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The Midwest struggles 
with a national slowdown

After an export-driven boom in 1987 
and 1988, the Midwest turned in a 
disappointing performance in 1989. 
It grew at a slower pace than the 
nation for the first time in three 
years—some of its industries experi
enced recession-like conditions.

After showing the promise of a sus
tainable economic resurgence, has 
the Midwest reverted to its previous 
downward spiral? We think the an
swer is a qualified no—the recent 
weakness in the region’s economy is 
not as self-perpetuating as it has been 
in the past. However, the marked 
slowdown in the national economy 
exposed the soft underbelly of the 
Midwest economy—its auto industry. 
In a sense, the national economy was 
growing too slowly to allow the Mid
west to offset the negative effects of 
restructuring the auto industry.

This Chicago Fed Letter is the third 
annual review of the performance of 
the Midwest economy. The analysis 
is based on the growth of manufac
turing and service sector activity in 
1989, measured by the Midwest 
Manufacturing Index (MMI) and the 
newly constructed Midwest Service 
Index (MSI).1 Both indexes repre
sent estimates of real output and, 
thus, demand for Midwest products 
and services. Dissecting them into 
subsectors and subregions provides 
some insights into the strengths and 
weaknesses of the Midwest economy.

National economy shifts 
into low gear

For the Midwest, which depends 
heavily on demand for consumer and

producer durable goods, the link to 
the national economy was an impor
tant constraint on the ability of the 
region to grow in 1989. Gross na
tional product, a measure of real 
output for the nation, grew 3.0% in 
1989 (on a year-over-year basis), 
compared to 4.4% growth in 1988.

That slowdown, however, occurred 
mostly in the second half of 1989, 
dropping from a respectable 3.2% in 
the first half to 2.3% in the second— 
barely keeping ahead of labor 
growth. Moreover, the components 
of GNP that contributed most to the 
slowdown nationally in 1989 were 
key to the Midwest economy.

Consider, for example, that con
sumer durables, equipment invest
ment, and exports were largely re
sponsible for the national economic 
slowdown in 1989. Each component 
grew at roughly half its previous 
year’s pace. Even so, each was ex
panding at a faster pace than some

other components of the economy, 
including residential and nonresi- 
dential building and the consump
tion of nondurable goods and serv
ices. Indeed, growth in output of 
consumer services in 1989 was virtu
ally unchanged from the previous 
year, and grew more slowly than

equipment investment and less than 
half as fast as exports.

Given the characteristics of the na
tional slowdown, a slump in the Mid
west economy would seem unavoid
able. But the extent of the regional 
weakness still depended upon the 
success of Midwest businesses at re
taining their share of the national 
market for goods and services. Last 
year’s review issue of the Fed Letter 
anticipated a slowing of the regional 
economy.2 What was unknown at 
that time was whether the Midwest 
could maintain its relative success by 
outpacing the nation in the face of a 
pervasive weakening of demand.

NOTE: D ata a re  monthly observation s. 
SOURCE: Federal R e serv e Bank of C hicago



A beating from autos

Manufacturing has been the corner
stone of the Midwest’s revival in re
cent years. Not only has it been 
growing faster than the service sec
tor, but it has also outpaced manufac
turing for the nation as a whole.

In the aggregate, the performance of 
Midwest manufacturing in 1989 suf
fered a serious setback (see Figure 
1). Manufacturing activity in the 
Midwest was up 1.8% (again on a 
year-over-year basis), compared to 
2.6% nationwide. By growing at 
roughly two-thirds the pace of the 
nation, the Midwest lost some of the 
market share it had struggled to re
capture in the previous two years.

But as disappointing as that perform
ance was, there is reason to believe 
that the poor performance may be 
temporary. For example, during the 
first half of the year, Midwest manu
facturing was expanding at a healthy 
3.4% annualized pace, still ahead of 
the 3.1% national pace. In the sec
ond half of the year, however, manu
facturing activity in the Midwest de
clined 3.7%, even though manufac
turing nationwide merely flattened 
out. In other words, when the na
tional economy was fairly robust, 
Midwest manufacturing was able to 
capture a healthy share of that na
tional growth. Only when economic 
growth turned anemic did Midwest 
manufacturing slump.

Consider next the subregional distri
bution of manufacturing growth. We 
use employment growth of the five 
states that compose the Seventh Fed
eral Reserve District as indicators of 
the subregional distribution of out
put growth (see Table 1). Iowa’s and 
Indiana’s manufacturing sector grew 
faster than the national average.
Both Illinois and Wisconsin nearly 
equalled the national pace. Only 
Michigan saw a reduction in manu
facturing and its problems are deeply 
rooted in the restructuring taking 
place in the automobile industry. 
Since early 1987, eleven domestic 
auto plants have been permanently 
closed—four in Michigan and one in

I. Employment growth— 1989

Manufacturing Service 
(pe rcen t)

Illinois 0.9 1.6

Indiana 1.4 3.0

Iowa 3.2 2.8

Michigan -0 .2 2.3

Wisconsin 0.9 2.4

Midwest 0.7 2.2

U.S. 1.1 3.2

Note: Growth rates are year-over-year based on 
data through November, adjusted to represent a 
12-month period.
Source: Department of Labor, Bureau of Labor 
Statistics.

Wisconsin. While only two have 
occurred since the end of 1988, the 
spillover effects from the previous 
plant closings were still generating 
employment losses for Michigan and 
the Midwest in 1989.

Spillover effects

The effect of the second-half slump 
in the automobile industry is cap
tured by the distribution of output 
growth for the major sectors of the 
MMI (see Table 2). Particularly, the 
Midwest’s transportation sector, 
which alone accounts for 12% of 
Midwest manufacturing production, 
declined a crippling 4.0% in 1989. 
While transportation nationwide was 
one of the weakest sectors in manu
facturing, its growth was still positive 
at 1.2%. The difference between the 
region and the nation reflects in part 
the structural adjustments that have 
been occurring in that industry over 
the entire decade, and is not repre
sentative of the competitive strength 
of most Midwest plants.

Evidence of the harmful effects of 
Michigan’s auto industry troubles on 
the Midwest economy can be seen in 
other measures of production trends. 
For example, production for the 
1989 model year was 1.8% above 
1988’s model year (roughly from 
September to September). However,

car assemblies in Michigan (repre
senting one-third of the total) de
clined 7%. Illinois provided some 
offset to Michigan’s losses by increas
ing car assemblies by 30%. But Illi
nois’ auto industry is only about one- 
fifth the size of Michigan’s.

The spillover effects from the auto 
cutbacks in 1989 can be seen in raw 
steel production. Total raw steel 
production in 1989 declined 2% in 
both the nation and the Midwest 
(Indiana, Illinois, and Michigan pro
duce 37% of the national total). The 
estimated value of that Midwest pro
duction decline was greater than the 
nation’s, suggesting that product mix 
had an adverse effect and that there 
was a decline in the higher quality 
steels that go into auto production.

Exports of manufactured goods (un
adjusted for inflation) rose 17% in 
the nation during 1989. Exports 
from the Midwest, which account for 
about one-tenth of total exports of 
manufactured goods, rose only 11%. 
Thus, export activity was clearly hold
ing back manufacturing growth in 
the Midwest. Here again, auto pro
duction was a partial factor. Illinois, 
Indiana, and Iowa were roughly in 
step with the nation in terms of their 
export growth. Michigan, the largest 
exporting state in the region, had 
low export growth because most of 
its trade is with Canada and is linked 
to auto production.

The service sector keeps 
rolling, but...

The service sector includes four ma
jo r subsectors: FIRE (finance, insur
ance and real estate), TPU (transpor
tation and public utilities), services 
(personal and business), and trade 
(wholesale and retail). Growth in 
consumer spending on services tends 
to follow a stable growth path, and, 
with growth at 3.7%, 1989 was no 
exception.

The service sector managed to grow 
50% faster than the manufacturing 
sector in 1989. But, it was only the 
first time in three years that service-



2. Manufacturing output— 1989

Midwest U.S.
(pe rcen t)

Metalworking -0 .7 0.8

Machinery 0.9 0.5

Transportation -4.0 1.2

Chemicals 6.1 5.2

Consumer 2.3 3.4

Total 1.8 2.6

Source: Federal Reserve Bank of Chicago.

sector growth outperformed the 
manufacturing sector. Moreover, 
service-sector growth in the Midwest 
lagged the national average, as it has 
consistently done over the current 
economic expansion (see Figure 2). 
Thus, while service-related jobs were 
being created faster than manufac
turing jobs were being lost in the 
Midwest, the service sector has been 
unable to maintain its share of the 
national service economy.

The lagging growth in the Midwest’s 
service sector may be attributed to 
several factors. First, service-related 
activity has been hampered by the 
region’s slow growth in population.

In addition, per capita income 
growth in the Midwest has been lag
ging the nation for many years, leav
ing less discretionary income to be 
spent on personal services, relative to 
other parts of the nation. Finally, 
business services have been con
strained by the shrinkage of the 
manufacturing base in the early 
1980s—there were fewer businesses 
to serve. The loss of relatively high- 
paying manufacturing jobs in the 
Midwest may account for both the 
low population growth (or high 
outmigration) and falling relative per 
capita income.

Unlike the manufacturing sector, 
however, the lagging performance in 
the service sector was pervasive across 
subsectors and subregions. Every 
state in the Midwest experienced 
slower service sector growth than the 
nation (see Table 1). Interestingly, 
service sector growth was weakest for 
Illinois and strongest for its neigh
bor, Indiana. The difference seems 
to be related to Indianapolis’ emer
gence as a service center and Chi
cago’s inability to take full advantage 
of its dominant size to expand its 
role as an export center of services. 
Michigan was again something of an 
exception, in that its service sector 
did relatively well despite a decline in 
manufacturing output. Either Michi

3. Services output— 1989

Midwest U.S. 
(p e rc e n t)

Finance, insurance, 
and real estate 2.0 3.1

Personal and 
business services 3.1 4.5

Transportation, 
communications, 
and public utilities 1.8 3.8

Wholesale and 
retail trade 5.4 3.4

Total 3.0 3.5

Source: Federal Reserve Bank of Chicago.

gan has been more successful than 
other Midwest states in diversifying 
its economy toward service-related 
industries that are independent of 
manufacturing activity or, as sug
gested above, its weakness in auto 
manufacturing does not truly repre
sent the competitive strength of the 
state’s manufacturing base.

Among subsectors, both the finance, 
insurance, and real estate industry 
and the personal and business serv
ices industry, which are the core of 
the ‘new’ service economy, grew 
roughly 50% faster for the nation on 
average than for the Midwest (see 
Table 3). Surprisingly, wholesale 
and retail trade grew faster in the 
Midwest than in the nation. But
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growth in trade services, especially in 
wholesale trade, may be linked to the 
gains in manufacturing over the last 
few years.

Hope for the 1990s

Despite falling short of the pace set 
by the nation in 1989, the Midwest 
economy did show some rays of hope 
that the 1990s will see further im
provements in the competitive per
formance of the region. To be sure, 
overall growth of the Midwest econ
omy slowed markedly in the second 
half of last year, but that was true of 
the national economy as well. And 
both manufacturing and service activ
ity in the Midwest lagged their na
tional counterparts, but some sectors 
continued to outperform the nation. 
Much of the difference between 
manufacturing growth in the region 
and the nation can be attributed to 
on-going structural adjustments, 
especially in Michigan’s auto indus
try. Indeed, if the auto industry is 
dropped from the measure of manu
facturing activity, the Midwest grew at 
virtually the same rate as the nation.

If it is true that service activity in the 
Midwest is still adjusting to the struc
tural upheaval of the region’s manu
facturing sector during the first half 
of the 1980s, Midwest service per
formance relative to the nation could 
turn around in the 1990s. All these

qualifications support the conclusion 
that the Midwest in 1989 retained at 
least some of the economic momen
tum attained in recent years. That 
bodes well for the future if economic 
growth strengthens nationally.

But with the national economy ex
pected to slow even further in 1990, 
the Midwest is likely to experience 
another year of sluggish growth with 
some sectors lagging and others ex
ceeding the national pace. The con
sensus forecast for 1990 indicates 
that exports, investment, and con
sumer durables will continue to 
weaken.3 The U.S. Department of 
Commerce has forecast that steel mill 
products, household consumer 
durables, and motor vehicles will all 
decline in 1990. Machine tools, 
which grew by 30% in 1989, will grow 
by only 1 % this year. The key indus
tries in the Midwest can not be ex
pected to generate much growth for 
the region. At least one more auto 
plant will close its doors in the 
Midwest—Chrysler’sjefferson plant 
in Michigan—and that will be re
placed by a new plant not scheduled 
to open until 1991.

If its service sector also continues to 
lag the national pace, the Midwest 
economy must again expect to lag 
the national economy. In order to 
offset the weakness that is being 
transmitted through its industrial
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structure, the Midwest needs a healthy 
growing national economy to achieve 
its best performance.

—Robert H. Schnorbus and 
Philip R. Israilevich

Serv ice-secto r activity is m easu red  by the  
M idwest Service Index , MSI, an d  the  U.S. 
Service Index , USSI, w hich are  con 
s truc ted  u n d e r  the  sam e g en era l m e th o d 
ology as the  MMI and  the  USMI w ith two 
no tab le  excep tions (for m ore  details, see 
“ R econsidering  th e  reg ional m an u fac tu r
ing  in d ex es ,’’ Economic Perspectives, Vol. 
XIII, Issue 4, Ju ly /A ugust, 1989). First, 
because electrical pow er da ta  are  n o t 
readily  available fo r m ost service-related 
industries, only em p loym en t is used  to 
estim ate  m on th ly  o u tp u t. An im plicit 
assum ption  is th a t the  share  o f labo r and  
capital in th e  value o f to tal industry  o u t
p u t is co n stan t over the  p e rio d  o f ex trap o 
lation , so th a t o u tp u t can  be p ro jec ted  
from  em p loym en t tren d s alone. Second, 
Gross State P ro d u c t (GSP) da ta  are  used 
to establish an n u a l benchm arks, ra th e r  
th an  value ad d ed  (as is used  in m easuring  
m an u fac tu rin g  o u tp u t) . M onthly  pat
terns are  in te rp o la ted  from  m onth ly  
em ploym en t data. Estim ates o f service 
o u tp u t beyond  1986 (the  m ost re cen t 
year th a t GSP da ta  are  available) are 
ex trapo la ted .

2See Chicago Fed Letter, No. 20, A pril 1989.

3See Chicago Fed Letter, No. 30, February  
1990.


