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1. Actual 1997 and m edian forecasts o f  GDP and related items

1997 1998 1999

(A c tu a l) (Forecast) (Forecast)

Real gross dom estic  p roduct8 3.8 3.1 2.3
Real personal consum p tion  expend itu res8 3.3 3.8 2.6
Real fixed  inve s tm e n t-no n re s id en tia l8 9.9 10.2 6.0
Real fixed  inves tm en t-res iden tia l81 2.7 7.7 0.7
Change in business inven to ries5 65.7 60.4 46.0
Net exports o f goods and services5 -146.5 -215.3 -236.0
Real g o ve rnm en t consum p tion
expenditures and gross investm ents81 0.9 0.6 1.6

Industria l p ro d u c tio n 81 5.0 3.8 2.3
A u to  & lig h t truck sales (m illio ns  o f  un its) 15.1 15.0 14.8
Housing starts  (m illio ns  o f  un its) 1.48 1.50 1.44
U ne m p lo ym e n t ra tec 5.0 4.6 4.9
In fla tion  rate (consum erp rice  in d e x ) 2.3 1.8 2.5
1-year treasury  rate (constant m a tu r ity ) 5.63 5.50 5.70
10-year treasury  rate (constan t m a tu r ity ) 6.35 5.80 6.10
J.P. M organ trade w e igh ted  do lla r index81 8.0 4.0 -2.6

Percent change from previous year.
bBNlions of chained (1992) dollars.
cPercent.
Note: Data as of June 5, 1998.

1998 Auto Outlook 
Symposium—The urge 
to merge?
Light vehicle sales for 1994-97 were 
15.0 million, 14.7 million, 15.0 million, 
and 15.1 million units, respectively. 
This relative stability in sales over four 
consecutive years is unprecedented 
for the auto industry. The light vehicle 
sales rate for 1997 was the highest 
yearly rate for the current expansion 
that began in 1991. With light vehicle 
sales o f 15.1 million units in the fourth 
quarter o f 1997 and 15.0 million units 
in the first quarter of 1998, it appeared 
that the sales pace o f 15 million units 
would hold for quite a while. However, 
the selling pace in April and May, sup
ported by heavy price incentive pro
grams, increased substantially to 15.4 
and 16.2 million units, respectively.
On June 5, 1998, shortly after these 
numbers were reported, the Federal 
Reserve Bank of Chicago held its fifth 
annual Auto Outlook Symposium.

This Chicago Fed Letter sum m arizes the 
consensus outlook from  the sympo
sium  as well as the presentations from  
vehicle producers, dealers, and vehi
cle research organizations.

Consensus outlook for the economy

The economy began 1998 on a strong 
note. In the fourth quarter o f 1997, 
the economy had expanded at a 3.7% 
rate, and preliminary growth for the 
first quarter was a very strong 4.8%. 
The sym posium  participants expect 
the overall economy, as reflected by 
real gross dom estic product (G D P), 
to grow by 3.1% for 1998 and then 
slow to 2.3% next year (see figure 1). 
The unemployment rate is anticipated 
to decline 0.4 percentage points to 
4.6% in 1998 and then rise by 0.3 per
centage points next year. The consen
sus forecast for light vehicle sales for

this year, 15.0 million units, is just slight
ly below last year’s sales pace. Given 
that when these forecasts were made 
sales had already averaged 15.1 mil
lion units for the first four months o f 
the year, the group was expecting sales 
to slow somewhat for the rem aining 
two-thirds o f the year. For next year 
vehicle sales are expected to slow 
somewhat, to 14.8 million units. Even 
with the relatively robust perform ance 
o f the economy, the participants do not 
expect a rise in the rate o f inflation. 
Inflation is expected to decline from  
2.3% in 1997 to 1.8% this year and then 
rise to 2.5% in 1999. The inflation rate 
for new vehicles illustrates how com 
petitive the light vehicle market is. In 
April new vehicle prices were 0.7% 
lower than a year ago. New vehicle 
prices have been in a deflation mode 
since Septem ber 1997.

Merger mania

A ch ief econom ist from  an automotive 
analysis firm  addressed the im pend
ing m erger between Daimler-Benz AG 
and the Chrysler Corporation. The 
econom ist considered the Daimler- 
Chrysler m erger to be one o f the easi
est com binations between automotive 
companies in the current environment. 
The goal o f the m erger was not to 
achieve substantial cost savings but 
rather to exploit growth opportunities. 
Daimler-Chrysler is a good fit because 
there is little direct overlap am ong 
their products or in their current m ar
kets. This will allow increased market 
and expansion opportunities as well 
as future product developm ent possi
bilities for the new firm. This m erger 
appears to be a win/win situation for 
both com panies, with both sides using



their market strengths and expanding 
into new areas. The newly form ed 
com pany will place Chrysler in a bet
ter position to com pete with both 
General M otors and Ford. Competitive 
pressures on pricing and profit margins 
in the vehicle industry are expected to 
continue, and this m erger should al
low Chrysler to be m ore competitive.

Because there are no significant prod
uct overlaps, no m ajor lay-offs or plant 
closures are anticipated as a result of 
the m erger. Furtherm ore, because the 
m erger has no com plicated financial 
or political issues, it should proceed 
fairly smoothly. However, there are 
som e cultural issues that the econo
mist felt can be resolved.

The economist then discussed whether 
the Daimler-Chrysler m erger was the 
start o f a wave o f consolidation within 
the global automotive industry. Other 
potential com binations will be more 
difficult than the Daimler-Chrysler 
m erger. The conclusion reached was 
that this m erger is unique and will not 
start any m erger mania. With further 
m ergers am ong the m ajor auto m anu
facturers seen as unlikely, the industry 
is expected to follow a path toward 
more collaborations and jo int ventures. 
Politics and regulations will play a 
deterring role in this process.

Finally, the econom ist noted that the 
current light vehicle m arket is one of 
stability being supported by a healthy 
econom ic expansion in both the U.S. 
and Canada. The concern for the vehi
cle m anufacturers is that consum ers 
feel that they can postpone the pur
chase o f a new vehicle; if the economy 
takes a downturn, vehicle sales could 
fall. However, the strong stock market, 
good real econom ic growth, the large 
num ber ofjobs created, consum er con
fidence hitting a 30-year high, extreme
ly favorable credit conditions, and real 
vehicle price declines have all con
tributed to h igher new vehicle sales 
than most econom ists expected. The 
outlook for 1998 is good. No econom 
ic slum ps should occur and auto sales 
should hold their level o f around 15 
million units. The longer-term  out
look for vehicle sales by this economist 
is for a m odest decline to 14.8 million 
units in 1999.

M anufacturers try to look ahead

An econom ist from  one o f the m ajor 
U.S. manufacturers gave the company’s 
outlook for the auto industry. This 
economist looked at two major leading 
indicators for the auto industry: ability 
to buy and willingness to buy. The in
dicators that determ ine consum ers’ 
ability to buy are disposable income, 
household debt, inflation, and the 
interest rate yield curve (subtracting 
the one-year interest rate from  the ten- 
year interest rate). With the exception 
o f household debt, which caused some 
possible concern, the other indicators 
are all very positive. The four indica
tors that determ ine consum ers’ will
ingness to buy are consum er attitudes, 
initial unem ploym ent claims, m anu
facturing work week, and the stock 
market. These factors all indicate a 
willingness by consum ers to buy a ve
hicle. The forecast for vehicles sales 
by this econom ist is for 1998 sales of 
new vehicles in the U.S. to be 15.0 
million to 15.5 million for the fifth 
straight year.

This econom ist then turned to the 
long-run dem and for new vehicles, 
which is determ ined by the following 
three factors: change in the num ber 
o f households; change in the num ber 
o f vehicles per household; and replace
ment o f scrapped vehicles. Both the 
num ber o f households and num ber 
o f vehicles per household have been 
increasing over time and are expected 
to have a positive impact on new vehicle 
sales. As the quality o f the existing 
stock o f vehicles continues to grow 
over time, scrappage rates for vehicles 
are projected to drop over the next 
few years. This reduction in scrappage 
rates will have a negative im pact on 
new vehicle sales. How m anufacturers 
respond to these changes will help 
determ ine the direction o f new vehi
cle sales.

The perspective o f a m anager from  a 
foreign nameplate producer was favor
able. This m anager felt that the auto 
m arket is anem ic when looking at 
month-to-month sales. One-month 
sales are down, and analysts scram ble 
to explain what has happened; the next 
month sales boom, and the opposite 
occurs. “Cautiously optim istic” is the

produ cer’s outlook for light vehicle 
sales in 1998. The com pany is opti
mistic because the econom ic funda
mentals o f the m arket are good. The 
m anager sees two risks on the hori
zon: increasing consum er debt and 
the Asian crisis. Consum ers are over
extended and delinquencies and 
bankruptcies are at very high levels. 
While debt levels may not really be 
a problem  now, if the economy slows 
down, the high debt levels would be
com e a greater concern. At the time 
o f the symposium, the Asian crisis had 
not had m uch o f an im pact on the 
U.S. economy other than increasing 
the trade deficit. However, some effects 
will be felt by the U.S. economy in 
1999. The m anager was cautious be
cause the business cycle has done so 
well for so long that one has to wonder 
how long it can last.

Growth in the light vehicle industry 
has slowed, and this has caused com 
petition to intensify. Any pent-up 
dem and for light vehicles has been 
satisfied. Given these conditions, not 
m uch growth in this industry is seen 
over the next several years. As the 
Asian crisis begins to have a greater 
effect on the U.S. economy, light vehi
cle sales are expected to decline 
slightly over this year and next year 
with m odest growth expected by the 
year 2000.

As we consider future sales opportu
nities, m anufacturers need to be con
scious o f dem ographic changes. Sport 
utility vehicles are the fastest growing 
segment in this market. The passenger 
car market, which has been weak over 
the past several years, is anticipated 
to continue to be soft over the next 
three years. The aging o f the baby 
boom ers will represent the largest 
dem ographic shift over the next few 
years and will affect sales accordingly. 
M anufacturers are adjusting their 
forecasts and sales efforts to take this 
into account. Internet m arketing strat
egies were discussed as being a vital 
com ponent o f selling products in the 
future; currently about three-quarters 
o f this m anager’s dealers are hooked 
up to the Internet.



Dealers cautiously optimistic

Next, a speaker representing vehicle 
dealers m ade several observations 
about the current market. From  the 
dealers’ standpoint, the Daimler- 
Chrysler merger is a very positive thing. 
Dealers want m anufacturers to grow 
and be profitable, which this m erger 
certainly should support. Everything 
was positive for dealer sales in 1997. 
Real econom ic growth was near 4%, 
employment growth was quite positive, 
the stock market did well, consum er 
confidence was at a 30-year high, cred
it conditions were favorable, and vehi
cle prices were staying flat. Taking 
this into 1998, conditions are continu
ing favorably, but at a slower pace. 
Dealer optim ism  has been slowing 
recently, according to the dealer opti
m ism  index, but is still very strong. 
The econom ic issues that are o f con
cern to dealers are the excess m anu
facturer capability, lower corporate 
profits, rising household debt, and 
the Asian crisis.

It’s not ju st about cars

An economist from a research company 
that analyzes the m edium  and heavy 
duty truck industry presented the 
com pany’s outlook for this market 
segm ent. The econom ic outlook for 
trucks was for a continuation of cur
rent positive trends. This outlook was 
based upon strong consum er confi
dence, low inflation, low interest rates, 
healthy construction and housing 
markets, strong capital spending, and 
im proved productivity. A growing 
economy has an increasing need for 
shipm ent o f freight and, hence, an 
increasing need for trucks. The last 
time the truck industry failed to expe
rience an increase was in the last reces
sion year of 1991.

This is a very special time in the truck 
industry: Net orders for trucks are at 
or near record levels, backlogs are 
nearing record highs, both produc
tion and sales could set records this 
year, cancellation rates are very low, 
and new and used truck inventories 
are in line with dem and. This indus
try overall is well positioned to benefit 
from  the economy with no downturn 
seen any time soon.

The long view

A research econom ist presented a 
historical analysis o f the geographic 
distribution o f suppliers to the auto 
industry. Labor force concerns affect 
locations of suppliers to some degree. 
As a result, assembly plants are typi
cally located near suppliers, and, 
based on inform ation about plants 
and supplier locations, it has been 
shown that agglom eration definitely 
exists in the automotive industry.

In the first part o f the presentation 
the econom ist discussed evidence 
showing the regional concentration 
o f auto supplier plants. The econo
mist presented the geographic dis
tribution o f 820 independent tier 1 
supplier plants that opened in the 
U.S. between 1980 and 1997. These 
plants are highly concentrated within 
the so-called auto corridor, a region 
encom passing southern M ichigan 
and the four states south o f it, rough
ly between the two interstate high
ways, I-65 and I-75. Within that region, 
the econom ist finds highway access 
to be a very im portant location factor 
to assure timely arrival o f shipments. 
In addition, Japanese-owned suppli
er plants are clustered at the south
ern end o f the auto corridor—close 
to Japanese-owned assembly plants— 
while dom estic supplier plants are 
concentrated at the northern end of 
the corridor in southern Michigan, 
northern Indiana, and northern Ohio.

In the second part of the presentation, 
the economist presented evidence on 
individual assembly p lants’ supplier 
networks. The database used con
tained ju st over 3,100 supplier plants 
that allowed the researcher to inves
tigate how closely supplier plants 
locate in relation to specific assembly 
plants. It turned out that for assembly 
plants located in the automotive cor
ridor, the geographic concentration 
o f supplier networks was remarkably 
similar, with between 65% and 77% 
o f supplier plants located less than 
400 miles away. Assembly plants locat
ed at the southern end o f the auto 
region are not able to attract as large 
a share o f their supplier base to be 
as close. Nissan and especially Saturn, 
which relies to a large extent on

dom estic suppliers, have only 45% and 
35%, respectively, o f their supplier base 
within 400 miles. Finally, the economist 
presented som e evidence on increas
ing spatial concentration o f supplier 
networks over time, reporting that be
tween 1970 and 1980 only 17% of Ford’s 
supplier base was concentrated within 
100 miles o f Dearborn, Michigan. How
ever, that percentage had increased to 
35% for suppliers to Ford that opened 
plants between 1983 and 1993.

Conclusion

The participants at the fifth annual 
Auto Outlook Symposium were very op
timistic on the forecast for the vehicle 
industry. In general they view industry 
sales as stable at the current good rates. 
Competitive pressures are seen as in
tense as m anufacturers com pete in 
a m arket that is saturated in many re
spects. O pportunities still exist in cer
tain market segments and represent an 
ongoing challenge for manufacturers 
to recognize and exploit.
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The Midwest purchasing m anagers’ composite index for production decreased 
from  56.8% in June to 52.0% in July. Purchasing m anagers’ indexes decreased 
in Detroit and Milwaukee but increased in Chicago. The national purchasing 
m anagers’ composite index also decreased from  50.7% in June to 49.2% in July.

The CFMMI decreased 1.2% in June following a revised change o f 0.0% in 
May. The Federal Reserve B oard ’s IP index for m anufacturing declined 0.8% 
in June after also having no change from  May to June. Total light m otor vehicle 
production decreased to 10.0 million units in June from  12.0 million units in 
May. Light truck production decreased to 5.2 million units in June from  6.5 
million units in May, and car production decreased to 4.8 million units from  
5.6 million units.

Sources: The Chicago Fed Midwest Manufactur
ing Index (CFMMI) is a composite index of 16 
industries, based on monthly hours worked and 
kilowatt hours. IP represents the Federal Re
serve Board’s Industrial Production Index for 
the U.S. manufacturing sector. Autos and light 
trucks are measured in annualized units, using 
seasonal adjustments developed by the Board. 
The purchasing managers’ survey data for the 
Midwest are weighted averages of the seasonal
ly adjusted production components from the 
Chicago, Detroit, and Milwaukee Purchasing 
Managers’ Association surveys, with assistance 
from Bishop Associates, Comerica, and the 
University of Wisconsin-Milwaukee.
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