


MONTHLY FOCUS 

Surprise! Government Employment Is Rising 

A recent report by the Rockefeller Institute of Gov- 
ernment reveals that the number of public officials in the 
United States is growing.' In 1990 and 1993 the number 
of government workers at the state and local levels nation- 
wide grew 3.3 percent and 5.1 percent, respectively. State 
employment increased in 30 states, and all but two re- 
corded increases in local government employment. Sev- 
eral states registered double-digit increases in state and 
local public employment. 

Why the Growth? 

Growing needs in two very different areas of govern- 
ment service explain much of the rise. First, the war on crime 
and higher incarceration rates have created a sizable jump in 
the number of corrections workers. In the 1980s the number 
of state and local corrections workers more than doubled, 
while general employment grew only 13 percent. (According 
to the report, more recent data are not yet available.) 

Second, employment in both K- 12 and higher educa- 
tion has grown. Education accounts for such a large pro- 
portion of total state and local employment (about 40 
percent) that growth in this area can affect overall govern- 
ment growth figures substantially. The exhibit shows the 
difference between growth in education and noneducation 
employment for selected states. In over half the states the 
number of local education employees grew faster than the 
number of local noneducation employees. In 17 of 30 
states in this analysis the number of state-employed edu- 
cation workers grew more or declined less than the number 
of state-employed noneducation workers. 

Higher K-12 enrollments help to explain the growth 
in education employment in many states. From 1990 to 
1993 the number of elementary and secondary students 
grew 4.3 percent nationwide. Higher education employ- 
ment has grown as well, although the report cautions that 
higher education employment numbers may be mislead- 
ing-due to replacement of full-time employees with part- 
time employees. 

The Situation in Michigan 

The number of state employees in Michigan fell 5.1 
percent between 1990 and 1993, the seventh largest drop in 
the nation. Much of the drop is explained by an effort to 
reduce the number of state workers; the reduction (primarily 
through attrition and a small proportion of layoffs) was 
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almost entirely in noneducation employment, which fell 9.4 
percent in this three-year period. Michigan's local govern- 
ment employment grew 4.9 percent, just under the national 
average of 5.1 percent. In total, the number of Michigan 
state and local government jobs grew 2.4 percent during 
1990 and 1993, the 36th highest growth rate in the nation. 

Conclusion 

Tight state budgets would seem to call for a cut in 
government employment. Yet, this report highlights a 
paradoxical rise in the size of government, and the numbers 
are likely to continue to increase in most states with im- 
proved growth in state and local revenues. Inevitably, 
education enrollments will continue to climb as baby 
boomers' children take their seats in the nation's class- @ 
rooms. Moreover, unless alternatives are found, correc- 
tions spending will continue to draw public resources away 
from other needed services. 
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Economic Forecast 

INTRODUCTION Third-quarter economic indica- 
tors provide strong evidence that although the economy is 
not improving by leaps and bounds, it is starting to pick up 
momentum. Furthermore, the growth continues to be rela- 
tively inflation free, setting the stage for further improve- 
ment. Home buyers are finally beginning to respond to 
historically low interest rates, and housing starts are show- 
ing strong improvement. Interest rates and pent-up de- 
mand are keeping auto sales strong, and sales of other 
durable goods are showing signs of life as well. If it had 
not been for the unusually low farm production resulting 
from flooding in the Midwest and drought in the Southeast, 
growth in the third quarter would have been even stronger. 

Of course, the economy still has its weak spots. Em- 
ployment figures for the third quarter were discouragingly 
low. This was due primarily to a slow August, however, 
and subsequent figures show that job growth is beginning 
to turn around. Consumers are still wary of the nation's 
economic future even though personal income is rising and 
consumers are spending more. Uncertainty about the job 
market is the primary source of this low consumer confi- 
dence, but recently improved employment figures may 
help reverse consumer skepticism. Defense cutbacks, 
weak exports, and effects of the midwest flooding continue 
to weigh on the economy, and the recovery is uneven across 
the nation. 

GROSS DOMESTIC PRODUCT (GDP) GDP 
grew at an annual rate of 2.7 percent (revised from 2.8 
percent) in the third quarter, up nearly one percentage point 
from the second quarter. (See Exhibit 1.) This is in line 
with our previous forecast of third-quarter growth of be- 
tween 2.5 and 3 percent. Third-quarter growth, however, 
was better than it appears, as the U.S. Commerce Depart- 
ment estimates that midwest flooding and drought in the 
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Southeast cut 0.6 percentage points off GDP growth. The 
growth rate was still the highest quarterly rate since the end 
of last year, when 5.7 percent growth was recorded. 

Interest rates seem to have been the impetus for much 
of the growth, as improvement occurred primarily in inter- 
est-rate driven sectors, such as durable goods purchases, 
business investment in capital equipment, and new home 
purchases. Personal consumption was up 4.4 percent in 
the third quarter from the second. Businesses increased 
their investment in new equipment by 7.4 percent from the 
second quarter, although growth was not as robust as it was 
earlier this year. Exports remained a drag on the economy, 
primarily because the economies of the nation's major 
trading partners remain weak. 

Outlook We predict stronger growth in the fourth quar- 
ter than in the third, with annual rates between 3.2 and 3.7 
percent. This optimism is based partially on November's 
encouraging drop in unemployment of 0.4 percentage 
points. Also, continued low inflation and interest rates, 
improvements in the housing sector, and falling fuel prices 
will help boost the growth rate. Although manufacturing 
remains a weak spot in the economy, the third quarter's 
improvement in durable goods orders is a plus. 

If the effects of midwest flooding are not taken into 
account, wages and income are rising at a respectable rate. 
withcontinued low inflation, the purchasing power of U.S. 
consumers is improving. Consumer's may be regaining 
some of their faith in the economy-the index of consumer 
confidence registered its biggest rise in nearly a year in 
November. Indeed, figures show that consumers are 
spending more and are cautiously returning to stores and 
showrooms across the nation. These factors imply slow 
but steady growth in the months ahead. We are projecting 
that real GDP will increase 3.25 to 3.5 percent in 1994. 

EMPLOYMENT AND INCOME U.S. nonfarm 
employment increased by 377,000 jobs in the third quar- 
ter, well below gains in the first two quarters. However, 
the quarterly average was held down by a decline in 
August. Employment rose by 162,000 jobs in September, 
177,000 in October, and 208,000 in November. In all three 
months the number of jobs rose by more than the average 
of 156,000 new jobs per month for the first nine months of 
1993. The economy has added 1,926,000 jobs since No- 
vember 1992. 

The major growth area in the economy continues to 
be services, which added 289,000 jobs in the third quarter, 
about 77 percent of the third-quarter total. Manufacturing 
continues to be a drag on the economy, as employment in 
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this sector fell by 95,000. There was a small gain in 
manufacturing employment in October, however, and a 
30,000 gain in November. .All other major sectors regis- 
tered employment gains in the third quarter, with retail 
trade employment rising by 108,000. 

The U.S. unemployment rate fell from 7 percent in 
the second quarter to 6.7 percent in the third. The rate 
increased to 6.8 percent in October from 6.7 percent in 
September, but then fell to 6.4 percent November, the 
largest one-month decline in a decade. The October 1992 
rate was 7.4 percent. The rate during the current business 
cycle peaked at 7.7 percent in June 1992. Because of 
revisions in the household employment survey, beginning 
in January, the reported unemployment rate is expected to 
increase as much as 0.5 percent from current levels. 

Michigan wage and salary employment continued to 
edge upward in the third quarter, increasing one percent above 
the year-ago level; employment also increased one percent in 
the second quarter. The strongest sector was construction, 
where employment rose 5.5 percent as record low interest rates 
spurred building activity. Employment in the services sector 
increased 3.4 percent, a small improvement over the second- 
quarter gain of 2.8 percent. Manufacturing employment fell 
0.6 percent, the second straight quarterly decline, due mainly 
to a 4.8 percent drop in motor vehicle employment. The only 
major manufacturing sectors with strong employment growth 
were rubber and plastic (5.5 percent) and industrial machinery 
(3.1 percent). The only other major sector to lose jobs was 
government, as employment fell 0.8 percent. (See Exhibit 2.) 

The Michigan unemployment rate averaged 6.9 per- 
cent in the third quarter (seasonally adjusted), unchanged 
from the second quarter. The rate was 6.9 percent in 
October, up from 6.7 percent in September, then increased 
to 7 percent in November. Although Michigan had the 
fourth highest unemployment rate among the 11 most 
populous states in October, its rate fell to the fourth lowest 
in November. 

U.S. personal income increased at an annual rate of 
only 2.7 percent in the third quarter due to a sharp fall in 

farm income caused by the midwest floods and southeast 
drought and declines in interest income due to falling 
interest rates. This is down sharply from the 9 percent rate - r?l 
of increase in the second quarter. These ups and downs 
disguise an upward trend of about 5 percent on an annual 
basis; third-quarter personal income was 5.3 percent above 
the level in the third quarter of 1992. (See Exhibit 3.) 

Michigan personal income increased a robust 8.4 
percent, at an annual rate, in the second quarter of 1993 
(latest data available). This strong performance was due 
to a 13-percent (annual rate) increase in wages and salaries. 
Dividends, interest, and rent and transfer payments, which 
in total account for about one-third of personal income, 
increased only one percent and 3.7 percent, respectively. 

All wage and salary sectors except government re- 
corded strong increases. Wage and salary payments in 
government increased only 2.2 percent from the first quar- 

EXHIBIT 2: Michigan Wage and Salary 
Employment by Sector, Percentage Change, 
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ter and 1.7 percent from the year-ago quarter. Every other 
sector recorded a double-digit increase, except manufac- 
turing, which increased 9.4 percent. 

Compared with the second quarter of 1992, personal 
oncome is up 4.9 percent, and wage and salary income is 5 

percent higher. Wages and salaries paid by the manufac- 
turing sector are up only 2.7 percent, while wages in the 
services sector are up a robust 9.9 percent. 

The reader should be aware that these numbers are 
preliminary and subject to large revisions. Our view is that 
the economy is not as strong as these numbers indicate, and 
downward revisions are likely. 

Outlook The outlook for the economy continues to 
improve. Consumers are still cautious, but the debt burden 
is down sharply from the 1989 peak, and motor vehicle 
sales are turning in solid gains. Consumer installment debt 
was 16.1 percent of disposable personal income in the third 
quarter, down from 19.1 percent in 1989. Consumers are 
now willing to take on new debt, as evidenced by the $30 
billion increase in installment debt in the past year com- 
pared with only a $17 billion increase from 1989 to 1992. 
Motor vehicle sales are on target to increase about 8 percent 
in 1993 after a 10.4 percent gain in November, the largest 
annual increase since 1985. 

These positive developments combined with lower 
interest rates and progress on reducing the federal deficit 
pave the way for a solid economic performance in 1994. 
Gains in employment and income, however, will be held 
down by continued cutbacks in the defense industry, little 
or no growth in government employment, a slowdown in 
employment gains in the health care industry due to cost 
containment efforts, and continued downsizing at many 
large corporations in response to increased global compe- 
tition. 

Nationally, we expect employment to increase about 
1.5 percent in 1993 and 2 percent in 1994, the largest gain 
since 1989. The unemployment rate is expected to average 
about 7 percent in 1993 and 6.5 percent in 1994. Although 
the motor vehicle industry will continue to due well in 
1994, employment growth in Michigan will be slightly 
below the national average because of our above-average 
reliance on the slow growing manufacturing sector. We are 
forecasting an increase of 1.25 percent in 1993 and about 
1.5 percent in 1994. The Michigan unemployment rate is 
expected to average slightly under 7 percent in 1993, the 
first year since 1966 that the Michigan rate will not exceed 
the U.S. rate, and between 6.5 and 7 percent in 1994. 

Stronger employment growth will result in improved 
personal income growth. U.S. personal income is forecast 
to increase about 5.25 percent in 1993 and 5.5 to 5.75 

e' ercent in 1994. Michigan personal income is projected to 
increase slightly more than 5 percent in 1993 and about 5.5 
percent in 1994. Wage and salary income will grow a little 

faster than total income, as interest income and transfer 
payments will increase at below-average rates. 

AUTOMOBILE SALES AND PRODUCTION 
Motor vehicle sales remained a bright spot in the economy 
during the third quarter of 1993, although growth was 
slightly less impressive than in the second quarter. We had 
predicted motor vehicle sales growth of between 8 and 10 
percent in the third quarter. Sales of cars and light trucks 
hit the lower end of this range, and together rose 8 percent 
from the year-ago period, down slightly from the 10.3 
percent increase in the second quarter. Car sales were 
relatively strong, increasing 5.5 percent from the third 
quarter of 1992. This is slightly lower than the 6 percent 
growth in the second quarter, however. Truck sales also 
grew a bit slower than in the second quarter but still rose a 
hefty 12.2 percent in the third quarter from the same period 
last year. 

There has been good news for Michigan auto produc- 
ers in the past few months. General Motors continues to 
dig itself out of a pattern of losses and expects its North 
American operations to break even this year. The contin- 
ued improvement in car sales bodes well for the state, since 
Michigan produces a greater portion of the nation's cars 
than trucks. Michigan and U.S. automakers alike can 
celebrate the continued declining Japanese market share of 
U.S. auto sales. The Japanese share of car and truck sales 
for the year is down about half of a percentage point from 
last year. The strong yen and U.S. productivity and quality 
improvements indicate that this trend will continue. Also, 
the United States maintained its domination of the light- 
truck market in the third quarter and should continue to do 
so in the foreseeable future. 

Outlook Auto sales should remain strong but will con- 
tinue to slow slightly as pent-up consumer demand abates. 
We predict growth between 8 and 10 percent in the fourth 
quarter to complete a year of strong improvement in the 
industry. If employment and income gains continue as 
expected, next year should again be strong for the automo- 
tive industry, although it will be hard to top the 1993 
growth spurred by a turnaround in U.S. sales. For 1994 we 
predict growth in motor vehicle sales of between 7.5 and 
8.5 percent to slightly over 15 million units. 

MONETARY AND FISCAL POLICY The bench- 
mark discount rate of the New York Federal Reserve Bank 
has remained at 3 percent since July 1992, marking the 
longest period without a rate change since 1989-90. Dur- 
ing that stretch interest rates on three-month treasury bills 
have ranged between 2.69 and 3.48 percent. Fed Chairman 
Alan Greenspan has voiced concern that short-term inter- 
est rates are too low for an economy this far into an 
expansionary phase. A move by the Fed to increase the 
discount rate should be interpreted by financial markets as 
a move to keep down output-driven inflation. Such a move 
would renew confidence in the Fed's commitment to low 
inflation, which should in turn hold down long-term inter- 
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est rates. The Fed has also maintained a firm grip on 
money supply, allowing M-2 (the sum of currency, demand 
deposits, travelers checks, money market deposit accounts, 
and small time deposits) to grow only 1.9 percent from 
January through November. 

The budget deficit for FY 1993 totaled $254.9 billion, 
down from $290.3 billion in FY 1992. Outlays increased 
2 percent while receipts increased 5.7 percent. The 1993 
budget package is expected to cut the deficit to just over 
$200 billion in FY 1995. In the short run deficit reduction 
will dampen growth in GDP, but in the long run reduced 
government spending will free up resources for private 
sector expansion. 

To prevent any further short-term drag on growth, 
President Clinton defeated efforts by lawmakers in both 
houses of Congress to trim an additional $90 billion in 
spending over the next five years. The president also 
claimed that these plans would imperil health care reform, 
which will take center stage in the new year. Congress is 
also expected to resurrect efforts to pass a balanced budget 
amendment. 

Outlook The Fed will continue to keep inflation fight- 
ing its highest priority. This necessitates letting short-term 
interest rates rise by as much as half a point over the next 
year to approximately 3.5 percent. Long-term interest 
rates should remain within the current range of 6.1 to 6.3 
percent, with the outlook for low inflation and continued 
commitment to deficit reduction. Low rates will boost 
investment demand and improve the long-term growth 
picture. Health care reform will increase costs to many 
businesses, which will dampen short-term growth. Long- 
term effects depend on whether reform can deliver cost 
cuts in Medicare and health care administration that exceed 
the short-term cost increases. 

PRICES The U.S. consumer price index (CPI-U) 
rose at an annualized rate of 1.4 percent in the third quarter. 
Including a 0.4 percent jump in October due largely to the 
4.3-cent federal gasoline tax hike, prices have increased at 
an annual rate of 2.9 percent since January. Prices should 
increase little in the last two months of 1993, as the price 
of crude oil plummets; OPEC oil is currently selling at 
around $13.50 a barrel compared with its year-to-date 
average of $16.50 per barrel. 

Michigan consumer prices (as measured by the De- 
troit-Ann Arbor CPI, released every two months) shot up 
at an annual rate of 7.8 percent between August and Octo- 
ber, led by a surge in fuel, apparel, and fresh produce prices. 
Prices increased at an annual rate of 3.6 percent in August 
following 1.8 percent increases in June and April. Michi- 
gan prices are up 3.2 percent from last October due mainly 
to a large increase in apparel prices. Food and housing 
costs have increased slightly faster than the national aver- 
age, but medical care has increased at a slower rate. 

Producer prices, which generally foreshadow 
changes in consumer prices, dropped 2.5 percent between 
June and September and one percent between March and 
September (annualized rates). Excluding food prices, 
which increased due to the midwest floods, producer price 
for consumer goods dipped at a 6.4 percent annual rate i la 
the third quarter. October prices were down 0.2 percent 
from September. 

Outlook Inflation appears to be well under control. 
Falling oil prices and slowly rising labor costs should hold 
the 1993 increase down to about 3 percent, about half a 
point lower than our last forecast. Michigan prices are on 
track to increase between 3 and 3.25 percent. The current 
drop in producer prices will moderate consumer price 
inflation in 1994 despite the continued surge in economic 
activity. We forecast a 3.1 percent rise in consumer prices 
for 1994, both for Michigan and nationally. 

HOUSING A long-awaited turnaround in national 
housing statistics has begun, as low mortgage rates are 
finally beginning to pull buyers back into the market. 
Further good news is that home sales are healthier even in 
the West, where defense cutbacks and drought had stunted 
the housing market. 

Improvement is evident across the spectrum of hous- 
ing statistics. Residential fixed investment jumped at a 
10.9 percent annual rate during the third quarter, after 
falling at a 9.5 percent annual rate in the second quarter 
and rising only 1.5 percent in the first. Seasonally adjusted 
annual sales of existing homes rose in August and Septem- 
ber, after falling slightly in July. Housing starts increased 
in all three months of the third quarter, and construction is 
beginning to improve as a result. 

In Michigan, the recovery is strong as well. Michi- 
gan's building permits should increase by about 10 percent 
this year to a total of approximately 40,000. Construction 
led the state's employment growth in the third quarter; 
growing two percentage points more than services, which 
is usually Michigan's leader in job growth. 

Outlook The housing recovery is expected to continue 
in 1994. Growth should match or exceed the current level 
in the next quarter and well into next year. Although 
mortgage rates recently rose for the first time in many 
months, rates are not expected to surge soon. Pent-up 
demand for houses combined with improvements in in- 
come and employment will drive much of the recovery. 
Michigan's housing recovery should follow suit. The 
state's economy has greatly improved this year, and em- 
ployment and income gains should help sustain the recov- 
ery. Reduced property taxes could also help Michigan's 
housing market. We predict housing starts will grow at a 
rate of 11 to 12 percent in 1993 over the 1992 level. 
Growth in 1994 should be in the 10 to 12 percent range. 
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NEWS FROM THE STATE CAPITOL 

School Reform Progress; Merit Pay for State Employees 

a 
School Reform Progress 

The House passed a school finance plan in the wee 
hours of the morning on December 10 after a marathon 
session. The plan now goes to the Senate, where a tough 
battle is expected. The House plan, which provides $10.2 
billion in school spending, will give the voters a choice 
between two financing packages. One, the statutory plan, 
would levy 16 mills of state and local property taxes on 
residences and 20 mills on nonresidences. In addition, it 
would raise the single business tax (SBT) rate 0.5 percent- 
age points to 2.95 percent and levy a one-percent transfer 
tax on home sales and a 16-percent tax on the wholesale 
price of tobacco products. 

The other option, the constitutional plan, would take 
effect only if a two-cent increase in the state sales tax were 
approved by voters. If voters agree, the second plan would 
levy no mills on residential property and would also tax 
nonresidential property at 20 mills. Under the constitu- 
tional plan the SBT would not be raised, transfer taxes 
would remain as they are, and there would be no new taxes 
on tobacco products. 

Both plans raise the income tax from 4.6 to 6 percent, 
raise the state income tax exemption to $3,400, improve 
homestead credits for renters, and allow some school dis- 
tricts to ask for additional voted mills to enhance state 
funding. 

Although passage of the school finance package is a 
substantial step forward, many hurdles lie ahead. The 
House has not yet worked out an agreement on schools of 
choice, and Governor Engler has hinted that he will not 
sign any package without them. Also, Senate approval of 
the plan in its present form is uncertain at best, and the 
Senate bipartisan team is still working on a plan of its own. 

Merit Pay for State Employees 

Starting next year, high-level state managers must do 
well on their performance appraisals to receive pay in- 
creases. A limited merit pay program has been introduced 
in state government to provide performance incentives and 

promote efficiency. Also, performance incentives are con- 
tinual-merit pay is awarded for only one year at a time 
and must be earned anew each year. Other changes were 
made to streamline executive-level pay ranges and em- 
ployee classifications. 

For now, merit pay is planned only for the deputy 
directors and bureau chiefs of the Senior Executive Service 
(about 200 positions). The Civil Service plans to expand 
the program, however, and will likely extend it to the next 
lower level of managers (about 600 jobs). The remaining 
Civil Service workers may see some form of merit pay in 
the coming years, although much will have to be worked 
out first, such as fair and objective evaluation criteria, and 
union objections could impede implementation. 
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Michigan Revenue Report 

Both the national and the Michigan economies con- 
tinue to improve, and this is reflected in state revenue 
growth. 

Personal income tax withholding collections in- 
creased 10.4 percent in November, adjusted for an extra 
state payday in November last year. This offsets the mini- 
mal increase in October. For the last three months, collec- 
tions are up an adjusted 6 percent, which is in line with 
economic activity. 

Sales and use tax collections increased 5.2 percent in 
November, a weaker than expected performance. Collec- 
tions were held back by a 0.5-percent decline in motor 
vehicle receipts. This decline occurred despite continued 
strong auto sales nationally. A solid gain is likely in 
December. Sales tax collections excluding motor vehicles 
and use taxes (up 15.4 percent) rose only 4.6 percent. 

Increasing payrolls and profits means higher single 
business tax collections, which increased 15.8 percent in 
November and 12 percent for the last three months. This 
revenue source should continue to be strong. 

Lottery collections increased only 0.5 percent above 
the year-ago level (preliminary data) due, in part, to strong 
sales in late November 1992 resulting from a large Lotto 
jackpot. Lottery sales are up only 0.9 percent for the last 
three months. 

Several months ago we projected about a 5-percent 
increase in FY 1993-94 general fundlgeneral purpose and 
school aid fund revenues (adjusted for repeal of the inheri- 
tance tax). Due to an improved economic outlook, we now 
expect revenues to increase about 6 percent in FY 1993-94, 
or about 4.5 percent excluding inheritance tax revenues. 
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