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Introduction - Current State of the Economy

Economic growth in Michigan faltered in 1989, as job gains were the lowest recorded for any year
since 1982. Wage and salary employment grew at an anemic rate of 0.5 percent from 1988.4 to 1989.4
(19,000 jobs), after increasing by about 2 percent in each of the three previous years (an average of 72,000

jobs per year).

’6 In fact, there were 4,200 fewer jobs statewide in December 1989 than existed in January 1989, on a
seasonally adjusted basis. Following an increase of 27,000 jobs from December 1988 to January 1989, the
number of jobs remained virtually flat during the first six months of 1989, before declining in the third

quarter, then showing some rebound in the fourth quarter.

This profile is drawn from the currently available survey on establishment employment. Revised
data are about to be released by the Michigan Employment Security Commission which reflect both the
normal annual benchmarking procedure and a much more infrequent conversion to an updated set of
Standard Industrial Classification (SIC) codes. This information was not available in time for this forecast

release, and will be incorporated into the next state forecast in May.

The overall weakness in the current job market derives from a persistent weakness in the
manufacturing sector, coupled with a slowing in nonmanufacturing. After adding 13,300 jobs from the
third quarter of 1988 to the first quarter of 1989, the manufacturing sector in the remainder of 1989

Y resumed the downward slide in jobs that had been more characteristic of the previous three years. Over

"The Michigan Model”



half of the job decline in manufacturing between the opening and closing quarters of 1989, amounting to
29,600 jobs, can be traced to the motor vehicle industry (down 15,300 jobs). In 1989, car sales totaled 9.9
million units, their lowest annual level since 1983, due in part to an annual pace of 8.7 million units in the
closing quarter, the weakest quarter in over six years. There were periodic production cutbacks over the
year, most dramatically in the fourth quarter, in an attempt to bring inventories down to more normal
levels. Two auto plant closings in the second half of the year also contributed to the malaise in the auto
job market in Michigan. Most of the remaining job decline in manufacturing over 1989 was in the rest of

durable goods, chiefly the metals industries.

In the private nonmanufacturing sector, the year 1989 fit into the pattern established since the end
of 1985, of “growing but slowing.” From 1988.4 to 1989.4 employment in this sector grew by 2.2 percent,
down from the approximately 4 percent per year growth in 1986 and 1987, and the 3 percent range in
1988. Employment growth was weaker within 1989, however, than the annual average of 2.2 percent
suggests. Between the first and third quarters of the year, employment increased by only 3,300 workers,
the weakest performance over a comparable period since 1982, The sector picked up considerably in the .
fourth quarter, however, adding 12,000 jobs, almost all of them in wholesale trade, retail trade, and

services.

After bouncing around in the range of 6 1/2-7 percent from January to August of 1989, the state
unemployment rate took a leap in September and October to about 8 percent. At the time, we projected
some reduction in the labor force over November and December, and combined with our forecast of
employment, we expected some reduction in the unemployment rate. In fact, this occurred to a greater
extent than we anticipated, resulting in unemployment rates of 7.2-7.3 perceht for the last two months of
1989. The civilian labor force remained at the December level in January 1990, but because of a very
weak employment month, the unemployment rate sprang up to 8.4 percent. Much of the weakness in
employment was due to a widespread, but temporary, shutdown of auto facilities for extended vacation,
due to domestic production having run too far ahead of the weak sales pace. Most of these plants were

back on line in February. .



We are currently estimating a slowing in the growth of consumer purchasing power in Michigan

from 1988.4 to 1989.4, amounting to an increase of 1.3 percent compared to 3.9 percent in the previous

year. This results from both weaker nominal income growth and more local price inflation between the

two years.

In sum, the Michigan economy is currently exhibiting a fairly sluggish performance, but with some

pick-up in the fourth quarter of 1989. The prospects for continued near-term improvements depend in

large part on the performance of the national economy.

Inputs to the Forecast

The economic outlook for Michigan depends on the broader national economic environment as well

as conditions specific to the state. The assumptions regarding the national outlook are taken from our

most recent U.S. forecast (February 9, 1990).

Real GNP is forecast to grow at a 2.4 percent annual rate in this quarter, following an increase
of only 1/2 of one percent in the final quarter of 1989. A 3.3 percent increase is forecast for the
second quarter of 1990, with the second half of the year averaging 2.9 percent growth. During
1991 real GNP is forecast to grow by 2.4 percent, with growth based on calendar year averages
of 2.4 percent for 1990 and 2.7 percent for 1991.

Light vehicle sales are forecast to rebound this quarter to an annualized rate of 14.4 million
units from the 13 million unit sales pace posted for 1989.4. Production levels, however, will
remain low this quarter as the industry attempts to reduce inventories. For the year as a whole
light vehicle sales are forecast to total 14.6 million units, followed by sales of 14.8 million units
for 1991.

The U.S. civilian unemployment rate is forecast to rise to 5 1/2 percent by the end of 1990 and
to drift higher during 1991, reaching 5 3/4 percent by year end.

The inflation rate, as measured by the increase in the U.S. Consumer Price Index, is forecast to
decline to 4 percent for 1990, following a 4.9 percent rate for 1989. In our forecast the inflation
rate rebounds to 4.8 percent for 1991.

We are projecting increases in federal spending of 5.5 percent for fiscal 1990 and 4.3 percent for
fiscal 1991, following the increase of 7.2 percent posted for fiscal 1989. In the context of our
U.S. forecast, with no major tax initiative, this implies a federal budget deficit of $156.6 billion
for fiscal 1990 — a slight deterioration compared to the fiscal ‘89 deficit of $151.3 billion — and a
deficit of $132.5 billion for fiscal 1991.



e In January of 1990 the trade-weighted value of the dollar was about 10 percent below its June
1989 level (a local peak). We are forecasting continued decline throughout the forecast horizon, .
averaging 4.7 percent (annual rate) during the rest of 1990 and 2.5 percent during 1991, The
renewed decline in the value of the dollar halts the deterioration in real net exports which
occurred during the second half of 1989, and yields a nearly $15 billion improvement in the real
trade balance during 1990, followed by a $28 billion improvement during 1991.

o We assume that the Federal Reserve will not alter monetary policy significantly this year for a
number of reasons. We do not believe that the federal budget represents any substantial fiscal
tightening; the economy does not appear to be headed into a recession; and with foreign interest
rates already fairly high relative to ours, a move to push our interest rates lower could generate
a precipitous drop in the value of the dollar. Short term interest rates are forecast to remain
fairly constant through late 1991, and long term interest rates are forecast to drift up by about
50 basis points from the end of 1989 to the end of 1991.

The second set of input assumptions influencing our state outlook is related to the local economic
environment. These inputs concern: scheduled automotive plant closings and openings; future wage and
profit-sharing payments to automotive workers; assumptions on strike activity during this year of auto
contract negotiations; reductions in the white-collar work force at Michigan Bell; and the hiring of

temporary workers to assist on the decennial Census of Population.

Most of the automotive plant closing activity announced over the past three years was completed by
the summer of 1989. We have included the effects of two recent plant closings and one plant opening in

our current forecast:
o Jefferson Avenue (Chrysler): 1,700 workers laid off starting in February 1990.
e Pontiac Central Truck (General Motors): 800 workers laid off starting in January 1990.
e Willow Run Assembly (General Motors): 4,000 workers brought back starting in January 1990.

We have also incorporated the closing of an auto stamping plant (“other durables” in our classification) in
July 1990, with a loss of 600 jobs, and we have accounted for the planned closing of an auto plant in
St. Louis, Missouri, in September 1990. Some of the 1,700 jobs lost in St. Louis are expected to be

regained in other states, including Michigan.

)



In the case of the Jefferson Avenue closure, we assumed that there would be indirect job losses as a
result of reduced purchases from local vendors. To estimate these indirect job effects, we linked our
industrially-detailed input-output model of the state economy (REMI) to the state econometric model

(SQEM).

This is a contract year for the auto industry. We assume that qualifying auto workers will receive a
3 percent increase in base pay in the fourth quarter of 1990. In lieu of another increase in base pay the
following year, we assume a performance bonus (“lump sum”) payment in the fourth quarter of 1991
equivalent to 3 percent of annual pay. We are assuming that profit-sharing payments made in 1991.1,
based on profits for calendar year 1990, will be at a rate equivalent to half of Ford’s payments just

announced for this year.

For lack of better information at this time, we have assumed that there will be no strike in the auto

industry during this contract year.

Another employment adjustment (in this case, to the transportation, communications, and public
utilities industry) reflects Michigan Bell’s reduction in its work force by 1,200 over the course of the first

quarter of 1990, in an attempt to improve its competitive position.

In addition to being a contract year for the auto industry, 1990 is also a year for the taking of the
decennial Census of Population. We have incorporated into our forecast a pattern of hiring for temporary
census workers. The number of these workers rises from 1,500 in the first quarter to 9,500 in the second
and third quarters, then dwindles to 100 in the fourth quarter. Our income estimates for 1990 reflect the

relatively low wage levels for the census workers.

The Forecast of the State Economy

After one more quarter of weakness, the current quarter, we are forecasting some improvement in
the state job profile over the next two years. Wage and salary employment increases by 1.8 percent

(68,000 jobs) from the fourth quarter of 1989 to the fourth quarter of 1990, and by 1.4 percent (56,000



jobs) from the end of 1990 to the end of 1991. These rates of growth are slightly below those realized in

the 1986-88 period, but represent a marked improvement over the lull in 1989. .

The pattern of local job growth mirrors movements in the national economy over the forecast
horizon, modified somewhat by special local events. The weakness in the first quarter is due in large part
to the very low employment levels in motor vehicles early in the year, resulting from extended vacations to
bring inventories under control. Total job growth in Michigan is expected to rebound sharply in the
second and third quarters of 1990, averaging an annual rate of 3 percent. This is consistent with
substantial increases in vehicle production and an increase in inflation-adjusted GNP growth from an
annual rate of 2.4 percent in the first quarter to an average of 3 percent over the next two quarters. An
additional 8,000 temporary census workers also come aboard in the spring and summer of 1990. The
fourth quarter of 1990 is weaker locally, with job growth at an annual rate of 1.3 percent. Much of the

weakness is due to the completion of duties by 9,400 temporary census workers in that quarter.

In 1991, growth in real GNP declines from an annual rate of nearly 3 percent at the beginning of
1991 to 2 percent at the end of 1991. Wage and salary employment in Michigan also grows more slowly
through 1991, starting the year at an annual rate just over 2 percent, and ending the year just under 1

percent.

We are forecasting that the manufacturing sector will lose 15,000 jobs in the first quarter of 1990,
over two-thirds of them in motor vehicles. With most of the auto layoffs being temporary, we anticipate
that motor vehicle employment will return to the levels of 1989.4 in the second quarter of 1990. An
additional 11,000 auto jobs are projected over the next three quarters, benefiting from the sharp rebound
in vehicle production. As vehicle production weakens over the remainder of 1991, the number of auto jobs
slowly drifts downward. By the end of 1991, we are forecasting that there will be 4,400 fewer
manufacturing jobs than at the end of 1989. Although these losses continue Michigan’s trend toward an
increasingly smaller manufacturing sector, the rate of decline is much more modest than throughout the

second half of the 1980s.



After pausing in fhe first three quarters of 1989, employment in the private nonmanufacturing
sector grew by 12,000 jobs in the fourth quarter, to a level 50,000 greater than in the fourth quarter of
1988. We are projecting that employment in this sector will continue to grow by about 50,000 jobs for
each of the next two years (47,400 jobs during 1990, 52,900 during 1991). Over this two-year period 6 out
of 10 private nonmanufacturing jobs are forecast to come from the service industry, with another 3 in 10

from the trade sector.

The government sector is expected to grow by 19,200 employees from the end of 1989 to the end of
1991, an average annual rate of 1.5 percent. The principal deviation in the quarterly pattern is the large
influx of 8,000 temporary census workers in the second quarter of 1990, and the removal of 9,400 of these

workers from the government payrolls in the fourth quarter of 1990.

Since we view January 1990 as an unusually weak month for employment, we are expecting some
backing off of January’s 8.4 percent unemployment rate for the remainder of the quarter, to average 8.0
percent over the three months. The increase in jobs over the next two quarters is sufficient to lower the

unemployment rate to 7.7-7.8 percent, where it sits for the remainder of the forecast horizon.

Personal income is estimated to be up by 6.5 percent during 1989 (1988.4 to 1989.4), and in the
forecast period to rise by 6.2 percent during 1990 and 6.5 percent during 1991. Included in these forecasts
are our estimates of profit-sharing payments to auto workers in Michigan in the first quarter of 1990, and

our projection of these payments (half the Ford payments this year) in the first quarter of 1991.

The local rate of inflation, as measured by the Detroit CPI, is forecast to accelerate from 3.4 percent
in the current quarter to 5 percent in the third quarter of 1990, where it holds, with minor wiggles, for the
remainder of the forecast horizon. This pattern of price increase follows the path of national inflation.
Lower consumer price‘ inflation overall in 1990 compared to 1989 yields an increase in purchasing power of
1.7 percent during 1990 (1989.4 to 1990.4), compared to 1.3 percent during 1989. Larger price increases
between 1990 and 1991 result in a 1.5 percent increase in purchasing power during 1991, down slightly

from the previous year.



The State Revenue Qutlook

®

The economic outlook for Michigan suggests that state tax revenue growth will be more modest in
fiscal 1990 than in either fiscal ‘89 or fiscal ‘91. In addition, there are non-economic factors which
exaggerate the irregularity in the revenue growth pattern over the three fiscal years. In 1986 the federal
government redefined the tax base for the personal income tax, generating a windfall for those states
which adopted the new definition for state tax purposes. While adopting the new definition, the Michigan
legislature instituted a series of increases in the personal exemption to mitigate the effects of the base
redefinition. The last scheduled increase in the exemption from $2,000 to $2,100 occurred January 1,
1990. In addition, recent legal settlements will reduce the growth of single business tax (SBT) revenues in

fiscal 90.

As we noted in November, several aspects of the state’s tax laws are under either legislative or

judicial review. We assume, however, that current tax law will remain in effect throughout our forecast

horizon. .

Our forecast of General Fund General Purpose tax revenue is presented in Table 1. Income tax
revenues are forecast to increase by 4.2 percent for fiscal 1990 and by 7.2 percent for fiscal ‘91, following
an increase of 5.9 percent for fiscal ‘89. The slower growth in fiscal ‘90 derives from several factors. First,
slower wage income growth in fiscal ‘90 — 4.8 percent compared to 7.2 percent for fiscal ‘89 — along with
the increase in the personal exemption slows the growth in withholding. Second, non-wage income, which
grew by over 12 percent in 1989 grows by 7 1/2 percent in 1990, slowing the growth in quarterly
estimated payments. And annual payments which increased by nearly 19 percent for fiscal ‘89 grow more
in line with the tax base over the forecast period. The renewed strength in income tax revenues for fiscal
‘91 derives mainly from the acceleration in wage income growth in fiscal 91 and slower growth in income

tax refunds than in either fiscal ‘89 or "90.

Consumption tax revenues reflect primarily the state’s economic growth, rising by 4.2 percent for

fiscal ‘90 and 6 percent for fiscal ‘91. All of the increase stems from the sales and use taxes which are the ‘



TABLE 1

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

Actual RSQE Forecast
1989 1990 1991
Income Tax 3442 3585 3844
(% Change) (5.9) 4.2) (7.2)
Consumption Taxes 1330 1386 1470
(% Change) 5.8) 4.2) (6.0
Sales 600 631 677
Use 457 485 522
Other Consumption 273 271 271
Business Taxes 1671 1683 1888
(% Change) (1.5) 0.7 (12.2)
Single Business 1551 1554 1756
Other Business 120 129 132
Property Taxes 346 3563 373
(% Change) (18.0) 2.1) (5.4)
Other GFGP Tax Revenue 60 60 62
GFGP Tax Revenue 6848 7068 7637
(% Change) 5.2) 3.2) (8.1)
Addenda
Personal Income Adjusted
(billions of $) 1454 153.6 164.0
Wages and Salaries
(billions of $) 97.8 102.5 109.0
Wage and Salary Employment
(thousands) 3858 3879 3953
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source of over 80 percent of GFGP consumption tax revenues. The revenues from the cigarette excise,
beer and wine, and liquor specific taxes all exhibit little or no growth — a continuation of the pattern in i

recent years.

Business taxes are forecast to increase by 7/10 of one percent for fiscal ‘90 and by 12.2 percent for
fiscal ‘91, following an increase of 1.5 percent for fiscal ‘89. SBT revenues, which comprise over 90 percent
of business tax revenues, declined on an accrual basis for fiscal ‘89 and are forecast to increase only slightly

in fiscal ‘90 before rebounding sharply in fiscal ‘91.

Much of the uneven movement in SBT revenues can be traced to economic factors. Even though the
SBT is in principle a value added tax, it contains provisions which make it respond to swings in corporate
profits. At the national level we are forecasting an almost 8 percent decline in pre-tax profits for fiscal ‘90,
followed by a rebound of 11 percent in fiscal ‘91. In addition, the motor vehicle sector is considerably
weaker in fiscal ‘90 than in either fiscal ‘89 or ‘91, and in our model that weakness lowers fiscal ‘90 SBT

revenue by about 3 percent. i

Non-economic factors contribute to the pattern as well. A one-time transfer of insurance premium
tax revenues raised SBT revenues in fiscal ‘88. A change in SBT liability for small business reduced
revenues beginning in fiscal ‘89. In addition, legal settlements resulted in unusually large refunds in fiscal

‘89 and will continue to have an impact on SBT revenues through fiscal 91.

State property tax revenues (inheritance, intangibles, and utility property) are forecast to increase
by 2.1 percent for fiscal 30 and 5.4 percent for fiscal ‘91, compared to an 18 percent increase for fiscal ‘89.
Part of the large drop in revenue growth from fiscal ‘89 to fiscal ‘90 can be attributed to a one-time

collection of approximately $15 million in intangibles tax revenue in fiscal ‘89.

In sum, total GFGP tax revenues are forecast to increase by a modest 3.2 percent ($220 million) to
$7.1 billion for the current fiscal year, and to rise by 8.1 percent ($569 million) to $7.6 billion for fiscal ‘91,

following an increase of 5.2 percent ($337 million) for fiscal ‘89.

®
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The Budget Stabilization Fund was designed to provide a source of additional funds to be used in
less prosperous years. Pay-ins to the fund are required in any year when inflation adjusted non-transfer
income increases by more than 2 percent. Based on revised estimates for income growth in 1989 and our
forecast of economic activity, a payment of about $11 million could be made in fiscal ‘90, but no payment
would be required in fiscal ‘91.

Prepared by
Joan P. Crary

George A. Fulton
Saul H. Hymans
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