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WEST MICHIGAN VIEWPOINT

2006 Was Worse Than We Thought

No one in west Michigan whom we polled said that 2006
was a great year. Except for the office furniture industry com-
ing back to life and some welcome business reports of local
firms expanding and hiring, 2006 was pretty mediocre. Em-
ployment in the region inched up by an estimated 0.2 percent
for the year—or so we thought.

Every March, analysts at the U.S. Department of Labor and
the Michigan Department of Labor and Economic Growth
(MDLEG) “rebenchmark” the previous two years’ employ-
ment estimates. The original estimates are generated by a
monthly survey of employers. Of course, resources do not al-
low for the surveying of all employers, so there is considerable
room for error. Therefore, every March, analysts take the more
complete unemployment insurance employment records (ES-
202) and reestimate all of the previous employment statistics
for the state’s metropolitan areas.

What the reestimate shows is that 2006 was a rough year:
instead of growing by 0.2 percent, employment in the six met-
ropolitan areas of west Michigan declined by 0.3 percent. So
instead of the region having just over 1,700 jobs created dur-
ing the year, it lost more than 2,800 jobs. As shown below, the
impact of the reestimation varies among the region’s MSAs.

The first thing that caught my eye is that the analysts nailed
Muskegon—Norton Shores on the first try. However, for all of
the other MSAs the original estimates were simply too robust.
For the areas of Grand Rapids—Wyoming and Holland—Grand
Haven, the revisions were large enough to turn a record
growth year, as previously estimated, into a year of employ-
ment decline.

Turning back to the regional level, it is interesting to note in
what sectors the more significant adjustments were made. The
region lost many more construction, retail, and government
jobs than previously estimated. Because many retailers and
construction contractors are small, it is not surprising that the
original survey could be so far off the mark. The reason for the
wide discrepancy between the two estimates for government
employment, however, remains a puzzle. The region’s private
educational and health services sector and its manufacturing
sector also proved not to be as robust as originally estimated.

Of course, one could compare these new estimates for last
year’s employment levels to the forecast we made back in
2005—but let’s not.

West Michigan
Estimated 2006 Employment Change by Major Sector

Previous estimates

New rebenchmarked estimates

% change Employment % change Employment
2006 estimate  from 2005 change from 2005 change Difference

Total nonfarm 851,438 0.2 1760 -0.3 —2830 —4590

Manufacturing 176,406 -1.0 —1800 -1.3 —2240 —440

Construction 38,656 0.0 10 -2.5 —940 —950

Retail 95,778 -0.4 —400 -2.2 -2130 —1730

Financial activities 38,587 0.4 150 2.1 820 670

Professional and business svcs 95,434 0.7 680 1.0 950 270

Education and health svcs. 117,868 1.8 2080 1.1 1290 =790

Leisure and hospitality 76,181 0.7 560 0.9 650 90

Other services 36,627 -0.2 -60 -0.3 -100 —40

Government 105,727 -0.1 -50 -1.0 —1060 —-1010

Total Employment
Estimated 2006 Employment Change by Area
Previous estimates New rebenchmarked estimates
2006 % change Employment % change Employment

Metropolitan Area estimate from 2005 change from 2005 change Difference
Battle Creek 62,153 -0.4 —280 -1.0 —630 =350
Grand Rapids—Wyoming 395,404 0.4 1730 -0.2 —690 —2420
Holland—Grand Haven 117,018 0.6 740 —0.1 -110 -850
Kalamazoo-Portage 145,253 0.1 70 -0.2 -310 —380
Muskegon—Norton Shores 66,787 -0.2 -150 -0.2 -150 0
Niles—Benton Harbor 64,823 -0.6 =360 -1.5 -940 —580
West Michigan 851,438 0.2 1750 —0.3 —2830 —4580




NATIONAL ECONOMY

A Lukewarm Quarter

The national Gross Domestic Product (GDP) increased at a
sluggish 0.6 percent annual rate during the first quarter, start-
ing the year with the slowest pace of growth in over four
years. Except for the seemingly unstoppable consumer, eco-
nomic activity was flat or declining in all sectors of the econ-
omy. Business investment for equipment and software was up
only 1.9 percent after being negative in the previous quarter.
Government spending rose at only a 0.9 percent annual rate,
and international trade activity was stuck in the doldrums.
Moreover, the residential housing market is still sinking. On
top of all that, there are signs that consumer purchasing may
be losing steam. The question on everyone’s mind is whether
the first quarter was just a forgettable quarter or the start of
something bad.

Gross Domestic Product and Nonfarm Employment
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Will the High Price of Gas Stall the Consumer?

Gas prices are now well above $3 a gallon, and most ana-
lysts do not see the price coming back down any time soon.
Growing global demand, limited refinery capacity, and contin-
ued uncertainty in the Middle East all suggest that prices may
only go up in the coming months. In addition, the move to al-
ternative fuels, in particular ethanol, has indirectly affected
food prices because of the increased demand for corn. During
the first three months of the year, energy prices increased by
22.9 percent on a seasonally adjusted annualized rate, and
food prices rose at a 7.3 percent rate. Prices for all other con-
sumer goods and services increased at a more stable 2.3 per-
cent annualized rate for the quarter.

But higher prices at the pump and the grocery store are not
the only challenge facing consumers. The nation’s employ-
ment situation is also slowing, and home prices are expected
to decline in 2007. April’s job report was disappointing. In
fact, it was the worst report, in terms of net job gains, since
November 2004. Employers only added a net of 88,000 jobs

during the month, and the unemployment rate inched up to 4.5
percent. It is not surprising that the Conference Board’s April
reading of consumer confidence slipped for the second month
inarow.

April retail sales statistics were weak, but they were also
hard to interpret. According to the U.S. Commerce Depart-
ment, retail sales fell by 0.2 percent in April. Take away auto
sales, and they were flat and well below analysts’ expecta-
tions. However, April’s sales numbers were highly affected by
the Easter holiday coming early this year; it occurred at the
start of the month. This means that some of the holiday’s sales
were captured in March, which helps to explain the large 1.0
percent increase in that month’s retail sales. Therefore, the two
months should be examined as one period. If that is done, re-
tail sales do not look that bad.

On the upside, some consumers must be feeling the wealth
benefits of the bullish stock market. As measured by the Dow
Jones Indexes, since mid-May the market has had the longest
bull market in 80 years.

Consumer Confidence and Consumer Debt

Consumer Confidence

Change from preceding month ($ billions, seasonally adjusted) Index (1995=100)

0 130
& 1 120
20

1 110
15
10 1 100
5 {2

4 80

470

-15
Jan. 01 Jan. 02 Jan. 03 Jan. 04 Jan. 05 Jan. 06 Jan. 07

| I Consumer Debt ~ — Consumer Confidence |

60

Housing Market—a Lot of Motivated Sellers

The nation’s housing market has yet to find bottom. Resi-
dential investment spending declined at a 15.4 percent rate in
the first quarter, which was the third straight quarter of double-
digit declines for the sector. April’s new home sales were
down 10.6 percent from a year ago, a marked improvement
from the last two months. February’s annual sales pace,
836,000 units, and March’s pace, 844,000 units, were the first
and second lowest since 2001. Still, April’s numbers were
pushed upward by a 10.9 percent drop in median prices—the
largest plunge in 14 years. There is now reportedly an eight-
month inventory of new homes at current sales volumes.
Existing-home sales statistics are even worse: in March, sales
of existing homes fell by 8.4 percent to an average annual rate
of 6.12 million. It was the biggest one-month drop since 1989.



The National Association of Realtors (NAR) expects the
median home price to fall 1.0 percent during the year. Even
with lower home prices, NAR sees a decline in home sales for
the year. The crisis in the subprime lending market is in-
creasing the supply of homes because of foreclosures, but in
addition it is cutting into demand, as lenders are tightening
their standards, which depresses the number of potential
buyers. Home foreclosures rose 7.0 percent in March and are
up 47.0 percent from a year ago. According to NAR, the
market has also been hurt by last year’s departure of investors.
Investment home purchases fell by 28.9 percent in 2006,
according to NAR, and they have not returned to their former
level.

Mortgage rates, which are hovering at just above 6.0 per-
cent, are still very affordable, which is a plus. However, as
long as buyers see an advantage in waiting for prices to fall
even further, the low rates may not be enough to induce them
to buy.

Turning to the International Trade Sector

The dollar, relative to other major currencies, has fallen by
6.1 percent from May of 2005 to this May, and by 15.1 per-
cent since May of 2004, according to the Federal Reserve
Bank. This should be adding wind to the economy’s sails: a
lowered value of the dollar relative to other currencies makes
our exports more competitive in a world economy that is ex-
pected to grow faster than our domestic economy. According
to the International Monetary Fund (IMF), the world economy
is expected to grow by 4.9 percent in 2007, compared to 2.2
percent for the U.S. economy.

At the same time, the lower-valued dollar should be making
our imports more expensive, giving a break to domestic pro-
ducers who compete against foreign rivals.

In 2006, in part because of the falling dollar, exports rose by
8.9 percent while imports rose by only 5.8 percent. Still,
because import volumes are 52 percent larger than export
volumes, the nation’s trade deficit continued to grow.

Is the Fed Responding Too Slowly?

In early May, the Federal Reserve Open Market Committee
(the Fed) let its target for the federal funds rate stand at 5.25
percent for the seventh straight time. Increases in energy and
food prices continue to pose a threat to inflation, which has
stopped the Fed from lowering its target to encourage stronger
business activity. However, with more and more forecasters
adjusting their estimates for economic growth downward,
there is a growing concern that the Fed should perhaps redirect
its focus to output stability.

Forecast: Adjusting Downward—Were the Window
Watchers Right?

There are two types of forecasters: number crunchers and
window watchers. The number crunchers spend their days

running and rerunning the latest economic data through in-
creasingly complex models based on strong theoretical under-
pinnings. The window watchers simply look for indicators that
historically have been associated with past downturns, regard-
less of their theoretical underpinnings. The well-respected
number crunchers have been forecasting smooth sailing for
2007, while the window watchers have been sounding the
warning bells.

One of the key indicators that the window watchers track is
the interest rate spread that exists between short-term and
long-term rates. When the spread becomes negative—that is,
when the interest rate on short-term 90-day Treasury bills is
higher than on 10-year Treasury bonds—it is known as an
inverted yield curve, which typically precedes an economic
downturn. The economy has had an inverted yield curve since
last August.

Interest Rates
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The number crunchers give reassuring explanations that the
inverted yield curve is due to the flood of foreign capital that
is buying long-term government debt and keeping long-term
rates atypically low. Thus, they say, the inverted curve is not
reflecting an overly strict monetary policy or runaway
inflation, either of which can lead to an economic slowdown.

Nevertheless, recently most of the number crunchers have
been retracting their forecasts. For example, the University of
Michigan lowered its growth projection for 2007 from 2.9 per-
cent to 2.4 percent. And, as mentioned above, IMF has the na-
tional growth rate for the year pegged at 2.2 percent. Last, in
May professional forecasters polled by the Philadelphia Fed-
eral Reserve lowered their growth rate for the year by 0.7 per-
centage points, to 2.1 percent.



REGIONAL ECONOMY

Great Lakes Economy Has Slowed

In their April Beige Book summary of business activity in
the Great Lakes region, analysts at the Federal Reserve Bank
of Chicago summarized the region’s economy as expanding at
a modest pace. On the plus side, the bank analysts found that
capital spending was increasing at a solid rate, in contrast to
sluggish capital spending nationwide. Steelmakers and ma-
chine toolmakers reported strong conditions, while the re-
gion’s auto suppliers continued to downsize.

The region’s residential market mirrors the nation’s: large
inventories of unsold houses are depressing market prices and
stalling new construction.

During the 12-month period ending in March, employment
in the five-state Great Lakes region fell by 0.1 percent, while
employment rose by 1.7 percent in the rest of the nation. In the
Great Lakes region, only Illinois was able to report positive
overall employment numbers—a 0.9 percent gain—which
was still only about half the national rate. Not surprisingly,
Michigan suffered the greatest losses: employment fell by 1.0
percent as state employers cut 43,700 jobs from their payrolls.

Manufacturing employment was down as well, falling by
2.2 percent in the Great Lakes region. Outside of the five
Great Lakes states, manufacturing employment was off by

only 0.4 percent. Again, Michigan posted the largest losses in
the five-state region, while Illinois reported the smallest de-
cline.

Industry Activity Remains Strong in the Region

Despite reductions in employment, Midwest manufacturing
activity remains positive. The Chicago Federal Reserve’s
monthly index of manufacturing activity, the Chicago Fed
Midwest Manufacturing Index (CFMMI), was up in March,
when it increased by 0.8 percent, and in February, when it rose
by 0.7 percent. The Index measures the activity levels of four
regional industry sectors—resources, steel, auto, and machin-
ery—and all four advanced during the quarter. These advance-
ments, in light of the continued shedding of production work-
ers, clearly show the productivity gains being made in these
industries as they compete in the global marketplace.

The Big Three Continue to Lose Share

During the first quarter, auto sales moved at a 16.5 million
unit pace, matching last year’s sales volume. In fact, a quick
look at the industry’s sales trend for the past five years shows
a stagnant market. Moreover, industry forecasters see the
same total sales volumes holding firm for the rest of the year.
In this environment, one company’s growth can only come at
the expense of a weaker rival.

Employment and Earnings®

March March Percent March March Percent

Great Lakes region 2007 2006 change  Great Lakes region 2007 2006 change
Illinois Ohio
Total employment 5,975,800 5,924,600 0.9 Total employment 5,433,200 5,448,000 -0.3
Mfg. employment 678,300 682,600 -0.6 Mfg. employment 782,700 801,100 -2.3
Avg. weekly hours 41.0 41.0 0.0 Avg. weekly hours 415 41.6 -0.2
Avg. hourly earnings $16.24 $15.91 2.1 Avg. hourly earnings $19.34 $18.92 2.2
Indiana Wisconsin
Total employment 2,975,400 2,980,400 -0.2 Total employment 2,860,300 2,860,900 0.0
Mfg. employment 557,100 570,600 -2.4 Mfg. employment 494,900 506,000 -2.2
Avg. weekly hours 41.8 42.2 -0.9 Avg. weekly hours 40.0 40.8 -2.0
Avg. hourly earnings $18.73 $18.49 1.3 Avg. hourly earnings $17.16 $16.39 4.7
Michigan United States
Total employment 4,316,200 4,359,900 -1.0 Total employment (000) 137,596 135,659 1.4
Mfg. employment 635,700 658,200 -3.4 Mfg. employment (000) 14,095 14,212 -0.8
Avg. weekly hours 424 41.7 1.7 Avg. weekly hours 41.2 41.1 0.2
Avg. hourly earnings $21.93 $21.88 0.2 Avg. hourly earnings $17.09 $16.71 2.3

NOTE: March 2007 lists preliminary numbers.
*Employment numbers are seasonally adjusted for both the U.S. and the states. Average weekly hours and earnings are seasonally adjusted for the U.S. only.
SOURCE: U.S. Bureau of Labor Statistics (BLS).





