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Introduction

Wage and salary employment in Michigan remained at about the same level between the first and
second quarters of 1986, coming off of a 4.1 percent (annual rate) increase in jobs in the first quarter.
Although there have been some signs of a slowdown in the state economy over the past year, follow-
ing two years of very robust growth, the second quarter of 1986 is the first time in fourteen quarters

that employment in the state has not increased from the previous quarter.

This recent weakness in total jobs activity is a consequence of a declining manufacturing sector,
combined with some slowing in the nonmanufacturing sector from its torrid pace of the past few
years. There has been a loss of 16,200 manufacturing jobs during the ﬁrst half of 1986, amounting to
a 3.2 percent (annual rate) decline, following a slight increase during the previous year (December to
December). Much of this job loss occurred in the auto sector, where employment has declined by
9,200 workers in the first half of 1986, compared to a loss of 2,300 jobs over the entire year of 1985.
This was in response, to a large extent, to a 9 percent decline in U.S. vehicle production in the first
half of 1986 (fourth quarter to second quarter), which occurred on the heels of a 1.5 percent produc-

tion decline during 1985.

The private nonmanufacturing sector has continued to be the primary source of employment
growth in the first half of 1986, increasing at an annual rate of 3 percent. This growth, however, is

down substantially from the 4.9 percent rate registered for the previous year. Moreover, in the

“The Michigan Model”



second quarter employment grew only at an annual rate of 1.3 percent, which translated into an in-
crease of 6,400 jobs, including 5,100 construction jobs. After remaining essentially unchanged for six
months, government employment picked up in the second quarter of 1986, contributing an additional

3,400 jobs, almost all of which were in the local sector.

While wage and salary employment has remained essentially unchanged between the first and
second quarters of 1986, total employment, as measured by the household survey data, has declined
by over 50,000 workers and the unemployment rate has risen by 7/10 of a percentage point to a level
of 9.5 percent for the second quarter. We continue to regard the patterns in the establishment survey

data as providing the more reliable indicator of the state’s economic well being.

We are forecasting some leveling off of manufacturing employment for the current quarter, as a
higher level of U.S. auto production promotes a modest increase in auto employment. Private non-
manufacturing employment is projected to increase by 9,300 jobs in the current quarter, some im-
provement over the relatively anemic performance in the previous quarter. Local government
employment is expected to contribute an additional 4,400 jobs. This results in a projected increase of
approximately 13,000 jobs in the third quarter, compared to virtually no movement in the previous

quarter.

Inputs to the Forecast

Our national outlook (August 15, 1986) provides the backdrop for our Michigan forecast. The
national economy will continue to grow sluggishly for the rest of 1986 with the rate of growth of real
GNP averaging just about one percent. Economic activity is forecast to pick up during 1987 with out-
put growth averaging about 4 percent. This is followed during 1988 with a pace of economic growth

averaging about 3 percent.

The components of this forecast which are key inputs to our state outlook include the following:

® After totalling 10.8 million units for the 1986 model year, car sales are forecast to weaken
slightly to a 10 1/2 million unit pace at the beginning of the ‘87 model year. Auto sales will
recover to a 10 3/4 million unit pace by the second half of calendar year 1987 and remain



at that level for 1988, yielding model-year sales of 10.5 million cars for 1987 and 10.7 mil-
lion cars for 1988.

® With continued slow growth during the rest of 1986 the civilian unemployment rate is
forecast to rise from the 6.9 percent posted for July to 7.3 percent early in 1987. Subse-
quent improvement in economic growth will bring the unemployment rate back to about 7
percent by the end of 1987 and it will remain at or slightly below 7 percent through 1988.

® We have assumed that oil prices will firm up at about $13 per barrel in the fourth quarter
of 1986 and will rise thereafter by 3 percent per year. We have also assumed that foreign
firms will discontinue the practice of cutting their prices (measured in their own currencies)
as the value of the dollar falls. This practice resulted in little change in dollar-denominated
import prices even while the trade value of the dollar depreciated by more than 25 percent
from early ‘85 to the spring of ’86. With more stable oil prices and the onset of increases in
import prices we are forecasting some acceleration in inflation over the next two years.
Consumer prices, as measured by the U.S. CPI, are forecast to increase at an annualized
rate of 3.6 percent during the second half of 1986 followed by increases of 3.8 percent and
4.6 percent for 1987 and 1988, respectively.

® As fiscal ‘87 draws near it has become apparent that the federal budget deficit for that year
will exceed its target contained in the Gramm-Rudman-Hollings Deficit Reduction Act. We
have assumed that $40 billion in government expenditures will be sequestered this fall, con-
tributing to the slow growth for the second half of this year.

® It seems very likely that a tax reform bill will be enacted before the beginning of next year.
We have incorporated in our forecast a tax reform package — similar to the one approved
by the Conference Committee — which is essentially revenue neutral but which reduces per-
sonal taxes and raises corporate taxes. The result is that it has little impact on the level of
output but it skews economic activity toward consumption and away from capital formation.

® The reduction in the discount rate to 5.5 percent last week yields short term interest rates

which are about 40 basis points lower by the end of the year. Short term interest rates are
forecast to remain low over the next two years and long term rates will continue to decline.

The Forecast of the State Economy

As measured by the progress of wage and salary employment, the Michigan economy is forecast
to be on a positive growth path from the second half of ‘86 through the end of 1988. This would con-
stitute six full years of recovery, with wage and salary employment exceeding its historical peak by
mid-1988. As would be expected at this stage of the recovery, the growth in jobs is projected to con-
tinue to decelerate from prior years (5.0 percent in 1983, 4.3 percent in 1984, and 3.1 percent in
1985, measured fourth quarter to fourth quarter). For 1986 and 1987 we are forecasting growth in

wage and salary employment in the area of 1.5 percent, with a further decline to 1.1 percent in 1988.



Approximately 50,000 jobs are expected to be added in each of 1986 and 1987, somewhat less in total

than the number of jobs created in 1985 alone, but slightly above the 40,000 jobs predicted for 1988.

The emerging pattern of employment by major sector is expected to continue in the forecast period
— modest up-and-down movements in manufacturing employment, steady but slower growth in
private nonmanufacturing employment, and more moderate growth in government employment.
Employment in the motor vehicle sector is expected to remain fairly stable over the forecast horizon,
with a decline of 7,200 jobs over the next two and a half years from its peak level in the current
quarter. This pattern corresponds to a projected increase in auto production in the current quarter,
followed by a decline in the following two quarters and small changes thereafter. The non-auto
manufacturing sector is projected to lose 4,000 additional jobs over this same period, but with more
variation than auto employment over the period. This recognizes the larger movements in non-auto

production anticipated over the forecast horizon.

As was the case in 1985, the private nonmanufacturing sector is forecast to be the major growth
area for the state economy over the next three years. The total increase in jobs of 145 thousand
projected from 1985 to 1988 is comprised of 138 thousand jobs in private nonmanufacturing in-
dustries, combined with an early offsetting gain of 27,000 government jobs and a loss of 20,000
manufacturing jobs. The rate of job growth in nonmanufacturing will be slowed considerably,
however, from recent experience, v-vith a 2.3 percent increase on average from 1985 to 1988, com-
pared to 4.9 percent in 1985. Approximately 80 percent of the additional jobs in the nonmanufactur-
ing sector is projected to be in the largest industries, services and trade. Services in particular are
projected to grow at an annual rate of about 3.5 percent over 1987 and 1988, within a much weaker

economy overall.

Government employment is forecast to increase by 10,200 jobs during 1986, 8,300 jobs during
1987, and 8,000 jobs during 1988. These increases are well below the 16,800 job gain posted for
1985, but continue an upward momentum that only started last year. Seven out of every ten of these

public sector job gains over the forecast horizon emanate from the local government component.



This very uneven growth across sectors implies that changes in the overall employment mix of the
state economy will continue the pattern of current history, with losses in the manufacturing share of
total wage and salary employment translating into gains for the private nonmanufacturing sector. In
the second quarter of 1979, the manufacturing sector comprised 33 percent of all jobs, whereas
private nonmanufacturing accounted for 51 percent of the total. In the second quarter of 1988, with
virtually identical employment totals, the corresponding percentages are forecast to be 27 and 57 per-

cent, respectively.

The state unemployment rate is projected to vary over the forecast horizon in a narrow range
from 9.2 to 9.8 percent. The rate is expected to move upward from 9.2 percent in the current quarter
to appx.'oximately 9.6 percent over the next three quarters. The rate is then projected to decline again
to the 9.2 percent level, followed by another rise in the second half of 1988. This pattern mirrors the
movements in wage and salary employment growth, with smaller increases in employment cor-
responding to the upward swings in the unemployment rate. Monthly variations in the rate can be

expected, of course, to be more pronounced.

Personal income, which we estimate grew by 7 percent for calendar 1985, is forecast to increase
by 4.1 percent, 3.7 percent, and 5.1 percent in each of the next three years. This slower growth in
the forecast period stems from smaller increases in wage and salary income, due to the reduced
growth in employment and the rising share of lower-wage nonmanufacturing jobs. There is some
rebound in income growth predicted for calendar 1988, a consequence of some improvement in
employment growth between calendar 1987 and 1988, with some contribution from the manufactur-

ing sector.

The path of local inflation, as measured by the Detroit CPI, is forecast to track closely the
projected path of the U.S. CPI, running slightly below the U.S. projections. The acceleration in prices
over the three calendar years of the forecast (1.7 percent, 3.1 percent, and 4.2 percent), combined
with a more nearly constant annual growth in disposable income over the same period, results in

smaller increases in consumer purchasing power from one year to the next. The level of real dis-



posable income is projected to exceed its historical peak (the fourth quarter of 1978) by the first

quarter of 1987.

The State Revenue Qutlook

The federal government’s tax reform program provides a potential windfall for any state — includ-
ing Michigan — which bases its income tax on federal adjusted gross income (AGI), since the tax
reform legislation broadens the definition of AGI. The state can eliminate this revenue windfall either
by reducing the state personal income tax rate or by redefining the state income tax base to be some-
thing other than the federal AGI. For this forecast we have assumed that the state will continue to
define its tax base as under current (pre-tax reform) federal law and will, therefore, keep its tax rate

at 4.6 percent.

Our projection of general-fund-general-purpose income tax revenue for fiscal ‘85 reflects the reduc-
tion in the state income tax to 4.6 percent effective April 1 of this year. Our figure does not include
the revenue collected by the state as a result of the tax amnesty program. We are forecasting a 3.2
percent increase in GFGP income tax revenues for fiscal 86 followed by a drop of 5.7 percent for fis-
cal ‘87. The decline in revenue for fiscal '87 reflects a full year at the lower effective tax rate, which
more than offsets the increase in the tax base due to economic growth. More rapid growth for fiscal

‘88 and a stable tax rate produce an 8 percent increase in income tax revenues for that year.

Consumption tax revenues are forecast to increase by 14.5 percent this fiscal year. The surge
results from the addition to GFGP revenue of part of the cigarette tax which had formerly been desig-
nated for the Working Capital Reserve Account. More normal increases in consumption tax revenues

of 5.2 percent and 3.9 percent are forecast for fiscal ‘87 and ’88, respectively.

We are forecasting an increase in business tax revenues of 6.2 percent for the current fiscal year,
followed by increases of 5.1 percent for fiscal ‘87 and 8.1 percent for fiscal '88. The sharp decline in
oil prices produced a substantial drop in oil and gas severance tax revenues beginning early in calen-

dar 1986. We are forecasting that revenues will stabilize at about this new lower level throughout



TABLE 1

RSQE Forecast — General Fund General Purpose State
Tax Revenues for Fiscal Year
(accrual basis, millions of dollars except as noted)

Estimate RSQE Forecast
1985 1986 1987 1988
Income Tax 2819 2910 2745 2965
(% Change) (—1.8) (3.2) (=5.7 (8.0)
Consumption Taxes 1012 1159 1220 1267
(% Change) (7.7 (14.5) (5.2) 3.9)
Sales 493 519 540 565
Use 347 372 385 405
Cigarette, Liquor Specific
& Beer and Wine 172 268 294 298
Business Taxes 1378 1464 1539 1664
(% Change) (6.4) (6.2) (5.1) (8.1)
Single Business 1177 1271 1350 1462
Other Business 201 194 188 202
Property Taxes 228 245 232 230
(% Change) (6.5) (7.7 (=5.2) | (~1.2)
Other GFGP Tax Revenue 45 41 39 40
Total GFGP Tax Revenue 5482 5820 5775 6165
(% Change) (2.1) (6.2) (—0.8) (6.8)
Addenda
Personal Income Adjusted
(billions of $'s) 108.13 113.17 116.73 122.60
Wages and Salaries
(billions of $'s) 74.45 78.43 81.29 85.88
Wage and Salary Employment
(thousands) 3478 3567 3605 3662




1987, yielding a further revenue decline for fiscal ‘87. Rising energy prices in fiscal 88 will generate
an increase in tax revenues for that year. Single business tax revenues (shown on an accrual basis in
Table 1) are forecast to increase for both fiscal ‘87 and ’88, but the somewhat weaker position of the

motor vehicle sector in fiscal ‘87 will retard SBT growth in that year.

Total GFGP tax revenues are forecast to decline slightly (0.8 percent) for fiscal ‘87 following a 6.2
percent increase for fiscal ’86. The drop in revenue results from the lower level of income tax revenue
and a decline in state property revenues. GFGP tax revenues are forecast to increase by 6.8 percent

for fiscal ‘88.

Payments are to be made into the Budget Stabilization Fund whenever real personal income less
transfer payments increases by more than 2 percent for a given year. Qur calculations based on our
control forecast indicate that economic growth is not sufficient to require any payment into the BSF in
either fiscal ‘87 or fiscal '88.

Prepared by
Joan P. Crary

George A. Fulton
Saul H. Hymans
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