNP of 2.6%. Only the most pessi-
mistic of the forecasts submitted at
the symposium (as shown by the
lower edge of the shaded area in
Figure 1) would begin to compare
with an average recession.

While the group expected economic
growth to turn positive by the second
quarter of 1991, the second quarter
growth rate of 1.0% is anemic at best.
Seven out of the twenty-five forecasts
submitted at the symposium showed
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declines extending through the first
half of 1991. Only in the second half
of the year did the group expect GNP
growth to average about 2.5%, ap-
proximately the amount of growth
achieved on average in 1989. Given a
reasonable margin of error around
the forecast numbers, the second
quarter of 1991 could easily be the
third consecutive quarter of economic
decline.

Despite the softness expected in the
second quarter, the first quarter of
1991 appears to be the pivotal quarter
in the consensus outlook. As with the
fourth quarter of 1990, virtually all of
the sectors of the economy are ex-
pected to decline in the first quarter
of 1991 (see Figure 2). Although the
pace of the contraction eases in the
first quarter, enough momentum re-
mains to keep the first quarter growth
rate negative. In the second quarter,
however, only business fixed invest-
ment continues to decline. An ex-
pected decline in net exports over
1991 tends to be offset by an expected
rise in inventory investment in the
second half of the year (change in
levels not shown in Figure 2). Gains
in consumption spending and modest
inventory rebuilding are sufficient to
begin the process of economic recov-
ery, albeit at a very tentative pace.

The reason that the group predicted
such tentative growth in the second
quarter of 1991 may have been their

expectation that the index of indus-
trial production will continue to de-
cline, marking its third consecutive
quarterly decline. Some of the weak-
ness in production can be attributed
to the expected decline in invest-
ment, particularly producer durable
equipment. However, production
may be further weakened because
consumer durables are slow to re-
bound from quarterly contractions.
In other words, much of the growth
in consumption spending is likely to
come from trend growth in consumer
services and from less cyclically sensi-
tive nondurable consumer goods.
Thus, according to the consensus, the
economy is expected to remain slug-
gish until sales of consumer goods,
such as autos and appliances, and
producer goods, such as heavy equip-

ment and computers, begin their
recovery.

The group’s prediction of improve-
ment in the second half of 1991 can
be attributed in part to their expecta-
tion that interest rates will be lower
during 1991 than they were at the
time of the symposium. About 80%
of the participants built lower interest
rates into their forecasts. This expec-
tation has already been justified to
some extent by recent events. Short-
term interest rates edged downward
in December, in response to an eas-
ing in monetary policy that included
the December 18 reduction in the
discount rate. Assuming that changes
in monetary policy lead the economy
by six to nine months, a cyclical turn-
around should be expected in the
second half of 1991.> Moreover, ac-
cording to the consensus outlook, the
improvements are expected to come
from traditionally interest-sensitive
sectors of the economy—the con-
sumer and producer goods sectors.
These same sectors typically generate
the recovery phase to the business
cycle as well.

Prospects for another auto-led
recovery

Auto sales were by far the major
source of growth in the economy
during the 1983 economic recovery.
That year, car and truck sales rose by
nearly 2 million units to a total sales
volume of 12.3 million units, which
alone accounted for roughly half of
the 3.6% growth in GNP that year.

Percent change (saar)

90Q4 91Q1 9102 9103 9104 1990 1991
GNP in constant (1982) dollars -1.5 -0.9 1.1 23 2.8 1.0 0.4
Personal consumption expenditures -1.5 -0.3 1.5 2 22 1.1 0.7
Business fixed investment -5.1 -3.7 -1.9 1.8 3.6 1.4 -1.4
Residential construction -14.2 -5.9 0.0 35 5.6 -5.0 -6.1
Government purchases 1.5 0.5 0.1 0.0 0.0 25 0.6
FRB index of industrial production -3.7 -2.5 -0.4 3.0 3.3 1.2 -0.2
GNP implicit price deflator 4.6 4.5 3.9 3.9 3.9 4.3 4.2
SOURCE: Federal Reserve Bank of Chicago, Economic Outlook Symposium.
NOTE: Numbers are median forecasts of rates of change in GNP and related items.




According to the consensus outlook,
the change in auto sales in 1991 is
expected to be far smaller and its
subsequent impact on GNP growth,
while still important, will be far less
dramatic than in 1983. In fact, the
median forecast of the group showed
a modest drop in car sales from 9.5
million units in 1990 to 9.2 million
units in 1991. Thus, even with sales
in the second half of the year
stronger than the first half, the con-
tribution of auto sales to GNP growth
in any given quarter will be modest.
On this basis alone, the rebound in
the second half of 1991 can reasona-
bly be expected to be minimal.

Other types of consumer durable
goods are unlikely to offset the weak
auto market. Appliance sales have
been weak for some time, in part
because housing starts have been
weak. Housing starts have been par-
ticularly weak among multi-family
units, which were overbuilt during
the early 1980s as a result of favorable
tax laws. After changes in the 1986
tax laws, housing starts began to de-
cline, reaching an unimpressive 1.21
million units in 1990, compared to an
average 1.5 million unit rate in 1984-
85. For 1991, the consensus predicts
only 1.17 million starts, which offers
little stimulus to appliance sales. In
addition, many appliances with once
rapidly growing markets, such as
micro-wave ovens, have reached their
saturation points. Thus, much of the
market for appliances will have to
come from either replacement or
remodeling. Factory sales of appli-
ances declined throughout 1990,
reaching their weakest point in the
fourth quarter of 1990. According to
an industry economist at the meeting,
sales are expected to decline between
3% and 5% (annualized) in the first
half of 1991, and turn positive (be-
tween 2-2.5%) only in the second half
of the year.

While underlying conditions were
unfavorable to growth in both the
case of autos and appliances through-
out most of 1990, it was the unantici-
pated Middle East crisis that pro-
duced the severe weakness at year’s
end. In the past, declines in con-

sumer confidence of the magnitude
that occurred late in 1990 have always
been followed by a recession, accord-
ing to one presentation based on the
University of Michigan’s indexes of
consumer confidence. So, while it
was true that the economy was slug-
gish before August, it appears that
the scales were finally tipped in the
direction of recession when the un-
certainty about war caused consumers
to spend cautiously during and after
the Christmas selling season.

Can capital spending pick up
the slack?

The erosion of confidence has not
been limited to consumers. Busi-
nesses also appear to have become
increasingly apprehensive about com-
mitting their scarce financial re-
sources to capital spending programs
in an atmosphere of uncertainty and
a softening economy. In the consen-
sus outlook, investment is expected
to decline 1.3% in 1991, compared to
a 1.4% gain in 1990. The weakest
quarter is expected to occur at the
beginning of the year. Investment is
not expected to pull the economy
again until the last quarter of 1991
and then is expected to provide only
a minimal boost to economic activity.
Typically, capital spending (particu-
larly in equipment) is a major con-
tributor to GNP growth in the early
quarters of a recovery. But, a recur-
ring view at the symposium was that
businesses were apprehensive about
making capital spending decisions

in the current economic environ-
ment.

The Commerce Department’s survey
of plant and equipment spending
plans for 1991 generally reflects that
sense of apprehension. The latest
survey was taken in October and No-
vember, but the results were released
a week after the December 12 sympo-
sium and consequently were not avail-
able to the participants in the fore-
casting exercise. The survey results
indicated that in 1991 businesses
expect a meager 0.4% gain in con-
stant dollar capital spending, com-
pared to the 4.1% increase in 1990-
marking the lowest growth in capital

spending since the tax law-induced
slump in 1986.

The weakness in investment seems to
be widespread among capital goods
producers. According to industry
cconomists at the December sympo-
sium, both heavy equipment and
farm equipment sales are expected to
decline 5% in 1991, in part because
of expectations of weak cash flow.*
Neither segment of equipment
spending was robust in 1990. How-
ever, the decline expected in 1991 is
closer to the early 1986 decline than
to the steeper decline of past reces-
sions. Other capital-goods producers
at the symposium reported declining
orders and, although the bottom had
not dropped out of the market, sev-
eral producers expressed concern
about the market’s outlook for 1991.
Even the office and computer equip-
ment segment—currently about one-
third of equipment spending and by
far the major source of growth in
recent years—is expected to decline
about 2% in 1991, according to a
supplier of parts to that segment.
Similar to appliances, the computer
market is being now being driven by
“‘add ons.”” Decisions to add periph-
eral equipment to existing computer
systems can easily be postponed in
times of uncertainty.

Pulling out may be slow

The prospects for a short and shallow
recession may have diminished with
the employment and industrial pro-
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duction data released shortly after
the December meeting, but the fun-
damental problems facing the econ-
omy have changed little. Durable
goods markets are weak, having been
dampened by weak profits and wide-
spread uncertainty about the out-
come of the Middle East crisis. The
reason most often cited at the sympo-
sium for a mild and brief contraction
was that the economy lacked the
serious imbalances that caused the
sharp and extensive contractions
characteristic of past recessions.
Moreover, the softness in the econ-
omy has triggered an easing in mone-
tary policy. In fact, interest rates have
been declining for some time, par-
ticularly the Federal funds rate. And
at the end of 1990, the discount rate
was lowered for the first time since
1986. Given the normal lags in the
economy’s response to a change in
monetary policy, the second half of
1991 continues to be the most likely
time to expect to see an expanding
economy.

Perhaps the most serious risk to the
1991 outlook expressed by partici-
pants at the symposium is the willing-
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ness and ability of the financial system
to fund consumption and capital
spending in 1991. As pointed out by a
financial economist at the symposium,
many of the economic excesses of the
1980s were in the financial sector, led
by highly leveraged buyouts of corpo-
rations. That fact makes traditional in-
dicators of future business cycle move-
ments, such as inventory-to-sales ratios,
less relevant today and makes debt
burden measures more relevant. And
yet, according to several financial ana-
lysts at the symposium, the financial
sector is inhibited by the same prob-
lem that is constraining the consumer
and producer sectors-a pervading
sense of uncertainty about the future.
A resolution of the uncertainty that
has dampened consumer and business
confidence in the future may do more
to pull the economy out of its current
downturn than changes in either
monetary or fiscal policies.

—Robert Schnorbus and
William Bergman

'A summary of last year’s outlook can be
found in the February 1990 Chicago Fed
Letter.

?The reader should be aware that data on
November employment and industrial
production, both widely perceived as very
negative news, were not available until
shortly after the symposium. While many
lowered their forecasts for fourth quarter
of 1990 and the early part of 1991, most
of the group have since reported that
their basic outlook for 1991 was little
changed by the data released at the end
of last year.

*For a recent analysis of channels of
monetary policy, see ““The transmission
channels of monetary policy: how have
they changed?,”” in the December 1990
issue of the Federal Reserve Bulletin.

“For a discussion of the effect of cash flow
on investment, see Peterson and Strauss,
“The cyclicality of cash flow and invest-
ment in U.S. manufacturing,”” Economic
Perspectives, January/February 1991,

pp- 9-19.



