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We expect positive but sluggish growth in
real GNP in 1989, Thus the current eco-
nomic expansion, which began in Novem-
ber 1982 and is already the longest peace-
time growth period in the nation’s history,
will extend its record, Real GNP looks to
increase between 2.3% and 2.8% in 1989,
compared to an expected 4.0% growth
rate for 1988, Figure 1 shows actual and
expected annual rates of change of real
GNP in this decade.

With continued positive growth in the
cconomy, we think further increases in
employment are possible. The unemploy-
ment rate should fluctuate in the 4.9% (o
5.4% range for most of the year. We sce
no signs that a recession is on the horizon
unless there is some unexpected shock to

the economy, such as sharp increases in
oil prices, a crash in financial markets, or
very tight monetary policy. Growth in
1988 has been better than we anticipated
last year; the unexpectedly strong sectors
were exports and business investment. In
the last few quarters, the expansion has
been led by exports. This has caused a
strain on capacity in many export-
oriented sectors of the economy and has
fueled a boom in plant and equipment
spending. We see neither sector having
as strong a growth rate in 1989 as either
one had in 1988.

Fiscal policy is likely to remain restric-
tive in 1989, We think it is unlikely that
there will be a tax increase in 1989, and
real government spending at the federal
level is expected to decline. There will be
continued concern about the federal
budget deficit, and the soon-to-be-
released report by the National Economic
Commission may provide some politically
palatable guidelines on how to reduce the
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Table 1
GNP and its Components

1987  Percent Change from Previous Year!

($bil. 1982) 1988 (est.) 1989 (predicted)
GNP 3847 4.0 2.5
Personal Consumption Expenditures 2521 2.9 1.5
Gross Private Domestic Investment 674 6.9 4.1
Nonresidential Fixed 445 10.2 7.0
Residential Fixed 195 -2.4 0.2
Change in Business Inventories 34 40.0 35.0
Net Exports -129 -97.0 -78.5
Exports 428 17.3 9.0
Imports 557 i) 4.5
Federal Government Spending 339 -3.0 -0.5
State and Local Spending 441 2.8 3.1

1. Except for Change in Business Inventories and Net Exports, both of which are in

billions of 1982 dollars.

Figure 2
Change in Consumer Price Index
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deficit while meeting the spending
priorities of the new administration,
Nonetheless, the deficit should remain
flat, about $150 billion. The growth rate
in the money supply is likely to remain
slow, on the low end of the Federal
Reserve targets. As a result, we expect
interest rates to remain at approximately
their current (late December) levels.

Inflation is likely to pick up slightly in
1989 but not be a serious problem for the
economy. The Consumer Price Index will
rise at about a 5% rate in 1989, and the
broader GNP deflator should rise in the
4% to 4.5% range. The upward pressure
on prices will come [rom rising import
prices (partially caused by dollar depre-
ciation), continued tightening of labor
markets, high capacity-utilization rates,
stable or rising commodity prices, and
tighter monetary policy, Figure 2 shows
the significant declines in the inflation
rate from 1980 to 1986 and modestly
increasing rates thereafter through 1989,

There is some evidence that growth in
the rest of the world’s economies is
slowing down, One of the implications of
this observation is that these economies
are likely to increase their purchase of
U.S. exports less than in the past year, so
our trade balance is unlikely to show any
significant real improvement between
1988 and 1989, Further declines in the
value of the dollar are likely, as markets
adjust toward making the U.S. economy
more competitive.

Consumption spending, the largest
component of GNP, is likely to grow at a
slightly slower pace than overall GNP.
The savings rate has increased slightly in
1988 compared to the 1987 level, but it
remains quite low by historical standards.

Some of the policy issues that must be
watched carefully include:

* Discussions relating to protectionism
and the implementation of the U.S.-Cana-
dian Trade Pact;
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* Efforts to reduce the federal budget
deficit; and

* The inevitable bailout of the FSLIC
and the farm credit system and subsidies
to banks and savings and loans.

Table 1 lists real GNP and its compo-
nents for 1987 and expected rates of in-
crease for 1988 and 1989.

Personal Consumption
J. Fred Bateman

Professor of Business Economics and Pub-
lic Policy, Indiana University School of
Business

Personal consumption spending is signifi-
cant in our forecast for three main
reasons. First, consumption spending
constitutes the largest component (about
two-thirds) of GNP. Any major change in
its magnitude will thus substantially
influence the national economic output.
Second, during the early phase of the
current expansion, consumer spending
was the sector that did the most to propel
the economy forward. It lost that position
later, but the question remains whether it
can at least continue to play a strong
supporting role as the expansion ages.
Third, many experts forecast that the
Oclober 1987 stock market crash would
lead to a downturn in the real economy as
individuals’ wealth levels dropped and ex-
pectations dimmed. We did not foreeast
such a turn of events then, but some still
wonder if some effect may yet be felt.
We do not foresee any negative move
in consumption spending during 1989.
Overall, we forecast approximately a
1.5% growth in aggregate consumption.
Although both consumer spending and
confidence flagged somewhat during the

third quarter of 1988, we still believe that
both will remain reasonably strong over
the next year. In fact, consumer spending
picked up somewhat during the final
quarter of 1988, and it should remain
around our forecast level.

Within aggregate consumption,
spending can vary widely among product
groups. Spending on services has been
strong for the past several years; we
anticipate its remaining so for 1989. The
sustained demand for services results
from the tendency of consumers in higher
income countries to demand a greater
number of services and also from such
social changes as the increased participa-
tion of women in the labor force. As
women move into non-household occupa-
tions, the demand for such services as
restaurants, day-care centers, and per-
sonal investment services increases. On
the other hand, for 1989 we foresee
spending on consumer nondurable goods
as weak and spending on durables as
steady or somewhat weakened relative to

11988,

What vitality the sector possesses
will emanate from the service
sector. We do not see its returning
to the leading role it played in the
early years of this record economic
expansion.

Overall, total consumption expendi-
tures are forecast to grow less than this
year’s level. What vitality the sector
possesses will emanate from the service
sector. We do not, of course, see ils
returning to the leading role it played in
the early years of this record economic
expansion.

Our forecast also includes an outlook
for three activities that bear on next year’s
consumption expenditure: automobiles,
energy, and agriculture.

Automobiles

For 1988, auto sales will total about 10.5
million units. Domestic brand sales have
been relatively stable, import sales have
been down, but purchases of foreign
makes assembled in the U.S. have risen
sharply. Purchases of light trucks have
also risen this year. For 1989, we antici-
pate a further decline in import buying
and a slight gain for American brands.
Sales of domestically-assembled forcign
brands are expected to continue strong,.
Overall, we foresee stability, or perhaps a
modest gain, in aggregate automobile
sales in 1989.

Energy

Energy demand growth, particularly for
fossil fuels, is slackening in most major
industrial cconomies, This results partly
from heightened efficiency in industry, a
movemenl tloward nuclear power in some
countries, and the relative shift of manu-
facturing production away [rom tradi-
tional producing nations, On the other
side of the market, oil supplies remain
plentiful. Recent OPEC decisions are not
expected to affect petroleum prices
dramatically in 1989. Thus, both demand
and supply conditions favor stable or only
slightly higher energy prices. Some
unforeseeable world crisis could obvi-
ously alter this situation.

Agriculture

The primary concern regarding agricul-
ture has been the potential effect of the
drought on output and prices. We believe
that most of this cffect has already been
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felt in food prices at the retail level. For
1989 we anticipate only modest (if any)
additional increases in agricultural prices.
The only major exception could be meat
products, the prices of which could
increase as a consequence of the acceler-
ated slanghter of animals this past
summer. Fruit and vegetable production
was not substantially influenced by the
dry weather. The prices for other basic
crops already reflect the drought’s effects.
Thus, food prices should not rise sharply
during the year unless nature repeats its
dry weather pattern this summer,

In summary, we foresee consumption
spending in 1989 to be largely a continu-
ation of the pattern set during the preced-
ing year but growing overall by a mod-
estly slower rate. We also expect the
national savings rate (o remain at its
currently low level. Any expansion in
consumption expenditures will thus
generally parallel the growth in dispos-
able income.

Nonresidential Investment

Lawrence S. Davidson

Associate Professor of Business Econom-
ics and Public Policy, Indiana University
School of Business

Nonresidential investment includes busi-
ness fixed investment (BFI, which
includes business spending on structures
and equipment) and inventory invest-
ment. Last year we predicted that BFI
would rebound from its lackluster pace in
1986 and 1987 and grow more quickly in
1988. This prediction was accurate.
Although real BFI has increased by
about 5% per year since the economic re-
covery began in 1982, it has grown in fits
and starts, For example, problems in the

oil industry and changes in tax laws kept
growth over the last three years to about
a 2.2% annual rate. This snail’s pace was
mostly the result of a contraction in
spending on structures (since 1985,
structures spending has fallen at a rate of
about 5% per year). Sales of producers’
durable equipment, on the other hand,
have been consistently strong since 1982.
Although the growth rate of total equip-
ment sales did dip a little over the last
three years, demand for information
processing and related equipment
(computers and telecommunications
gear) has more than offset sluggish
growth in industrial and transportation
equipment. This kept total BFI growing
by more than 8% per year since the
recovery began. The strong relative
growth of equipment is reflected in the
portion of BFI commanded by equipment
sales. The share of equipment has gone
from 61% of BFI in 1982 to 74% in 1988.
Nevertheless, in the last year spending on
both structures and equipment picked up
enough to cause BFI to grow by more
than 10%.

Spring 1988 surveys conducted by the
U.S. Department of Commerce indicated
that manufacturing firms planned to raise
plant and equipment spending by about
11.9% in 1988. Such plans can change
quickly, and this bullish outlook is not
presently being extrapolated to 1989 by
many forecasters. In fact, preliminary
third quarter estimates of actual BFI in
1988 reveal a slowdown in capital spend-
ing, With interest rates creeping up,
export growth declining from its rapid
pace in 1988, and overbuilding in office
structures, there is some reason to
forccast slower BFI growth in 1989; some
forecasters project increases of only 2%-
3% for next year. We arc not that pessi-
mistic. There are several factors that we
believe will keep BFI strong in 1989, at a
growth rate of about 7%.

First, much of the recent growth of
BFI has come through equipment sales,
the great majority of which were elec-
tronic goods that have ended up in service
industries. Therefore, the investment that
has been made has not greatly added to
capacity in manufacturing. By one
estimate, the factory sector’s capital stock
rose by only 1% in 1987, well below its
long-term trend of around 4%. If manu-
facturing firms are going to expand
capacity to facilitate continued growth of
sales to both domestic and foreign buyers,
then we can expect further growth in BFL

There is good reason to predict a
snap-back in the manufacturing-
structures component of BFI to
augment continued strong growth in
equipment sales to the service
sectot.

Second, we expect that both foreign
companies and U.S. multinationals will
continue to relocate plants in the U.S. as
long as the long-term expectation is for a
gradually depreciating U.S. dollar. Third,
as capacity-utilization rates in manufac-
turing creep toward the 85% level, there
is growing pressure for capacity expan-
sion. This is especially true for the
textiles, paper, and chemicals industries.
Thus there is good reason to predict a
snap-back in the manufacturing-struc-
tures component of BFI to augment
continued strong growth In equipment
sales to the service sector. With 7%
growth in 1989, BFI will command almost
12.5% of GNP; this would put it back
near where it was in 1985.

Inventory investment occurs when
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firms increase the amount of inventories
on hand. Expressed in constant 1982
dollars, annual growth in inventories
increased from $15.6 billion in 1986 to
$34.4 billion in 1987. The annualized
average rate so far in 1988 is a little over
$55 billion, but most of the increase came
in the first quarter. The increases were
not concentrated at the retail level but
mostly arose in durable goods industries
al the wholesale level and to a lesser
extent in durable goods manufacturing, It
now appears that inventory-sales ratios,
although not outside of historical norms,
are reaching a point where further
accumulation is unnecessary. Thus we
cannot count on this sector to contribute
to the growth of output as mightily as it
did in 1987. An increase in inventories of
about $35 billion in 1989 would keep
inventory-sales ratios in their normal
range.

Fiscal Policy
R. Jeffery Green

Professor of Economics and Co-Director,
Center for Econometric Model Research,
Indiana University

Al midnight September 30, 1988, fiscal
year (FY) 1988 ended, and FY 1989
began. The old fiscal year ended with a
federal deficit of $155 billion, up slightly
from the FY 1987 total of $150 billion and
the seventh straight year with a deficit of
more than $100 billion. Wasn’t the
Gramm-Rudman-Hollings (GRH)
legislation supposed to guarantee deficit
reduction by forcing spending cuts if
budget targets weren’t achieved? Yes and
no. The legislation certainly was designed

with that goal in mind, but by its very
nature it is impossible to enforce if the
budget deficit is anywhere near target.
Consider FY 1988. A history of fore-
casts of the FY 1988 deficit is shown in
Table 1. The original GRH target for the
year was $108 billion. At the same time
the so-called current services deficit,
which assumes no changes in policy, was
estimated at $150 billion. But because of
proposed reductions, the projected deficit
was only $94 billion. One year later, in
January 1987, the current services deficit
was still estimated at $150 billion; the

projected deficit had risen to $108 billion,
exactly equal to the GRH target.

The huge discrepancy between the
current services deficit and the projected
and GRH deficits meant something had
to give. Unfortunately, it was the GRH
target, which was revised upward to $148
billion (close to the other two deficit
figures). The final deficit, as mentioned
earlicr, hit $155 billion, meaning that in
two years neither the executive nor the
legislative branch could reduce the deficit.

The current services budget only
changes if policy changes or if the

Table 1
FY 1988 Federal Deficit Projections Made at Various Times
(billions of dollars)

Current Services
Proposed
Gramm-Rudman-Hollings

The actual deficit was $155 billion.

Jan. 1986 Jan. 1987 Jan. 1988
150 150 148
04 108 147
108 108 144

Source: OMB, Budget of the U.S. Government, FY87, FYS8, FY89

Table 2
FY 1989 Federal Deficit Projections Made at Various Times
(billions of dollars)

Current Services
Proposed
Gramm-Rudman-Hollings

Jan. 1986 Jan. 1987 Jan. 1988
139 147 139

68 93 147

72 72 136

The October 15, 1988 GRH baseline estimate was $145 billion.

Source: OMB, Budget of the U.S. Government, FY87, FY88, FY89

§
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Table 3
Government Purchases of Goods and Services
(billions $1982)

1988:3 1988:4
Federal 325 324
State/Local 455 458

1989:1 1989:2 1989:3  1989:4
323 322 321 318
461 464 467 470

economic assumptions used to project
revenues and expenditures turn out to be
incorrect. The economic forecasts made
in 1986 and 1987 turned out to be quite
accurate, so the fact that the current
services deficit did not stray far from $150
billion indicates that few policy changes
were made.

Now consider FY 1989, which began
in the fall. The history of deficit reduction
for this fiscal year is given in Table 2. In
January 1986 the GRH deficit target for
FY 1989 was set at $72 billion, Two years
later it had been raised to $136 billion,
Thus, for the current year the deficit only
has to fall by about $10 billion to get
within $10 billion of the target and avoid
automatic cuts. But these cuts have
already been avoided, because that
decision is based on a view of the budget
at the beginning of the fiscal year, The
estimate at that time was of a deficit of
$145 billion, slightly less than $10 billion
above target and above the current
services estimale made in January 1986.
So, once again, Congress and the Admini-
stration have been unable to reduce the
deficit.

To avoid automatic cuts next fall, the
projected deficit for FY 1990 will need to
be less than $110 billion, $10 billion above
the FY 1990 GRH target. The actual
deficit as that fiscal year begins, however,
is likely to be near $150 billion. Thus, the
budget submitted for FY 1990 will need
to include some $40 billion in tax in-

creases or spending reductions. How can
we gel there?

One obvious way is to revise the GRH
targets again. The problem is that all
credibility may be destroyed by such
action, Another way would be to imple-
ment the flexible freeze advocated by
President-clect Bush. However, that
would not produce a reduction in the FY
1990 budget anywhere near large enough
to meet the GRH target. This means that
the GRH target would need to be altered,
again hurting credibility. It appears that
only cuts linked to a tax increase would be
sufficiently large to reach the targets this
year. Given that neither Congress nor the
president-elect favors tax increases, the
GRH target probably will be raised.
However, even a higher target probably
can only be achieved if Congress also
makes significant cuts in spending.

The International Economy
Michele Fratianni

Professor of Business Economics and Pub-
lic Policy, Indiana University School of
Business

The United States is in its sixth year of
economic expansion following the reces-
sion of 1980-82. The present business-

cycle expansion has exceeded the average
length of recoveries in the postwar period
by three and one-half years. One reason
for the sustained recovery is the U.S.
export boom, The boom started in 1987
when exports, measured in 1982 dollars,
rose 13% from the previous year. In the
first quarter of 1988, exports went up by
an annual rate of 13.6%; in the second
quarter the rate was 16.2%. In contrast,
imports (again measured in 1982 dollars)
increased by 7.9% in 1987, 6.9% in first
quarter 1988, and 5.9% in second quarter
1988. In sum, the volume of U.S. exports
and imports has responded to the dollar
depreciation in the direction predicted by
theory.

The story is somewhat different for
current-dollar data, In 1987 the trade
deficit was $160 billion and the current-
account deficit--a measure that includes
services and unilateral transfers--was $154
billion. In sum, the progress toward a
balanced current account has been much
lower than anticipated.

Reasons for the Slow Adjustment

There are three principal reasons for this
phenomenon. The first is that the lags
with which trade flows respond to
exchange-rate changes are becoming
longer. Previously we believed that it
would take, on average, 12 months for
exchange-rate changes to affect trade.
The recenl experience suggests a lag
twice as long. The longer lags are ac-
counted for by the role of the dollar as a
key international currency and by large
profits earned by foreign producers on
their exports to the U.S. The Interna-
tional Monetary Fund reports that ap-
proximately 70% ol U.S. imports are
invoiced in dollars. Clearly, the extent of
this practice impedes the effects changes
in exchange rates have on the trade
balance. As well, the existence of large
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profits is another consideration in
preventing foreign producers from raising
the dollar prices of their exports.

The second reason is structural. The
U.S. has a low share of manufactured
products in exports, both in relation to
the composition of its own imports and
the composition of exports of countries
such ag Japan. Consequently the response
of U.S. export volume to income and
price changes is smaller than the response
of U.S. imports. For example, a 1%
increase in real GNP in the U.S. and
abroad would generate a U.S, trade
deficit if other factors did not intervene.

The response of U.S. export volume
to income and price changes is
smaller than the response of U.S.
imports. A 1% increase in real
GNP in the U.S. and abroad would
generate a U.S. trade deficit if other
factors did not intervene.

The third reason is linked with eco-
nomic policies. The U.S. has pursued eco-
nomic policies (budget policies) that have
made this country spend in excess of what
it produces. In contrast, West Germany
and Japan, the two largest current-
account surplus countries, have pursued
policies that have restrained spending
relative to home production. The U.S., in
addition, has enjoyed higher real rates of
interest than the rest of the world. This
has resulted in large net capital inflows
and consequently in large current-account
delicits, (Note that the sum of the
current-account balance and the capital-
account balance is zero under flexible
exchange rates.)

Projections

The existing pattern of current-account
deficits and surpluses in the world cannot
persist, The U.S. has become a debtor
country. Although the actual size of this
indebtedness is unknown with any degree
of precision, it is clear that current and
prospective current-account deficits will
add significantly to net debt. The implied
net interest payments will further deterio-
rate the current-account deficit. It follows
that the U.S. trade turnaround will have
to be much larger than if the U.S. had
been a net foreign creditor.

The adjustment needs to be accom-
plished with a combination of spending
policies and changes in the terms of trade.
By spending policies we mean that the
U.S. will have to restrain its spending
relative to its ability to produce; in
practice this will mean a reduction of the
federal budget deficit. West Germany and
Japan will need to proceed in the oppo-
site direction. Such prescriptions are well
known in Washington, Bonn, and Tokyo.
Washington is exerting pressure on Bonn
and Tokyo for those two governments to
take a more expansive fiscal stance. Bonn
and Tokyo are putting pressure on
Washington for the U.S. government to
restrain fiscal profligacy. This type of
“international cooperation” has produced
few results so far, however. On the
margin, one can say that the U.S. is the
country that has cooperated the least. De-
spite the record, we look for economic
growth abroad to exceed that in the U.S,,
a factor that will contribute to a reduction
of the U.S. external deficit.

In principle, there is a value of the
exchange rate that, other things the same,
will ensure equilibrium in the current ac-
count. The difficulty in computing such a
value is that exchange-rate changes bring
about changes in prices and incomes with

the result that ceteris are no longer
paribus. We believe, however, that the
dollar remains under pressure and that an
additional real depreciation is in the
making. This depreciation will take place
regardless of whether or not the mone-
tary authorities of the seven Summit
countries intervene in the foreign ex-
change market.

The summary of our forecast is as fol-
lows:

1988 1989
Exports
($1982, NIA, % change) 20 9
Imports

($1982, NIA, % change) 6 4.5

Trade Delficit

($billion) 128" ' -115
Current Account

($billion) -138  -130
Dollar/yen Depreciation (%) 10
Dollar/German mark

Depreciation (%) 8
Effective Exchange

Rate Depreciation (%) 5

Interest Rates and
Financial Markets

Robert C. Klemkosky

Fred T. Green Professor of Finance, Indi-
ana University School of Business

Interest rates should remain relatively
stable in 1989. If anything, they may cven



December 1988 / 9

nudge a little higher. For U.S. Govern-
ment securities, the short-term rate
should remain in the 7.5%-8.5% range,
and long-term rates should be from 8.5%-
9.5%, tending toward the higher end of
the ranges.

There are several reasons for this
forecast. First, real cconomic growth will
decelerate in 1989 to 1.5%-2.5% from the
3.5% figure reached in 1988. This slower
growth could still place slight upward
pressure on interest rates, as they usually
peak with the economy. Second, inflation
should increase slightly in 1989; this
increase will be embodied in interest
rates. The sources of the upward pressure
on prices will be wages (because of lower
unemployment rates) and capacity
constraints at some of the basic industries
and wages.

An important determinant of interest
rates in 1989 will be the value of the
dollar relative to other foreign currencies.
If the dollar should weaken significantly,
it may be necessary to raise interest rates
to protect its value. Under this scenario,
the economy would probably not grow at
the forecasted rate. Likewise, a stronger
dollar would result in higher inflation
abroad and corresponding higher interest
rates. Slow growth or no growth abroad
would result in lower exports by the U.S.
and slower economic growth in 1989.
Since exports were responsible for 40%-
50% of U.S. cconomic growth in 1988,
¢conomic growth may not materialize
with lower exports, and interest rates may
fall below the lower range of the above
forecasts, This dilemma of the dollar
obviously will require careful coordina-
tion among the G-7 countries in 1989,

A final factor that dictates stable
interest rates in 1989 is the relatively flat
yield curve thal prevails at this time
(December 1988). The yield curve has
gotten progressively flatter in 1988, as
short-term interest rates have increased

much more than long-term rates. This
indicates that expected interest rates will
be only slightly higher in 1989.

Even slightly higher interest rates do
not bode well for the stock market this
year. Price-carnings ratios are not at
historical highs, but neither are they at
historical lows. Stocks appear to be
adequately valued given the forecast of
slightly higher interest rates and slower
economic growth in 1989, The growth
rate of corporate earnings is also ex-
pected to decline substantially. For the
S&P 500, 1988 earnings per share
increased 15% over 1987. In 1989, they
are expected to increase by only 6%-7%.
Stock prices historically have not done
well after the rate of earnings growth has
peaked.

It is important to common-stock
values that economic growth in
1989 be in the 1%-3% range.
Anything outside that will not be
viewed favorably by the stock
market.

The stock market faces an economic
dilemma similar to the dollar dilemma
facing interest rates, If the economy
should grow too rapidly, inflationary
pressures and expectations would build.
The resulting higher interest rates would
be a drag on stock values and increase the
possibility of a recession via a tight money
policy by the Federal Reserve. A weaker
economy would translate into lower or
perhaps negative earnings growth, and
this scenario would also be bearish for the
stock market. It is important to common-

stock values that economic growth in 1989
be in the 1%-3% range. Anything outside
that will not be viewed favorably by the
stock market. As mentioned earlier, the
strength or weakness of the dollar will be
a major determinant of cconomic per-
formance in 1989.

The stock market is still concerned
with the monthly trade figures. At current
exchange rates, the U.S. will probably not
see much improvement in the trade
deficit in dollar terms, Exports have
already reacted to the lower dollar by
increasing 20% in 1988 over 1987. At the
current rate, it is expected that exports
will increase by 5%-8% in 1989. Although
some progress has been made against
imports in real (erms, imports probably
will not decline from present values in
dollar terms. A major concern is that the
trade balance will deteriorate in 1989,
Such an event would obviously weaken
the dollar and mandate higher interest
rates.

Another factor that may affect the
stock market in 1989 is the corporate re-
structuring that has prevailed over the last
five years, During that period $550 billion
of common stock has been retired
because of mergers, leveraged buyouts,
repurchase plans, and other corporate
restructuring, Even considering the
issuance of new shares, the loss has been
$400 billion. Many of the restructurings
have been financed with high-yield, or
junk, bonds. Anything that interferes with
the issuance of junk bonds will lessen the
corporate demand for common stock.
Alan Greenspan, chairman of the Federal
Reserve Board of Governors, has already
advised commercial banks to be judicious
in lending for corporate restructuring
deals. Although much of the market’s
performance in 1988 can be attributed to
the corporate demand for shares, regula-
tory action or major defaults may elimi-
nate this demand for common stock.
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A related concern is the highly
leveraged balance sheets of publicly
traded corporations in the U.S. At the
end of 1988, it is expected that the debt/
equity ratio will approximate 1.0, com-
pared to 0.6 in 1980. Likewise, 25% of
earnings before interest and taxes will be
needed to service debt, versus 17% in
1980. Corporate earnings are thus subject
to more risk than ever before.

A dramatic fall for the stock mar-
kets in London or Tokyo will have
repercussions here, just as the U.S.
crash of October 1987 was a world-
wide event.

Another worry for the stock market in
1989 will be what happens abroad. The
world’s major markets have become glo-
balized in the 1980s, and the U.S. markets
cannot be isolated from stock market
events in Tokyo or London. A dramatic
fall for the stock markets in London or
Tokyo will have repercussions here, just
as the U.S. crash of October 1987 was a
worldwide event.

The market’s performance in 1988 has
been a pleasant surprise, given the events
of the previous October. However, much
of the performance can be attributed to
lower oil prices, a stronger dollar, record
carnings growth, and corporate restruc-
turing, Unfortunately, all of these factors
may not recur in 1989, and thus the
forecast is for a flat-to-down market. This
is not to say that a dramatic decline is
predicted; but common stock values look
unrewarding relative to the returns
available on money market instruments
and bonds. As a result, the recommended

asset allocation is basically unchanged
from last year: 30% money market
instruments, 30% bonds (five-year ma-
turities or less), and 40% equitics.

Inflation, Unemployment,
and Capacity Utilization

Lawrence S. Davidson and Bruce Jaffee

Assaciate Professor, and Chairman and
Professor, Business Economics and Public
Policy, Indiana University School of Busi-
ness

Since 1980, when inflation exceeded 10%,
both the broad GNP deflator measure of
inflation and the narrower, but better
known, Consumer Price Index (CPT) have
shown a nearly continuous decline, with
inflation rates staying below 5% after
1982. Although we have experienced
quarters when the inflation rate was
nearly 0%, since 1985 general inflation
has averaged about 3% per year with
consumer goods inflation a little higher,
between 3.5%-4% per year.

Consumer goods prices have been
climbing at nearly a 5% rate since the
middle of 1986, As a result, there is
understandable concern that inflation is
racheting upward and may threaten
economic prosperity in 1989 and beyond.
There are several reasons why this
concern may be exaggerated, Neither
demand conditions, cost factors, nor
special events presage much higher infla-
tion than we have experienced in the last
three years. We see inflation rising in the
4.5%-5.5% range in 1989.

Demand Factors

Whenever the demand for goods and

services grows faster than the capacity of
firms to increase output, there is a
tendency for the unemployment rate to
fall and for the inflation rate to rise. We
arc forecasting that aggregate demand
will grow in 1989, but not as quickly as it
did in 1988. There is less stimulus coming
from government spending, and we
believe that we can count on the Federal
Reserve o continue leaning against
inflation. Any stimulus in demand from
the foreign sector should also be less in
1989 than it was in 1988. Therefore,
although we are forecasting a fall in the
unemployment rate for 1989, the fall will
be moderate and compatible with other
special factors in labor markets that
should not bring higher inflation.

The capacity of the economy is most
commonly measured by the capacity utili-
zation rate or the employment rate (or its
more common inverse, the unemploy-
ment rate). Both measures have improved
substantially during the decade, but we
believe further improvement is likely in
1989 without significantly fueling the
inflationary fires. The capacity utilization
rates for manufacturing and total industry
have fluctuated in the 81%-84% range in
the last 12 months; the manufacturing
capacity utilization rate has exceeded the
overall rate by about 0.3% for most of the
period. We see this trend continuing into
1989. Although the overall rate is unlikely
to exceed 84%, some sectors--especially
business equipment, and electric utilities
if we have another hot summer--may be
faced with capacity constraints.

The unemployment situation is
similar. The rate for all civilian workers
peaked at 9.7% in 1982 but declined to
about 5.6% in 1988. We anticipate a 5.4%
rate for 1989. However, there will still be
considerable overall employment slack in
the economy. The unemployment rate for
women who maintain families was more
than 8% in 1988, and the rate for minori-
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ties exceeded 10%. There is still a
considerable amount of involuntary part-
time employment.

Cost Factors

Wholesale costs started to increase in
early 1987 after falling during many of the
previous 24 months. Nevertheless, the
three-year moving average of percentage
changes in wholesale prices is at the 1%
level. In addition, the general tendency
(as measured by the three-year moving
average of annual percentage changes) of
unit labor costs, which reflect how much
extra labor costs are embodied in each
additional unit of output, also has barely
risen above its value in 1985. This moving
average has risen from a yearly level of
2.2% in 1985 to about 2.8% in 1988.
Although compensation may increase in
1989, it is likely that slower employment
growth will keep labor productivity from
falling and unit labor costs from rising
significantly from 1988 levels.

Judging from the behavior of
inflation rates in 1988, much of the
increased food prices will have
worked their way through the
system before the end of the year.

Special mention should be made of
food and energy prices in 1989, as a result
of the drought of 1988 and the decrease
in hostilities in the Iran-Iraq war. Food
and energy prices are important compo-
nents of the CPI and are volatile. Because
of these facts, they can produce sharp
swings in the inflation rate. Those effects,
however, are usually of short duration.
Judging from the behavior of inflation
rates in 1988, much of the increased food

prices will have worked their way through
the system before the end of the year.
Furthermore, the farm value of food and
feed commodities, where the drought had
its major impact, is a relatively minor
share of retail food costs. Farm value is
only 31% of grocery store purchases and
only 26% of all consumer food expendi-
tures. Nevertheless, with food prices
rising a little faster on average than in
1985-87, we predict moderate sustained
increases in 1989.

Energy is a different matter. In 1986,
when energy prices took a nosedive, the
fall was reflected in the overall inflation
rates through much of 1986 and 1987.
Although the glut in oil markets has not
been as pronounced this year, if a barrel
of oil hovers around the $15 mark for a
while longer, we can expect downward
pressure on inflation from the energy
sector reaching into 1989. Combining
food and energy, then, there is no
implication for higher inflation. The
prices of industrial commodities other
than oil, such as chemicals and metals,
moved sharply upward in 1988; we expect
this trend to continue in 1989.

Other Factors

One final important determinant of infla-
tion is the behavior of the value of the
dollar. Although it has oscillated, the
overall value of the dollar has depreciated
persistently since February 1985. The de-
preciation makes imports more expensive
and has a tendency Lo drive up prices of
domestically produced goods and services
as domestic producers find foreign com-
petitors at a price disadvantage. As a
result, continued growth in import
demand, coupled with further declines in
the value of the dollar, are likely to lead
to significant price increases for imported
products. This is the one major negative
on the inflation front.

Housing
Jeftrey D, Fisher

Associate Professor of Finance and Real
Estate and Director, Center for Real Estate
Studies, Indiana University School of Busi-
ness

The movement in mortgage interest rates
should parallel that of interest rates in
general, Rates for both fixed-rate and
adjustable-rate mortgages are expected to
either remain at their current level or rise
slightly during 1989.

Al the time of this forecast, housing
starts are running al a scasonally adjusted
annual rate of about 1.45 million units.
The trend during 1988 has been slightly
downward, and this is likely to continue as
mortgage rates nudge upward. The
estimated number of starts for 1989 is 1.4
million units. Housing in the Midwest has
been stronger than for most of the nation,
reflecting recent recovery in the Rust
Belt. This strength is likely to continue
during 1989.

Nationally, the price of new homes
has been falling on average recently due
to weakness in the Northeast and West,
where prices had increased significantly in
recent years. In the Midwest, where home
prices have only recently begun to rise,
further increases are likely. New home
prices in the Midwest are expected to
keep pace with inflation, increasing about
5% during 1989,

Housing affordability has been drop-
ping slightly nationally, as home prices
and interesl rates have risen, However,
affordabilily in Indiana and the Midwest
remains very high relative to the rest of
the nation because of a much lower
median price. The median price of an
existing home in Indiana is about $57,000
versus $91,000 for the nation.

The sharp decline in multifamily con-
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struction caused by the 1986 Tax Reform
Act is now creating a shortage of rental
property in some areas of the country.
This is putting upward pressure on rental
rates for apartments. Rental rates will
most likely rise with inflation during 1989.

The Indiana Forecast

Morton J. Marcus

Director, Indiana Business Research Cen-
ter, School of Business, Indiana University

The Indiana economy has been one of the
beneficiaries of the decline in the value of
the dollar. Hoosier industries have been
able to recapture some foreign customers
and, most particularly, reestablish market
positions within domestic markets. The
most notable success stories have been in
the steel industry and other sectors con-
tributing to producer and consumer
durable goods. Current estimates indicate
that manufacturing employment has
grown within Indiana during 1988 by
17,500 jobs, an increase of nearly 3% over
1987,

Total employment growth during 1988
has been nearly 100,000 jobs, a 4% in-
crease. The monetary value of these gains
have equaled more than $1.2 billion in
real wages and salaries for Hoosier
workers.

The anticipated decline in the rate of
growth for the national economy will be
matched by a decline in the growth of In-
diana’s economy in 1989. Employment
growth is expected to be only 60,000 jobs
in the year ahead, with real wages and
salaries advancing by $700 million--less
than 2%. As manufacturing gains are
reduced (10,000 added jobs are expected
in the state’s factories during 1989), the

potential for growth in other sectors is
similarly limited. Although service
aclivities can be important contributors to
the export base of a state, Indiana has not
developed its services in this manner. The
state still relies on manufacturing,
agriculture, and mining for its export
strength.

Next year may show stronger personal
income growth than we currently expect
for 1988. Because of the drought, Indiana
farm proprietors’ earnings are estimated
to be a negative $1 million, compared
with a positive $809 million in 1987,
(Farm proprietors’ earnings in 1987
equaled 1.1% of total personal income.)
This cut the rate of growth for Indiana’s
personal income (after adjustment for
inflation) to 2.1% for the year 1988, If

farm proprietors’ income is excluded, the
state’s personal income grew by 3.5% in
1988.

For 1989, we anticipate that farm pro-
prietors will again have positive income
(over $900 million). The result will be an
“increase” in the rate of growth of
personal income from 2.1% to 2.2%. If
these drought-influenced figures are left
out, the rate of growth for Indiana’s
personal income will decline from 3.5%
to 1.1%. Hence, the $1 billion swing in
farm earnings will leave Indiana looking
stronger in 1989 than the majority of
sectors in the economy actually will be.

Long-term Issues

Indiana’s growth in the past year and in

Figure 1
Indiana’s Share of Earnings, 1978 and 1988
(percent of nation)
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the year ahead must be understood in a
longer-term perspective. We are not
keeping pace with the nation; there are
strong differences in the growth patterns
within the state. Consider these fragments
of evidence:

# Relative to the nation, Indiana con-
tinues to decline. Population and personal
income growth rates in the state remain
slower than the nation as a whole. Out-
migration is no longer at a high rate, but
the state’s aging population offers little
hope for major gains through natural
increase. Total personal income in the
state has continued to grow less rapidly
than in the nation. In 1987, Indiana
enjoyed 2.024% of the nation’s personal
income; in 1988 this figure is estimated to
be 2.021%, and the 1989 figure is ex-

pected to fall below 2%. This continues a
trend that has been virtually unbroken
since 1969.

Indiana’s rank in earnings among the
states is lower in 1988 than it was in 1978,
(Data in this section are for the second
quarter of cach year respectively; these
are the most recent data available at this
writing.) Table 1 presents the Hoosier
state’s rank in earnings for major sectors
of the economy. Only in state and local
governmenl has the state’s rank among
the 50 states improved, and that by just
one place. In all other sectors Indiana is
lower in rank that it was 10 years ago and
no better than in the depths of the
recession of 1982.

These data are reinforced graphically
by Figure 1. Here Indiana’s share of earn-

Figure 2
Growth in Earnings by Industry, 1978 to 1988
(1988 as a percentage of 1978)
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ings originating in each sector are shown
as a percent of total earnings in that
sector nationally. In all sectors, except
Federal government, Indiana’s share
declined from 1978 to 1988.

That decline in share is the result of
slower growth in each sector for Indiana
than in the nation as a whole. This slower
growth is seen in Figure 2, Nominal non-
farm earnings grew from 1978 to 1988 by
114.3%. Indiana’s growth was just 81.0%
for that decade. The greatest discrepency
between growth rates for the nation and
the state was in Finance, Insurance, and
Real Estate: U.S. growth was 152.9%,
Indiana 90.8%. Only in earnings from
federal government employment did
Indiana outperform the nation.

Employment growth within the state
from October 1978 to October 1988 was
263,100 jobs, or 10.7%. There are, how-
ever, still 27 counties with lower levels of
employment in 1988 than they enjoyed
ten years earlier. These counties are
mainly along the western border of the
state and in a band of counties running
southeast from Carroll to Fayette.

Figure 3 shows that the experiences of
our 92 counties in recession and recovery
have been quite different. Of the 65 coun-
ties with higher employment in 1988 than
in 1978, 21 experienced no decline in em-
ployment between 1978 and 1982.
Monroe, Hamilton, Johnson, Porter, and
27 others gained jobs in both the reces-
sion and in the recovery periods. A more
expected pattern was found in 44 coun-
tics. Marion, Allen, Elkhart, St. Joseph,
and 40 others had declines in employment
during the recession, but bounced back to
record gains from 1982 through 1988 that
overcame the earlier losses.

The story for the remaining 27
counties is less positive. There were 18
counties, including Vigo, Grant, Howard,
and Wabash, that experienced declines in
the recession but have nol yet had
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sufficient job growth to have employment
levels in 1988 above those of 1978. Five
counties (Lake, Jay, Sullivan, Clay and
Rush) had declines in employment in
both periods. Another four are truly
different: Spencer, Warren, Pike, and
Brown are the.contrarian counties with
minor gains in employment during the re-
cession that were wiped out by losses
during the recovery.

In sum, the state is growing, will con-
tinue to grow in 1989, but has failed to
keep pace with the nation and exhibits
strongly divergent patterns of change
among its counties. These findings
suggest that the tasks of economic
development for the new administration
arc different from those faced by its
predecessors. Divergent patterns of
development and growth may demand
more attention than general improvments
in economic well-being,

Table 1
Indiana’s Rank Among the 50 States

1978 1982 1988
Non-farm Earnings 11 14 14
Construction TS SI6IE 10

Manufacturing O=aRsEOIEIER )
Trans.,, Comm., & Util. 13 15 15
Wholesale Trade 14 19 20
Retail Trade [iES e Sas6
FIRE 16 19 19
Services 16. 19 19

State & Local Gvt. oSS O
Federal Government 260 26 26

Source: Computed via the Economic
Development Information Network from
data provided by the U.S. Bureau of
Economic Analysis.

Figure 3
Employment Growth Patterns, 1978-88
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Indianapolis
Robert Kirk

Department of Economics, Indiana Uni-
versity-Purdue University at Indianapolis

The Indianapolis economy has been mov-
ing on the fast track for the past several
years. However, in 1989 the rate of per-
formance will slow, from a 4% rate of
employment growth to a 2.5%-3% rate.
The primary impetus behind this slower
rate is the concern of the Federal Reserve
System about inflation and the expression
of that concern through upward pressure
on interest rates--at least during the first
part of the year.

Consumer durables and residential
housing starts, which are interest-rate
sensitive, will be negatively affected.
Also, as national discussion focuses on
ways to deal with the federal budget
deficit, consumer confidence may be
weakened. Typically, when uncertainty
increases, the consumer adjusts by
postponing purchases of durable goods
such as automobiles.

Other factors affecting demand for
vehicles are the ability to pay the price of
a new car and the age distribution of the
population. More weeks of work are re-
quired to earn the price of a car than

Table 1
Changes in Establishment Employment,
Selected Metropolitan Areas,
Aug. 1983-Aug. 1988 (percent change)

Columbus 24.5
Indianapolis 235
Cincinnati 223
Detroit 17.6
Chicago 152
St. Louis 13.8

before. However, the consumer has
adjusted by extending the maturity on the
car loan to keep the monthly payment at
a reasonable level.

Demographically, at one end of the
age spectrum the pool of first-time car
buyers is shrinking. At the other end
people are living longer and more have
private pension income, but the elderly
tend to spend on services rather than
durables. Therefore, buyer incentives will
continue to be a feature of the automo-
bile market.

Indianapolis Performance

How has Indianapolis performed com-
pared to the region during the current
expansion? Table 1 shows the percentage
change in total employment for selected
metropolitan areas in the Great Lakes
region.

There have been significant employ-
ment shifts by industry in the Indianapolis
economy (Figure). The year 1979 was a
peak in the business cycle in the Midwest
before the 1980-82 recession, while 1983
was the first year of expansion. Growth
in employment has been concentrated in
construction, retailing (including restau-
rants), business services, and health
services. Some of the components of
business services are direct mail advertis-
ing, janitorial services, computer pro-
gramming, temporary help, management
consulting, and public relations. Many of
these activities have shown growth, locally
and nationally, because of a process of
contracting out (o specialized firms that
can take advantage of economies of scale.
Urban areas provide sufficiently large
markets and specialized labor pools to
support the degree of specialization found
in the industries mentioned above.

Figure
Employment by Industry, August 1979, 1983, and 1988 (in thousands)
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Construction

Building cranes will continue to loom
against the Indianapolis skyline as major
construction projects progress or are
initiated. The list includes Bank One, Eli
Lilly, the Circle Centre Mall, the State
Office Complex, and IUPUIL However,
difficulty in obtaining financing because
of increasing vacancy rates may put a
damper on new office building projects
unless the developer can obtain substan-
tial preleasing.

What about the residential housing
market? Upward pressure on mortgage
rates will lower housing starts. Also, the
1986 Tax Reform Act raised the cost of

Table 2
Estimated Population Change
Indianapolis, 1980-87

Age Group Percent Change
0-4 1.7
59 -2.4
10-14 T
15-19 -10.7
20-24 -1.9
25-29 4.1
30-34 10.6
35-39 28.8
40-44 29.6
45-49 11.2
50-54 5.2
55-59 -4.6
60-64 14
65-69 14.3
70-74 12.5
75-79 14
30-84 14.1
85+ 25y
Indianapolis 33
Indiana 0.7

United States 74

owning homes by lowering marginal tax
rates, reducing the value of housing de-
ductions, and by raising the standard de-
duction, making it more difficult to
generate housing deductions. At the local
level, housing inventories, expected rates
of appreciation in housing prices, and
population shifts by age play a role.
Opportunities for appreciation of home
values will vary by location within the
metropolitan arca. Table 2 shows
estimates of population change by age
group for the Indianapolis metropolitan
area, Indiana, and the U.S., 1980-87.

Home-buying age groups continue to
show large percentage increases, although
this demographic stimulus to housing is
diminishing. To meet the needs of the
expanding 60+ market, alternative ways
to supply housing, such as conjugate
housing, may become attractive. To meet
the need to rehabilitate substandard
housing, the Indianapolis Neighborhood
Housing Partnership has been estab-
lished. A revolving loan pool derived
from corporations, foundation endow-
ments, religious organizations, Commu-
nity Development Block Grants, and
individuals will be developed.

Nonprofits

Indianapolis has become the home of
many nonprofit groups, including mem-
bership, social, and religious organiza-
tions. The 1986 Tax Reform Act may
affect the nonprofits in two ways--both
positively and negatively. As marginal tax
rates decrease, the resulting increase in
after-tax income makes it possible for the
household to increase the charitable
contribution. On the other hand, as
marginal tax rate decrease--thereby
lowering the value of the tax write-olf--
the resulting rise in the price of giving will
decrease the charitable contribution.

The tax change is only one factor that

affects the level of giving. Other factors
include increases in employment and real
per capita personal income. Nonprofits
have been giving more attention to the
development of revenue-generating activi-
ties. Indianapolis has become a national
center for teaching, research, and public
service in philanthropy through the estab-
lishment of the Center on Philanthropy
on the TUPUI campus.

As the Figure indicates, there has
been a large increase in retail employ-
ment. This employment growth repre-
sents the entry of many firms in to the
marketplace. Can the local personal
income growth support the employment
growth? One indicator is the number of
dollars of real personal income per
employee hour in retailing, Since this
ratio has declined in recent years, the im-
plication is that the 1989 retail market-
place will be a highly competitive onc.

Supply-side Constraints

As the population estimates of Table 2
indicate, from 1980 to 1987 there have
been contractions in the 15-19 and 20-24
age groups--from which new entrants into
the labor force are drawn. Since 1985,
the Indianapolis labor market has grown
faster than both the U.S. and Indiana
labor markets. This suggests no serious
labor supply constraint. On the other
hand, when 10,000 apply for jobs at a new
auto plant while there are lengthy lists of

job openings at the $4-$6 per hour level,

there appears to be a wage rate below
which some people are unwilling to
supply their labor. Employers are
adjusting by hiring older workers, substi-
tuting capital for labor where possible,
and raising wage rates.

Another supply constraint is the Indi-
anapolis airspace, specifically its waste as-
similative capacity, We dispose of our
waste products in the air, but its capacity

o



December 1988 / 17

to absorb waste is limited. Since capacity
is a scarce resource but commands no
price, we tend to overuse it at times. In
1987, the Environmental Protection
Agency indicated that the inventory of
sources of air pollution, as well as air
pollution planning, should extend beyond
Marion County to include the seven
suburban counties, Given the spillover
nature of air pollution, coordination
across county lines of efforts to deal with
air pollution needs to be developed. This
effort will challenge local and state
governmental officials in 1989 and
beyond.

Richmond

Ashton . Veramallay

Director, Center for Economic Education,
Indiana University East

As the national economy goes, so goes
Richmond’s. Given this interdependence,
the Richmond area economy can expect
slow growth in 1989. As the current
national economic expansion, the longest
in peacetime history, enters its twilight
phase, real GNP growth will increase by
less than 3%; inflation will rise to about
5.5%; and unemployment will decline to
about 5%.

For the local economy, this expected
performance in 1989 means that the un-
employment rate will hover around 7%.
At least 50% of the firms responding to
my survey are being affected adversely, in
varying degrees, by current economic
conditions, Employment growth in the
manufacturing sector will be sluggish
unless it is offset by internal business
expansion. An erosion of this sector’s
base is likely if labor costs are not
contained. It is important to note that

wages constitute more than 60% of the
gross local income, Consequently, the
flight of high-paying jobs from Richmond
will ultimately affect both economic
growth and quality of life.

The service sector will continue to ex-
pand, as the demand for services of
various kinds increases. Service jobs are
often part-time, and their wage rate is
below that of the manufacturing sector.
Also, real personal income growth will
increase by less than 2%, and the county’s
median household income will remain
below $20,000, with aggregate demand
lagging behind the 1986-88 levels.

This phenomenon is partly attribut-
able to the fact that at best 20% of the
county’s adult population did not gradu-
ate from high school. Low education
means low skills, low wages, low purchas-
ing power for goods and services, and
hence a low quality of life. It also trans-
lates into a higher dependency ratio with
increased transfer payments.

Consumer spending will remain fairly
stable in 1989. If voter preference as ex-
pressed in the recent presidential election
is an indication of consumer confidence in
the economy, then the results augur well
for the retail and service sectors. The
initial fears following the 1987 stock
market crash, at least those associated
with consumer spending, were not
justified in 1988, Consumers are again
entering the market to buy big-ticket
items such as automobiles, houses,
appliances, entertainment sets, furniture,
and recreational amenities. Local mer-
chants can therefore expect a relatively
good year if consumer confidence
continues.

Investment spending, on the other
hand, will grow at a slow pace. Although
about 90% of the surveyed firms arc
optimistic about business conditions in
1989, only 38% of them plan to expand. If
inflation increases it will lead to high

rates of interest, which could further
dampen capital spending, Improvements
in plant, equipment, and structures will,
however, generate positive effects within
the local economy.

Further, the dollar’s depreciation will
boost sales of local firms engaging in
international trade. The lagged effects in
exchange rate movements, coupled with
the belief among many U.S. consumers
that imported products have superior
qualities that make them attractive
despite price increases, will slow the
adjustment process to eliminate the trade
deficit. Continuing deterioration of the
dollar will invite tight monetary policy,
eventually driving interest rates upwards
with concomitant effects on the credit
markets. Finally, if the international
economy experiences slow or flat growth,
it will curtail U.S. exports and worsen the
trade deficit.

South Bend-Mishawaka/
Elkhart-Goshen

John E. Peck

Professor of Economics and Directot,
Bureau of Business and Economic
Research, Indiana University at South
Bend

This year-end assessment of economic
conditions in the South Bend-Mishawaka
and Elkhart-Goshen communities is
based on an analysis of the latest available
economic indicators tracked by Indiana
University at South Bend’s Bureau of
Business and Economic Research. A look
at the indicators, particularly those
relating to local employment, suggests
that both areas continue to experience
growth at a rate outpacing that expected
at midyear (IBR, June 1988).
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August
1988
Employment Data
Establishment Employment!
Nonagricultural Employment 129.0
Manufacturing Employment es:

Nonmanufacturing Employment  160.8
Unemployment Rate 5.1
Help Wanted Advertising? 156.1
Utilities®
Industrial Electricity Sales 169.9
Commercial Gas Sales 88.8
Industrial Gas Sales JiSH)
Retail Car and Truck Sales®
New Passenger Car Sales 66.5
New Truck Sales 2353
Housing Construction Data’
Estimated Value of Permits 807.9
Number of Permits Issued 145.2
Average Value Per Permit 577.6
Residential Real Estate Data
Number of Active Listings 1186
Closed Sales
Average Days Listed 54
Average Market Price 64,715
Percent of Sale to List Price 943

Table
Economic Indicators

South Bend-Mishawaka
July Percent August Percent
1988 Change 1987 Change

128.7 02 1235 4.5
74.0 -1.8 744 2.3
160.1 0.4 1515 6.1
5l nfa =55 n/a
1397 11.7  148.7 5.0
167.9 1.2: 166:1 23
813 92 994 -10.7
859 -11.9 1144 -338
789 -157 888 -25.1
2678 -121 2940 -20.0
5970 353 6942 164
112.2 294  156.4 -1.2
565.0 2.2° 4688 232
1183 03 1288 -7.9
53 1.9 51 5.9
63,452 20562505 15.0)
95.0 0.7 958 -1.6

1. For South Bend, 1969=100; for Elkhart, 1967 = 100.
2. For South Bend, 1967 = 100; for Elkhart, 1984 = 100.

3. 1967 = 100.
4. For South Bend, 1967 = 100.

August
1988

Elkhart-Goshen
July Percent August Percent
1988 Change 1987 Change

197.1  196.1 0.5 1845 6.8
1814 180.8 0.3 1639 9.3
2195 2186 04 2117 3.7
3.8 3.8 n/a 4.7 n/a
1819 176.3 S T s i
2244 219.6 ISR ) 1.9
80,5 699 IS 2sN0 g2 s 81)
St SeRl R LA 6.6
695==—76 45 802 -13.6
119.0 122.7 =30 119.5 -0.4
506.5 4019 260 3323 524
138.0 121.8 133 1061  30.1
3769 374.9 0.5 349.6 7.8
1309 1299 0.8 1179 11.0
84 87 3.4 80 2.3
62510~ 61578~ 1.5 163314 13
950 950 00 990 -4.()

5. For South Bend, 1967 =100, St. Joseph County excluding cities of South Bend, Mishawaka, Osceola, Walkerton, and New Carlisle.
For Elkhart, 1970= 100, Elkhart County excluding cities of Elkhart, Goshen, Nappanee, and Millersburg.

The accompanying Table summarizes
the various indicators of local economic
activity. These figures are seasonally ad-
justed and, with the exception of the un-
employment rates and real estate data,
are index numbers expressed as a per-
centage of base-year values. Comparative
indicators and percentage changes are

given for July and August 1988. To
highlight longer-term (rends, the same
figures are also given for August 1987,

South Bend-Mishawaka

News about the South Bend/Mishawaka
economy is somewhat mixed. The growth

in non-agricultural employment over the
past year (4.5%) was twicc what was
forecast. On the other hand, the month-
to-month and year-to-ycar declines in
manufacturing employment are of some
concern, There has been hope that since
the manufacturing employment index has
fluctuated in the narrow range of 73 to 75
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for about three years--that is, manufactur-
ing jobs currently total between 73% and
75% of the 1969 total--the two-decade
pattern of a declining number of manu-
facturing jobs may be ending. But
although the August index is not dramati-
cally lower, when the situation is placed in
light of the recent announcement by AM
General that its Chippewa military truck
plant (employing 650 people) would be
closing, the possibility of renewed dete-
rioration arises. Also fueling this concern
is that transportation equipment manu-
facturing employment was off 800 jobs
from last August to this August. Area
analysts will make a point of monitoring
manufacturing empioyment closely.

One cannot help but be impressed by
the strength in new housing permits. This
index has been exceptionally strong and
running counter to national trends for the
past 18 months. The continuing softness
of the passenger car sales figure, however,
is more reflective of conditions in the
automobile business nationally.

Elkhart-Goshen

As usual, the most startling Elkhart-
Goshen trends lie in employment data.
About 55 percent of Elkhart County’s
employment is found in manufacturing, as
compared to about 25 percent nation-
wide; this has been the fastest growing
sector of the area’s work force. The 9.3%
increase in the index from last year to this
year was the largest 12-month gain in
memory and helped lead to an exception-
ally high help-wanted index and an
exceptionally low unemployment rate.
Elkhart’s labor shortage has caused the
area’s leadership to advertise for workers
in the help-wanted sections of out-of-state
newspapers. Sectors leading the year-to-
year gain included recreational vehicles,
lumber and wood products, furniture,
services, and retail trade.

As was the case with South Bend-
Mishawaka, Elkhart-Goshen housing
indicators were especially strong but car
sales were particularly soft. Again, the
strength of the housing market is a local
phenomenon that runs counter to the
national trend.

The Outlook

The outlook for South Bend-Mishawaka
and Elkhart-Goshen continues to suggest
that local employment growth will experi-
ence some moderation in the coming
months, given what is expected to be
moderating growth nationally. Most
forecasters see growth slowing to an
annual rate of between 2% and 3% in
1989. For the local economies, other
things being equal, this should translate
into employment growth of about 2% in
South Bend-Mishawaka and 4% in
Elkhart-Goshen.

Terre Haute

Marvin Fischbaum

Professor of Economics, Indiana State
University

In 1988, local economic activity main-
tained a [airly even keel. In contrast to
recent history, no new plant closings were
announced. At least the bleeding has
stopped; 1989 may be the year when
meaningful recovery begins.

In 1986 and 1987 the unemployment
rate in the Terre Haute area fell only be-
cause the labor force decreased more
rapidly than the number of jobs. This year
saw both labor force and jobs confined to
a fairly narrow range. MSA manufactur-
ing employment stayed between 9,800 and
10,100. September, the most recent

month for which data is available, saw the
peak in nonmanufacturing employment at
44,800, while August saw the trough at
41,500. Seasonal factors clearly domi-
nated any trend. For much of the year,
unemployment rates ran at their lowest
levels of the 1980s, but as the labor force
began to expand, seasonally adjusted
unemployment rates began to rise. Para-
doxically, September brought not only the
year’s highest level of employment and
the year’s longest average work week in
manufacturing (43.3 hours), but also the
highest seasonally adjusted unemploy-
ment rate.

For the broader region the employ-
ment picture was more clearly positive.
Nearby non-metropolitan counties,
including Vermillion and most notably
Sullivan County (where unemployment
problems had been especially severe),
benefited from improving labor markets.

The record of construction activity re-
inforces the impression that local eco-
nomic conditions are no longer deterio-
rating and may even be getting better. For
much of the year, construction employ-
ment ran 20% to 25% above the level of
1987, Year-to-year comparisons show a
rise of 12.5% in the value of Vigo County
residential building permits and of more
than 50% in the value of non-residential
permits.

This activity, however, was largely
embodied in projects long in the works,
The downtown renaissance has all but
stalled. Plans to renovate the old Meis
Department Store fell through, but the
Alliance for Growth and Progress has
agreed to underwrite the demolition of
the structure. Plans to turn the Terre
Haute House into a luxury suites hotel
have been off again, on again. Currently
there is renewed optimism,

New commitments for construction
were not of the blockbuster variety, but
they were widespread. For example, the
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Honey Creeck Mall area will be the site of
a number of new retail businesses,
including a strip shopping center an-
chored by Wal-Mart, a freestanding
Sam’s Wholesale Club, a Phar-mor Drug
Store, and an exotic car dealership. A sur-
vey of 187 local businesses conducted by
the Center for Research and Manage-
ment Services at Indiana State University
found that 23% of the surveyed busi-
nesses expanded their plants in the past
year, while 31% engaged in renovation.
For the coming year, 22% plan to expand
and 25% plan to renovate, Of the 38
manufacturing plants in the survey, 42%
expanded and 40% renovated; 39% plan
to expand in 1989 and 37% plan to
renovate.

The residential real estate market has
been steady. The number of homes sold
increased substantially, but average time
on the market is essentiaily unchanged
from a year ago, and the average selling
price actually declined slightly.

The new year will almost certainly
be better for providers of seed,
fertilizer, herbicides, pesticides, and
drought insurance.

Farmers endured the worst drought in
50 years. They were helped by higher
prices and--where crops failed--by gov-
ernment assistance. On soils that hold
moisture, crops came in with much better
yiclds than had been anticipated. With
smaller crop carryovers, farmers look
forward to a better 1989. The new year
will almost certainly be better for provid-
ers of seed, fertilizer, herbicides, pesti-
cides, and drought insurance.

There are signs that manufacturing
may be starting to come back. New firms

are emerging from the ashes of the old.
Specialty Blanks, formed out of discontin-
ued operations at Alcan, is doubling its
capacity. Shenango Industries will utilize
150,000 square feet of the Stran Steel
building and will initially employ 125
persons to manufacture castings, What
was Indiana Gas and Chemical will
reopen as Terre Haute Coke, with output
perhaps at 80% of the old level.

Evergreen Express is likely to initiate
daytime operations and add substantially
to its work force. It may also open an
aircraft maintenance facility. Hercules has
stated that Terre Haute is in competition
with another city for a possible $100
million expansion of production facilities.
And BASF is considering locating in
Terre Haute an automotive paint factory
that would employ 500 workers. Initially,
the community reacted enthusiastically to
the BASF proposal. But after strong
opposition developed at an alternative
site (Evansville), and after BASF made it
clear that some of the hazardous waste to
be stored on the site would be trucked in
from other locations, local opinion has
been sharply and vocally divided.

During the 1980s Terre Haute's econ-
omy has consistently underperformed
both the state and the nation. Local
incomes have fallen further behind the
state and national averages. In 1987,
annual wages averaged $18,100 in Terre
Haute--the second lowest of the state’s 12
metropolitan areas. As in previous years,
the rate of increase was lower than the
national average. Perhaps 1989 will be
different. The survey by the Center for
Research and Management Services
revealed that although local businesses
are not overly optimistic regarding their
own prospects, 74% of the firms surveyed
believe that the Terre Haute economy
will improve over the next two years.
Perhaps the entry of new industry will
turn the tide.

Gary-Hammond-East
Chicago (Calumet Area)

Leslie P. Singer

Professor of Economics, Indiana Univer-
sity Northwest

In the past three years the northwest Indi-
ana regional economy has begun to gain a
more diversified base, This process is
likely to continue for ten years or longer.

First and most decidedly, the region is
moving toward a metro economy, even
though individual urban and nonurban
political fiefdoms may not as yet admit
the existence of these inevitable forces.
Our old economic base, manufacturing,
has now stabilized after shrinking to a
much lower level; newly entering firms
provide much-needed diversification.

Economically, northern Indiana is tied
to the Great Lakes region much more
than to the state or the nation. During the
recession of 1973-75 and the recovery that
lasted until 1978, the Midwest and
northwest Indiana almost paralleled each
other. However, since the dramatic
downturn from 1979 to 1982, the Mid-
western and northwest Indiana manufac-
turing sectors slumped and never re-
gained the 1973 output levels, while the
U.S. industrial sector has recovered
(output and employment are now about
50% above 1973 levels).

Since the end of 1986 the Midwestern
manufacturing sector has expanded at
rates that exceeded U.S. rates by almost
1%. Northwest Indiana has reflected
these trends as well, and they are likely to
continue until about the second half of
1989.

Total establishment employment in
northwest Indiana rose at an annual rate
of 3.51% in the third quarter of 1988,
compared with 3.72% in the state. Non-
manufacturing employment rose 4.08% in
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Table

Northwest Indiana PMSA Employment and Payroll Short-Term Forecast

1985:2

Manufacturing 56.67
Steel Mills 35.37
Other (including petroleum) 21.30
Nonmanufacturing 171.70
Construction 1297
Trade 54.33
Services, Trans. & Util,, Health 73.07
Government 31.60
Total 228.37

Manufacturing Payroll ($ billion) 1.8172

(Employment in thousands)

1988:3  1988:4  1989:1  1989:2 1989:3 1989:4 1990:1  1990:2  1990:3
56.90 57.57 57.86 58.83 58.32 60.61 61.07 67.58 59.75
35.20 35.90 35.93 36.41 36.19 37.14 36.99 37.01 36.22
21.90 21.67 21.93 22.42 2213 23.47 24.08 24.57 23.53
17400 17612 17481 17884 181.25 17980 17815 18523 189.32
14.17 11.79 11.12 13.15 sl 11.21 11.28 14.43 16.04
55.53 55.28 33.82 56.21 57.69 54.52 55.50 58.09 59.84
73.73 74.55 75.06 76.92 77.93 80.59 79.16 80.84 82.12
30.57 31.39 32.62 32.82 31.46 32.58 33.10 34.03 32.36

23090 23369 23267 237.67 239.57 24041 - 23922 24681 249.07

18645 19240 19449 19841 20138 21118 21198 21521 2.1952

the region compared with 4.15% in the
state. In other words, northwest Indiana is
keeping pace with the state as a whole--
good news, considering that the region
was doing so much worse than the state
for the first half of the decade.

Manufacturing employment in the re-
gion increased 1.18% and steel employ-
ment rose .54%. It appears that for every
1% increase in real GNP, local employ-
ment tends to rise about .91% and manu-
facturing employment tends to rise about
29%. The manufacturing payroll in nomi-
nal dollars tends to rise about 1.28% for
every 1% increase in real GNP. This rela-
tionship is expected to hold in 1989.

Manufacturing payroll was $1.94
billion (nominal) in the third quarter of
1983 during the short recovery. Subse-
quently it declined and then recovered,
reaching $1.95 billion (seasonally ad-
justed, nominal) in the third quarter of
this year. We expect nominal payroll to
ris¢ a little more than 4.5% in 1989, which
may be below the rate of inflation. The
foregoing projections are based on an
expected real GNP growth rate of about
3.51% and a regional inflation rate of
about 4.85%.

It would appear on the surface that

the real manufacturing payroll will make
almost no contribution to northwest
Indiana growth in aggregate employment.
However, upon closer examination a
more complex relationship emerges.
Nominal manufacturing payrolls stimulate
the local economy and cause employment
to rise even though the real (deflated)
payroll declines, This money illusion
appears to be quite consistent. For
example, even in periods of zero growth
of real local payroll, local nonmanufactur-
ing employment rises about .395% for
every 1% increase in the nominal payroll
after other injections of money into the
regional economy are taken into account,

These other injections include federal,
state, and local transfer payments, private
pension remittances, contributions of
public and private insurance, and dissav-
ing (depletion of accumulated wealth, and
dividends and interest receipts). As we
have noted before, contributions to the
local economy (and to its aging popula-
tion) from nonwage income are rising at
more than double the rate of wage
income.

The local economy is thus moving to-
ward a different and better-integrated
structure, one that is sustainable and

potentially stable in the long run. One
implication is thal a moderate rise in
interest rates or a rise in the deficit, which
would increase the yield of locally held
liquid assets or transfers, may induce a
marginal rise in consumption and conse-
quently a marginal increase in nonmanu-
facturing employment.

Finally, we must gauge the effect of
foreign trade on the local economy. The
impact of exports is indirect, even though
USX is expected to export more than 1
million tons of steel at almost $800 a ton
in 1989.

The higher price of exports, as com-
pared to an average domestic price of
about $460 a ton, will contribute to USX’s
profits on account of the depreciated
dollar. However, most of the impetus for
a rise in local derived demand for stecel
will come from a decline in imports of
foreign cars and from a rise in exports of
electronics, chemicals, pharmaceuticals,
and other products, which may raise the
demand for local flat rolled steel and
structural steel. Furthermore, national
investment in structures and non-electri-
cal machinery may rise in 1989 at an
anticipated annual rate of about 7.5%,
even though investment in the less steel-
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intensive information and communication Table 1
sector is likely to proceed at a slower pace Employment (establishment) and Unemployment (residents), 1984-88
than in 1988.
All of these anticipations are summa- Total
rized in the forecasts in Table 1. Four Nonfarm Manufacturing  Nonmanufacturing Unemployment
things could vitiate the forecasts: Employment Employment Employment Rate (%)

* A new wage spiral induced by col-
lective bargaining agreements in leading  Louisville Metropolitan Area
manufacturing sectors in 1989;

* An effort to raise or maintain the Annual
exchange rate of the dollar in 1989; 1984 396.7 89.2 307.6 8.6
* Drastic reductions in public spend- 1985 410.8 87.0 323.7 8.0
ing on durable goods (including defense) 1986 421.2 86.2 335.1 7.1
in an effort to reduce the deficit without 1987 436.0 86.3 349.7 6.9
cutting public consumption expenditures;
and Quarterly
* A significant rise in income and cor-  1987:1 430.4 86.5 344.0 7.0
porate taxes as opposed to consumption 1987:2 431.8 80.2 345.6 e
taxes (with substantial exclusions for ne- 1987:3 436.1 86.0 350.0 7.0
cessities). 1987:4 4458 86.5 359.4 6.5
Individually, none may become a seri-  1988:1 452.3 87.3 365.0 6.2
ous handicap to growth, The tail end of a  1988:2 453.0 87.7 365.1 6.6
long recovery is fragile, however, and so 1988:3 453.4 88.1 365.4 6.0
any combination of the above may induce
a slowing down or possibly even a Clark, Floyd, and Harrison Counties
reversal in the pace of regional economic
growth in 1989. Annual
1984 51.4 13.0 38.4 9.2
1985 534 13.1 40.3 8.1
1986 55.6 132 42.5 6.3
Jeffersonville-New Albany e 2 = -
(Louisville Area) Quarterly
1987:1 58.0 13.2 44.8 91
Fay Ross Greckel 1987:2 57.9 13.1 448 219
1987:3 58.3 13.3 45.0 59
Professor of Economics, Indiana Univer- 1987:4 588 13.4 453 5.6
sity Southeast 1988:1 59.0 13.4 45.6 3.0
1988:2 58.7 13.0 45.8 4.8
The Louisville area economy, like that of  1988:3 57.8 13.0 447 54

the nation, continued to expand in 1988.
Growth was stronger than expected in
some areas, but weaknesses were evident
in others. The overall expansion should
continue well into 1989, bul at a slower
pace than in this year and with significant
exceptions.

Sources: Indiana Department of Employment and Training Services; Kentucky Cabinet
for Human Resources.
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Table 2
Emergency Food Aid Provided by Dare to Care

Period

Jan-Sept 1983
Jan-Sept 1984
Jan-Sept 1985
Jan-Sept 1986
Jan-Sept 1987
Jan-Sept 1988

Number of Food Packages Provided"

54,500
58,500
60,200
60,700
57,200
61,900

1. Each package contains three to seven days’ food supply for one person. Recipients
must be referred and may obtain aid a maximum of four times per year.

Source: Dare to Care, Louisville

The economy’s strength, as well as
some of the weaknesses, can be seen in
the employment statistics shown in Table
1. Establishments in the seven-county
metropolitan arca (Clark, Floyd, and
Harrison counties in Indiana and Jeffer-
son, Oldham, Shelby, and Bullitt counties
in Kentucky) employed nearly 20,000
more workers in the third quarter of 1988
than for the same period a year carlier.
This gain was the largest in the decade.
Year-to-year gains since 1984 have
typically been about 10,000 to 15,000.
However, most of the jobs were added
during the last quarter of 1987 and the
first quarter of 1988. On a seasonally
adjusted basis there was very little net job
growth after midyear.

Manufacturing employment increased
for the first time in many years. About
1,000 jobs were added, most of them in
nondurable goods industries. As usual,
nonmanufacturing accounted for the bulk
of the employment growth. Although
major gains occurred in all nonmanufac-
turing categories, half of the new jobs
were in retailing and services. The
transportation/communications/utilities
sector added more than 2,000 jobs, and

construction and wholesale trade employ-
ment grew by well over 1,000 jobs each.

Nearly all the net gains in employ-
ment occurred in Kentucky. The data
presently available from the Indiana
Department of Employment and Training
Services show employment in Clark,
Floyd, and Harrison counties averaging
58,500 jobs (seasonally adjusted) during
the first three quarters of 1988--a gain of
only 400 jobs over the same period of
1987. A slight decrease in manufacturing
jobs was offset by small increases in
nonmanufacturing.

Table 1 shows that the Indiana
counties’ employment peak was reached
in the first quarter. Declines in the second
and third quarters were caused partly by
layoffs of temporary employces at the
Census Bureau in Jeffersonville, as work
on a special census wound down. In-
creases in retailing jobs offset a surprising
decline in service-sector jobs.

Employment opportunities in the In-
diana counties have probably been a little
better than these statistics indicate. Early
this year, Indiana revised the 1987 em-
ployment statistics for these counties
sharply upward. The same sort of upward

revision can be expected in early 1989.
Nevertheless, the trend of declining
employment in the Indiana counties is
likely to continue for the next few months,
if layoffs announced in several manufac-
turing industries materialize. Most
significant would be the loss of 600 jobs at
the ammunition plant in Charlestown as a
result of smaller Army contracts. A few
months from now a substantial number of
jobs will become available at the Census
Bureau ag preparations for the 1990
Census accelerate.

Since commuting is common and
since the number of jobs in the Kentucky
portion of the metropolitan arca should
continue (o expand (although more slowly
than in 1988), employment prospeets for
Indiana and Kentucky residents should
continue to be favorable. The Louisville
Chamber of Commerce reported that
during 1987, many new and expanding
businesses announced major investment
plans that would result in about 4,250 new
jobs for the metropolitan arca. Some of
those jobs have already begun, but many
will be coming on-line in the months
ahead. More recent announcements in-
clude the prospect of nearly 1,000 more
jobs at UPS alter its planned $32 million
facilities expansion is completed. (UPS
has expressed concern over limited
airport capacity, but it seems likely that
the expansion of Standiford Field, already
in process, will be adequate for the firm’s
needs.)

The prevalence of low-wage jobs in
the expanding employment calegorics
remains a concern, In fact, there are
indications that the problems of marginal
income and poor families are becoming
more acute, despite a decrease in the
number of unemployed residents. As
Table 2 shows, requests for emergency
food rations from Dare to Care reached a
record level for the first nine months of
1988 after declining in the same period of
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Table 3
Residential Building Permits, 1979-1988
(number of dwelling units)

Jefferson Co. KY  Clark Co.

Jan-Sept 1979 1860
Jan-Sept 1982 670
Jan-Sept 1983 1766
Jan-Sept 1984 1649
Jan-Sept 1985 2102
Jan-Sept 1986 2165
Jan-Sept 1987 3013
Jan-Sept 1988 1807

Floyd Co.!  Harrison Co.%

463 316

111 200 46
185 259 115
193 166 78
215 232 126
208 298 122
295 188 116
249 334 126

1. Number of residential units for which building permits were issued, including single-
family dwellings, apartment units, and condominium units.
2. Excluding Corydon, for which data were not available.

Source: Kentuckiana Regional Planning and Development Agency.

1987. Several social agencies and utilities
also reported increases in applicants or in
households having trouble paying their
bills, particularly in recent months. Many
of the families in trouble contain an
employed adult, but the job held appears
typically to be low-wage or part-time with
no benefits included.

Construction

Construction continues to play an impor-
tant role in the current economic expan-
sion. The Louisville Chamber of Com-
merce tally of major business investment
projects announced during 1987 showed
that 644 industrial and commercial firms
expected to spend more than $1.1 billion,
a record, on planned expansions. Some of
these are complete, others are underway,
and still others have yet to be started. The
chamber has not released statistics for
1988, but the many projects announced in
the local papers--including expansions by
American Commercial Barge Lines in

Jeffersonville, Capital Holding and
Tesseract in Louisville, and shopping
malls and theater complexes on both
sides of the Ohio River--point to another
strong year. Even if some plans are never
implemented, a solid base of nonresiden-
tial construction appears to be in place
for 1989.

Residential construction presented a
mixed picture in 1988. As Table 3 shows,
during the first nine months residential
building permits rose sharply in Clark and
Floyd counties, rose slightly in Harrison
County, and fell drastically in Jefferson
County. In all counties, construction of
single-family dwellings rose. The only
county in which multifamily construction
is normally a major factor is Jefferson
County. There, as elsewhere in the U.S.,
changes in income tax provisions and fear
of overbuilding led to a sharp decline in
multifamily building starts. Permits fell
from 1,789 dwelling units in the first nine
months of 1987 to 509 units in the same
period for 1988. With rising interest rates

adding to the other concerns, a reversal of
that trend seems unlikely in the near
future.

In other sectors, real estate sales rose
in both southern Indiana and Jefferson
County. Sales of cars and light trucks also
increased in both areas.

The Forecast

The metropolitan area should continue to
grow, albeit at a slower rate, in 1989. As
in 1988, growth will be quite uneven.
Manufacturing jobs should continue to
increase slightly, but most job gains will
again come in nonmanufacturing and in
the Kentucky counties. Single-family
residential construction should continue
to be fairly strong as long as interest rates
do not rise much further; the same should
be true for real estate sales. As in the
recent past, it should be a reasonably
good year for most in the arca, but there
should be increased attention paid to the
hardships faced by those who have not
shared in the expansion of the local
economy.

Lafayette
Gerald J. Lynch

Associate Professor of Economics, Purdue
University

Last year I speculated that the Lafayette
economy would do well in 1988. I went in
the right direction, but not far enough. As
the national unemployment rate fell to a
14-year low, Lafayette’s rate fell even
more. In fact, the unemployment rate for
September was 2.3%, the lowest figure
recorded in the 20 years that local

¥
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unemployment data have been collected.
Given that the labor force in Tippecanoe
County is around 62,000, this means that
there were fewer than 1,500 unemployed
persons in the county in September.
Furthermore, many of the people who are
currently unemployed are effectively
unemployable. Thus, the local economy is
producing near capacity; if it is below
capacity, the reason is a shortage of labor
with available skills.

There are a number of job openings
in the Lafayette area right now. Some of
these openings are minimum-wage or
slightly above minimum-wage jobs; one
can look in the window of almost any
grocery store or restaurant in town and
sce that they are hiring. However, there
are also a number of skilled and profes-
sional positions currently unfilled in the
local economy. Add to all of this the fact
that the SIA plant will offer between 800
and 900 new jobs by September 1989--and
a full 1,700 by May 1990--and the obvious
conclusion is that the new jobs will not be
filled solely by people from Tippecanoe
County.

From 40% to 60% of these jobs will
probably be filled by people from within
the 8 counties surrounding Tippecanoe
County. Not all of them will move into
Tippecanoe County, but even those who
locate in surrounding counties will have
an impact on this area. Lafayette is a
regional retail shopping area, a regional
finance center, and a regional provider of
health care. All of these areas will
experience a further upturn in the coming
year.

In addition, we can expect that locally
produced goods and services will proba-
bly increase in price. Two that come to
mind in particular are housing and labor.
And although higher housing and wage
costs may not be welcomed by all, both of
these phenomena are part of the cost of
economic growth.

Muncie
Robert Jost

Professor of Economics, Ball State Univer-
sity

Indiana ranked fourth in employment
growth among the 50 states in 1987, For
the period of second quarter 1987 to
second quarter 1988, Indiana’s nominal
non-farm personal income grew at 8.2%,
ranking 16th; the major thrust came from
the manufacturing and construction
sectors, If the troubled farm sector is
included, the growth of nominal personal
income slips Lo a still-respectable 6.9%.
The Muncie MSA shared some of the
benefits of this freshet of economic
activity, as nominal personal income grew
5.6% in 1986 (matching that of the state),
and based on a rough imputation from
1987 payroll data, also grew significantly
in that year. Between October 1987 and
October 1988 manufacturing employment
increased 4% in Muncie, in sharp con-
trast to the 2.3% decline of neighbor
Anderson. Average hours worked in
Muncie manufacturing increased to 44,
highest among the state’s MSAs and
hinting at potential skill shortages in
certain industries.

Mention has heretofore been made of
the achievements of Horizon 91's eco-
nomic development team, which com-
bines the efforts of business, government,
and labor (IBR, July 1987). Muncie has
now added a new tool to its urban
redevelopment arsenal: the central
downtown and southern portion of the
inner city has been given Enterprise Zone
status by the Indiana Enterprise Zone
Board.

The antecedents of the Indiana Enter-
prise Zone program can be traced to the
supply-side recommendations President
Reagan espoused when running for office

in 1980. According Lo supply-side econo-
mists, enterprise zones are preferable to
direct government expenditures on public
services, infrastructure, or direct transfer
payments targeted to residents of dis-
tressed areas. Essentially, this preference
for enterprise zones is based on the
premise that providing tax incentives to
the private sector will unleash entrepre-
neurial incentives while minimizing
government intrusion into the local
economy, The current conventional
wisdom adheres to the view that although
enterprise zones do not cure economic
decline, they do represent a potentially
effective component of urban rejuvena-
tion.

James Papke, who authored the well-
known study on the taxation of the Saturn
Corporation, has developed a systematic
analytical framework for monitoring and
evaluating Indiana’s enterprise zones.
Papke readily acknowledges an inability
to adequately separate the impact of
enterprise zone incentive programs on
investment and employment decisions
from the myriad of causal agents that
influence those decisions. Nevertheless,
Papke has developed a microanalytic tax
simulator that captures the effects specific
tax provisions have on firms differentiated
by type and location. Based on prelimi-
nary data sources from ten Indiana
enterprise zones, Papke tentatively
concluded that the experiment, although
it yielded some ambiguous results,
appeared to be “worth the effort and
resources expended.” Final judgment on
the program, Papke concluded, must
await the acquisition of additional data
and further research.

The cost of creating the enterprise
zone’s tax-incentive program is financed
by shifting the tax burden to the local
community outside the enterprise zone.
As Muncie’s designated enterprise zone is
near the maximum three-square-mile
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limit and includes major manufacturing
firms (General Motors’ Hydramatic
Plant, Ontario Forge) and some 350
businesses, its tax shift must be far
greater than the estimated $356,835 shift
for Anderson’s enterprise zone (which
excludes GM’s plants there). Estimates
for Muncie’s tax shift have become
political footballs, with current estimates
ranging from $750,000 to more than $2
million. As the inventory tax credit (ITC)
program is scheduled to be in force for 10
years, concern has been registered that
much of the tax burden will be shifted to
low- and middle-income people. Obvi-
ously, the costs have to be measured
against the benefits, which is hoped would
include the retention and expansion of
existing firms within the enterprise zone
as well as the attraction of new firms to
these distressed areas. It is argued that if
at the margin the ITC induces a firm like
Hydramatic to remain and expand
production in Muncie and tips the scales
of new firms toward Muncie’s side, then
the benefits may exceed the costs over the
10-year period.

John Schwarz and Thomas Volgy re-
cently (see Harvard Business Review,
March-April 1988) studied metropolitan
areas under Conservative Party control in
Greal Britain that had initiated experi-
ments with enterprise zones in 1981, and
arcas under Labor Party control that had
simultaneously created enterprise boards
to intervene directly in local economies by
investing public funds in endangered but
potentially strong private firms. (This
approach is similar to the Chrysler bailout
in the U.S.) The enterprise boards used a
“social cost accounting” program that in
cffect required the job program to be
self-financing. This constraint required
the enterprise board to spend no more to
save or create a job than it would other-
wise spend on unemployment benefits
and foregone taxes. Recent evaluation of

the relative benefits of the two programs
revealed that the enterprise zones have
stimulated little new economic activity or
employment. Moreover, what little
growth occurred frequently came at the
expense of areas adjacent to the enter-
prise zone. The cost per job created in the
enterprise zone was estimated to be
$67,000, whereas the cost estimate of
creating or saving a job in the enterprise
board areas was but $13,000.

This analyst believes that there are in-
surmountable measurement problems in
assessing the effectiveness of enterprise
zone tax incentive programs, and thus
views the Schwarz/Volgy finding with a
jaundiced eye. However, given the
extreme differentials in estimates of cost
per job, their findings can hardly be
ignored. Perhaps we have listened too
long to those who proclaim we should lift
the burden of taxation from the business-
man’s back, free the corporation, mini-
mize the role of government, and return
our individual and collective destiny to
the deft and sure fingers of the invisible
hand. If Indiana is to reverse its long-term
decline in real per capita personal income
relative to the rest of the nation, govern-
ment must increase the more positive role
it has recently assumed in industrial
policy.

The enterprise zone tool may well be
far less cost-effective and more risky than
direct government investment in existing
enterprises or improvements in infra-
structure. There is an abundance of
empirical evidence that the level of public
nonmilitary capital expenditures strongly
influences the net return to private
capital. Even Adam Smith argued it was
the responsibility of the “sovereign or
commonwealth” to provide an adequate
structure of public works to “facilitate the
commerce of society.”

Evansville
Maurice Tsai

Professor of Economics, University of
Evansville

The Evansville economy will conclude its
1988 performance with a small growth
rate, 0.9% in the Evansville Area Busi-
ness Index (see the Table). Industrial
production grew slowly this year, at 1.4%,
while the trade and service industries
maintained their 1987 pace by growing at
a 4% rate. The transportation sector
became more active than in previous
years, showing 3.2% growth. Construc-
tion, which reached its peak in 1986, had
been leveling off for the past two years.
Finally, the financial sector is still at-
tempting to recover from the 1987 set-
back. Thus, the performance for 1988 has
been modest.

During the past several years of slow
growth, Evansville’s economy invested
heavily in its future. Numerous highway
and street projects and a new airport have
either been completed or will be com-
pleted within a year. Many expansion
projects in industrial and commercial
physical structure also have been under-
taken. For a medium-sized city,
Evansville is well stocked with medical,
recreational, and cultural facilities. These
efforts should pay off in the years to
come,

The new year will be the beginning of
a period of sustained growth for the
region. The growth rate in 1989 is
projected to be 2.4%;, with the manuflac-
turing sector playing a leading role. Based
on the projected growth of personal
income and improved management-labor
relations in the arca, manufacturing
should be able to expand activities and
increase cmployment further.

The trade and services sectors have
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Table
Evansville Area Business Index
(1977=100)
Industrial Trade & Composite
Production Services Construction Transportation Finance Employment Index
Quarterly
1986:1 121.04 109.77 157.07 99.32 106.80 106.72 116.75
1986:2 111.58 109.97 187.75 97.95 110.23 106.20 115.91
1986:3 111.91 111.14 178.67 101.04 111.55 107.35 116.43
1986:4 123.13 111.93 174.26 99.61 111.05 109.16 120.24
1987:1 122.20 113.14 134,98 97.33 108.91 107.73 116.42
1987:2 121.23 115.42 139.80 97.97 108.79 108.33 117.41
1987:3 120.47 115.27 134.50 98.86 109.32 110.05 116.92
1987:4 118.37 117.13 116.56 98.02 112.92 111.97 115.56
1988:1 124.34 118.53 113.49 101.04 108,38 110.85 117.68
1988:2 118.87 120.14 116.30 99.92 107.03 110.91 116.51
Annual
1985 113.42 108.87 108.70 99.16 105.29 106.82 109.44
1986 116.92 110.70 174.44 99.48 109.91 107.36 117.33
1987 120.57 115.24 131.46 98.04 109.99 109.52 116.58
1988 122.20 119.86 112,04 101.16 108.36 112.67 117.59
1989 128.77 123.68 101.73 102.78 108.09 116.25 120.44
1988 figures estimated; 1989 figures projected.
Source: School of Business, University of Evansville.
been the stable and supportive base for Banking activities in 1989 will be Fort Wayne

the region for years, These sectors will
grow at a 3.2% rate next year.

As most major public construction
projects have been completed, the con-
struction sector will slow further next
year. The 1989 construction index will be
about 9% below the 1988 level. Residen-
tial construction will remain at the 1988
level unless there is a sharp rise in
inferest rates.

Transportation is a newly revised
sector because of Evansville’s better
highway network and street system. Air
transportation will increase with the new
airport facilities. Thus, the growth rate for
this sector will be above 2%.

about the same as in 1988. Other financial
subsectors need new stimuli for growth,
such as the revival of the securitics
market or a surge in lending activities for
housing and automobiles. The savings and
loan associations in Evansville are
financially healthy,

Regional employment will increase
further in 1989. Total employment may
rise another 2%, and the unemployment
rate will stay at around 5.5%. Thus, the
coming year will be better than 1987 and
1988. The prospect of continued better
years for 1990 and afterward is quite en-

couraging.

Thomas L. Guthrie

Associate Professor of Business and Eco-
nomics and Director, Commuinity Re-
search Institute, Indiana University Purdue
University Fort Wayne

The Fort Wayne area economy in 1988 is
destined once again to outpace the re-
mainder of Indiana, the Great Lakes
region, and the United States in employ-
ment growth. Through October, areal
payroll employment increased approxi-
mately 10,000 to a total of 199,400. The
5.2% increase equals the compounded
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annualized growth rate the area economy
experienced the previous five years. In
contrast, U.S. employment increased
3.5% through October and at a com-
pound annualized rate of 3.2% the
previous five years.

Consistent with the national economic
outlook for 1989, employment in the Fort
Wayne area is forecast to increase 2% to
3%--4,000 to 6,000 jobs--in 1989. To
forecast a seventh consecutive year of
expansion obviously is done with genuine
concern and caution. The area economy’s
ability to recover quickly from shocks,
however imposed, is much greater in the
first year than in the seventh.

One concern is with possible supply
constraints. Fort Wayne has returned to
its customary position of posting unem-
ployment rates 1%-2% below the national
average (see the Figure). The two metro
areas in northeast Indiana (Fort Wayne
and Elkhart-Goshen) had the lowest un-
employment rates in August of the 10
metro areas in the state not driven
primarily by university employment. That
an adequate supply of labor will be
available in the Fort Wayne area in 1989
rests on the assumption of in-migration,
possibly from some other parts of Indiana
where job opportunities have lagged.

Between July 1986 and July 1987, the
U.S. Census Bureau estimated population
to have increased 8,200 in the nine
counties comprising northeast Indiana.
This constituted 29.3% of the estimated
total increase in population for the state
during that time period. The nine coun-
ties have approximately 10% of Indiana’s
population.

The availability of sufficient plant ca-
pacity to support the 1989 forecast also is
a concern, but the absence of local data
prohibits a quantitative assessment of the
potential problem. One possible proxy of
need, the dollar value of commercial
construction permits issued in Allen

County, continued to increase through
October. Commercial construction should
be a growth industry in 1989.

One caution associated with the area
forecast is that it is a high-risk forecast.
Consider the U.S. trade deficit and two
ways to reduce it:

* Increase exports;

* Drive the economy into a deep re-
cession, causing a massive shrinkage of
both imports and exports.

Given the relative ease of exporting
products versus services, area economies
disproportionately tied to manufacturing
will experience boom or bust, depending
on which scenario becomes reality. Fort
Wayne is such an economy. One out of
every three jobs in northeast Indiana is in
manufacturing, versus less than one out of
every five jobs at the national level.
Whether by design or default, northeast
Indiana has a high-risk economy. High

risk generally leads to either a big reward
or a big loss.

1. Adams, Allen, and DeKalb counties.

2. In the 1980s, manufacturing employment in
the official Fort Wayne area has decreased. That
decrease has been offset largely by increases
outside the area but within northeast Indiana.

Columbus
Patrick M. Rooney

Assistant Professor of Economics, Indiana
University-Purdue University at Indianapo-
lis, Columbus

All available data indicate that the local
labor market has continued to grow in the
last year. The number of employed
persons has grown 6% from third quarter

Figure
Unemployment Rate--U.S. and Fort Wayne
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1987 to third quarter 1988 (see the
Table), The number of unemployed has
fallen 7% from the level of a year ago;
however, it is up 8% from the second
quarter of this year. The unemployment
rate has fallen 15%. The number of
continued and new unemployment
insurance claims have fallen 15% and
11% in the past year. Finally, the number
of local help-wanted advertisements grew
34% from this time a year ago and 26%
from the second quarter of this year.

The increased demand for local labor
is not coming from the housing construc-
tion industry, which experienced a 28%
decline in the estimated value of permits
issued and a 49% decrease in the number
of permits issued between third quarter
1987 and third quarter 1988. This dra-
matic decline is somewhat overstated, as
the 1987 data include construction of an
apartment complex that greatly increased
both the value and number of permits
issued. Without that project, permits are
up 27% and value is up 14%. But the
housing construction boom does appear
to be slowing down, as both value and
number of permits in the third quarter
were down more than 20% from the
previous quarter.

The local residential real estate
market, however, indicates continued
strong demand. The average number of
days listed for sold properties fell 22%
from last year and 9% from the previous
quarter. More importantly, the average
market price of sold homes increased
26% from a year ago and 18% from the
previous quarter. The Housing Afforda-
bility Index for Bartholomew County for
sccond quarter 1988, while unchanged
from a year earlier, is above average for
both the state and the nation. This
indicates that households earning the
median income in our county can more
readily afford to purchase the median-
priced home,

Given the large increase in the
average price of sold listings, local
residents must be spending a dispropot-
tionately high share of their incomes on
housing; this trend seems to have resulted
in a decrease in both new and used car
sales. New car registrations are down
23% from the level of a year ago and 13%
from the second quarter. Used car
registrations are also down, 11% from
last year and 10% from the second
quarter,

The most recent data demonstrate
that Bartholomew County’s per capita
personal income (PCPI) grew signifi-
cantly between 1985 and 1986, as well as

from 1976 to 1986. The bad news is that it
has grown more slowly than the state and
national averages during both periods.
For example, from 1985 to 1986 the
county’s PCPI increased 3.6%, but the
state’s PCPI grew 5.6% and the U.S.
PCPI grew 5.2%. From 1976 to 1986 the
county’s income growth (6.8%) was
slightly slower than the state’s (7.4%) but
noticeably slower than the nation’s
(8.2%).

This lower growth rate has been
caused by the slowdown in wages and
salaries in the durable goods industry.
From 1976 to 1986, wages and salaries in
this sector grew at an average annual rate

Table
Columbus-area Data

Employment Data

Number of Persons Employed
Number of Persons Unemployed
Unemployment Rate

Continued Unemployment Insurance Claims 1,098

New Unemployment Insurance Claims
Help Wanted Advertising (1987 =100)

Utilities

Industrial Electricity Sales (millions of kwh)

Housing Construction Data

Estimated Value of Permits Issued ($ 000)

Number of Permits Issued
Average Value per Permit (§ 000)

Sales Data
New Car Sales
Used Car Sales

Residential Real Estate Data
Number Sold

Average Days Listed
Average Market Price

Percent Percent

1988:3  1988:2 Change 1987:3 Change

30,900 30,300 229,200 6
1,300 1,200 87 00 =y
4 4 5 S =it
Toi——0 g =S
T e UL 246211
160 = 029798 T2l
n/a 23,081 25404
17832402 96 2A60 08
28 36 97 55=-—49
64 67— =t 45 42
463 53¢ -13 602 23
5515 0780 =10 2817 -1
Sgi=—ose=—q
105 =115 ——9 134 2
73875 62449 18 58770 26
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of 5.6% while service industry compensa-
tion grew at an annual rate of almost
10%. This differential reflects the loss of
market share by U.S. producers to foreign
firms, especially in the early 1980s when
the dollar was extremely overvalued. The
share of total wages and salaries paid by
the durable goods industry fell from
58.8% in 1976 to 52.6% in 1986; service
compensation grew from 7.3% of the
total in 1976 to 10% of the total in 1986.

The Local Forecast

After falling at times more than 50%
during the last six years, farmland prices
have increased 8-9% this year. Coupled
with increased prices caused by the
summer drought, this will generate a two-
to three-year production-led farm
recovery--which should benefit the Co-
lumbus-area economy, as farmers
attempting to replenish diminished
inventories will need more inputs such as
labor and fertilizer.

The lower value of the dollar and its
expected continued fall should present
continued growth in local employment
opportunities. The more favorable ex-
change rate makes our goods more
competitive both abroad and at home.
Furthermore, it encourages foreign
producers to invest here, something
exemplified by the success of our local
economic development efforts. In the last
three years, four firms have expanded and
13 new firms have invested in the Colum-
bus area. Of these, 11 are U.S. firms and
six are foreign firms. These firms will
have invested $124.2 million and created
2,365 new jobs. They have also altracted
$1.8 million in state economic develop-
ment grants to Columbus. These grants
are used to establish revolving loan funds,
so they will continue to enhance local
economic development long after the first
projects are completed. Of the 17 compa-

nies, 13 are in operation and have created
at least 1,765 jobs thus far. The other four
are still organizing; approximately 600
new jobs are expected to be created in
these companies.

All of this good news is dampened
somewhat by the recent uncertainty in the
local economy, Local manufacturers con-
tinue their efforts to remain cost-competi-
tive in world markets in an era of global
competition and in both labor and
product markets.

Kokomo
Dilip Pendse

Associate Professor of Economics, Indiana
University at Kokomo

Kokomo’s economy has displayed surpris-
ing strength and resiliency since the dark
days of 1980-83 when the unemployment
rate hovered in the high teens. Today, the
economy is lean and healthy. Kokomo’s
economic landscape is more diverse and
stable. The worst is behind it,

The percentage of the working-age
population with jobs has risen from 75%
in 1980 to 78% in 1988. With the unem-
ployment rate standing at 4.6% in
October (the lowest rate in 11 years), the
number of unemployed shrank to 1,900,
the lowest since 1977. Not only are more
people working, but they are working
longer hours and earning more. Manufac-
turing workers, for example, averaged 2.1
hours a week in overtime during the first
eight months of 1988, and weekly earn-
ings reached an all-time high of $788 in
the first quarter of the year. Today’s
weekly earnings in manufacturing are
double those of ten years ago. With the
declining unemployment rate, the number
of initial unemployment claims has

declined in recent months.

Undoubtedly the sector making the
economy hum is manufacturing, But
Kokomo’s economy has gone through an
immense restructuring in the last ten
years. Manufacturing employment is
around 18,500 now, down 5,500 from the
1977 peak. This loss has resulted mostly
from closing older plants and trimming
the work force. Few manufacturing jobs
have been created from the opening of
new plants or expansions of existing ones.
The contribution of manufacturing to
total employment has fallen from 60% in
1977 to 54% now.

The bulk of new jobs created in the
economy has come from outside
manufacturing, particularly the service
and retail trade sectors, Consequently,
the small business sector (firms employ-
ing fewer than 100 people) has become a
powerful force in Kokomo, The number
of service-sector jobs has swelled from
3,500 in 1976 to 7,200 today. The number
of jobs in health services totaled 2,300 in
August, making it the area’s largest
service industry. The number of health
services jobs has grown by 38% since
1981, The retail trade sector’s jobs have
also increased significantly, from 6,400 in
1982 to 9,300 today.

A shift away from excessive depend-
ence on manufacturing jobs implics many
things. Since the service sector is usually
less sensitive to recessions, Kokomo's
economy is likely to be less vulnerable to
economic downswings. Fluctuations in
jobs will be less wild than in the past
because of the trend away from the
dominance of manufacturing. Addition-
ally, women and older citizens will likely
benefit from the restructuring of the job
market because the retail and service
sectors usually hire them in large num-
bers. Of course, historically the average
compensation of workers in the non-
manufacturing sectors has been 30% to
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40% below that of manufacturing work-
ers. It suggests that the total earnings of
all employed will inch upward at a slower
pace than in the past.

During the first eight months of 1988
the economy lost 338 manufacturing jobs,
compared with a loss of nearly 1,000 jobs
during the same period a year earlier.
However, the economy created 1,140 jobs
in nonmanufacturing sectors, nearly 35%
of those in retail trade and 26% in
services. Unlike in 1987, Howard
County’s unemployment rate remained
below the state average for five of the
first ten months of 1988,

For the fourth successive year,
Kokomo’s median household spendable
income was the highest in the state
($28,476 in 1987). Again for the fourth
straight year, the percentage of house-
holds in Kokomo earning more than
$50,000 a year in spendable income was
the highest among the 12 metropolitan
areas in the state. However, according to
Sales and Marketing Management,
Kokomo’s national ranking based on me-
dian household spendable income slid
from 55th in 1986 to 78th in 1987.

Also according to Sales and Marketing
Management, retail businesses in Kokomo
rang up sales of $776.1 million in 1987, up
72% since 1980). Kokomo is among the
top 55 MSAs in the country, with retail
sales per household in excess of $20,000.
Since 1980 Kokomo has moved up 122
places in that category.

Housing

Housing also remained moderately
healthy during the first nine months of
1988. The number of existing houses
resold during the first three quarters
increased 7% over those sold in the same
period in 1987. At this rate, sales of
existing homes could exceed 1,300 by the
end of the year. Along with rising home

sales, home prices continuously rose
during the period; the median price of an
existing house was 3% higher than in
1987. Home affordability is not a serious
problem, however, since the Center for
Real Estate Studies at Indiana University
lists Kokomo’s affordability index as
among the highest in the state’s 19
regions.

In general, the music of hammer, drill,
and ripsaw was a little softer than it was a
year ago. The number of building permits
issued in the first three quarters of 1988
was 4% below that of 1987. Home owners
spent $2 million on home improvements
and home repairs during the same period
as compared with $1.1 million. Residents
indulged more in building porches, patios,
swimming pools, gazebos, and wooden
decks than in garages, room additions,
and sheds.

Business investment in new offices,
parking lots, warchouses, and other struc-
tures remained strong during the first
nine months of the year, as 40 permits
valued at $13.5 million were issued. In
1987's first three quarters, 32 permits
valued at $2.2 million were issued.

New home permits eased just a bit
during the same period, and multiunit
housing construction sagged considerably.
Eight multiunit housing permits valued at
$1.3 million were issued in January-
September 1988, compared with 13
permits valued at $2.6 million in 1987’s
first nine months.

Agriculture

Various quarterly surveys of agricultural
bankers conducted by the Federal
Reserve Bank of Chicago show that good
farmland is rising in value. The agricul-
tural bankers in the Kokomo area have
reported strong gains--an almost 14%
increase over last year’s values. Also, the
pace of farm real estate transactions has

quickened in recent months, according to
these surveys.

Nearly 70% of the farmers in Howard
and Tipton counties may qualify for
drought relief. But the checks will arrive
only after verification of losses.

Other Positive Developments

Kokomo’s misery index remained around
10 for the fifth year in a row, thanks to a
low inflation rate and a low unemploy-
ment rate, In 1980, the index topped 29.
Thus, Kokomo has reduced discomfort
(or suffering) substantially for its popula-
tion, at least according to this measure.

In its Fall 1988 issue, Money rated
Union Bank (Kokomo's largest and
oldest) among the six safest banks in the
state and among the 175 safest banks in
41 states. In the first week of November,
the Beach Boys’ single “Kokomo” rose to
the top of the Billboard charts. More than
half a million copies of the single have
been sold thus far. In the same month,
the city was again thrown into the
national spotlight when Transamerica
Commercial Finance, a Chicago-based in-
surance firm, featured Kokomo in its ad-
vertising spots on CBS radio stations and
in such weekly magazines as Time,
Newsweek, and U.S. News and World
Report. Whether these and other national
exposures will bring jobs to Kokomo is
anybody’s guess.

In May, DuPont Tau Laboratories
changed its name to DuPont Photomasks
Inc., tying DuPont’s other photomask
facilities in with Kokomo. Former Conti-
nental Steel employees began receiving
pension and other settlement checks. And
in the first week of November, Governor
Orr announced that Kokomo’s Deleo
Electronics was one of the six Indiana
companies selected to supply parts to
Lafayette’s Subaru-Isuzu plant.
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The Bad News

Not all the news in 1988 was positive. De-
spite a “Hands Around Accurate Parts”
rally in July that attracted more than 200
people, Accurate Parts’ parent, Echlin
Corporation, decided to shut the 64-year-
old operation down permanently by year’s
end, wiping out 180 jobs. The machinery
from the local plant will be moved to
Echlin’s operations in the South.

The future of 87-year-old Kingston
Products, a manufacturer of parts for
trucks, buses, and boats with a total
employment of 120, is still in the air, Its
management has sent signals strongly
indicating a desire to move the operation
to the South.

According to a study conducted by the
Census Bureau and the I.U, School of
Business, Howard County is one of 38 in
the state that has lost population since
1980. The county has lost 2,496 people in
this decade.

One casualty of the declines in popu-
lation and manufacturing jobs has been
public school enrollment. This figure

declined by 366 in Howard County in
1988, the seventh consecutive decline,

The effect of the summer’s drought
showed up at the check-out stands in local
grocery stores, The total cost of 15
regularly monitored grocery items rose
11% from March to October; during the
same period of 1987 the total cost had
actually declined 0.3%.

The Outlook

The long-term outlook for the economy
looks promising. Kokomo is now in the
“auto alley” running through Lafayette.
This will certainly create some jobs in the
future, It would not jolt the economy, but
it would at least be a shot in the arm,
There is also a possibility that a manufac-
turer of machines and support items for
circuit boards will locate its operation
here. Kokomo’s future employers will be
of the high-tech, low-pollution type, not
the smokestack type.

For the near term, although it is too
early to whisper the word “recession,” it
is time (o utter the word “slowdown.”

Kokomo’s economy is currently operating
in the full-employment zone. Further
improvement is hard to come by. The
manufacturing sector will keep chugging,
but at a slower pace. Manufacturing
employment should decline further, but
not by a large number. Some short-term
layoffs may occur in the latter half of the
year. Overall, the unemployment rate
should remain around 6.5%. Retail trade
employment will grow by 200-300 jobs.
The service sector should post modest
gains. The scope for further growth in
new-home construction and home
improvement is limited, and the real
estate market will remain soft. Prices of
existing homes will not likely post strong
gains next year.

Although some troubling signs have
emerged in the past and will keep
creeping up from time to time, the worst
is behind now. Because of the growing
importance of the nonmanufacturing
sector, even if a recession occurs in late
1989 the fallout will not be as great as it
was in previous recessions.
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