Economic Research Department

FIRST QUARTER 1992

The Recovery Is Coming

According to 40 economic forecasters surveyed by the Federal Reserve Bank of
Philadelphia, the economic recovery is on its way. The forecasters see real GDP barely
rising in the first quarter of 1992, increasing substantially in the second quarter, and rising
even faster (more than 3 percent at an annual rate) in the second half of the year. Along
with the recovery will come a decline in the unemployment rate, after it peaks at a
quarterly average of 7.1 percent in the first quarter of 1992, The unemployment rate will
decline to 6.7 percent by the end of the year.

Despite the recovery, the forecasters don’t foresee a resurgence of inflation. The GDP
implicit price deflator is seen rising 3.0 percent during 1992, while the Consumer Price
Index is forecast to increase 3.3 percent in 1992,

According to the forecasters, interest rates will be at their lowest in the first quarter of
1992. The forecast calls for the three-month Treasury-bill rate to bottom out at 3.8 percent
in the first quarter, then to rise gradually to 4.5 percent over the next year as the economy
recovers. The forecast for the 10-year Treasury-bond rate is similar, with a trough at 7.3
percent in the first quarter, rising slightly to 7.6 percent by early 1993,

Substantial Risk of Another Negative Quarter

Despite their optimism concerning the recovery, there remains a substantial risk that the
first quarter and perhaps even the second quarter of 1992 will show declines in real GDP.
The probability that GDP will decline in the first quarter is 43 percent; for the second
quarter, it is 25 percent. So doubts about the recovery are much stronger than indicated in
the past two surveys, as the following chart shows:

Mean Probability Third Quarter Fourth Quarter First Quarter
of a Decline 1991 1991 1992
in Real GDP Survey Survey Survey
1992: Q1 17 26 43
Q2 15 15 25
Q3 15 13 13
Q4 NA 11 10

1993: Q1 NA NA 9
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Long-Term Expected Inflation Declines

The median forecast of the average inflation rate (for the Consumer Price Index) over the
next 10 years fell to 3.7 percent in this survey, down from 4.0 percent in the survey taken in
the fourth quarter of 1991, Half of the forecasts were in the interval of 3.4 to 4.0 percent.

New Long-Term Forecasts

For the first time, the forecasters were asked to provide 10-year forecasts for various
macroeconomic variables. The real GDP growth rate is seen averaging 2.5 percent, with
productivity growth of 1.5 percent. In financial markets, stocks are expected to provide a
10 percent return, 10-year Treasury bonds are seen averaging 7.5 percent, and three-month
Treasury bills are forecast to provide a return of 5.0 percent.

Other Variables

After declining in the first quarter of 1992, industrial production will rebound through the
rest of the year. Housing starts are expected to grow faster than 15 percent through 1992,
Net exports will weaken for most of the year before strengthening at year-end. After the
first quarter of 1992, inventory growth is forecast to contribute to stronger GDP growth as
well, The only area of the economy in which weakness is expected to persist is in federal
government purchases.

Assumptions About Domestic Policy and International Events

The forecasters expressed a wide range of opinions about fiscal policy, some assuming it
would have virtually no impact in 1992, and others believing that a tax package that could
be as large of 0.5 percent of GDP is likely. For monetary policy, the forecasters see some
potential for further easing in the first half of the year, but they expect some tightening as
the economy rebounds in the second half. The forecasters are nearly unanimous in their
opinion that the dollar will strengthen this year. They expect oil prices to remain fairly
stable or perhaps to drop slightly.

The Philadelphia Fed’s Survey of Professional Forecasters was formerly
conducted by the American Statistical Association (ASA) and the National Bureau
of Economic Research (NBER) and was known as the ASA/NBER survey. The
survey, which began in 1968, is conducted each quarter. The Federal Reserve
Bank of Philadelphia, in cooperation with the NBER, assumed responsibility for
the survey in June 1990.

For further information about the Survey of Professional Forecasters, contact:
Dean Croushore

Research Officer and Economist

Federal Reserve Bank of Philadelphia

Ten Independence Mall

Philadelphia, PA 19106

(215) 574-3809
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