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The  FISCAL AWARENESS SERVICE (FAS) incorporates the  following 
components : J' 

Monthly newsletters which t rea t  topics o f  special in te res t  and fiscal 
importance such as school a id funding, transportat ion, and fund ing 
o f  state-managed pub l ic  employee ret irement systems. On a 
quar te r l y  basis the  newsletter assesses the  condit ion o f  t he  statels 
budget ,  inc luding a discussion o f  the s t rengths  and weaknesses o f  
t he  governor 's  proposed budge t  and the  one subsequently enacted 
by the  legislature. Signi f icant  line-item vetoes are  discussed and 
evaluated. 

Quar ter ly  economic forecasts fo r  Michigan and the  U.S. 

T h e  weekly "Michigan Roundup,'' a publ icat ion rev iewing legislat ive 
actions o f  the  week and pol i t ical  news f rom the State Capitol. 

A p r i va te  le t te r  o f  pol i t ical  and social comment p rov id ing  addit ional 
i ns igh t  i n to  and analysis o f  t h e  complicated and changing scene fo r  
subscr ibers to  use in formulat ing the i r  own st rategic plans. 

Specialized research monographs cover ing topics such as Michigan's 
labor force, c u r r e n t  populat ion projections, taxation, and education. 

The monthly "Michigan Revenue Report," t rack ing  s igni f icant  
changes and revisions in state revenue flows as projected b y  o u r  
economic models and estimates. 
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A documentation service p rov id ing  copies o f  pub l ic  documents o f  
c u r r e n t  interest,  such as budget  messages, appropr iat ions acts, 
pol icy br ie f ings ,  agency reports ,  legislat ive committee assignments, 
phone l ists,  execut ive orders,  and a comprehensive l i s t  o f  budget  
adjustments f o r  t he  present  and fol lowing fiscal years. 

Services o f  t he  Bib l iographic Search Div is ion which provides 
bib1 iog raphic research and access to computerized databases, 
p r i n t e d  indexes, and  regional, national, and internat ional 
reference sources. 

As  a service t o  o u r  subscr ibers,  a tape cassette o f  the  monthly 
newsletter,  qua r te r l y  economic forecasts, and monographs wi l l  be  
suppl ied on request  in addi t ion to  the  p r i n t e d  copy. Busy readers 
wi l l  have t h e  oppor tun i t y  to  l isten t o  FAS information a t  the i r  
convenience on the  road, in the i r  homes, o r  a t  the  off ice. 
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T h e  index o f  12 leading economic indicators is  designed to  "lead," o r  
foretell, overal l  economic ac t i v i t y  during t h e  n e x t  12-to-16-month period. 
Consistent increases in the leading indicator index signal cont inued g rowth  , 
while a s t r i n g  of declines in the  index indicate a n  economic slowdown. For 
the  f i r s t  time in 21 months, t he  leading indicator index d ipped a s l i gh t  0.18 
during May. The index wi l l  probably be  rev ised upward later t h i s  month 
when data on the  other  two components of the  index -- inventories and 
p r i va te  sector c red i t  demand -- become available. 
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Four o f  t he  ten  available indicators cont r ibu ted to  increases in the  
index:  increases in orders  fo r  new p lant  and equipment, g rowth  in the  
nat ion's money supply,  a reduct ion in t h e  number o f  new claims fo r  
unemployment insurance, and increases in orders  for consumer goods. The 
major component pulling down the  index was a sharp  reduct ion in the  length 
of t he  average workweek. Other  indicators con t r i bu t i ng  to  the  index 's  
decline included new building permits, vendor del iver ies, ne t  business 
formation, stock market  pr ices, and pr ices o f  raw materials. 

Eiven assuming t h a t  t he  May reading fo r  the  leading indicator index wi l l  
be rev ised upward,  it i s  un l ike ly  tha t  the  un in te r rup ted  gains in t h e  index 
wi l l  cont inue fo r  v e r y  much longer. Many o f  the  indicators are approaching a 
plateau and wi l l  cont r ibu te  re lat ive ly  l i t t l e  t o  advance the  index during the  
coming months. For instance, in the  f i r s t  year o f  t he  recovery,  s t rong 
employment gains made a major cont r ibu t ion  to  the  g rowth  o f  t h e  index. New 
claims fo r  unemployment insurance have hovered around the  350,000 level f o r  
t h e  last few months and are un l ike ly  to  decline much fu r the r .  Moreover, as 
employers subst i tu te  new employees fo r  overt ime hours ,  the average work- 
week wi l l  decline. Hence, the  leading indicator index may begin to  turn 
negative even though the  labor market and the  economy continue to  pro ject  
considerable s t rength .  

As t h e  recovery has matured, c r e d i t  demand has intensi f ied and interest  
rates have resumed the i r  upward spiral .  T h e  prime ra te  alone has increased 
four  times in t h e  past  three months. A l l  sectors o f  the  economy have 
cont r ibu ted to  th is  si tuat ion. Consumers are optimistic about the  economy, 
feel more secure about the i r  jobs, and have shown an almost unb r id led  
wil l ingness t o  spend down savings and assume new debt  t o  make the  
purchases they  defer red during the recession. Businesses have simi lar ly 
stepped up the i r  c red i t  demands. D u r i n g  t h e  in i t ia l  stages o f  t he  recovery,  
h igher  sales volumes and lower break-even thresholds generated record  
pro f i ts ,  enabl ing many f i rms to expand ou tpu t  and rebu i ld  inventor ies by 
re invest ing p ro f i t s  ra ther  than re l y ing  o n  loans. However, as sales 
improved, many businesses s tar ted  t o  expand operations o r  buy new 
equipment. In t h e  process, they  increasingly re tu rned  to  the  c red i t  markets 
to  obta in the  necessary funds. 

Despite the  h igher  tax  revenues created by an expanding economy, t h e  
federal government has cont inued to  run ext raord inar i l y  large budget  def ic i ts.  
A n  expanding demand for  c red i t  f rom all th ree sectors o f  t he  economy has not  
been matched by corresponding increases in the supp ly  o f  loanable funds. 
T h e  recent  r ises in in teres t  rates have consequently ref lected t h e  impact of 
two separate factors: (a )  increased competit ion among consumers, 
businesses, and government fo r  available credi t ;  and ( b )  fear on the  p a r t  o f  
investors tha t  t h i s  heavier c red i t  demand wi l l  be met by an increase in the  
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money supp ly ,  and, ind i rec t ly ,  in the  r a t e  o f  inf lat ion. I f in f la t ion 
increases, the  purchasing power o f  t h e  repaid dol lars wi l l  decline, reducing 
the  ef fect ive r e t u r n  o n  investment. 

However, r i s i ng  in teres t  rates also increase debt  service on the  $1.3 
t r i l l i on  federal debt .  In teres t  owed on the  federal deb t  has accumulated 
faster than tax  revenues have grown, fo rc ing  even greater  government 
dependence on the  c r e d i t  markets. Unless (a) total  c red i t  demand is  re ined 
in or  ( b )  the  supp ly  o f  c red i t  i s  radical ly increased, in terest  rates have only 
one way to  go, and t h a t  is  up. Rather than  pay h igher  in teres t  rates, 
consumers and businesses would cu r ta i l  the i r  purchasing plans. As sales 
slowed, inventor ies would accumulate, fo rc ing  businesses t o  c u t  back 
product ion and employment. Th is  could th row t h e  economy back in to  
recession. 

As noted in the  last forecast, we believe the  Federal Reserve Board wi l l  
work fo r  the  remainder of t h i s  year to  keep monetary g rowth  w i th in  the  
announced ta rget  ranges, thereby help ing t o  p reven t  any major su rge  in 
inf lat ion. However, in te res t  rates wi l l  edge h igher  over  the  n e x t  few months, 
w i t h  the  pr ime ra te  averaging 13.5% by year-end. 

A c red i t  c runch  remains a v e r y  real possib i l i ty  during 1985.  If the  1984 
tax  bill approved b y  Congress last month i s  signed in to  law, such a c r u n c h  
might  be  averted. The  tax  bill would eliminate fore ign tax  c red i ts  fo r  U.S. 
companies w i th  overseas subsidiaries, but would permi t  these companies t o  sell 
tax-exempt bonds to fore ign investors. Th is  would expand access to  fore ign 
c red i t  markets and would, in theory,  have the  ef fect  o f  expor t i ng  our  c red i t  
c runch  to other  nations. Whether and how th i s  s t ra tegy  works wi l l  be  
reviewed and exp la i r~ed in subsequent forecasts. 

The  national unemployment ra te  showed a major improvement in June, 
fa l l ing to a seasonally adjusted ra te  o f  7 .1% f rom 7.5% in May and 7 .7% in 
Apr i l .  Much o f  t he  improvement was a t t r ibu tab le  to  fewer than usual high 
school and college students enter ing  the  labor force during t h e  month o f  
June. A t  11.6%, Michigan's unemployment ra te  in June cont inued to  hover 
above tha t  o f  the  n ine other  major indust r ia l  states. Michigan's unemployment 
ra te  was only s l igh t ly  changed from the 11.7% ra te  reported in May and s t i l l  
considerably h igher  than the  10.6% ra te  o f  Ap r i l .  Since June o f  1983,  total  
employrnent in Michigan has climbed by 164,000 while total  unemployment has 
declined by 147,000.  Most o f  t h e  employment gains have occurred in the  
construct ion and durab le  manufactur ing industr ies.  

The  unemployment ra te  is  the  ra t io  o f  unemployed persons to  the  total  
labor force. Since the  labor force i tse l f  has grown, it wi l l  take more new 
jobs to  produce a one percentage po in t  reduct ion in t h e  unemployment ra te  

KNAPP'S CENTRE 0 300 S WASHINGTON SQUARE 0 SUITE 401 0 LANSING, MI 48933 0 (517) 484-4954 



t han  it did ear l ier  t h i s  year. Consequently, the  unemployment ra te  wi l l  
decline more slowly even i f  considerably more jobs are  created. In addition, 
d u r i n g  the  recession many o f  the  least cost-eff ic ient f i rms were forced ou t  o f  
business. Those who su rv i ved  were able to  reduce the i r  f i xed costs and 
increase p roduc t i v i t y ,  resu l t ing  in lower pe r  unit labor and overhead costs. 
Many eliminated jobs wi l l  on ly  slowly be  replaced b y  new jobs. Final ly,  
h igher  levels o f  p roduc t i v i t y  mean tha t  ou tpu t  wi l l  increase more rap id l y  than 
e i ther  jobs o r  employment. Unemployment nationwide wi l l  average about 7.3% 
in 1984 and fall t o  6.8% in 1985. Michigan's unemployment ra te  wi l l  decline to  
an average ra te  o f  10.79, d u r i n g  1984 and d r o p  to  approximately 9.5% in 1985. 

So far  t h i s  year auto sales have reached the i r  h ighest  levels since 1979. 
Domestic auto sales have amounted t o  an annual ra te  o f  about 8 mil l ion uni ts ;  
w i t h  the  addi t ion of imports, total  sales have been averaging 10.3-10.4 mil l ion 
un i ts .  In spi te o f  r i s i n g  in teres t  and f inancing rates, total  sales in June 
reached a 10.8 mil l ion unit rate,  down modestly f rom the 11.2 mil l ion unit ra te  
o f  May; import  sales accounted fo r  approximately 23% of the total. 

Domestic manufacturers are  produc ing almost at  capacity now and, 
hence, a re  unable t o  f u r t h e r  expand product ion t o  take advantage o f  s t rong 
consumer demand, Import  res t ra in ts  have prevented fore ign manufacturers 
from tak ing  advantage o f  t h i s  demand. With in teres t  rates r i s ing  and a U.S. 
auto s t r i k e  looming in September, auto sales are l i ke ly  to  taper o f f  la ter  th is  
year .  As a resu l t ,  total  auto sales are  l i ke l y  to be constrained to  10.4 mil l ion 
un i t s  th i s  year .  With the addi t ion o f  new capacity n e x t  year, auto product ion 
znd  auto sales wi l l  r ise, increasing t o  approximately 11.2 mil l ion un i ts  in 
1985. 

For the  12 months ending in May, consumer pr ices, as measured b y  the  
U.S. consumer pr ice  index (CPI ) ,  rose 4.28. T h e  CPI in May rose a t  an 
annualized r a t e  o f  2.4%, compared t o  a 6.0% ra te  in Apr i l .  For t h e  f i r s t  f i ve  
months o f  1984, consumer pr ices rose at  an annualized ra te  of 4.6%. The 
inf la t ion performance fo r  Michigan has been even bet te r ,  w i t h  t h e  Det ro i t  CPI 
increasing a t  a ra te  o f  on ly  3.7% over t h e  same period. 

Producer pr ices, which tend  to  have a delayed impact on  consumer 
pr ices, show l i t t l e  s ign  o f  any s igni f icant  increase in inf la t ion over  the  n e x t  
few months. Producer pr ices were unchanged d u r i n g  t h e  th ree months 
ending in June. Ample petroleum supplies should keep energy pr ices 
re lat ive ly  stable. Increased competition, bo th  domestically due t o  i n d u s t r y  
deregulat ion and internat ional ly due to  the  record  s t reng th  o f  t he  dol lar,  wi l l  
he lp  res t ra in  p r i ce  increases. H igh in teres t  rates should discourage large 
inventory  hold ings and commodity speculation, help ing f u r t h e r  t o  c u r b  demand 
pressures and inf lat ion. 
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These moderating inf luences wi l l  b e  par t ia l l y  of fset  in 1985. The  
\ 
\ -- nation's factories are operat ing a t  approximately 82% of capacity. Capacity 

constra ints wi l l  p reven t  ou tpu t  from increasing qu ick ly .  If demand remains 
as s t rong as it has recent ly ,  producers wi l l  be  able to  sat is fy  th i s  demand 
only by us ing obsolete and expensive capacity. Th is  would cause pr ices to  
r ise  more rap id ly .  Record i n d u s t r y  p ro f i t s  have also raised labor 's wage 
expectations and wi l l  make it more d i f f i c u l t  t o  re ta in  the  wage concessions won 
during the recent  recession. Since labor costs are a major component of 
p roduc t  prices, h igher  wages wi l l  eventual ly be  ref lected in consumer pr ices. 
Consumer pr ices wi l l  r i se  an average o f  4.9% in 1984,  but wi l l  increase by 
approximately 5.6% in 1985. 

Housing ac t i v i t y  is  important no t  on l y  for t he  d i rec t  stimulus it provides 
to  t h e  economy, but also fo r  t he  ind i rec t  stimulus prov ided to  sales o f  
appliances, home furn ishings,  and consumer goods such as carpets and 
drapes. The ra te  of housing s tar ts  has shown considerable vo la t i l i t y  during 
t h e  past  few months. National housing s ta r t s  in May r a n  a t  an annual r a t e  o f  
about 1.78 mill ion uni ts ,  down 10.5% from the  unusual ly  high ra te  (1 .99  
mil l ion un i ts  per  year )  posted fo r  Apr i l .  The  s t rong ra te  fo r  Apr i l ,  in turn, 
followed a par t icu lar ly  poor showing in March. However, i f  t h e  March and 
A p r i l  rates are averaged and taken as a base, the  May ra te  ref lects a decline 
o f  only 1%. Permits issued in May for  new housing (an indicat ion o f  f u t u r e  
housing ac t i v i t y )  were running a modest 1.3% below Apr i l ' s  annual rate. 
Consequently, there  is l i t t l e  reason t o  believe tha t  housing ac t i v i t y  has 
star ted a substant ial  downturn.  Housing s tar ts  in May were s t i l l  0.2% over 
the  vas t ly  improved ra te  o f  last May. 

Mortgage rates have consistent ly r i sen since February.  In late June 
mortgage rates climbed t o  the i r  h ighest  level (14.5% o n  a conventional 30-year 
f ixed-rate loan) since October 1982. Al though high rates dampen housing 
ac t iv i ty ,  th is  ef fect  has been great ly  o f fse t  b y  two factors. F i rs t ,  the  
pro l i fe ra t ion  o f  creat ive f inancing techniques such as bu i lder  buy-downs and 
adjustable ra te  mortgages has enabled consumers t o  obta in mortgages whose 
in i t ia l  rates run below those o f  f ixed-rate mortgages. Second, the  baby boom 
generat ion has reached t h e  pr ime age fo r  home ownership and i s  exh ib i t ing  
considerable housing demand. Consequently, 1984 wil l  be  a re lat ive ly  good 
year fo r  housing ac t iv i ty ,  w i th  housing s ta r t s  reaching 1 . 8  mill ion un i t s  
nat ional ly.  In 1985,  high mortgage rates wi l l  f u r t h e r  dampen ac t iv i ty ,  w i th  
housing s tar ts  decl ining s l i gh t l y  to  1.7 mill ion un i ts .  

Personal income is  def ined as al l  income received by individuals, whether 
it or iginates from employment, government, o r  savings and investments. 
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Personal income i s  a key  determinant o f  consumer spending, and, as such, it 
provides some ins igh t  on  the  f u t u r e  d i rect ion of spending ac t iv i ty .  

Personal income rose a heal thy 0.6% in both  A p r i l  and May, down s l igh t ly  
from the extremely s t rong  g rowth  rates experienced earl ier in the year. 
In teres t  earnings a t t r ibu tab le  t o  r i s ing  interest  and d iv idend payments have 
played a s l i gh t l y  more important  ro le in th i s  g rowth  while wage and salary 
income. by far  the  largest  component o f  personal income, cont r ibu ted s l igh t ly  
less t o  overal l  g rowth .  T h e  s t rong g rowth  ra te  o f  personal income thus  fa r  
in 1984 suggests tha t  consumer spending wi l l  maintain i t s  s t reng th  fo r  the  
remainder o f  the  year. Continued moderation in inf la t ion rates implies tha t  
these income gains w i l l  no t  b e  eroded by declines in purchasing power. 
Consequently, personal income, a f te r  adjustment fo r  inf lat ion, wi l l  r i se  a t  a 
ra te  o f  5% in 1984 and 4.5% during 1985. 
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