Summer Quarter 1986

D

®SUITE 401 @ LANSING, M| 48933 @ (517) 484-4954

Prepared by
Verway,

dl

Ph
CCO2 CONdULTANL, inc.

Dav

-
. WASHINGTON SQUARE

PU3LIC)D
KNAPP'S CENTRE @300 S

f FidCAL AWARENED dERViCE Materials.

inuing series o

rt of our conti

10N IS pa

This publicat

15899.04

2ILIOU0I]

Jspenp JsWwwng



PU3LIC deCOR COMULTANL), inc.

KNAPP'S CENTRE ® 300 S. WASHINGTON SQUARE e SUITE 401 @ LANSING. MI 48933 @ (517) 484-4954




) Economic Forecast— Summer Quarter 1986 )

OVERVIEW

Michigan posted a 1.7 percent gain in total
personal income in this year’s first quarter according
to recently released figures from the Bureau of
Economic Analysis. Only twelve other states, none
\)}n the Midwest, experienced faster growth. U.S.

ersonal income increased 1.1 percent.

The principal reason for this above-average
performance is a buoyant automotive sector. During
the first half of this year, Michigan produced 6.6
percent more vehicles than during the first six
months of 1985. Nationally, there were 1.2 percent
fewer assemblies during this period.

Michigan supplies stampings, forgings, interior
trim, and other components to its own assembly
plants. Plants in other states and Canada are also
essential markets. Consequently, a national economic
slowdown caused automotive-related employment in
this state to slip during the second quarter. From
June 1985 to June 1986, Michigan employment in

otor vehicles and equipment industries fell 1.5
percent; nationally, employment in these industries
was down 4.9 percent.

Overcapacity, a problem in a number of Mich-
igan retail and service businesses, translates into slow
economic growth in these industries compared with
national figures. This factor, combined with our
heavy reliance on durable goods production, has
meant that employment gains have failed to match
national increases. The number of nonfarm wage and
salary workers in June 1986 was 2.1 percent above
the figure for June 1985 compared with a national
gain of 2.5 percent over the same period. All things
considered, Michigan’s personal income growth dur-
ing the second quarter likely will lag behind the

J\ational figure.

Production schedules for this year’s third quar-
ter indicate continued sluggishness for the automo-
tive industry. Reduced output along with sales in-
centives will improve the supply-demand balance by
the end of this model year, resulting in much-
improved production schedules for the fourth quar-
ter. Current plans call for more vehicle assemblies

J

during October, November, and December than the
industry produced during the same period in 1985.

Gross national product (GNP) increased at an
annual rate of 0.6 percent during the second quarter
compared with 3.8 percent during the first. Third-
quarter growth is also likely to be sluggish, but a
rebound is expected in the fourth quarter as a result
of lower interest rates, low energy prices, an im-
proved balance of trade with other countries, and
a pickup in automotive production. For 1986 as a
whole, GNP growth is forecast at 2.5 percent. In 1987,
GNP is expected to increase about 4 percent.

Labor and proprietors’ earnings are expected
to post real gains of 4 percent in 1986 both in Michigan
and nationally. For 1987, the Michigan figure is
projected to grow by 5 percent compared with 4.5
percent nationally. Labor and proprietors’ earnings
are used here to measure Michigan’s economic per-
formance since gross product data are not available
on a regular basis for states.

MONETARY POLICY

The Federal Reserve Board reduced the dis-
count rate to 6 percent in July and 5.5 percent in
late August, the lowest level in nearly a decade. The
discount rate signals the direction of Federal Reserve
policy. It is the rate that the central bank charges
its customers for funds borrowed to satisfy reserve
requirements. Reserves are the liquid assets that
commercial banks must maintain against liabilities.
While there is concern that low interest rates will
lead to a further decline in the value of the dollar,
internationally there is greater concern about the
sluggish condition of the U.S. economy.

The other great fear, that the Federal Reserve
Board will trigger price inflation with loose money,
has no basis in today’s economy because of falling
energy prices, relatively stable unit labor costs, and
considerable slack in America’s ability to produce
goods and services.

Because of its concern about slow economic
growth, the board may further reduce the discount
rate and accelerate growth in the monetary base. The

_
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availability of money and downside pressure on
interest rates are intended to stimulate the economy.
Nonresidential investment, in particular, needs a shot
in the arm. Between the first and second quarters
of this year, this component of GNP declined at an
annual rate of 2.6 percent.

INTERNATIONAL TRADE

Easy money depresses the value of the U.S.
dollar on international currency exchanges, making
imports more costly. It also makes American exports
cheaper in countries whose currencies have appre-
ciated relative to ours. In recent months, the dollar
has been exceptionally weak against the Japanese
yen and major European currencies.

The effect of currency devaluation is not im-
mediate, however, because goods already in the pipe-
line and on order must still be delivered, even at
higher prices. There also is a lag between lowering
of the prices of American goods and increases in
orders from overseas. These two lags produce what
is known as the “J curve effect”: a temporary wor-
sening in the trade balance after a devaluation. The
erosion in trade balance in recent months is largely
a product of the J curve effect.

A more disturbing phenomenon is the reluc-
tance of Japanese and European producers to raise
prices commensurate with the increased values of
their currencies. Evidently, they are willing to accept
thinner profit margins, or even take losses, in order
to maintain market share in this country. Because
of sluggish markets in their own countries, these
producers have excess capacity, and it makes eco-
nomic sense for them to continue this practice so long
as they can recover variable costs of production and
cover some of their fixed cost.

In Germany and Japan, the pressure to export
goods can be expected to intensify because those
economies are weakening in the face of already
excessive capacity to produce. According to the latest
International Economic Scoreboard from The Con-
ference Board, the leading indicators of economic
activity for these two countries are negative, although
both countries continue to experience moderate
growth rates in GNP.!

'The Conference Board is a New York-based nonprofit institution
that monitors economic trends, conducts surveys, and makes
forecasts, among its other activities.

Washington, D.C., also reviews economic tendencies
in the United States and other countries. The latest
IMF forecast puts the United States ahead of six
other major capitalist industrial nations with a 3.6
percent GNP growth forecast for 1987. Forecast
figures for the other countries are Canada, 3.3 per-
cent; Japan, 3.2 percent; Germany, 2.7 percent;
France, 2.3 percent; Italy, 2.3 percent; and the United
Kingdom, 2.1 percent.

The International Monetary Fund (IMF) in Q

A rising proportion of our imports originate in
developing countries. Korea, Taiwan, Mexico, and
Brazil, in particular, are making inroads on U.S.
markets. The currencies of these countries have not
appreciated much with respect to the U.S. dollar.
Indeed, those of Brazil and Mexico are falling.

Overall, then, the short-term prospects are poor
for massive relief from the pressure of overseas
competition on U.S. manufacturers. The need to
compete on the basis of improved productivity will
not soon diminish.

The attention given to America’s monumental
deficit in merchandise trade with other countries has
obscured another important development. In ser-
vices, other than travel and transportation, we enjoy
a positive balance. Our imports of these services of
about $5.5 billion during 1985 pale in comparison
with exports of $15.6 billion. This favorable balance
of $10 billion in nontravel/transportation services in
the private sector represents a 12.6 percent gain from
the 1982 figure of just under $9 billion. The gain
for 1985 was 2.6 percent.

9

Increasingly, the U.S. and world economies are
becoming more service oriented. U.S. production of
services, other than travel and transportation, has
long given us a competitive advantage. It remains
in our best interest to foster greater freedom in trade
among nations so as to capitalize on our advantage,
even at the expense of some dislocation in goods;
production. Another benefit of free trade in goods
and services is the competition it creates in our own
markets, forcing U.S. producers to become more
efficient. Between 1981 and 1985, for example, output
per hour of all persons employed in U.S. durable
goods manufacturing establishments rose by 4.7 per-
cent annually, on the average. Between 1973 and
1981, when foreign competition was less intense,
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productivity in durables manufacture rose by an
> average 1.1 percent annually.

LEADING INDICATORS

For June, the index of leading indicators posted
a torpid .3 percent gain. The May index dipped by
.1 percent. The index had been much stronger earlier
in the year, increasing 1.3 percent in April, .7 percent
in March, and .8 percent in February, largely due
" to gains in building permits, money supply, common
stock prices, prices of sensitive materials, new orders
for consumer goods, and contracts and orders for new
plant and equipment. Declining indicators were av-
erage length of workweek in manufacturing, percent-
age of companies receiving slower deliveries from
vendors, and change in business and consumer bor-
rowing. No change took place in net business for-
mation and average initial weekly claims against
state unemployment insurance funds.

Usually, several months lapse before the
changes signaled by leading indicators take place.
In reading the numbers, it should be borne in mind
that two months is not a sustained trend, particularly
“inasmuch as the first three months of this year were
> relatively robust. It is unfortunate that the index does
not provide a focus on services, the mainstay of our
recent increase in GNP.

The leading indicators appear to be signaling,
more than anything else, continued torpor in mining,
farm production, and manufacturing. If this is the
case, the portent is for continued sluggishness in most
of the Plains and Great Lakes states because of their
heavier reliance on agriculture and manufacturing.
The exceptions are Michigan, Ohio, and Missouri,
because of their greater involvement in the revital-
izing U.S. automotive industry.

ENERGY

N The initial economic reaction to the sharp drop
in oil prices has been negative because of the setbacks
experienced by the oil-producing states. Nonfarm
employment has declined in Oklahoma, Louisiana,
Texas, and Wyoming, but there have not been com-
mensurate increases in other states.

The period of adjustment to lower petroleum
-prices simply has taken longer than most experts

A

had anticipated. Aside from its effect on the budgets
of consumers and businesses that consume petroleum
products, the major benefits of lower oil prices have
been the favorable effect on overall inflation and the
increased freedom of monetary authorities to pursue
an expansionist policy.

The recent agreement by the Organization of
Petroleum Exporting Countries (OPEC) to reduce
production might stabilize prices at current levels,
but it seems unlikely to cause a significant turn-
around. There is too much production available
beyond OPEC and, for a number of hard-pressed
governments, too much pressure to keep the wells
pumping to maintain cash flow.

EXPECTATIONS

The Conference Board’s monthly survey of con-
sumer attitudes and buying plans in June signaled
a continuation of fence-sitting by consumers; that is,
confidence and buying plans were about what they
were in May. The May survey had indicated a cooling
in consumers’ plans and attitudes. Plans to purchase
automobiles were unchanged from May but above
the year-ago figure. In June, 9.4 percent of those
responding to the survey reported an intention to
purchase a car compared with 9.6 percent in May
and 8.2 pereent in June of 1985. The April 1986 figure
was 11.4 percent, the highest it has been during the
last year.

Planning for domestic vacations has increased
from 44.1 percent of those surveyed in April to 46.2
percent, of those surveyed during June. The June 1985
figure was 43.4 percent. Plans to visit a foreign
country within the next six months are down sharply;
5.1 percent in the June 1986 survey compared with
7.1 percent in April and 6.9 percent in June 1985.
This has benefitted domestic vacation destinations
like Michigan.

The Conference Board also queries business
executives regarding expectations. In general, this
quarterly survey indicates that business is moder-
ately optimistic about the outlook for the rest of this
year and believes that conditions were stronger dur-
ing the first half of 1986 than they were last year.
Capital spending plans, however, portend continued

weakness in capital goods production.
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The Bureau of Economic Analysis (BEA) in the
U.S. Department of Commerce also polls business
regarding capital spending plans. As of April and
May, business planned to spend 1.3 percent less
(adjusted for inflation) for new plants and equipment
during 1986 than it did during 1985.

FIRST-QUARTER EARNINGS

Michigan’s above-average rate of gain in per-
sonal income during the first quarter of this year
was based largely on superior growth of earnings
in manufacturing. Forty-one other states, and the
District of Columbia, experienced manufacturing
growth below Michigan’s 2.1 percent. Nationally, the
rate of growth in earnings from factory employment
inched ahead by .3 percent. The figures for durable
goods manufacturing are 1.8 percent (Michigan) and
zero (United States); for nondurable goods, 3.3 per-
cent (Michigan) and .9 percent (United States).

Michigan also posted above-average gains in
services, wholesale trade, transportation and public
utilities, and mining. Agricultural earnings in Michi-
gan declined, but at a rate below the national average.
Although agriculture is an important industry in
Michigan, it comprises a smaller share of the economy
than in other midwestern states. Less than 2 percent
of Michigan’s population is involved in agriculture
compared with 2.5 to 16 percent in other midwestern
states. As a result, the Michigan economy has not
been seriously affected by the slump in agriculture.

State and local government payrolls are grow-
ing very slowly in Michigan these days, but federal
civilian payrolls are increasing here at a faster pace.
Overall earnings for government employees, includ-
ing military, grew by 1 percent in Michigan and by
1.4 percent nationally.

Agricultural services, construction, retail trade,
and the finance, insurance, and real estate group
grew at below national rates during the first quarter
of this year.

Personal income, which includes the earnings
of wage and salary workers and proprietors (see
Table 1) as well as interest, dividends, retirement
and unemployment benefits, welfare benefits, and
other payments to individuals, grew by 1.7 percent
in Michigan compared with 1.4 percent in Ohio, .8
percent in Wisconsin, and .7 percent in Indiana.

Illinois personal income declined by .4 percent be-Q
tween 1985’s last quarter and 1986’s first.

Among the Plains states, all but Missouri posted
losses in personal income. First-quarter gains were
above the national average in the Northeast, the
Mideast, and the Southeast, as well as in Arizona,
Montana, California, and Nevada.?

EMPLOYMENT
Manufacturing

Michigan’s vehicle manufacturing continues to
exhibit strength in the otherwise sluggish industry.
Thus, although employment in this sector has slipped
from year-ago levels, the job losses here have not been
as serious as they have been nationwide. This is also
the case with basic steel, plastics, automotive stamp-
ings, automotive electrical equipment, automotive
textiles (soft, interior trim), fasteners, engines, forg-
ings, and so forth. In other words, as a consequence
of Michigan’s advantage in vehicle and components
production, we have not been as heavily affected by
sluggishness in durable goods manufacturing as _
other states. Michigan’s machine tool industry is far
healthier than the rest of the nation’s, showing small
employment gains in the face of a nationwide decline.
Construction machinery manufacturers also are
doing exceptionally well here. Michigan’s hand tool
manufacturers, however, are extremely hard-
pressed, as are manufacturers of glass produects.

Nondurable goods manufacturing includes au-
tomotive textiles, plastics, and rubber products; here,
too, Michigan’s performance is better than the na-
tional average. In other nondurable goods, cereal and
beverage manufacturers along with bakers are re-
sponsible for our favorable showing in food processing
industries overall between June 1985 and June 1986.

2The above BEA earnmgs estimates are based on reports fromﬂ
state employment agencies such as the Michigan Employment
Security Commission, which collect employment and earnings
data from establishments that are required to pay unemployment
insurance. Since gross state product data are not available on
a regular basis, BEA earnings figures are used instead as a basis
of comparing our economic activity with that of the nation and
other states. These earnings data refleet employment patterns
as well as differences in wage rates and in the length of the
workweek, and they provide the most comprehensive guide to
economic performance for Michigan, the other 49 states, and the
District of Columbia.

PU3LIC YO CONMNMULCAND, inc.

KNAPP'S CENTRE @ 300 S. WASHINGTON SQUARE e SUITE 401 @ LANSING, M1 48933  (517) 484-4954



»

«

In contrast, our paper goods and leather fabricators
are trimming employment rolls. Printing and pub-
lishing are growth industries here but are growing
more rapidly nationally (see Table 2).

Other Industries

Between June 1985 and June 1986, Michigan
truckers increased their job rolls by 5.4 percent,
double the national rate for that period. Railroad
employment is declining both here and nationally,
but at a slower rate in this state. Trucking firms
are beneficiaries of the switch from rail to trucks
engendered by the new manufacturing philosophy
of “just-in-time” parts inventories. Trucks have an
advantage in their ability to deliver small shipments
atshort, regular intervals. Manufacturers are finding
it easier to control quality by operating with lean
inventories of raw materials and work in progress.
Also, the savings in working capital costs to finance
inventories are substantial.

Employment in business services increased 8.4
percent both here and nationally. Business services
include research and development laboratories, man-
agement, advertising, public relations, computer and
data processing services, building maintenance, pro-
tective services, employment agencies, credit agen-
cies, equipment leasing companies, and photofinish-
ing laboratories. This group of industries has grown
much more rapidly here than nationally in recent
years. In 1983, Michigan establishments employed
less than 3 percent of the national total for this
industry group. In June 1986, our share of national
employment in business services was 3.3 percent.

Real estate employment is a rapidly growing
industry here compared with the nation, but insur-
ance and banking are not faring as well.

Health services are exceptionally slow-growing
in this state, compared with these same industries
nationally as well as with other Michigan industries.
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In general, we developed overcapacity in this industry
during the 1970’s boom; that is, before the automotive
industry was refashioned to meet the American
market demand as well as the competition from
Japan. The state still has excess capacity to provide
for the health of its citizens, especially in the rela-
tionship between demand for and supply of hospital
beds. The slow growth in health services, banking,
insurance, and retail trade overall will econtinue to
be an impediment to total earnings growth, even
during the fourth quarter of this year when the
automotive sector is expected to be buoyant.

Michigan local government employment
growth has been exceptionally sluggish so far during
1986. This is true in both loeal schools and general
government administration. At the state level, insti-

tutions of higher education exhibited job growth of
better than 4 percent compared with 2.4 percent
nationally (May to May). More than anything else
this differential gain represents catching up. Michi-
gan’s colleges grew little if at all during the 1979-
1982 adjustment period, whereas nationally these
institutions continued to expand. In this sector, as
in retailing and some services, we developed more
capacity during the 1970s than could be sustained
after the downsizing of the automotive work force.

Employment in state government administra-
tive offices also grew much more rapidly than private
employment during the 1970s. State employment fell
from 67,000 in 1980 to 56,400 in 1984, and has
increased to 58,400 in 1986. Michigan continues to
be one of the laggards in growth of state payroils
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other than higher education. Federal government

- ;employment at post offices is rising rapidly in this

state, but other federal government employment is
declining.

Al in all, the outlook for government employ-
ment and earnings is modest gains compared with
the nation and with the state’s private sector.

CONSTRUCTION

j Builders in this state employed 120,100 wage

and salary workers in June, the latest month for
which Michigan data are available. That figure
represents a 17 percent increase over the June 1985
figure; the U.S. rate of gain during this period was
5.9 percent.

This year Michigan will set a new record in
valuation of building permits for offices. The same
is true for stores and other mercantile buildings. The
value of permits for factory building is off the pace
of 1985, a record year. The number of new factories,
offices, and stores is below levels of the late 1970s,
when we were busily adding excess capacity to our
economic base.

Nonresidential rehabilitation activity is fever-
ish. Motel and hotel construction also is taking place
at record levels, although expansion of the lodgings
industry pales in comparison to commercial and
industrial activity. Michigan will add about 5,400
rooms during 1986 compared with about 5,100 in
1985 (see Table 3). The number of rooms added

_J
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during 1985 and 1986 will be about the same as the
total number added during the previous seven years.

Residential construction is also booming. This
year, about 74,000 permits will be issued with a
valuation of $2.5 billion, both figures representing
new records for the state. The volume and valuation
of residential rehabilitation are also setting new
records. The residential construction boom repre-
sents pent-up demand more than anything else, in-
asmuch as the population loss of the 1980-1983 period
has not been recovered. As of mid-1985, Michigan’s
population was still about 150,000 shy of the 1980
level.

Nearly one-quarter of the building permits for
residential units were issued in Oakland County.
Macomb County accounted for 16 percent and Wayne
County for 10 percent. Most of the activity in Wayne
County was west of Detroit. Other counties with high
level residential permit activity are Kent (9.8 percent
of the Michigan total), Ingham and Ottawa (4.6
percent each), Washtenaw (3.2 percent), Livingston
(2.9 percent), and Genesee (2.6 percent).

Almost one-quarter of 1986 industrial construc-
tion activity is taking place in QOakland County;
Wayne County follows with 19 percent; and Macomb

County is third with 16 percent. Calhoun, Kent,

Genesee, Ottawa, Washtenaw, and Ingham counties .

also have substantial industrial building activity.

Oakland County also leads in valuation of build-
ing permits for offices (two-thirds of the Michigan
total) and lodgings (563 percent). Wayne County leads
in residential rehabilitation activity (24 percent of
statewide valuation of building permits) and nonres-
idential rehabilitation (24 percent). The top three
counties in new mercantile building activity are
Macomb, Wayne, and Oakland, in that order.

In total building activity, the four most active
counties are Oakland, the clear leader, Macomb,
Wayne, and Kent.

RETAILING AND LODGINGS

Retailers here report gains of nearly 9 percent
during the first five months of 1986 compared with
the same period in 1985, about double the national
figures (see Table 4). Durable goods retailers are
experiencing somewhat faster growth than nondu-
rable goods retailers. Sales tax data reported by the
Michigan Department of Treasury show that new
car dealers as well as furniture and home appliance
outlets are having a good year. Considering the

<
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esidential building boom in this state and the gener-

) 1ly optimistic outlook, furniture, home appliance,

and car dealers can expect a continuation of the
current buoyancy. Building materials dealers and
hardware and food stores also have enjoyed good
growth this year, a condition that promises to hold
for the foreseeable future.

Michigan’s lodgings industry shows substantial
rowth in both receipts and employment, but the

. estaurant and amusement industries do not. The

state’s air transportation industry is one of the nation’s
fastest growing. Overall, the data suggest that the
segments of our economy that deal with conventions
and business travel are enjoying exceptional prosper-
ity this year, whereas those that cater more to family
vacationers are not fairing as well, although they are
by no means slumping.

OUTLOOK

On the basis of the most recent scheduling plans
from Detroit, it appears that vehicle production in
this country will total 11.6 million units during 1986,

©1986
Public Sector Consultants, Inc.

just a shade less than the 1985 figure. The new
forecast is 600,000 units above that published three
months ago. Michigan is expected to account for half
of that improvement in the total, resulting in the
production of 3,600,000 units for the year, nearly a
6 percent improvement over the 1985 level of vehicle
production in this state.

Because of overcapacity in a number of Michi-
gan industries, our earnings gain is not expected to
exceed that for the nation. The national figure is now
forecast at 4 percent, a bit less than the 4.2 percent
forecast three months ago, because of sluggishness
in manufacturing other than vehicles.

The employment picture for Michigan has not
changed since our spring forecast. However, because
of slower than expected labor force growth, the
unemployment rate now is projected to average 9
percent for 1986, compared with a national figure
of 7.2 percent (see Table 5). As matters now stand,
the 1987 forecast for Michigan is for an acceleration
of economic growth at a rate faster than the nation’s.
Details of the 1987 forecast will appear in the fall
issue of the Economic Forecast.
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