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The U.S. Economy in 1990 and 1991:
Continued Expansion Likely

David E. Runkle*
Economist
Research Department
Federal Reserve Bank of Minneapolis
and Associate Director
Institute for Empirical Macroeconomics

As the seventh year of economic expansion draws to a
close, inflation fears seem to have subsided. But in
recent months some signs of rising inflation and
slowing growth have emerged. These signs have caused
many economists to predict that inflation will be higher
and real growth slower in 1990 than they were in 1989.
In contrast, a model used by researchers at the Federal
Reserve Bank of Minneapolis suggests that those
forecasters' predictions are too pessimistic. The model
predicts that strong consumption growth will sustain
the expansion in both 1990 and 1991 and that inflation
will remain under control.
Still Walking a Fine Line?
In a Quarterly Review article published early in 1989,
Preston Miller and I argued that the economy had to
walk a fine line between recession and accelerating
inflation (Miller and Runkle 1989). We suggested that
real output in 19 89 could not grow much faster than 3.1
percent without an increase in inflation. At the time, the
Minneapolis Fed's Bayesian vector autoregression
(BVAR) model of the U.S. economy predicted moderate
real growth and moderate inflation for 1989. The
model's predictions were largely correct: It now looks
as if real gross national product (GNP, adjusted for
inflation) will grow by about 2.4 percent and inflation,
as measured by the GNP deflator, will be 3.9 percent.
These numbers seem to indicate that the economy has
managed to walk a fine line in 1989.
Since the middle of 1989, however, there have been

some signs that the economy may be weakening.
Employment in manufacturing has declined steadily
during the last half of 1989. Between the beginning of
June and the end of December, nearly 200,000 manufacturing jobs are likely to be lost. New sales of
domestically produced autos in October and November
fell to an annual rate of 6 million units—their lowest
level in six years for any two consecutive months. As a
result of these signs, many economists are predicting a
decline in real consumer spending during the fourth
quarter of 1989. There has also been a recent decline in
new orders for manufactured goods, one indicator of
future economic activity.
At the same time that real growth appears to be
slowing, some data on price changes suggest that the
low inflation during the third quarter of 1989 was an
aberration and that inflation may rise in 1990. In
October, both the consumer price index (CPI) and the
producer price index rose at annual rates of more than 5
percent after four months of slow growth. These rising
rates have cast some doubt on the claim that inflation is
finally under control and have caused some analysts to
revert to their pessimistic inflation forecasts made early
in 1989.
The recent data suggest that we must reconsider
whether or not the economy will continue to walk a fine
line between recession and accelerating inflation in
1990-91.
*Also Adjunct Professor of Finance, University of Minnesota.
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The Current Consensus . . .
Although most economists now predict that inflation
will not accelerate dramatically and that the economy
will not enter a recession, the consensus among them is
that inflation will be higher and real growth will be
lower in 1990 than in 1989. The September 1989
Business Outlook Survey of professional forecasters,
conducted by the American Statistical Association
(ASA) and the National Bureau of Economic Research
(NBER), shows that the forecasters' median prediction
calls for the GNP deflator to rise by 4.4 percent from the
fourth quarter of 1989 until the fourth quarter of 1990.1
This prediction is half a percentage point higher than
the BV AR model's current estimates of deflator growth
in 1989. The ASA-NBER forecasters also believe real
growth will slow slightly in 1990. Their median forecast is that real GNP will grow by only 2.1 percent
during 1990, or three-tenths of a percentage point
lower than the model's current estimates of real growth
in 1989.
The main reason for this pessimism among the

ASA-NBER forecasters seems to be a belief that the
recent low inflation in the third quarter of 1989 was an
aberration whereas the current weakness in consumer
spending will continue into 1990. The median forecast
in the ASA-NBER survey is that real consumption will
grow by only 2.5 percent in 1990. In comparison,
annual consumption growth has averaged 3.8 percent
since 1983, when the recovery was under way.
. . . Contradicted
Although many economists believe that real growth
will slow in 1990, the Minneapolis Fed's national
BVAR model predicts faster growth with moderate
inflation. (See Litterman 1984 and Todd 1984 for

^ e e NBER 1989. The ASA-NBER survey, which was started in 1968, is
the longest continuous survey of GNP predictions made by business economists. For more background on the survey, see Keane and Runkle 1989 and
Zarnowitz 1969.1 use the median ASA-NBER forecast instead of the betterknown Blue Chip consensus forecast because the Blue Chip survey does not ask
forecasters to predict consumption growth, whereas the ASA-NBER survey
does.

A BVAR Model's Forecast for the U.S. Economy in 1990-91*

Actual**
Indicator

Model Forecast

1948

_88

1989

1990

1991

Average

2.4%
2.4
-1.1
3.1
2.0
4.3
-6.0
1.0

3.4%
4.0
8.5
3.2
2.5
3.4
5.6
1.7

3.8%
3.8
5.1
3.5
5.6
5.7
2.9
0.8

3.3%
3.4
5.1
3.2
4.3
3.4
3.6
4.1

3.9%

3.1%

2.9%

4.2%

23.1 bil.

13.1 bil.

18.9 bil.

13.5 bil.

-60.1 bil.

-58.6 bil.

-50.8 bil.

-18.6 bil.

5.3%

5.4%

5.4%

5.7%

Annual Growth Rates
(4th Qtr. % Changes From Year Earlier)

Real Gross National Product
Consumer Spending
Durable Goods
Nondurable Goods and Services
Investment
Business Fixed
Residential
Government Purchases
Gross National Product Deflator

4th Quarter Levels
Change in Business Inventories
(1982 $)

Net Exports (1982 $)
(Exports less Imports)

Civilian Unemployment Rate
(Unemployment as a % of the Civilian Labor Force)

*This is the forecast of a Bayesian vector autoregression model using data available on November 3 0 , 1 9 8 9 .
"Actual numbers are based on data for the first three quarters of 1989 and the BVAR model's forecast for the fourth quarter of 1989
(using data available on November 30,1989).
Sources of actual data: U.S. Departments of Commerce and Labor

20

David E. Runkle
U.S. E c o n o m y

background information on BVAR models like this
one.) The model's forecast for 1990 and 1991 is
summarized in the accompanying table. The model
predicts that the current weakness in growth will be
reversed early in 1990. It predicts that real GNP will
increase by 3.4 percent from the fourth quarter of 1989
until the fourth quarter of 1990 and by 3.8 percent
between then and the fourth quarter of 1991. The
model also predicts that the GNP deflator will increase
by only 3.1 percent in 1990 and by 2.9 percent in 1991.
The model's strong forecast for real consumption
growth is the main reason its prediction for real growth
in 1990 is so much stronger than the forecasts of many
business economists. The model predicts that real consumer spending will increase by 4 percent in 1990—
almost twice the rate of growth predicted by the median
forecast in the ASA-NBER survey. (See Chart 1.) This
difference in consumption growth predictions accounts
for more than 90 percent of the difference between the
model's GNP growth forecast for 1990 and that of the
median ASA-NBER forecast.
Because the model forecasts that the moderate
inflation between May and September of 1989 is likely
to persist, its inflation predictions are more optimistic
than those of the median ASA-NBER forecast. Using
data on inflation through October 1989, the model
predicts that during the second half of 1989 the GNP
deflator will grow at an annual rate of 3.6 percent and
that the CPI will grow at an annual rate of 3.1 percent.
The model's predictions for low inflation in 1990 and
1991 are extrapolations of those low inflation rates,
nudged downward by recent drops in interest rates.
(Whenever interest rates fall, the model predicts that
inflation will fall, too. The model makes this prediction
because in the past, falling interest rates have been
followed, on average, by falling inflation.)
Which Forecast Seems More Likely?
Although the model's forecasts for both inflation and
real growth are more optimistic than the median ASANBER forecast, the outlook for real growth seems to be
the focus for most current discussions of economic
policy. Since the model's forecast takes a much more
optimistic view of the effect of current economic
weakness on future real growth than does the median
ASA-NBER forecast, we need to determine which of
these predictions is more likely.
There are four kinds of evidence that support the
BVAR model's predictions:
• Current data on factors affecting future consumption.

Chart 1

Differences in Consumption Growth Forecasts for 1990
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*The 1989 data are actual—except for the fourth quarter.
Source of actual data: U.S. Department of Commerce

• Historical data about what has happened after slowdowns during the current recovery and expansion.
• An evaluation of the internal consistency of the
median ASA-NBER forecast.
• A comparison of the recent accuracy of forecasts
made by the BVAR model and the median ASANBER forecast.
Data Affecting Future
Consumption
Although forecasters generally agree that consumption
growth will be weak in the fourth quarter of 1989, they
disagree about how quickly consumption growth will
return to its previous rates. The effects of Hurricane
Hugo, the San Francisco earthquake, and the newly
resolved Boeing strike have added to the confusion in
interpreting fourth-quarter data. But several indicators
suggest that consumption should remain strong.
One of these indicators is the Conference Board's
Consumer Confidence Index, which has been published
since 1978. The index is currently at near-record levels
(see Chart 2). Only in four previous years (1983,1984,
1987, and 1988) has the index averaged over 100
during the final two months of a year. The years with
high year-end consumer confidence were followed by
years with, on average, 3.7 percent real consumption
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