FORECASTS

George A. Fulton, Director

Saul H. Hymans, Director Emeritus

Research Seminar in Quantitative Economics
University of Michigan ~ Ann Arbor, Ml 48109

734-764-2567

www.rsge.econ.lsa.umich.edu
For Release: 6/16/2011

The U.S. Economic Outlook for 2011-2012
Executive Summary: June 2011

Another Soft Patch

The U.S. economic recovery, which has been mov-
ing ahead in fits and starts, appears to have hit an-
other soft patch this year. After growing by 2.8 per-
cent during 2010 (4th qtr to 4th qtr), output rose at
only a 1.8 percent pace in the first quarter, and it ap-
pears to be headed toward another quarter of about
2 percent growth this spring.

Two negative shocks have dampened recent eco-
nomic growth. First, the price of oil (w. Texas int.
crude) rose dramatically from about $76/barrel last
summer to $110 in April. This drove up consumer
prices, which then slowed the growth of real con-
sumption spending.

Second, the earthquake and tsunami in Japan dis-
rupted supply chains in many industries, curbing
production until these linkages can be reestablished.
In the U.S. this problem has perhaps been most no-
table among the Japanese nameplate automakers.

Fortunately, these problems appear to be temporary.
As expectations of world growth were ratcheted
down in early May, the price of oil fell back to about
$100/barrel. Going forward, a steady-to-slowly-ris-
ing oil price will relieve some of the pressure on con-
sumer prices. As the recovery in Japan proceeds,
and alternate suppliers are identified, production
in the affected industries can return to normal, and
indeed, lost production can be made up, temporar-
ily boosting growth. Recent announcements by the
Japanese automakers suggest that they will resume
normal production levels at home and abroad soon-
er than previously expected.

Labor Market Woes

Earlier this year it looked as though the labor market
was improving. Monthly payroll job additions aver-
aged 182,000 workers for the four months ending
in April, up from average monthly gains of 139,000
in the final three months of 2010. In addition, the
4-week moving average of initial claims for unem-
ployment insurance fell below 400,000 claims for
March and the first half of April.

More recent labor market data have been less prom-
ising. Since mid-April, the average initial claims
series has rebounded to levels seen in late 2010,
suggesting renewed weakness in the labor market;
and job gains in May, at 54,000, were only about 30
percent of the recent monthly average.

The Second Half of 2011

We expect the economy to regain some momentum
in the second half of the year, with output growing at
a 3.4 percent pace. Production levels for those firms
impacted by the Japanese disasters will be returning
to near normal levels over the next several months.
Light vehicle sales should improve as inventories
are replenished. In addition, the retreat in gasoline
prices supports stronger consumption growth for the
balance of the year.

With the acceleration in economic activity, employ-
ment gains pick up again later in the year, and the
unemployment rate drifts down from its current read-
ing of 9.1 percent to 8.9 percent by year’s end.

Brinkmanship and the Debt Ceiling

Both political parties have agreed that it’s time to get
serious about the budget deficit; it’s the “how” they
can’t agree on. Some want to use debt limit legisla-
tion as the vehicle to force deficit reduction. With the
art of compromise seemingly dead in Washington,
it could be a long summer as negotiations continue
while the list of available accounting tricks to fore-
stall default grows short. While we don’t anticipate a
government default, neither do we expect a compre-
hensive plan that deals with entitlement programs
and the tax structure to be in place over our forecast
horizon.

Existing budget provisions imply some fiscal drag in
the coming year as stimulus spending continues to
wind down, the payroll tax holiday ends at the end of
2011, and investment incentives for businesses are
reduced for 2012.

“The Michigan Model” over....



Monetary Policy: The Next Phase

The Federal Reserve’s current program of quanti-
tative easing (QE2) is drawing to a close. With the
latest round of weak economic news, discussion of
further monetary easing has surfaced. Since we be-
lieve the slowdown in growth is temporary, we view
a QE3 as a long shot. Given the unusual nature of
present-day policy, however, we expect the Fed will
prefer to tighten policy early and gradually. We have
assumed that at the start of 2012 the Fed will begin
to let its balance sheet shrink, with hikes in the policy
rate delayed at least another year.

We expect interest rates to be fairly steady through
2012, with the 3-month T-bill rate at or below 0.2 per-
cent, the 10-year T-note rate in the 3.3—3.4 percent
range, and the 30-year conventional mortgage rate
below 5 percent.

The Outlook for 2012

The economy loses a little steam the first quarter of
2012, growing at a 2.6 percent pace as the temporary
tax cuts are reduced, but growth then picks up to 3.2
percent during the balance of the year. Consumption
and business fixed investment are the major sources
of growth; a recovery in housing also plays a role.
Government purchases, at the federal as well as the
state and local level, continue to be a drag on growth.

Housing starts improve from 614 thousand units in
2011 to 873 thousand in 2012.

Light vehicle sales, which totaled 11.5 million units
in 2010, reach 12.9 million units this year and 14.8
million the following year as some sales are deferred
in 2011 by a lack of inventory.

Employment and Inflation

Nonfarm payroll employment hit bottom on a calen-
dar-year basis in 2010 at 129.8 million jobs. We are
projecting an increase of 1.5 million jobs for 2011
and an additional 2.6 million for 2012. Even so, that
would leave the job count well below the 137.4 mil-
lion average of 2007. In a recovery, discouraged
workers reenter the labor market as job prospects
become more promising, slowing the improvement
in the unemployment rate. We expect the jobless
rate to inch down from 9.6 percent in 2010 to aver-
age 9 percent this year and 8.7 percent in 2012.

Core CPI inflation, which registered a very low one
percent in 2010, picks up to a more comfortable 1%
percent in 2011 and 2012. With the recent run-up
in food and oil prices, the all-items CPI rises by 3.1
percent this year, but a subsequent moderation in oil
prices slows headline inflation to 1.9 percent in 2012.

GDP (billions of current $)

Real GDP (billions of chained 2005 $)
% change: year-over-year
% change: 4th-qtr-to-4th-qtr

Nonfarm payroll employment (millions)
Civilian unemployment rate (%)
Capacity utilization, total industry (%)

Inflation (private nonfarm GDP deflator, % change)
Inflation (CPI-U, % change)
Inflation (core CPI, % change)

Light vehicle sales (millions)
Private housing starts (thousands)

3-month Treasury bill rate (%)
10-year Treasury note rate (%)
Conventional mortgage rate (%)

Real disposable income (billions of chained 2005 $)
% change
Corporate profits after tax (billions of current $)

Value of U.S. $ (FRB broad index), % appreciation
Current account balance (NIPA basis, billions of current $)

Federal surplus (FY, NIPA basis, billions of current $)

Actual RSQE Forecast

2009 2010 2011 2012
14119.0 14660.4 15274.9 16005.9
12880.6 13248.2 13583.6 13999.1
-2.6 2.9 25 3.1
0.2 2.8 2.7 3.0
130.8 129.8 131.3 134.0
9.3 9.6 9.0 8.7
69.2 745 77.1 78.9
0.8 0.8 1.2 1.9
-0.4 1.6 3.1 1.9
1.7 1.0 1.4 1.5
10.4 11.5 12.9 14.8
554 585 614 873
0.2 0.1 0.1 0.2
3.3 3.2 3.4 3.3
5.0 4.7 4.7 4.7
1099.8 10236.6 10390.8 10530.2
0.6 1.4 1.5 1.3
1061.8 1384.5 1441.4 1358.0
5.8 -3.4 -6.3 -2.6
-379.7 -481.2 -540.8 -573.9
-1094.2 -1326.1 -1281.0 -1086.5





<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /None
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Error
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.0000
  /ColorConversionStrategy /CMYK
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments true
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /CreateJDFFile false
  /Description <<

    /BGR <>
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e9ad88d2891cf76845370524d53705237300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc9ad854c18cea76845370524d5370523786557406300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /CZE <>
    /DAN <>
    /DEU <>
    /ESP <>
    /ETI <>
    /FRA <>
    /GRE <>

    /HRV (Za stvaranje Adobe PDF dokumenata najpogodnijih za visokokvalitetni ispis prije tiskanja koristite ove postavke.  Stvoreni PDF dokumenti mogu se otvoriti Acrobat i Adobe Reader 5.0 i kasnijim verzijama.)
    /HUN <>
    /ITA <>
    /JPN <FEFF9ad854c18cea306a30d730ea30d730ec30b951fa529b7528002000410064006f0062006500200050004400460020658766f8306e4f5c6210306b4f7f75283057307e305930023053306e8a2d5b9a30674f5c62103055308c305f0020005000440046002030d530a130a430eb306f3001004100630072006f0062006100740020304a30883073002000410064006f00620065002000520065006100640065007200200035002e003000204ee5964d3067958b304f30533068304c3067304d307e305930023053306e8a2d5b9a306b306f30d530a930f330c8306e57cb30818fbc307f304c5fc59808306730593002>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020ace0d488c9c80020c2dcd5d80020c778c1c4c5d00020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /LTH <>
    /LVI <>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken die zijn geoptimaliseerd voor prepress-afdrukken van hoge kwaliteit. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /POL <>
    /PTB <>
    /RUM <>
    /RUS <>
    /SKY <>
    /SLV <>
    /SUO <>
    /SVE <>
    /TUR <>
    /UKR <>
    /ENU (Use these settings to create Adobe PDF documents best suited for high-quality prepress printing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /ConvertColors /ConvertToCMYK
      /DestinationProfileName ()
      /DestinationProfileSelector /DocumentCMYK
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure false
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles false
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /DocumentCMYK
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /UseDocumentProfile
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


