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Introduction - State of the Economy. Pre-Iraa

The data now available to assess the economic performance of Michigan during 1990 run no further

than July. Consequently, we have no hard evidence as yet of the effect on the Michigan economy of the

Iraqi invasion of Kuwait in August Our projections of this impact through 1992 are summarized in the

section on the Middle East crisis.

Recent economic growth in Michigan up to the time of the invasion can best be described as

lethargic. Wage and salary employment declined for three consecutive quarters, from 1989.2 to 1990.1,

albeit by only an average annual rate of 0.6 percent over the period. Revised employment data for the

second quarter of 1990 indicate that all but a few hundred of the 18,700 jobs lost in the previous three

quarters were made up, as employment in the second quarter grew by 1.9 percent at annual rate. Just as

we have cautioned about needing to discount some of the previous losses in ascertaining the underlying

path of the economy, it is important not to read too much into the most recent quarterly gain. Much of

the difference in the average employment levels between the first two quarters of 1990 arises from a

reduction of over 40,000 auto workers in January, resulting from widespread temporary layoffs ("extended

vacation") in an accelerated attempt to bring inventories down to more normal levels. Most of these auto

workers were back to work by February. In addition, the second quarter employment levels include the

influx of a large number of temporary workers to assist in the decennial Census of Population. Countering

this to some extent is a drop in construction workers in the second quarter, following unusually strong

activity in the winter. To the extent that it is possible to look at the monthly employment data for 1990
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2and account for the major temporary aberrations, the data seem to suggest relatively small oscillations

about a fairly flat path. In fact, the preliminary employment totals for July equal those of February.

On a quarterly basis, manufacturing showed a dramatic improvement, adding almost 20,000 jobs

between 1990.1 and 1990.2 (an annual rate of 8.6 percent). But this was all make-up from the temporary

layoffs of the early part of the year, and employment in all of the mqjor subsectors (motor vehicles, other

durables, nondurables) has changed little since March.

Private nonmanufacturing employment fell by 84200 jobs (1.4 percent annual rate) between 1990.1

and 1990.2, the first quarterly decline since the end of 1982. Most of this decline, however, was in contract

construction (7,100 jobs), as the industry was moving to more normal employment levels. The remainder

of the sector has had small employment variations over the period.

State and local government grew by 2,200 jobs between the first and second quarters of 1990 (1.6

percent annual rate). Most of this growth occurred in the state component, but appears to be the result of

a temporary surge in May and June.

The state unemployment rate has lingered in the range of 7.2-7.4 percent for six of the past nine

months, including the two most recent months (June and July).

The official estimate of personal income growth for 1990.1 is an annualized rate of 0.06 percent,

about as we estimated in May. This meager growth reflects substantial declines in wage and salary

disbursements to higher-paid manufacturing workers as a result of the temporary layoffs in early 1990.

We are estimating that personal income rebounded in the second quarter to an annualized growth rate of

6 percent Combined with our estimate of local price inflation, this translates into an increase in consumer

purchasing power of 2.1 percent (annual rate in 1990.2), following two quarters of decline at an average

annual rate of 3.7 percent



The Middle East Crisis

For over a month now the invasion and annexation of Kuwait by Iraq with the subsequent embargo

and military build-up have created havoc in world oil markets. The price for benchmark West Texas

intermediate crude reached as high as about $32 per barrel before agreement by OPEC members to

suspend production quotas for the duration of the crisis, and initial efforts toward a diplomatic settlement

drove oil prices down to the upper $20s in late August

Uncertainly remains regarding the future path of oil prices. In our U.S. forecast of August 16 we

focused on three alternatives: a $21 per barrel oil price path, a $25 oil price path, and a $30 oil price

path. The $21 oil scenario represents our view of the economic outlook prior to the Middle East crisis. We

chose as our Control Forecast the $25 scenario because it seemed consistent with partial replacement of

Iraqi and Kuwaiti oil production, some easing of the economic boycott, and a protracted period of

diplomatic discussion. We did present, however, the implications of $30 oil for the outlook, in order to

cover the possibility that oil prices might rise above the $25 range for a sustained period. A more

complete discussion of the impact of higher oil prices on the national economy is presented in our U.S.

outlook. We present a summary here before turning to an analysis of the effects on the Michigan

economy.

Neither of the oil shock scenarios produces a repetition of the severe recession which followed the

1979-80 oil shock, and which resulted from a combination of sharply higher oil prices and sharply

restrictive monetary policy. In fact, based on point forecasts of real GNP growth rates, neither the Control

Forecast ($25 oil) nor the $30 oil scenario predicts a recession, by the technical definition of two

consecutive quarters of decline in real GNP. In our Control Forecast real GNP declines in the current

quarter by $3.3 billion 1982 dollars, an annualized rate of 3/10 of one percent, and then increases at a 1.4

percent rate in the final quarter of this year. In the $30 scenario real output declines by 1.1 percent

(annual rate) in 1990.3 while the positive growth (0.6 percent) in the fourth quarter is insufficient to

return to the 1990.2 level of real GNP.
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In the Control Forecast the maximum output loss (due to higher oil prices) on an annual basis

occurs in 1991. The level of real GNP is 0.19 percent below the GNP forecast in the $21 oil scenario for

calendar 1991, but the output loss is only 0.10 percent for 1992. Higher oil prices do represent a real cost

to the U.S. economy, which is a net user of oil, so the level of real GNP is permanently lower in the higher

price scenario. The price level is about 0.5 percent higher in the Control Forecast and consumer

purchasing power is about 0.5 percent lower for both 1991 and 1992. Higher oil prices reduce light vehicle

sales by 120,000 units for 1991 and 90,000 units for 1992.

When the $30 oil alternative is compared to the $21 oil scenario, the output loss totals 1/2 of one

percent for 1991 and 1/3 of one percent for 1992, the price level is about 1 percent higher, real disposable

income is about 1 percent lower, and light vehicle sales are reduced by 250,000 units for 1991 and 200,000

units for 1992.

Both oil shock scenarios generate modest impacts on the Michigan economy compared to the

experience of the early 1980s, but the relative cost to the Michigan economy is greater than for the nation

as a whole. Some summary measures of the impacts of higher oil prices on the Michigan economy are

shown in Tables 1A and IB. Annual figures for 1990 reflect partial year effects. Effects on key national

indicators are provided for comparison.

In our Control Forecast ($25 oil) wage and salary employment is about 14,500 jobs (about 1/3 of one

percent) lower compared to the pre-invasion forecast for both 1991 and 1992. (See Table 1A.) While the

total job loss is about the same in both years, the composition changes from a roughly 45-55 split between

manufacturing and nonmanufacturing in 1991 to a 25-75 split in 1992. The relative improvement

between 1991 and 1992 of the manufacturing sector job loss corresponds to the relative improvement in

vehicle sales. In contrast, nonmanufacturing employment losses are less dramatic initially but continue to

accumulate in 1992. The higher oil price path raises the price level by 0.5-0.6 percent and lowers real

disposable income by 2/3 of one percent



TABLE 1A.

Impact* of Higher Oil Prices on Selected Variables
Effects of $25/Barrel Oil Compared to $21/Barrel Oil

1990 1991 1992

State of Michigan

Level of:
Wage & Salary Employment (thousands)

(% of $21 Oil Path)
Manufacturing (thousands)
Nonmanufacturing (")

-3.9
(-.10%)
-2.3
-1.6

-14.5
(-.37%)
-6.4
-8.1

-14.4
(-.36%)
-3.7

-10.7

Unemployment Rate (%) .08 .16 .08

Detroit CPI
Real Disposable Income

.19%
-21%

.48%
-.68%

.57%
-.63%

GFGP Tax Revenue (millions of $)*
Real GFGP Tax Revenue (millions of 1982-84 $)*

-1.8
-6.3

-28.4
-46.3

-21.6
-46.2

A<ften<lg; V,§. Eoonpmy

Level ot
Real GNP
Civilian Unemployment Rate (%)

-.13%
.04

-.19%
.09

-.10%
.04

Personal Consumption Deflator
Real Disposable Income
Light Vehide Sales (millions)

$
£1

1

.49%
-.54%
-.12

.58%
-.49%
-.09

* Fiscal Year



6

TABLE IB.
Impacts of Higher Oil Prices on Selected Variables

Effects of $30/Barrel Oil Compared to $21/Barrel Oil

1990 1991 1992

State of Michigan

Level o£
Wage & Salary Employment (thousands)

(% of $21 Oil Path)
Manufacturing (thousands)
Nonmanufacturing (")

-8.1
(-.21%)
-4.8
-3.3

-33.2
(-.84%)
-15.1
-18.1

-33.7
(-.85%)
-10.2
-23.5

Unemployment Rate (%) .17 .41 .23

Detroit CPI
Real Disposable Income

.41%
-.57%

.96%
-1.44%

1.09%
-1.27%

GFGP Tax Revenue (millions of $)*
Real GFGP Tax Revenue (millions of 1982-84 $)*

-3.5
-13.0

-65.0
-99.2

-51.5
-95.7

Addenda: U.S. Economy

Level of:
Real GNP
Civilian Unemployment Rate (%)

-.27%
.07

-.52%
.23

-.34%
.14

Personal Consumption Deflator
Real Disposable Income
Light Vehicle Sales (millions)

.38%
-.50%
-.16

.99%
-1.13%
-.25

1.12%
-1.00%
-.20

* Fiscal Year



Current dollar general-fund-general-purpose (GFGP) tax revenues are affected by the lower level of

economic activity and by the higher price level in the $25 oil scenario; the net result is somewhat lower tax

collections ($22-28 million) for both fiscal '91 and '92. GFGP tax revenue in constant dollars (using the

Detroit CPI as the deflator) measures the corresponding lost purchasing power of state tax dollars, which

amounts to $46 million 1982-84 dollars in both fiscal years.

When the $30 oil alternative is compared to the $21 oil scenario (see Table IB), job losses total

about 33,200 jobs for 1991 and 33,700 for 1992 (0.85 percent). The pattern of job losses in manufacturing

and nonmanufacturing is similar to that in the Control Forecast The price level is about one percent

higher and real disposable income is lower by 1 1/4 to 1 1/2 percent Tax revenue losses total $50-65

million in current dollars and $96-100 million in constant dollars, about double the effect of $25 oil.

The higher level of energy prices is but one aspect of the broader economic outlook which has an

impact on the state economy. We turn now to a discussion of our other major input assumptions.

Inputs to the Control Forecast

National economic policy and the level and composition of national economic activity establish the

context for our forecast of the Michigan economy. The relevant aspects of our U.S. Control Forecast

(August 16, 1990) include:

• Real GNP declines in the current quarter at an annualized rate of 0.3 percent in response to the
oil price shock and then rebounds to a positive growth rate of 1.4 percent in the fourth quarter.
GNP growth accelerates during the first half of 1991 as inventory stocks are rebuilt and then
subsides to an average rate of about 2 1/2 percent through the end of 1992.

• Auto sales, which averaged a 9.7 million unit pace during the first half of 1990, are forecast to

continue at about that pace for the rest of the year and then to accelerate to 9.9 million units for
each of the next two years. A similar pattern for light truck sales yields total light vehicle sales
of 14.2 million units for 1990 and 14 1/2 million units for 1991 and '92.

• The civilian unemployment rate rises from 5.5 percent in 1990.3 to 5.9 percent in the first

quarter of 1991, and then remains at that level for the rest of the forecast period.



8
• Inflation, as measured by the U.S. consumer price index, is forecast to average 5.1 percent at

annual rate during the second half of 1990 and a slightly higher 5 1/4 percent during 1991 ^
before slowing to just under 5 percent during 1992. Core industrial inflation, as measured by W
the private nonfarm GNP deflator, accelerates to a 4.7 percent annual rate in 1991.1 and then
slows steadily to about 3 percent by the end of 1992.

• We have assumed that federal budget negotiations this fall will result in a plan to make
moderate cuts in spending, relative to a current services budget, over the next several years
amounting to about $13 billion for fiscal '91 and $29 billion for fiscal '92. In addition, we have
assumed the budget plan will include tax increases of nearly $9 billion for fiscal '91 and $20
billion for fiscal "92, including increases in excise taxes on tobacco products and alcoholic
beverages. The implied budget deficit for fiscal '91 is $159 billion, well above the legislated
deficit-reduction target for that year and about the same as the projected deficit for fiscal '90.
Modest improvement in the deficit to a level of $138 billion is forecast for fiscal 1992.

• A weak economy, federal budget tightening, and moderate core industrial inflation (following
the price level adjustment due to higher oil prices) point to an easing of monetary policy over

our forecast horizon. We have assumed that the Fed will take a series of steps to ease monetary
policy over the next 12 months resulting in about 3/4 of a percentage point decline in short-
term interest rates (relative to 1990.3 levels). The three-month treasury bill rate bottoms out at

6.6 percent in 1991.3 and then drifts slowly upward. Long-term interest rates move down
slowly over the next two years.

The second set of input assumptions influencing our state outlook is related to the local economic

environment. These inputs concern: scheduled automotive plant closings; future wage and profit-sharing

payments to automotive workers; assumptions about strike activity during this period of automotive

contract negotiations; and the employment of temporary workers to assist in the decennial Census of

Population.

We have accounted for the effects on Michigan of a planned dosing of an auto plant in St Louis,

Missouri, in September 1990. The next known activity in Michigan is scheduled for 1992, with the

reopening of Chrysler's Jefferson Avenue facility by the second quarter, which will contribute 1,700 jobs.

Concurrent with this gain is an expected loss of 2,500 jobs with the dosing of General Motors' Pontiac

West facility.

The auto industry is currently in the midst of negotiations for a new labor agreement to take effect

on September 15 and to cover the following three years. General Motors has been chosen as the company

that the UAW will settle with initially, with the other companies being asked to pattern their agreements



after the initial settlement General Motors has made an initial offer of a 2-percent increase in base pay in

the first year (starting in 1990.4) for qualifying auto workers, and a performance bonus ("lump sum")

payment equivalent to 2 percent of annual pay in each of the next two years. We are assuming that the

final settlement will have the same base pay-lump sum configuration over the three years, but at a higher

rate of 3 percent for each of these years.

We are assuming that profit-sharing payments made in 1991.1, based on profits for calendar year

1990, will be at a rate of $50 per qualified worker at General Motors (equal to the payments for this year)

and $500 per qualified worker at Ford (about half of the payments for this year). For profits based on

calendar year 1991, we are assuming an equivalent payment schedule.

We continue to assume that there will be no strike, or at least no major strike, in the auto industry

during this contract year. The September survey week for employment data is encompassed by the

current contract, and a strike of at least four weeks' duration would be required to show up in the October

employment numbers. A brief strike would have small, transitory effects on the state economy. While we

acknowledge that a short strike is a distinct possibility, our current judgment is that a strike of four or

more weeks' duration is unlikely.

We have incorporated into our forecast for the remainder of 1990 a pattern of employment for

temporary workers to assist in the decennial Census of Population. Just as there were more workers

hired for the second quarter than originally anticipated, it now appears that there are fewer workers being

retained in the third quarter than previously planned. We are now assuming that 2,100 of these workers

will be employed in the third quarter, dwindling to 100 in the fourth quarter. No temporary census

workers are expected to be employed beyond 1990. Our income estimates for the remainder of 1990 are

adjusted for the lower wage levels of these workers relative to the average for all government employees.

The Control Forecast of the State Economy

The increase in wage and salary employment in the second quarter of 1990 (18,100 jobs) almost

counterbalanced the accumulated decrease of the previous three quarters, but we are forecasting further



declines in each of the remaining two quarters of 1990. By the end of 1990, the employment situation is

expected to be virtually the same as it was at the end of 1989. This marks the first time since 1982 that

employment has not increased over the year.

We are forecasting some improvement over the next two years. We project an employment increase

of 1.0 percent (37,800 jobs) from the end of 1990 to the end of 1991, and from there to the end of 1992, an

increase of 0.8 percent (29,600 jobs). The average growth over these two years is the same as growth

during 1989, but is still far below the average of 2.2 percent for the three years prior to 1989.

This pattern of local job growth over the forecast horizon generally follows movements in the

national economy. Under the impact of the oil price shock, the performance of the U.S. economy in the

second half of 1990 is forecast to be rather weak, with a small decrease in real GNP (0.3 percent at annual

rate) in the third quarter and only a modest increase (1.4 percent) in the fourth quarter. This compares to

small declines in state employment of approximately 0.8 percent in each quarter. The weakness in the

local employment situation is exacerbated by the departure of large numbers of temporary census workers.

State employment growth turns positive in the first half of 1991, reaching an annual rate of 1.3

percent in the second quarter. This rate of growth slows to 0.8 percent by the end of 1991, where it holds

through the end of 1992. The national economy follows a similar pattern, with real output accelerating to

2.7 percent at annual rate during the first half of 1991 as the initial shock of a higher oil price wears off,

then settling back to a 2 1/2 percent growth rate through the end of 1992.

We are projecting that manufacturing employment in the state will decline throughout the forecast

period, except for mid-1991, when vehicle production is particularly strong. This translates into a loss of

14,200 jobs in the second half of 1990, 200 during 1991, and 10,600 during 1992.

Private nonmanufacturing employment, which declined in the second quarter of 1990 by an annual

rate of 1.2 percent, is anticipated to show a meager increase of 0.3 percent at annual rate in the third

quarter. Thereafter, it accelerates to an annual rate of 1.5 percent by the spring of 1991, where it remains

through the end of 1992. In numbers of jobs, this translates to 17,800 during 1990, 31,500 during 1991,



and 36,400 during 1992. Seven out of ten of all these jobs are in the service industry, and of the rest, most

are in retail trade.

In the government sector, the main activity in the second half of 1990 is the departure of temporary

census workers, currently at a level of 2,100 workers and expected to dwindle to 100 in the fourth quarter.

From the end of 1990 to the end of 1992, the government sector is expected to grow by 11,400 jobs,

amounting to an average annual growth rate of about 1 percent, which is similar to the rate of the two

years prior to the census.

With the weakening of Michigan's economy during the second half of 1990, the unemployment rate

rises from its current level of 7.4 percent to an average of 7.8 percent in the third quarter, and then

continues to rise to 8.2 percent in the fourth quarter. It remains at that level, within a tenth of a

percentage point, for the balance of the forecast horizon.

According to the most recent data, personal income rose by 7.1 percent from the fourth quarter of

1988 to the fourth quarter of 1989. In the forecast period we are projecting increases of 3.6 percent during

1990, 5.8 percent during 1991, and 5.2 percent during 1992. Included in this forecast is our assumption of

pay increases for auto workers, and our projection of profit-sharing payments to auto workers in Michigan

in the first quarters of 1991 and 1992 ($60 per qualified worker at General Motors and $600 per qualified

worker at Ford).

The local price level, as measured by the Detroit CPI, is forecast to rise at an annualized rate of 5.6

percent in the third quarter of 1990 with the rise in oil prices. Thereafter, the rate of price increase

accelerates from 4.2 percent in 1990.4 to 5.3 percent in 1991.3, when higher federal excise taxes again raise

the price level. For the remainder of the forecast period, the rate of inflation declines steadily from 4.9 to

4.5 percent This pattern of local consumer price inflation is consistent with the national path.

According to our forecast much lower income growth in 1990 than in 1989 yields a decrease in

purchasing power of 1.1 percent during 1990, compared to an increase of 1.5 percent during 1989. Much



higher income growth in 1991 and 1992 leads to an improvement in purchasing power, amounting to 0.7

percent and 0.6 percent in 1991 and '92, respectively.

The State Revenue Outlook

State tax revenues depend not only on the level of economic activity but also on legislative and

judicial action. Income tax revenues for fiscal 1990 reflect the final scheduled increase in the state

personal exemption from $2,000 to $2,100 which occurred on January 1. Judicial action has had a

negative impact on single business tax (SBT) revenues, reducing growth in fiscal '90 and leaving the level

artificially low over the next two years. Our assumption of higher federal excise taxes on tobacco and

alcohol also has a modest effect on our forecast of state cigarette, liquor, and beer and wine tax revenues,

as higher relative prices for these items reduce consumption.

Our forecast of general-fund-general-purpose (GFGP) tax revenues is presented in Table 2. Income

tax revenues are forecast to increase by 3.6 percent for fiscal '91 and by 5.3 percent for fiscal '92, following

what we estimate will be a 3.1 percent increase for the year ending September 30. Growth in the

withholding portion of the tax accelerates with the growth in wages and salaries in 1991 and '92. Final

settlements are forecast to exhibit renewed growth for fiscal '91 and '92, following an estimated decline of

1.1 percent for fiscal '90. The weakness in fiscal '90 follows an increase of over 18 percent in fiscal '89 and

reflects a further adjustment by taxpayers to the 1986 changes in the tax base.

Growth in consumption tax revenues is forecast to accelerate as well, from 3 percent in fiscal '90 to

4 percent in fiscal '91 and 4.7 percent in fiscal '92. The continued decline in consumption tax revenues

other than sales and use includes the impact of the higher federal excise taxes.

We now estimate that business tax revenues will be down 1.7 percent for fiscal '90 as SBT revenues

decline. In contrast, business tax collections are forecast to increase by 6 1/2 percent for fiscal '91 and

more than 7 1/2 percent for fiscal '92. Recent legal settlements plus slower growth in labor compensation

and a weaker motor vehicle sector in fiscal '90 than in the next two years produce the forecast pattern of
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TABLE 2.

RSQE Forecast - General Fund General Purpose
State Tax Revenues by Fiscal Year

(millions of dollars, except as noted)

Actual RSQE Forecast

1989 1990 1991 1992

Income Tax 3442 3550 3677 3872
(% Change) (5.9) (3.1) (3.6) (5.3)

Consumption Taxes 1330 1370 1425 1491
(% Change) (5.8) (3.0) (4.0) (4.7)

Sales 600 614 650 687
Use 457 487 508 538
Other Consumption 273 270 267 266

Business Taxes 1671 1642 1749 1885
(% Change) (1.5) (-1.7) (6.5) (7.8)

Single Business 1551 1514 1611 1742
Other Business 120 128 137 142

Property Taxes 346 361 374 387
(% Change) (18.0) (4.2) (3.8) (3.3)

Other GFGP Tax Revenue 60 65 67 69

GFGP Tax Revenue 6848 6988 7292 7704
(% Change) (5.2) (2.0) (4.4) (5.6)

Addenda
Personal Income Adjusted

(billions of $) 144.9 151.8 158.3 166.5

Wages and Salaries
(billions of $) 97.3 100.9 105.3 110.6

Wage and Salary Employment
(thousands) 3896 3906 3914 3949



14SBT revenue, while higher oil prices contribute to the growth in business taxes for fiscal '91 through the

oil and gas severance tax.

We estimate that state property tax revenues (inheritance, intangibles, and utility property) will

increase by 4.2 percent this fiscal year following an unusually large 18 percent increase in fiscal '89.

Smaller increases of 3.8 percent and 3.3 percent are forecast for fiscal '91 and '92, respectively, largely as a

result of a leveling off of inheritance tax collections.

In total, we estimate that GFGP tax revenues will be up a modest 2 percent ($140 million) for fiscal

'90, compared to an increase of 5.2 percent for fiscal '89. GFGP tax revenues are forecast to grow by 4.4

percent ($304 million) for fiscal '91 and by 5.6 percent ($412 million) for fiscal '92.

The Budget Stabilization Fund was established to provide a source of funds to be used in less

prosperous years by building reserves in years when inflation-adjusted nontransfer income increases by

more than 2 percent Based on official estimates of income for 1989 and our forecast of economic activity

for 1990-91, no payment would be required in either of the next two fiscal years.

Prepared by
Joan P. Cray
George A. Fulton
Saul H. Hymans
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