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Current State of the Economy

In the final quarter of 1991 and the initial quarter of 1992, the Michigan job market
showed positive growth, following the declines that had characterized the state economy
since mid-1990. Wage and salary employment turned down again in the second quarter
of 1992, however, declining at an annual rate of 0.9 percent. Almost half of this decline
was due to the Kroger strike, net of replacement workers. Without the strike, which was
settled at the end of June, the annual rate of decline in employment would have been 0.5

percent.

A pattern of small offsetting quarterly changes in employment has left job levels
virtually unchanged from mid-1991 to mid-1992. The current state employment profile
thus might best be characterized as bumping along the zero growth line. These
movements are shown in the left panel of Chart 1 (page 11 below), which displays the

recent quarterly path of employment in Michigan.

“The Michigan Model”
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The recent pattern of employment has not been uniform across industries. Since
mid-1991, the manufacturing sector has gained employment (7,500 jobs), whereas the
private nonmanufacturing and government sectors combined have lost a similar number

of jobs (8,500, excluding the Kroger strike).

Manufacturing employment grew at annual rates of 1.1 percent and 3.1 percent,
respectively, in the final two quarters of 1991. A weak January, due in large part to
temporary layoffs of auto workers around the turn of the year, held the average for
manufacturing employment in the first quarter of 1992 below the level of the preceding
quarter. With April and May employment levels in manufacturing holding roughly at
February-March levels, there was positive job growth for the second quarter, at an annual
rate of 0.7 percent. Among the three manufacturing groupings in our model, all of the
job gains occurred in nondurable goods, which offset small declines in motor vehicles.
The gains in nondurables were across the board among industry components.
Contributing positively to the local automotive situation throughout the first half of 1992
was the opening of Chrysler’s Jefferson North facility and the phasing in of production
workers, which was completed by July. The job profile in manufacturing weakened

somewhat in June and July, centered in the automotive sector and its suppliers.

Employment in the private nonmanufacturing sector declined at an annual rate of
2.2 percent in the second quarter of 1992 (down 1.5 percent excluding the Kroger
strike)—-the sixth decline in the past seven quarters. All seven of the major industry

divisions that constitute this sector in our model either suffered employment declines or
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remained flat between the first and second quarters of 1992, with the largest losses

occurring in services (4,300 jobs) and retail trade (2,700 jobs, excluding the Kroger strike).

Employment in the government sector rose in the second quarter of 1992, at an
annual rate of 1.5 percent, after declining for four consecutive quarters. Most of this gain
was in the state government component, and a good part of it was in state education.
Although all three levels of government are ‘caught in a revenue squeeze, local
government employment in Michigan spiked up in July because the federal government
allocated more than the usual amount of funds for youth programs, in response to the

Los Angeles riots.

Although the monthly data contain substantial gyrations, the state unemployment
rate measured on a quarterly basis has settled in the range of 9-9.4 percent since the
beginning of 1991. The most recent rate, for July, was 9.4 percent. Lately, the
differential between the state and U.S. rates has narrowed from its "common” two-

percentage-point level; in the second quarter of 1992 it was 1.4 percentage points.

The revisions to state personal income released in July have been incorporated into
this forecast. According to the revised data, nominal personal income grew by only 2.5
percent for 1991, about half the rate of 4.8 percent for 1990, and well below the rate of
7.2 percent for 1989. With local price inflation of 3.5 percent for 1991, as measured by
the growth rate of the Detroit CPI, consumer purchasing power (real disposable income)

declined by 0.4 percent in 1991.
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In summary, the economic recovery to date has been so slow and uneven that
re-employment has not taken hold in any permanent way. Where the Michigan economy
moves from this position depends on a number of factors, including the downsizing and
plant idlings announced by General Motors. Some of these factors are considered in the

following section on major input assumptions.

Inputs to the Forecast

Improvement in the state economy is heavily dependent on the health of the
national economy, but special state-specific factors will play a major role as well.
Significant elements of the national outlook, from our forecast dated August 14, 1992,

include the following:

» We are forecasting continued expansion for the national economy over the next
two and a half years, but at a pace well below the norm for post-recession
rebounds. Real GDP is projected to grow at an annualized rate of 1.3 percent in
the current quarter, about the same as in the second quarter of ’92. Real GDP
growth accelerates to 3.1 percent in the fourth quarter of this year, peaks at 3.9
percent in the first quarter of ’93, and then declines to 2.3 percent by the end of
"04.

» The civilian unemployment rate is forecast to show little improvement during the
rest of this year, averaging 7.6 percent in the fourth quarter compared to 7.7
percent for July. The unemployment rate falls slowly but steadily over the
following two years, to about 7 percent by the end of 1993 and to 6.7 percent by
the end of '94.

o Consumer price inflation, as measured by the U.S. Consumer Price Index, remains
moderate through the end of 1994, rising slightly from an average of 2 3/4 percent
(annual rate) during the second half of ’92 to 3 1/4 percent during 1993, and just
over 3 1/2 percent during 1994.

« Vehicle production is forecast to improve significantly over the forecast horizon in
response to rising sales. Light vehicle sales recover from a 13 million unit pace in
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the second quarter of 1992 to a 14 millon unit pace a year later. Sales of cars and
light trucks rise to a pace of 14 1/4 million units by early 1994, and remain in that
neighborhood for the rest of that year. Light vehicle sales are forecast to total
13.1 million units for 1992, 14 million units for 1993, and 14.3 million units for
1994.

We have incorporated no new federal budget initiatives over the forecast horizon.
We have assumed, however, that expenditures will remain within the budget caps
established in the October 1990 budget agreement. Federal expenditures are
projected to increase by 4.3 percent for fiscal ’93 and 3.8 percent for fiscal '94,
following an estimated 9 percent increase for fiscal ’92. Federal receipts are
forecast to grow by 6.9 percent for fiscal 93 and 6.6 percent for ’94, compared to
2.6 percent for the current year. This pattern implies a deficit which shrinks
steadily from $284 billion in the current fiscal year to $242 billion for fiscal 1994.

We have assumed that the Federal Reserve will not ease monetary policy further,
but will remain supportive of the economic recovery well into 1994. In the context
of our forecast, such a policy stance allows short term interest rates to drift up by
about 60 basis points by early 1994, and long term interest rates to decline by
about 50 basis points before leveling off in early '94.

The second set of input assumptions influencing our outlook for Michigan is related

to the local economic environment. The local inputs concern:

scheduled automotive plant closings and openings, and white collar
reductions-in-force;

the closing of an air force base in Michigan by the federal government;
the continued downsizing of employment by the state government in Lansing; and
future wage, bonus, and profit-sharing payments to automotive workers, as well

as the effect of funding caps on the income maintenance/job security provisions in
the current auto contract.

In our forecast, we include only those automotive closings and openings that have

been announced. One plant is beginning to recall workers to add a line (Flint Truck and

Bus).

Over our forecast horizon, to the end of calendar year 1994, three plants are

scheduled to be closed (Pontiac CPC Engine, Willow Run, and Pontiac West), and a few
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others will be affected by reassignment of work involving minimal job loss.

One line was eliminated at Flint Truck and Bus in January of 1991, when production
of the Chevrolet Suburban and Blazer was transferred to Janesville, Wisconsin. Workers
are now starting to be recalled to work on full-size passenger and commercial vans, with
production being shifted from Lordstown, Ohio, and Scarborough, Ontario.

We assume that the Pontiac CPC Engine plant will close permanently in the spring
of 1993, with a loss of about 500 jobs, as the 2.5 liter engine being produced there is
replaced. We are assuming that Willow Run Assembly in Washtenaw County will be
closed in September 1993, affecting 4,000 workers connected to the plant. We are also
assuming that, consistent with past practices in these circumstances, the workers will
receive some transitional income support for up to a year. One other plant closing in
Michigan, Pontiac West, has also been announced, and we are assuming this will take

place in mid-1994.

Two other Michigan plants were targeted for restructuring by the end of 1994 in the
recent General Motors announcements: Detroit Plants 55 and 57 and Saginaw Grey Iron
Foundry. In Detroit, the plan is only to relocate work within the complex. Saginaw, with
600 employees, will lose work to Defiance, Ohio, by the summer of 1994, but will pick up
some from St. Catherine’s, Ontario. The change in production, and the net employment
loss, should be small.

In addition, GM plans to use a special early retirement program, together with the
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non-replacement of jobs from normal attrition, to make a reduction of 9,000 in its
(non-unionized) white-collar work force in the U.S. by the end of calendar year 1992. GM
has also announced that it intends to reduce its white-collar work force by an additional
11,000 nationwide in 1993-94. The number of white-collar workers affected in Michigan
is unknown, but based on the geographic distribution of the automotive work force and
the presence of headquarters and the tech center in Michigan, a sensible estimate would
appear to be 5,000 workers in fiscal year 1992, and an additional 3,000 per year for each
of fiscal years 1993 and 1994. The loss of earnings will be mitigated because of corporate
financial arrangements for the reductions-in-force, and we have made some allowance for

this in our estimates.

The method of generating the projected impacts is similar to some of our previous
analyses, linking our industrially-detailed input-output model of the state economy
(REMI) to the state econometric model (SQEM). The linked model system is very well
suited to this task because a fairly complete assessment of the ramifications can be made.
Estimates of the indirect effects resulting from the reductions of the white-collar workers
were generated in the input-output model by "reassigning” those workers to various
service industry categories in order to calculate the appropriate supplier effects resulting
from reductions of these types of workers. The direct job losses, of course, were assigned
to the motor vehicle industry, where they appear in the official data. For the Willow Run
shutdown, the indirect effects were muted in our estimates, since many of the suppliers
in Michigan are expected to switch to alternate activity, including the supplying of the

additional production activity at Arlington, Texas, after the consolidation with Willow
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Run is carried out. Although much of the supplier activity in manufacturing was

retained, the bulk of nonmanufacturing supplier activity was removed (e.g., public
utilities, security guards, cleaning services, temporary help). The indirect effects were
computed based on the number of workers producing vehicles at the plant; that is, the
workers currently receiving income maintenance were excluded for the purpose of

computing the supplier effects of job loss in the auto industry.

The federal government plans to close Wurtsmith Air Force Base in Oscoda, a
community in northeast lower Michigan, in June 1993. Approximately 3,300 military
personnel are expected to pull out in the first half of 1993. The employment data we use
for federal government include only civilian jobs, amounting to 700 associated with the
base (e.g., the PX, research and statistics, and the officers’ club). We assume that the

loss of these jobs will be phased over the first half of 1993.

The government of the State of Michigan has been downsizing since the beginning
of 1991, largely through attrition and special early retirement programs. We are
assuming that state government employment will be reduced by another 1,000 jobs over
the next fiscal year due to attrition. Additional job losses (less than 500) are expected at
the end of the current fiscal year because of the scheduled closure of two mental health

facilities.

The 1990 auto contract settlement established wage and bonus provisions until
September 1993. All of the workers covered by the contract are entitled to a

performance bonus ("lump sum") payment equivalent to 3 percent of annual pay in 1991
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and 1992. A provision in this contract also allows for a Christmas bonus in each year of
the contract, the amount to be determined by the number of weeks worked in the year.
That is, workers who have put in a designated minimum number of weeks will receive
the maximum bonus of $600, and those who have worked less than the minimum number
of weeks will receive a proportionately smaller bonus. The last five quarters of our
forecast horizon, starting in the fourth quarter of 1993, will be covered by a new contract.
We are assuming a carry-over contract for this period: a 3 percent increase in base pay
starting in the fourth quarter of 1993, a lump sum payment equivalent to 3 percent of

annual pay in 1994, and a continuation of the Christmas bonus in its current form.

We are assuming that profit-sharing payments in the auto industry, made in the first
quarter of 1993 and based on profits for calendar year 1992, will amount to $11 million
for Ford and Chrysler together. This is only a fraction of the profit-sharing payments of
the late 1980s, but an improvement over the no-payment situation of the previous year.
We are assuming additional improvements in payments based on profits for calendar year
1993, amounting to $34 million, with all of the Big Three companies participating to some

extent.

Under the terms of the income maintenance/job security provisions in the current
auto contract, auto workers who are laid off for longer than thirty-six weeks during the
contract period are entitled to reinstatement with full pay and benefits (although not
overtime and shift premiums). The obligation of each of the auto companies is limited

to a preset funding level, or cap, during the life of the contract. If the limit is reached,
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the workers on the program would no longer be classified as employed, nor would they
receive additional (and taxable) income from this source. We are assuming that none of
the companies will exceed their funding caps over the duration of the contract, and that

the provisions of the program extend beyond the expiration date of the current contract.
Th f the State Econom

The Michigan economy is forecast to grow through the end of 1994, as shown in the
right panel of Chart 1, but job growth will proceed slowly through the end of this year,
averaging a projected 0.6 percent at annual rate during the second half of '92. Wage and
Qala.ry employment growth accelerates to 1.9 percent during the first half of 1993 and
then - with the exception of two quarters — slows steadily to 0.9 percent by the end of
1994. The two exceptions occur in the fourth quarter of 1993, when the closing of the
Willow Run plant drops the growth rate to one percent, and the third quarter of 1994,
when the closing of the Pontiac West facility drops the growth rate to 0.3 percent. This
pattern of job growth generates 12,500 jobs during the second half of 1992, 61,300 jobs

during 1993, and 35,000 jobs during 1994.

The modest job growth forecast during the second half of 1992 has little impact on
the state unemployment rate, which remains in the neighborhood of 9.4 percent through
the end of the year. Accelerating job growth drives the unemployment rate down to 8.9
percent by the end of 1993, but unemployment remains stuck in the 8.8 to 8.9 percent
range throughout 1994. After declining by 1,800 jobs during the first half of 1992,

manufacturing employment is forecast to show little improvement by the end of the year.
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Manufacturing jobs increase during most of 1993 in response to a growing national
economy and improvements in auto and truck production. The closing of the Willow Run
plant in the fourth quarter of 1993 triggers a decline in manufacturing employment in
that quarter, but the net gain during the year (from 1992.4 to 1993.4) is still 14,400
manufacturing jobs. Employment in this sector is fairly flat for the first half of 1994, but
additional closings cut employment during the second half of that year, resulting in a

decline of 5,300 manufacturing jobs during 1994.

Employment growth in the private nonmanufacturing sector is forecast to accelerate
through spring 1993, peaking at an annualized rate of 1.8 percent, before declining to
1 1/4 percent in the final quarter of 1994. The return of striking Kroger workers
contributes to the 9,400 jobs added during the second half of '92. Private
nonmanufacturing employment increases by 38,800 jobs during 1993 and by 30,700 jobs

during 1994, with 7 out of 10 new jobs in services and retail trade.

A summer employment program for disadvantaged youths, funded by the federal
government, boosts government employment in the current quarter. After a return to
a more normal level in the fourth quarter, government employment rises at an
annualized rate of just over one percent during the first half of 1993 when Wurtsmith Air
Force Base is closed. Government employment growth averages 1.5 percent per year over

the remainder of the forecast period.

The recovery in employment over the next two and one half years generates steady

improvement in personal income, which is forecast to increase by 4.3 percent for 1992 and
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5.3 percent per year for both 1993 and ’94, following a 2.5 percent increase for 1991.

Wage and salary income is forecast to grow more slowly this year than over the next two
years, and the continued decline in interest rates earlier this year translates into a

decline in interest income and weaker personal income growth for "92.

Local inflation remains under control throughout the forecast period. Consumer
price inflation, measured by the Detroit CP], is forecast to rise from 2.2 percent for 1992
to 2.8 percent for 1993 and 3.5 percent for 1994. The combination of solid increases in
personal income and moderate inflation yields three years of growth in consumer

purchasing power, ranging from 2.6 percent for 1992 to 1.7 percent for 1994.

e

The projected impact on wage and salary employment of the automotive plant
closings and openings, and the white collar reductions-in-force, is a cumulative loss of
3,400 jobs by the fourth quarter of 1992, and a further reduction of 9,200 jobs during
1993, for a total loss of 12,600 jobs over the two year period. The costs in general fund
general purpose (GFGP) tax revenues are less than $1 million for fiscal year 1992, and
about $1 million for fiscal year 1993. These estimates are as low as they are for a
number of reasons:

x 1) A plant opeping and a plant expansion are .included at the beginning of the
forecast period, and this has some neutralizing effect.

v, 2) No closings are scheduled for fiscal year 1992. Willow Run will be down one

; month (with income maintenance) in fiscal year 1993, and one small plant,

Pontiac CPC Engine, will be down for five months.

e 3) Most of the workers affected either have substantial (contract-determined)
income support, or are likely to receive some transitional support if the
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company adheres to its traditional arrangements.

)( 4) The estimates of the supplier effects for Willow Run have been muted because
much of the supplier activity is expected to be retained. This is largely because
the closing of Willow Run (and the corresponding expansion of Arlington) is
more a consolidation than a loss of production, and much of the supplier effect
will be a shipping change rather than a sourcing change.

4-58)  Much of the negative impact is attributable to the white-collar effect, where
' the spin-off job loss is considerably smaller than for the blue-collar workers.

The longer-term effects of the downsizing will be more severe, of course. More
plants will be included, transitional income support will run out, and other supplier
arrangements might evolve in the longer term. Owur estimate is that by the end of
calendar year 1994 the impact on wage and salary employment will be 23,000 jobs. With
the impact of the major closings over our forecast horizon coming in fiscal year 1994, the
loss of GFGP tax revenue jumps to $15 million. Both of these estimates represent a
substantial increase from the previous year. GM is expected to announce some additional
closings by the end of 1992. At this point, it is not known whether, or to what extent,

Michigan will be affected.

The State Revenue Outlook

While the level of state economic activity is the major determinant of state revenues,
legal decisions, legislative action, and accounting changes in recent years continue to
modify the impact on revenues of economic factors. The personal income tax, single

business tax, insurance company tax, and inheritance tax are all affected.

The legislature has enacted a one-year freeze on the assessed valuation of local
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property for 1992, and there will be proposals to provide future property tax relief on the
ballot in November. It is estimated that the current "property tax freeze" will reduce
property tax credits for calendar 1992 by $75 million, raising income tax revenues by
about $21 million in fiscal 1992 and by about $54 million in fiscal 1993. We have not
incorporated any effect of future property tax relief into our forecast of 1993-94 income

tax revenues.

The single business tax (SBT) was altered by a decision of the Michigan Court of
Appeals in February 1991, which broadened the capital acquisition deduction (CAD)
provision in the SBT. New legislation to modify the court decision was enacted in July
of that year. The new law restricts the CAD by applying a new apportionment formula,
retroactive to the 1990 tax year, and alters the formula that taxpayers use to allocate
their business activity to Michigan. The new law also increases the gross receipts filing
threshold for small firms. The new SBT legislation is estimated to lower revenues on a
cash basis relative to the old law by $5 million for fiscal 92 and by $27 million for fiscal
1993. When the law is fully implemented for all of fiscal 94, the effect will be to lower
revenues by $44 million.

Insurance companies pay either the single business tax or a retaliatory tax.
Beginning January 1991, all insurance company payments have been excluded from the
SBT and posted as insurance company tax. This distorts the growth rates for SBT and
insurance company taxes for both fiscal 1991 and ’92, but does not affect the total we

report as business taxes.
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Earlier this year the legislature enacted several changes in the inheritance tax

designed to increase revenue in the short run, but to reduce revenues in the out years.
Under the new law the time in which beneficiaries must pay the inheritance tax has been
reduced from 9 months to approximately 3 months, or by September 1, 1992, whichever
comes last. The effect of this provision will be to "front load" revenues into the current
fiscal year for a one-time estimated ga.m of $50 million. In addition, the exemption for
close relatives is scheduled to increase from the current $10,000 to $15,000 in 1993,
$25,000 in 1994, and $50,000 in 1995. Family businesses and family farms will be totally
exempt as of January 1993. These added exemptions are estimated to lower revenues

by $5 million for fiscal 1993 and $11.5 million for fiscal 1994.

Our forecast of general fund general purpose (GFGP) tax revenues is presented in
Table 1.! Income tax revenues increase by 2.5 percent for fiscal 1992, in contrast to a
2 percent decline for fiscal '91. Withholding is forecast to increase in line with the
growth in wages and salaries, while quarterly estimated payments reflect the drop in
interest income. Annual payments, which declined by 12 percent for fiscal 1991, are down
only 2 percent for fiscal ’92. More rapid growth in personal income and a projected
decline in refunds generate a 6.1 percent increase in income tax revenues for fiscal 1993.
A return to a more normal refund pattern in fiscal 94 slows the growth in income tax

revenues to 4.2 percent.

'Revenue totals for fiscal 1990 and 1991 may not correspond to official figures since RSQE
does not incorporate all of the yearend accounting adjustments that are included in the
official data.



17

Table 1.

RSQE Forecast - General Fund General Purpose
State Tax Revenues by Fiscal Year
(millions of dollars, except as noted)

Actual RSQE Forecast
1990 1991 1992 1993 1994
Income Tax 3530 3460 3548 3764 3923
(% change) (2.5) (-2.0) (2.5) (6.1 4.2)
Consumption Taxes 1366 1355 1371 1433 1497
(% Change) (2.7) (-0.8) (1.2) (4.5) 4.4)
Sales 610 617 632 668 703
Use 489 471 481 510 542
Other Consumption 267 267 259 255 252
Business Taxes 1661 1584 1524 1739 1874
(% Change) (-4.3) (-4.6) (-3.8) (14.1) (7.8)
Single Business 1536 1393 1281 1485 1610
Other Business 125 191 243 254 264
Property Taxes 364 378 438 367 371
(% Change) (5.2) 3.7 | (15.9) (-16.1) (1.0)
Other GFGP Tax Revenue - 42 44 48 46 46
GFGP Tax Revenue 6964 6821 6928 7349 7710
(% Change) 0.7) (-2.0) (1.6) 6.1) (4.9)
Addenda
Personal Income Adjusted 151.8 154.3 158.7 166.1 174.9
(Billions $s)
Wages and Salaries 101.5 103.2 106.8 112.0 117.5
(Billions $s)
Wage and Salary Employment 3972 3893 3874 3909 3960
(Thousands)
=S e -
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Consumption taxes, which declined slightly in fiscal 1991, are forecast to increase by
1.2 percent for fiscal ’92 and by about 4 1/2 percent in each of the next two fiscal years.
Combined sales and use tax revenue growth lags behind income growth in fiscal '92 (2.2
percent compared to 3.9 percent), reflecting consumer caution during the year, but picks
up to run ahead of income growth (6 percent compared to 5 percent) in fiscal 1993 when
the recovery is more firmly established. In fiscal '94 sales and use tax revenue keeps
pace with income growth of 5 1/2 percent. Revenue from alcohol and tobacco taxes is

forecast to decline in each of the three fiscal years.

Business tax revenues, which declined by about 4 1/2 percent in each of the past two
years, are forecast to decline by another 3.8 percent in the current year. Payment of a
backlog of SBT refunds, amounting to about $100 million, more than accounts for the
decline in fiscal ’92. A more normal SBT refund pattern, stronger economic growth, and
improvement in the auto sector all contribute to the renewed growth in business tax

revenues forecast for fiscal 1993 (14.1 percent) and fiscal '94 (7.8 percent).

The one-time $50 million surge in inheritance tax revenues in fiscal '92 accounts for
most of the swing in "property tax" (inheritance, intangibles and utility property taxes)

revenues from fiscal 1992 to ’93. A modest one percent increase is forecast for fiscal 1994.

GFGP tax revenues are projected to total $6.9 billion for fiscal 1992, a 1.6 percent
increase over fiscal '91. Stronger economic growth over the next two years plus the
special factors noted above generate increases of 6.1 percent for fiscal ’93 and 4.9 percent
for fiscal "94.

Prepared by
Joan P. Crary

George A. Fulton
Saul H. Hymans
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