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WEST MICHIGAN VIEWPOINT

2007 and 2008 Forecast for West Michigan

2006 Was a Disappointing Year for West Michigan

Nationwide, 2006 was a good year, but not for west Michi-
gan and certainly not for the rest of the state. The nation’s
Gross Domestic Product (GDP) grew by 3.3 percent last year.

Of course, even nationally the year was not perfect. The
nation’s housing market went into a tailspin, and it remains
unclear when it will recover. One of the truly surprising
developments so far is that the plunging housing market has
not affected consumer spending for appliances and furniture.

While employment grew by 1.8 percent nationwide in 2006,
employment in west Michigan inched up by only 0.2 percent,
an increase of just 2,100 jobs. Still, this was far better than the
rest of the state, where employers eliminated nearly 20,000
jobs, 0.6 percent of their workforce.

Reduced Growth Expected for 2007 and 2008

Almost all national forecasters are predicting the economy
will expand in 2007 and 2008, but at a slower pace. GDP is
expected to grow between 2.5 and 2.8 percent in 2007. More
disturbing to the state’s economy is the continuing loss of
market share by the Big Three. During the 12-month period
ending in January, sales at Ford plunged by 20 percent and
sales at General Motors by 16.5 percent, according to Ward’s
AutoWorld. The University of Michigan is forecasting that
employment in Michigan will decline by 27,200 in 2007 and
by another 13,200 in 2008.

A Quick Review of Last Year’s Forecast

It is our tradition to check how our last year’s forecast
performed. Unfortunately, it did not do that well, as we see
below. We predicted that total employment would increase by
0.8 percent during 2006 in the six metro areas of west
Michigan. Instead, it rose by only 0.2 percent. The source of
our error is very clear; we forecast employment in the area’s
goods-producing sector to be flat in 2006, when in fact it fell
by 0.8 percent. The unexpected loss in goods-producing jobs
in turn hampered the region’s growth in services.

Revisiting Last Year's Forecast

(% change)
Actual Forecast
2006 2006
Total 0.2 0.8
Goods-producing -0.8 0.1
Service-providing 0.8 1.3
Government —0.1 0.0

Employment Forecast for 2007 and 2008

We predict that total employment in the six metropolitan
areas of west Michigan will increase by 0.5 percent in 2007
and by 0.6 percent in 2008. For three of the region’s metro

areas—QGrand Rapids—Wyoming, Holland—Grand Haven, and
Kalamazoo-Portage—we are predicting a repeat of last year’s
performance. In the other areas we are predicting economic
turnarounds.

If our forecasts are on the mark, 2007 will be a year of slug-
gish employment growth for the region. Part of the reason is
that the region’s manufacturing sector continues to make nec-
essary productivity improvements, which limit hiring. Of
course, this is happening nationwide, and it enables our manu-
facturers to compete in a harsh global marketplace. Still, be-
cause of the region’s high concentration in manufacturing ac-
tivity, the emphasis on productivity improvements will by
itself guarantee that employment in the region will grow more
slowly than the national rate.

Employment Forecast for 2007 and 2008

(% change)
Actual Forecast  Forecast

2006 2007 2008
Battle Creek MSA
Total -0.4 0.4 0.6
Goods-producing -1.5 -0.7 0.1
Service-providing 0.3 1.0 1.1
Government —1.4 0.0 —0.6
Grand Rapids—Wyoming MSA
Total 0.5 0.7 0.5
Goods-producing -0.4 —-0.9 -1.1
Service-providing 0.9 1.3 1.1
Government 0.2 0.2 0.2
Holland—Grand Haven MSA
Total 0.6 0.5 1.0
Goods-producing 0.2 -0.5 0.3
Service-providing 1.3 1.3 1.5
Government —0.5 -0.1 0.5
Kalamazoo-Portage MSA
Total 0.1 0.3 0.2
Goods-producing -1.8 -1.5 -1.1
Service-providing 0.6 0.8 0.5
Government 0.5 0.3 0.5
Muskegon—Norton Shores MSA
Total -0.3 0.6 1.2
Goods-producing —-0.6 -1.0 -0.4
Service-providing 0.1 1.2 1.8
Government —1.6 0.1 0.4
Niles—Benton Harbor MSA
Total —-0.6 0.7 0.7
Goods-producing -34 -1.0 -0.9
Service-providing 0.4 1.6 1.4
Government 0.6 —0.2 —0.1
West Michigan
Total 0.2 0.5 0.6
Goods-producing —-0.8 -0.9 —-0.7
Service-providing 0.8 1.2 1.1

Government —0.1 0.1 0.2




NATIONAL ECONOMY

The Fourth-Quarter Surprise

The nation’s output of goods and services—Gross Domestic
Product (GDP)—rose at a modest 2.2 percent annual rate
during the fourth quarter of 2006. The gain was powered by
robust consumer spending and solid export sales. Moreover,
businesses unloaded some of their inventories to meet the
quarter’s jump in demand. Final sales of goods and services,
which include the value of goods pulled from inventories, rose
at a very healthy 5.3 percent annualized rate.

Gross Domestic Product and Nonfarm Employment
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Nice gains in employment were recorded as well. Just over
500,000 jobs were created in the fourth quarter, which pushed
the nation’s unemployment rate down to 4.5 percent. More-
over, average weekly earnings rose by 1.0 percent.

Still, the pessimist in all of us can point to several troubling
developments in the national statistics: a negative personal
savings rate, an inverted yield curve, the growing trade deficit,
and, of course, the struggling housing market. Indeed, the
economy appears to have slowed somewhat during January.
Employers created only 111,000 jobs, and the nation’s unem-
ployment rate crept back up to 4.6 percent. However, this fits
with the view of almost all economists and forecasters, who
believe that the national economy will continue to grow in
2007, but at a slower pace.

Consumers Continue to Spend More than They Earn

The quarter’s jump in consumer spending was felt across
the board. Spending on durable goods rose at a strong 4.4 per-
cent annualized rate, and consumers had enough left over to
buy nondurable goods at an even stronger 6.0 percent annual
rate.

Consumers avoided the nation’s car lots, as spending on
autos and parts was down during the quarter. Instead, they re-
placed their appliances and bought new furniture. Tradition-

ally, purchases on household furniture and appliances are as-
sociated with buying a new home; however, this is clearly not
the case now.

Consumer confidence has been at record highs. However,
the February reading of consumer sentiment fell unexpectedly
according to the consumer surveys conducted by Reuters and
the University of Michigan. Analysts attributed the decline to
growing concerns over unemployment and inflation.

In addition, some households may be worried about their
financial situation, as the nation’s savings rate has remained
negative for the past seven quarters. During the fourth quarter,
after-tax income rose by a healthy 5.3 percent annualized rate;
however, for every $100 of after-tax income households made,
they spent slightly more than $101. Of course, asset growth
could support this additional spending, and the stock market
reached new highs in February. Still, for many households,
their home is their largest asset, and for many it has lost value
during the past year.

Although there are media reports on the increasing number
of home foreclosures and on the growing number of house-
holds facing severe financial problems, current levels of con-
sumer debt seem to be supportable. Recent monthly additions
to consumers’ debt burden are well within historical norms.

Consumer Confidence and Consumer Debt
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Little Sign of a Turnaround in Housing

Recent indicators suggest that the nation’s housing market
has not yet reached bottom. Residential construction declined
at a 19.1 percent annualized rate during the quarter, after fal-
ling at an 18.7 percent annualized rate in the third quarter. In
January, housing starts fell 14.3 percent, reaching their slowest
annualized pace—14.1 million units—in nine years. More-
over, the number of building permits issued fell to a 1.57-
million-unit annualized rate in January, compared to a 2.20-
million-unit pace twelve months earlier. The 1.57-million-unit



rate represented a 28.6 percent decline from the previous quar-
ter.

Finally, according to the National Association of Realtors,
housing prices fell by 2.7 percent in the fourth quarter from
the previous fourth quarter, the largest drop on record. More-
over, the decline spread throughout the year, as 73 metro areas
witnessed year-over-year declines in the fourth quarter, com-
pared to only 45 in the third and 26 in the second quarter.

One of the biggest surprises so far is that declining housing
prices and stalled residential construction have not caused col-
lateral damage to the rest of the economy. This is surprising
because buying a home often means buying new furniture and
appliances as well. However, as was discussed above, house-
holds are buying new appliances and furniture anyway. It’s
also surprising because economists believed that the nation’s
buying spree was supported in part by homeowners taking eg-
uity out of their homes. While this may have been true, con-
sumers apparently have found other means to support their
spending ways.

$7,300 per Person in Imported Goods

The trade deficit reached a record $763.2 billion in 2006,
despite the fact that exports increased by 8.9 percent and im-
ports rose by 5.8 percent. In 2006, the nation imported $2.2
trillion worth of goods and services, which translates to
$7,300 per person. The good news is that cheap imports have
helped to keep inflationary pressures in check.

At the same time, the nation’s trade imbalance has pushed
the value of the dollar lower relative to other major currencies.
The value of the greenback against a composite of major cur-
rencies fell by 2.3 percent during the 12-month period ending
in January. This has made our exports more competitive, but it
has increased the prices of imported goods. This is good news
for domestic producers who compete against imports; how-
ever, it also will mean higher prices for consumers.

In addition, as is discussed below, our trade deficit has kept
long-term interest rates low, which helps to explain why so
many economists are ignoring the inverted yield curve this
time around.

Is the Yield Curve Losing Its Significance?

An inverted yield curve occurs when long-term interest rates
are below short-term rates. As of January, the interest rate on
90-day Treasury bills averaged 5.11 percent, while the interest
rate on 10-year Treasury notes averaged 4.76 percent. Histori-
cally, when this happens it has been associated with an eco-
nomic downturn. In fact, the inverted yield curve has been one
of the more consistent economic warning buoys known. An
inverted or flat yield curve is typically the outcome of a re-
strictive monetary policy that pushes hard on short-term rates
to stem inflationary pressures. Inflation can be curbed using
this tactic; however, it may come at the cost of a recession.
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Currently, the Federal Reserve (the Fed) likes 5.25 percent.
After pushing its target for the Federal Funds Rate—the rate
banks charge for overnight loans—from a low of 1.0 percent
in June of 2003 to 5.25 percent in June of last year, the Fed
has held tight. Moreover, most economists predict that the Fed
will keep it there for several more months. Historically, this is
an unusually low rate to be associated with an inverted or flat
yield curve, suggesting that something else is going on.

The something else is that foreign investors apparently are
choosing to invest dollars, acquired from their nations’
ongoing trade surplus with the U.S., back into the U.S.
Moreover, a large portion of these funds are being used to
purchase government bonds. This has pushed up bond prices,
which in turn lowers their rate of return, i.e., their market rate
of interest. Fortunately, low long-term rates support invest-
ment spending and help keep mortgages affordable, which
will only help the struggling housing industry.

In short, the causes of today’s inverted yield curve are mark-
edly different from those of yesteryear’s, and hence it may not
be as worrisome as in the past.

Outlook Is Positive

Certainly, a sobering tale could be told that could tie the
nation’s negative savings rate, plunging housing prices, and
inverted yields curve into one ugly package. However, most
economists do not buy it. The consensus forecast prepared by
the Federal Reserve Bank of Philadelphia calls for the nation’s
GDP to grow by 2.8 percent this year.

Moreover, the surveyed forecasters have upgraded their
forecast since the previous quarter, when they called for only
2.6 percent growth in 2007. They also predict that nonfarm
payroll employment will increase at a rate of 135,000 jobs per
month in 2007, and that the nation’s unemployment rate will
average 4.7 percent for the year. For 2008, the forecasters ven-
ture a forecast of 3.0 percent growth; however, they also say
the nation’s unemployment rate will rise to 4.8 percent.





