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The economic recovery matured in 1984, settling down to lower but more
sustainable rates of growth. There was a temporary pause during the second
half of 1984, but the economy has since shown renewed signs of vitality.
Consumer confidence remains high, and business investment spending is strong;
inflation has once again settled to levels below 5%, and employment has
improved, contributing to growth in personal income.

Prospects for 1985 and 1986 appear equally promising, although the
federal budget deficit and a growing trade gap threaten the longevity of the
current expansion. The following are highlights of our forecast for 1985 and
1986:

Both interest rates and money supply growth will remain stable.

* State and national rates of unemployment will continue to drop, due
primarily to job creation. The national unemployment rate will
decline from 7.2% in 1985 to 6.9% in 1986; Michigan's unemployment
rate will drop to 10.4% in 1985 and 9.9% in 1986,

* Inflation-adjusted personal income will increase 5.1% nationally
during 1985 and 3.0% in 1986. In Michigan, inflation-adjusted
personal income will grow by 5.7% this year and 3.2% next.

* Auto sales will rise to 10.8 million units in 1985 but drop to 10.5
million units in 1986.

* Housing demand will remain strong, but activity will shift from
basic no-frills houses to more luxurious single-family homes. \‘)
Housing starts will decline modestly in both 1985 and 1986, reaching
1.65 million units this year and only 1.60 million units next year.

* Consumer prices will display continued restraint, rising nationally
by 3.5% in 1985 and 4.0% in 1986. The Detroit Consumer Price Index
will grow by 3.0% in this year but increase by 3.8% in 1986.

SUMMARY OF MAJOR ECONOMIC FACTORS

Projected .= Aclual Projected  Projected
Factor ‘1984 , 1984 198 - {986
U.S. Auto Sales (millions) = 104 104 . 1e8 105
U.S. Housing Starts (millions) 180 - 175 1685 160
Inflation — U.S. CP! (%) - 40 - a1 . 35 = < 40 I
Unemployment — U.S. (%) e Pe . . 7B 703 69
Personal Income — U.S. (%) ‘ 56 - 53 5 30
Inflation — Detroit CPI (%) 36 35
Unemployment — Michigan (%) a2 .
Personal Income — Michigan (%) . 56
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Designed to predict the course of

the economy over the next 12 to 18
months, the monthly Index of Leading
Economic Indicators is a composite of
twelve measures of the economy. As is
typical of this advanced stage of the
business cycle, the index since August
1984 has vascillated between positive and
negative changes. As a rule, three
successive declines in the index signal
the possible onset of a recession within
the next year or so. A series of consec-
utive increases in the index suggest the
onset of a period of strong economic
growth, while a mixture of increases and
decreases indicate that business activity
is in the process of stabilizing.

In January, the index of leading
indicators rose by 1.7% after falling by

0.5% in December and rising 0.5% in
November. The January increase was the
argest monthly increase in the index

\—ince March 1983, and more than compen-
sated for declines chalked up during the
second half of 1984. Eight of the eleven
available indicators contributed to the
January advance: orders for consumer
goods, stock prices, the money supply,
business and consumer borrowing, business
formation, building permits, delays in
vendor deliveries, and declines in new
claims for unemployment benefits. Com-
ponents that reduced the overall gain in
the index included declines in orders for
plant and equipment, producer prices, and
the length of the average work week. The
twelfth factor, corporate profits, is not
available until several weeks after the
other eleven indicators.

Most of these factors are related to
the goods-producing sector of the econo-
my, but the service sector now employs
75% of the nonfarm work force. It may
consequently be misleading to focus so
narrowly on factors measuring manufactur-
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ing activity. Given the rising propor-
tion of the goods markets that has been
captured by imports, fluctuations in the

leading indicator index may provide a
misleading impression of the strength of
business activity. However, 1lacking a

better measure, this index continues to
serve as the most viable gauge of eco-
nomic vitality.

Unless the advance in the index is
sharply revised downward when additional
information becomes available, the Jan-
uary increase suggests that the economy
is regaining momentum following a slow-
down in the fourth quarter of 1984. The
pattern of changes in the index over the
past several months indicates the economy
should continue to expand throughout all
of 1985 and well into 1986.

Most

of the
during this
already occurred.

in the economy in the second half of
1984, figures for 1985 indicate that the

decline in interest
business cycle has
Despite some weakness

rates

economy 1is growing at a reasonable,
steady rate and does not require the
additional stimulus of either a decline
in interest rates or an increase in the
money supply. Interest rates are likely
to remain wvirtually unchanged through
1986.

There are a variety of factors
working to keep interest rates where they
are. If interest rates were to fall,
business and consumer demand for loans
would increase, depleting an already
small pool of funds available to borrow-
ers. At the same time, lower rates would
make U.S. financial instruments less
attractive, prompting investors to seek
other options that provide greater
monetary rewards. If investment funds
were shifted into other assets or inves-
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ted outside the United States, the number
of dollars available to domestic borrow-
ers would be further reduced. If credit
supplies were to become insufficient to
accommodate loan demand, interest rates
would rise again, rationing the scarce
credit resources among those able to
produce the greatest economic gain from
use of the funds. Any decline in inter-
est rates would therefore be temporary.

Conversely, if interest rates were
to rise appreciably, economic growth
would be choked off. The dollar would
acquire an even higher rate of currency
exchange, encouraging greater quantities
of imported goods to enter the U.S.
market. With comparatively low rates of
inflation, consumers would have no
incentive to avoid future price increases
by accelerating their purchases. If they
were to borrow to buy, they would incur
high interest charges. Without this
incentive to beat price increases, higher
interest rates would discourage pur-
chases, and consumer expenditures would
decline. With softer consumer demand and
a greater proportion of that demand being
met by foreign goods, U.S. manufacturers
would incur excess manufacturing capacity
and have 1little reason to borrow to
expand output or upgrade facilities.

Moreover, a number of U.S. banks
have major dollar-denominated 1loans to
developing third-world countries. As
interest rates and the value of the
dollar rise, the cost to these third-
world countries of merely paying the
interest on their debt rises. If pro-
tectionist measures were imposed on the
U.S. market to prevent foreign nations
from capturing a larger share of the
market and displacing U.S. goods, these
nations would be left with few remaining
alternatives to acquire the dollars
needed to stay current on their debt.
They would have 1little choice but to
default. Since U.S. banks have insuf-
ficient reserves to cover huge foreign
debts, a massive default could jeopardize

U

the entire U.S. banking system,
commerce to grind to a halt.

causing

The most obvious way of avoiding
either of the two horns of the dilemma --
overstimulating the economy by artifi-
cially slashing interest rates or cur-
tailing economic growth by allowing
interest rates to skyrocket -- is to
reduce the federal deficit and, conse-
quently, the federal government's demand
for credit. If funds available for
lending could be channeled from servicing
the national debt to supporting business
and consumer activities, interest rates
could fall while still maintaining a
balance between credit demand and supply.
If interest rates then fell to reflect
reduced demand for credit, the exchange
value of the dollar would decline, effec-
tively increasing the price of foreign
goods on the U.S. market and enabling
domestic manufacturers to recapture some
of their lost market share.

This prospect, however, is contin-
gent on the federal government's ability
to slash its budget deficit. Some prog-
ress has Dbeen made; social security
benefits and defense spending have
finally become grist for discussions on
deficit reduction. The economic projec-
tions that follow assume that Congress
will meet its target of bringing the 1986
federal budget deficit in at $50 billion
under the projected 1985 deficit.

Unemployment

rates have dropped
significantly over the past year.
Nationally, the unemployment rate for
February 1985 stood at 7.2% compared to
7.7% in February 1984. Michigan's unem-
ployment rate in February 1985 was 9.2%
compared to 11.4% only 12 months earlier.
For the entire year, unemployment nation-
ally averaged 7.8%; for Michigan, the
corresponding rate was 11.6%.
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As noted in the last forecast, a

kwﬂmajor share of the gains in employment

has come in the service industries.
Service jobs account for about 75% of all
nonfarm employment but have provided more
than 80% of the job growth during the
past year. Improvements in menufacturing
employment have been somewhat uneven.
The strong dollar has encouraged the flow
of imported goods into the United States,
and price-conscious consumers are buying
a wide range of high quality, compara-
tively inexpensive foreign-made goods
instead of similar U.S.-manufactured
goods. Consequently, while consumer con-
fidence remains high and retail sales
fairly brisk, this has not translated
into corresponding gains for manufactur-
ing sales or employment. In February
alone, nationwide employment in manufac-
turing fell by 82,000. Employment
patterns in Michigan have mirrored those
of the nation.

To achieve a reduction in the rate
of unemployment, the economy must gener-
ate enough new jobs to keep pace with the
number of new workers entering the labor
force as well as to accommodate those who
are out of work. During the early stages
of recovery from the 1980-82 recession,
many unemployed workers were called back
to work, causing relatively large and
quick declines in the state and national
unemployment rates. Most of the laid-off
workers who will be recalled already have
been recalled, however, making further
declines in the unemployment rate depend
on the number of new jobs generated by a
growing economy.

Demographic factors favor creation
of additional employment in the service
sector. As household income rises and
more women become employed full time
outside the home, service industry
employment will show sustained growth.
Counteracting this growth will be contin-
ued weakness in manufacturing employment.
The strong dollar and associated high
level of demand for imported goods will

=

constrain employment gains in manufactur-
ing industries.

For these reasons, unemployment
rates will not decline as much or as
quickly as they did in 1983 and 1984.
For Michigan, the unemployment rate will
average 10.4% in 1985 and 9.9% in 1986.
The U.S. unemployment rate will drop to
7.2% from 7.8% in 1984, then dip to about
6.9% in 1986.

Personal income is income from all
sources and is measured after deduction

of personal contributions to social
security, but before withholding of
income taxes and other personal taxes.
Personal income during 1984 increased by
9.6%. After adjustment for inflation,
this amounted to a net increase of 5.3%.
By far the largest share of this increase
was attributable to gains in wage and
salary income, and reflected improvement
nationwide in employment levels. The
component of wage and salary income
showing the highest rate of growth was
wages from service industries; this
reflected the dramatic employment gains
made in service industries throughout all
of 1984,

Growth in personal income in Michi-
gan was even more dramatic than for the
nation as a whole. Inflation-adjusted
personal income rose by 6.7% in Michigan
during 1984, more than one percentage
point higher than the national growth
rate. This higher Michigan rate was due
to substantial improvements in employment
levels and to subsequent growth in wage
income, largely in the manufacturing and
service industries.

With employment expected to grow in
Michigan and nationally in 1985 and 1986,
personal income will show continued
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gains, although at somewhat lower rates
of increase. For the United States,
inflation-adjusted personal income will
expand by 5.1% in 1985 before tapering
off to 3.0% 1in 1986, while personal
income in Michigan will grow by 5.7% in
1985 and 3.2% in 1986.

Auto

sales in
million units,
1979.

1984 reached 10.4
the highest level since
Removal in April of the voluntary
restraint agreement on auto imports with
Japan is likely to have minimal impact on
total U.S. auto sales in either 1985 or
1986. Total domestic and imported auto
sales will rise to approximately 10.8
million units in 1985 before a slowing
economy pushes the sales level back down
to 10.5 million units in 1986.

Although the United Auto Workers,
Ford Motor Company, and Chrysler Corpora-
tion argued against removal of the import

restrictions, strong sales levels and
record-breaking profits by the U.S. auto
industry eliminated Jjustification for

continuation of the restraint agreement.
Under the restrictions, U.S. sales of
Japanese-manufactured autos were artifi-
cially capped, enabling auto dealers to
raise prices on available wunits and
increasing the profit per unit at the
expense of the American consumer. 1t
also allowed U.S. manufacturers to charge
higher prices for their cars, comparable
in size and features with the Japanese
models, because the price competition
that would normally prevail in a free and
open market had essentially been elimi-
nated.

Elimination of the import restric-
tions is unlikely to have any immediate
effect on U.S. auto sales. First, most
Japanese auto plants are running at or
near capacity and cannot increase produc-
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tion by any significant amount. Nor do
the Japanese have an incentive to do so.
Should the supply of Japanese-made autos
available in the United States increase
substantially, demand could not expand
rapidly enough to absorb them, creating
excess inventory. This would reduce the
per unit profit on each auto sold in the
United States.

Second, given the strong protection-
ist tendencies of major auto-manufactur-
ing states such as Michigan, a 1large
increase in the number and sales of
Japanese vehicles in the United States
would undoubtedly draw the ire of Con-
gress and lead to charges of unfair
competition and of stealing jobs away
from American auto workers. This rheto-
ric might lead to more stringent, formal
controls of Japanese auto imports, shut-
ting off a significant share of Japan's
market and denying it access to the
profits from current sales in the United
States. This is undoubtedly a situation
Japan would prefer to avoid.

Ironically, most of the increase in
Japanese imports is likely to come from
General  Motors and Chrysler, both of
which are attempting to increase the
number of vehicles obtained from their
Japanese affiliates. If GM obtains all
the Isuzus and Chrysler all the Mitsubi-
shis they have requested, auto imports
from Japan will increase by 19% above
1984 1levels even without allowing for
increased shipments from other Japanese
makers. The Japanese government would
have a difficult time forcing restraint
on other auto manufacturers while allow-
ing Isuzu and Mitsubishi to capture a
larger market share.

Over the course of five years or
more, expiration of the import restric-
tions will probably benefit the U.S. auto
industry. As increased competition from
imports forces domestic prices down,
industry wages will stabilize, reducing
the pressure for development of more
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capital-intensive manufacturing processes
or relocation of assembly plants to other
nations. This would safequard rather
than devastate industry employment levels
in the United States. Lower prices will
also increase auto sales, benefiting both
consumers and manufacturers.

Finally, elimination of the import
restrictions should make the domestic
auto manufacturing industry less suscep-
tible to the swings of the business
cycle. When imports were artificially
restricted, demand for foreign cars
outstripped supply. Consequently, when
the economy softened and demand dropped,
supply and demand for foreign cars was
realigned. Foreign manufacturers were
still able to sell their full quota of
autos in the U.S. market, 1leaving the
decline in demand to be borne almost
entirely by the domestic industry. As
the market opens up and foreign manufac-
turers have to contend with the same
market demand forces as domestic auto
manufacturers, subsequent declines 1in
auto demand will be more equally distrib-
uted over both domestic and foreign
- manufacturers, reducing the wild swings
in production and employment, sales and
profits of U.S. auto makers.

Last year was a

good vyear for
housing construction. Housing starts
across the United States reached 1.75
million wunits in 1984, up from 1.70
million in 1983 and 1.06 million in 1982,
While an expanding economy was the major
factor in generating the construction
level attained in 1983, declining mort-
gage rates and renewed activity in
apartment construction accounted for the
1984 improvement.

Prospects for housing construction
are good for 1985 and 1986 although the
level of activity will not be as high as

)

it was last year. As mortgage rates have
stabilized, there is little advantage for
prospective homebuyers to delay construc-
tion and purchase in anticipation of even
more favorable loan rates. 1In addition,
much of the immediate demand for housing
for first-time baby boom homeowners has
been met. Most of the recent construc-
tion activity has focused on apartment
construction and more luxurious single-
family homes instead of the basic, no-
frills models favored by first-time home-
owners.

Consequently, although the dollar
value of new construction is 1likely to
rise during 1985 and 1986, the number of
housing units represented by these
outlays is expected to decline somewhat.
For all of 1985, housing starts will
reach about 1.65 million units, tapering
off to about 1.60 million units in 1986.

Consumer prices remained moderate in

1984, registering an increase of only
4.1%. The outlook for price restraint in
1985 and 1986 continues to be excellent.
A world oil glut has reduced OPEC's
stranglehold on energy prices forcing
petroleum prices down. These savings
have been passed on to consumers directly
through price cuts in gasoline and heat-
ing fuel and indirectly through trans-
portation costs for goods.

Comparatively high interest rates, a
strong U.S. dollar, and favorable cur-
rency rates have reduced the dollar price
for imported goods, sparking price com-
petition between U.S. and foreign manu-
facturers of goods. Even with a growing
U.S. economy, this competition will
restrict the ability of retailers to mark
up prices without sacrificing market
shares to imports, ensuring that consumer
prices for a wide variety of both durable
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and soft goods will remain relatively
unchanged over the next 15 to 18 months.

In addition, producer prices have
shown virtually no change since April
1984. For all of 1984, producer prices
rose a mere 1.8%. Since price increases
for producer goods such as steel and
aluminum, electricity, and business
equipment precede price increases for
consumer goods that use these processed
materials, this flatness in producer
prices suggests that the cost of these
materials will not soon contribute to
major increases in consumer prices.
Prices as measured by the U.S. Consumer
Price Index will rise by only 3.5% in
1985 and 4.0% in 1986; the Detroit
Consumer Price Index will rise by 3.0%
and 3.8% for the same periods.

The Michigan and national economies
will continue to expand throughout 1985

and 1986, although at more modest rates
of increase than in 1984. National and
international financial concerns will
prevent significant changes in either
interest rates or the money supply,
leaving U.S. manufacturers of goods
vulnerable to intense competition £from
foreign suppliers of goods. This compe-
tion will constrain hiring in the manu-

facturing sector, but a growing economy
will provide a number of new jobs in
other industries, particularly in the
service sector.

An improvement in employment coupled
with modest rates of inflation will boost
personal income, providing the means in
1985 to acquire 10.8 million new cars and
build 1.65 million new housing units.
Prospects for 1986 are similar, although
an unresolved federal budget deficit and
rapidly expanding trade gap pose a threat
to the duration of this period of eco-
nomic expansion.
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