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1995 economic outlook: 1994 will be a tough act to follow
Econom ic forecasting is an uncertain  
task, bu t 1994 is certain to be a tough 
act to follow. Last year, the econom y 
yielded one of its best perform ances 
in the past two decades, with perhaps 
the m ost favorable mix of real 
growth, low unem ploym ent, and low 
inflation for a single year since the 
early 1970s. Over this interval, in 
only one year (1978) did h igher real 
growth of gross dom estic p roduct 
(GDP) com bine with a lower unem 
ploym ent rate. However, tha t com bi
nation helped  set the stage for such 
high and accelerating inflation that 
real growth proved unsustainable in 
subsequent years. The final data for 
1994 are yet to be com piled, bu t it 
appears that the nation  has no t had a 
com bination o f h igher GDP growth 
and lower inflation than  in 1994, no r 
a com bination of lower unem ploy
m ent and lower inflation, in any sin
gle year in the past two decades (see 
shaded area in figure 1).
Amidst accelerating growth and signs 
o f some strain on dom estic p roduc
tive capacity, econom ists and busi
nesspeople from  around  the Midwest 
m et in D ecem ber at the Federal Re
serve Bank of Chicago to discuss eco
nom ic prospects for the com ing year. 
T he consensus forecast of partici
pants p redicted  som ewhat slower 
real econom ic growth, slightly faster 
inflation, and som ewhat h igher in ter
est rates in 1995. At the same time, 
it called for a m odest decline in the 
average unem ploym ent rate for the 
year as a whole. This Fed Letter dis
cusses that forecast as well as p resen
tations on labor m arket trends and 
prospects for Midwest industries.

National outlook still favorable 
for the Midwest
T he consensus forecast called for real 
GDP growth to decline from  an esti
m ated 3.9% in 1994 to 2.7% in 1995, 
and for the CPI inflation rate to rise 
from  an estim ated 2.7% in 1994 to 
3.4% in 1995. The forecast also calls 
for the prim e lending rate to rise fast
er than in 1994, reach
ing 9% by the latter 
half of the year. Even 
so, the econom y is ex
pected to grow at a fair
ly consistent pace 
th ro ug hou t the year.
Expectations for the 
underlying com po
nents of GDP still pain t 
a positive picture for 
the Midwest, albeit no t 
as positive as 1994.
Historically, the com bi
nation of in terest rate 
increases, h igher infla
tion, and slower growth 
in real fixed invest
m ent has dam pened  the relative per
form ance o f the durable goods 
m anufacturing-intensive Midwest 
economy. Some m odest waning in 
the reg io n ’s relative perform ance 
would no t be too difficult to bear, 
however, after the im provem ent of 
the past decade.
O ther features of the national ou t
look still look favorable for the Mid
west, and the regional econom y 
should continue to expand un der 
the consensus scenario. Industrial 
ou tp u t is expected to rise m ore slow
ly in 1995 than in 1994. But at a 
forecasted rate of 3.9%, this still- 
appreciable increase would rem ain 
above the GDP growth rate, and 
continue to benefit the Midwest. 
Likewise, growth in business fixed

investm ent is expected to back off 
slightly from  its double-digit pace 
during  1993 and 1994, bu t still re
m ain substantially above overall GDP 
growth. Car and light truck sales— so 
im portan t to the regional econom y— 
are expected to grow in line with 
their 1994 increase, above the fore
casted rate for overall real consum p
tion spending.

Consumer spending growth:
Slower but still healthy
C onsum er spending sped up consid
erably during  the latter half o f 1994, 
although high and increasing retail 
capacity, fierce com petition, w eather 
effects, and cost-conscious consum ers 
cut into many retailers’ profit m ar
gins. T he 1995 forecast shows real 
consum ption growth slowing in line 
with overall GDP growth, bu t still 
positive. While the forecast does no t 
specify spending on durable goods 
within total consum ption, the fore
cast for car and light truck sales im
plies that durable goods spending 
will con tinue to outstrip overall con
sum ption growth.
In the first presentation  at the De
cem ber conference, an econom ist
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with a large retail chain stated that 
the com pany had successfully 
p lanned  for a very strong 1994 holi
day season. Increased credit utiliza
tion helped  boost sales late in the 
year, bu t the speaker expected that 
the willingness to use credit would 
wilt som ewhat in 1995. T he d irect ef
fects of h igher in terest rates were 
partly responsible, bu t the speaker 
also no ted  that a significant share of 
variable rate loan agreem ents would 
begin carrying h igher in terest rates 
in the first quarter of 1995 after 
short-term  rates began escalating in 
early 1994. The speaker also no ted  
that consum er spending has been 
growing m ore slowly in recen t years 
than in previous recoveries. Howev
er, growth in consum ption of dura
ble goods has closely m atched that of 
previous recoveries.
M otor vehicle p roduction  and relat
ed com ponent and m aterials ou tpu t 
accounts for a large share of the Mid
west’s durable goods sector. An 
econom ist with the N ational Auto
m obile Dealers Association (NADA) 
gave a cautious bu t upbeat assess
m ent of trends in auto sales. NADA’s 
survey showed dealer optim ism  rising 
strongly in the latter half of 1994, 
and the year was quite profitable for 
m ost o f the association’s m em bers. 
Consum er confidence surged in late 
1994, boosting auto sales still higher.
This speaker offered some cautionary 
notes on the longer-term  pace of per
sonal incom e growth and its im plica
tions for auto affordability, however. 
Consum er confidence is an im por
tan t factor, bu t “the p rop er way to 
understand  consum er dem and for 
autom obiles is to act like a doctor. 
Never check their pulse until you 
check their wallet.” Affordability and 
incom e constraints have so stretched 
the consum er, he argued, that “this 
app aren t surge in industry activity 
may be a bit like a m ouse runn in g  on 
a treadm ill.” D em and for new vehi
cles has been boosted in recen t years 
by provisional solutions such as the 
extension o f loan m aturities and in
creasingly aggressive leasing subsi
dies, as well as declining in terest 
rates and m ortgage refinancing.

Auto industry m om entum  currently 
rem ains quite strong, however, and 
in light of past cyclical experience, 
the speaker stated that vehicle sales 
could rem ain relatively high for an
o ther year or two. Over the longer 
term , however, he rem ained cautious 
because o f what he viewed as the 
tem porary, stop-gap nature  of at
tem pts to deal with the challenge of 
waning affordability.
Some o ther industry experts have dis
counted  the affordability issue. For 
exam ple, an econom ist with one of 
the Big T hree autom akers observed 
that mix shifts toward m ore costly ve
hicles have boosted affordability 
m easures such as the weeks of m edi
an incom e required  to purchase a ve
hicle. Thus changes in simple ratios 
may actually reflect stronger as well 
as weaker patterns in dem and and af
fordability.

Capital goods prospects 
still seem bright
Growth in investm ent has been in 
line with or stronger than  its histori
cal relationship to overall GDP 
growth since 1988, and investm ent 
spending has surged in recen t years. 
Over the 1992-94 interval, business 
fixed investm ent grew at its fastest 
annual average rate over a three-year 
period since the mid-1960s, even 
eclipsing the three-year interval fol
lowing the brutal recessions o f the 
early 1980s. This perform ance has 
been all the m ore rem arkable given 
the ex tended  weakness in structural 
investm ent after the com m ercial real 
estate im plosion of the late 1980s 
and early 1990s. Capital spending on 
com puters and o ther inform ation 
processing equ ipm ent has been quite 
strong, with falling prices amplifying 
the growth in inflation-adjusted data. 
O ther form s of capital goods spend
ing have also con tribu ted  to the up 
surge, however, and 1994 growth in 
real spending on industrial equ ip
m ent, transportation  equipm ent, and 
o ther capital goods was in line with 
growth in spending on inform ation 
processing equipm ent.
Looking ahead, the consensus calls 
for som ewhat slower bu t still app re

ciable growth in business fixed in
vestm ent in 1995. An econom ist with 
a m anufacturer closely linked to capi
tal spending and export trends p re
sented a broad overview of the 
worldwide investm ent environm ent. 
Recoveries began to take a stronger 
tu rn  in previously weak econom ies of 
several im portan t overseas trading 
partners during 1994. The possibility 
o f even greater export gains next 
year has bolstered Midwest capital 
goods producers, although recen t 
events in Mexico have tem pered 
their attitudes somewhat. The speak
er anticipated slower econom ic 
growth in the U nited States during 
1995, bu t faster growth in Asia, Eu
rope, and m ost o f Latin America. In 
turn , he expected business fixed in
vestm ent to grow faster than overall 
GDP in each o f these regions (as well 
as in N orth America) in 1995, which 
would prove a continuing favorable 
backdrop for the Midwest economy. 
W orldwide pressures to substitute 
capital for labor should prom pt even 
stronger export gains to the econo
mies of trading partners with relative
ly high labor costs, such as Germany. 
The speaker added a cautionary 
note, at least in the near term , about 
trends in China. T he potential for 
growth in capital goods and o ther ex
ports to that populous, evolving, and 
potentially massive econom y may be 
th rea tened  by growing inflationary 
pressures.
Consistent with the favorable outlook 
for consum er durable goods and cap
ital goods ou tput, a steel industry 
consultant offered an upbeat apprais
al of the prospects for this im portan t 
Midwest industry. He expected in
com e growth to prom pt con tinued  
sales gains in 1995 for autos and ap
pliances, and these products carry 
significant steel content. The con
sensus forecast suggests that housing 
construction could flatten ou t or 
even decline, bu t this speaker identi
fied new m arketing opportunities in 
hom ebuilding, new streng then ing in 
multi-family residential construction, 
con tinued  growth in retail develop
m ent, and capacity expansion in the 
m anufacturing sector as im portan t



avenues of growth for steel producers 
in the com ing year.
Basic m aterials producers have been 
operating  u n d er sold-out conditions 
for many m onths, according to this 
speaker, and  wider m argins could 
com bine with con tinued  strength in 
dem and to justify h igher investm ent 
spending am ong basic m aterials p ro 
ducers during 1995. More generally, 
capacity expansion projects have al
ready been announced  by autom ak
ers, electronics producers, and 
m anufacturers o f com m unications 
equipm ent. Inquiries for construc
tion engineering consulting (an early 
indicator of subsequent developm ent 
activity) con tinue to run  high, and 
the speaker rem ained optimistic 
about prospects for nonresidential 
construction spending in 1995 de
spite the 1994 in terest rate increases.

“The American job machine”:
Broken or overheating?
Investm ent spending on capital 
goods has boom ed in recen t years, 
bu t w hat effect has this had on per
sonal incom e? Certainly in the short 
run , the wages and profits accruing 
to increased capital goods ou tp u t 
benefit the employees and stockhold
ers in these specific industries, as well 
as those of their suppliers. In addi
tion, the productive application of 
new investm ent boosts efficiency 
and, in turn , the long-run growth po
tential of the aggregate economy. 
Many have w ondered, however, 
w hether heigh tened  capital spending 
may be substituting for labor resourc
es at an increasingly rapid pace, and 
w hether the h igher spending may 
have com bined with heigh tened  in
ternational com petitive downward 
pressure on wages to actually depress 
overall jo b  opportunities and  person
al incom e growth, on balance.
The public’s perception  o f labor 
m arket conditions has lagged the im
provem ent im plied by the available 
data, at least until m ost recently. Na
tionally, the unem ploym ent rate de
clined faster in 1994 than in 1993, 
and  by year-end it rested at a level 
com parable to the lows of the late 
1970s and late 1980s. U nfortunately,

bo th  of those earlier periods were 
also characterized by faster increases 
in prices, rising in terest rates, and 
subsequent econom ic slowdowns. In 
recen t m onths, labor m arkets actual
ly seem to be operating  at or near 
levels believed consistent with a no n 
accelerating inflation rate, particular
ly in the Midwest, where reports of 
wage increases due to labor shortages 
have becom e increasingly frequent.
Is the great Am erican jo b  m achine 
broken, or is it overheating? A pre
sentation by the chairm an of one of 
the largest tem porary help com pa
nies in the world offered insights 
into the changing nature  of the em 
ploym ent relationship and the possi
ble im plications for the long-run 
generation  of wealth. T he pattern  of 
jo b  creation is indeed  shifting funda
mentally, he said, as a slower rate of 
increase in labor force participation 
has com bined with rapid m arket 
changes and technological progress 
to constrain and restructure labor 
costs. In particular, the speaker char
acterized the ann ou ncem en t o f the 
first-ever layoffs at the In ternational 
Business M achines C orporation in 
early 1993 as a w atershed in work
force m anagem ent practices. Until 
the late 1980s, IBM had a tradition of 
virtual lifetim e em ploym ent. W hen 
jobs at one of the largest com puter 
m anufacturers in the world are no 
longer “p erm an en t,” is there  any 
such th ing as a perm anen t job?
Even so, the speaker stated that “the 
Am erican jo b  m achine is alive and 
well.” The em ploym ent relationship 
is being re-engineered so as to 
p rom pt bo th  lower unem ploym ent 
rates and lower inflationary pres
sures. T he rapid growth in the tem 
porary help industry is one aspect of 
this larger phenom enon . A num ber 
of factors have prom oted  the use of 
tem porary em ploym ent in recen t 
years. Primary has been the push to 
prom ote efficiency and reduce risk 
by transform ing previously fixed 
costs into expenses that vary directly 
with output. In addition, the tem po
rary em ploym ent relationship en
ables many em ployers to econom ize 
on recru itm en t costs, and offers em 

ployer and em ployee a try-out period 
before they com m it to a m ore perm a
n en t relationship.
Many workers have had to adjust 
their expectations in the com petitive 
labor m arket of the late 1980s and 
early 1990s, and the restructuring 
process was no t w ithout pain. At the 
same time, wages paid in similar oc
cupations are increasingly reflecting 
their relative value, and the speaker 
counseled patience, expressing confi
dence in the long-run capability of 
freely functioning labor m arkets to 
rebuild  themselves and reward initia
tive and results.

Conclusion
The recovery from  the 1990-91 
recession has been m aturing, with 
continuing im provem ent in jo b  op
portunities, personal incom e, and 
confidence in fu ture incom e stability. 
So far, we have yet to witness evi
dence o f such acceleration in infla
tion that would th reaten  ano th er 
slowdown in real activity, despite 
h igher com m odity prices and signs 
of wage pressures due to labor short
ages. Accelerating technological 
progress, he igh tened  dom estic and 
in ternational com petition, associated 
im provem ent in productivity, and 
m easured bu t firm  m onetary policy 
seem to be laying the basis for con
tinu ing growth in real incom e and 
the general welfare during 1995.
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Midwest industrial ou tp u t expanded at a vigorous pace in recen t m onths.
The Midwest M anufacturing Index indicates that regional o u tp u t growth has 
exceeded the national average since May. Production o f industrial m achinery 
and transportation  equ ipm en t (including light vehicles, trucks, m otor vehicle 
parts, and railroad cars) has led recen t gains in the region.

Sources: The Midwest Manufacturing Index (MMI) 
is a composite index of 15 industries, based on 
monthly hours worked and kilowatt hours. IP rep
resents the Federal Reserve Board industrial pro
duction index for the U.S. manufacturing sector. 
Autos and light trucks are measured in annualized 
units, using seasonal adjustments developed by the 
Board. The purchasing managers’ survey data 
for the Midwest are weighted averages of the sea
sonally adjusted production components from the 
Chicago, Detroit, and Milwaukee Purchasing Man
agers’ Association surveys, with assistance from 
Bishop Associates, Comerica, and the University of 
Wisconsin-Milwaukee.
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