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& \NTERESTED IN TRACKING THE TENNESSEE ECONOMY?

In addition to the Tennessee Business and Economic Outlook , CBER
publishes the Tennessee Economic Overview , a monthly update of the
Tennessee and MSA economic indices. CBER also produces the Southeast
Economic Outlook, which can be found in the Southeast Section of the Wall
Street Journal . This article provides an economic forecast for Tennessee and
selected Southeastern states.
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U.S. FORECAST

Current Economic Conditions
he Federal Reserve was moved to act
I in May, raising the federal funds rate 5
basis points to 6.5 percent. (See

Figure 1.) The Fed’s action was in response to
inflationary pressures that are building in the
nation’s labor markets, as well as strong and
sustained consumer spending linked to the wes
effect of rising stock prices. The consumer pric
index, which was up 2.2 percent in 1999,
accelerated to 4.0 percent (seasonally-adjusted
annual rate, or SAAR) in the first quarter of 200
The first quarter brought a slowdown in labor
productivity growth to 2.4 percent (SAAR) versy
the 3.0 percent advance registered in 1999.
Accompanying the slowdown in productivity wa
an increase in employment costs, raising conce
of higher producer and consumer prices in the
months to come. Since the Fed’s action,
petroleum prices have once again shot up, with
crude oil prices exceeding $30 per barrel in ear
June. The longer crude prices remain in this
range, the broader will be the spillover effect to
other prices in the economy, especially
transportation costs.

Inflation-adjusted gross domestic product
(GDP) recorded strong 4.2 percent growth in
1999, with growth accelerating to 5.4 percent
(SAAR) in the first quarter of 2000. Expectatior
are for slower growth of 3.9 percent (SAAR) in
the second quarter. Mirroring the pattern of tota

which grew 3.5 percent in 1999, jumped 6.4
percent (SAAR) in the first quarter.

Both consumer spending and business
investment have propelled the economy forward
in recent quarters. Consumption spending

oadvanced 5.3 percent in 1999 buoyed by strong
0 consumer confidence and a host of other factors.
Spending was up sharply at 8.3 percent (SAAR) in
the first quarter of the year. The personal saving
rate for the nation was only 0.7 percent in the first
and second quarters of 2000, as opposed to 2.4
Ithpercent in 1999. There was dramatic growth in
e business investment in the first quarter on the
heels of decent growth in 1999. Nonresidential
fixed investment climbed 21.3 percent (SAAR),
D.while producer’s durable equipment—including
software—rose at a remarkable 23.7 percent pace.
This same pace of growth is not taking place
in two pivotal interest-sensitive sectors of the
national economy. The value of residential
rngvestment, which was up 7.4 percent in 1999,
grew at a slower pace of 6.6 percent (SAAR) in
the first quarter and is estimated to have
contracted 1.5 percent (SAAR) in the second
y quarter. Second quarter housing starts are
anticipated to come in lower than the pace
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established in 1999. Light vehicle sales likely
slipped below their 1999 pace in the second
guarter as well.

Labor markets remain very tight across mos
areas of the country. The unemployment rate w

4.2 percent in 1999 and dipped to 4.1 percent in

the first quarter of the new year. Job growth wa
up 2.5 percent (SAAR) in the first quarter, up
from the 2.2 percent rate of growth for 1999.
Second quarter growth is expected to be 1.9
percent.

U.S. Forecast Summary

The nation’s short-term outlook hinges largely dn

the economy’s response to recent Fed rate hike
as well as any subsequent interest rate increast
that may be forthcoming in the months to come
Most economists agree that it takes about nine
months for interest rate increases to have their
effect on the economy. Accordingly, rate

increases from last year are just now coming inf
full force and rate increases in May will continue

to ripple through the economy into the new yealt.

A bias remains within Fed circles against
inflation, so future rate increases are possible.
the same time, nothing more than a 50 basis pg
increase is anticipated for the remainder of 200
unless clear signals of accelerating prices surfa]
The federal funds rate is expected to average 6
percent in 2000 and 6.6 percent in 2001. The
prime rate is expected to average 9.3 percent ir
the current year. The inflation picture is
anticipated to benefit from stronger growth in
labor productivity as 2000 proceeds, registering
2.8 percent growth for 2000.

Growth in inflation-adjusted GDP will slow tq
3.5 percent and 3.7 percent (SAARS) in the thir
and fourth quarters, closing out 2000 with grow]
of 4.9 percent. The Fed’s rate increases are se
to have a somewhat broader economy-wide eff
in 2001 when growth slows to 4.0 percent.
Despite use of the wolow, these continue to b4
very healthy rates of economic expansion.

FIGURE 1: FEDERAL FUNDS RATE
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S,
psin the first quarter, expect consumer spending to
be up 5.6 percent in 2000. At the same time,
consumer spending growth is expected to slow in
fubboth the third and fourth quarters (SAARS). Light
vehicle sales will likely total 16.8 million units in
02000, no change from the previous year. Sales
b will slip to 15.9 million units in 2001. Housing
starts also will slow as the year progresses,
rounding out the year at 1.59 million units versus
ALL.68 million in 1999. The value of residential
inhousing will nonetheless eke out a gain in 2000
D over 1999. Growth in investment in producer’s
Cedurable equipment and software will remain in the
3double-digit range for the year as a whole, with a
bit of a slowdown expected in the third and fourth
quarters.

Employment growth will remain strong
through the remainder of the year, with growth
anticipated at 2.1 percent. (See Figure 2.)
Employment growth in 2001 will slow only
slightly to 1.9 percent. The nation’s

I unemployment rate will average 4.1 percent in
hboth 2000 and 2001. Labor productivity will
enmprove in the third and fourth quarters.
pcProductivity growth, coupled with slower growth
in compensation per hour, will help restrain
increases in unit labor costs. This in turn should
help keep inflation in check.

Benefitting from exceptionally strong growth

2



FIGURE 2: U.S. NONAG JOB GROWTH
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U.S. Forecast at a Glance

w The Federal Reserve has shown a strong
commitment to keep the reins on inflation.
Since early 1999 the Fed has increased
interest rates by 1.5 percentage points. Theg
federal funds rate now stands at 6.5
percent. The full force of higher interest
rates will not be felt until the beginning of
2001. Expect the Fed to continue to push
up interest rates insofar as further
inflationary pressures surface. Tame prices
and slower economic growth will keep the
Fed from acting further in the short run.

Inflation, as measured by the consumer
price index, will accelerate slightly to 2.8
percent in 2000 and then slow to 2.1 percent
in 2001. Producer prices will register the
same gain in 2000 and grow only 0.2
percent in the following year.

Inflation-adjusted gross domestic product
will likely close out 2000 with 4.9 percent
growth, up from the 4.2 percent rate
registered in 1999. Growth is expected to
slow further to 4.0 percent in 2001.

= Consumer spending and business
investment will continue to serve as the
nation’s engines of economic growth.
While interest rate increases will temper
the consumer sector, all other factors--
including job growth, income growth, stock
market gains and expectations--will all
favor sustained spending. Expect consumer
spending to rise 5.6 percent in 2000,
slowing to 3.7 percent growth in 2001.
Producer’s durable equipment will register
12.9 percent growth for the year.

Tennessee Economy Stuck at

Full Emelozment

TENNESSEE FORECAST

Current Economic Conditions

I employment is not such a bad place
Fo get stuck. The only thing wrong with
the Tennessee economy today is its lack
of short-term growth potential. Perhaps the best
indicator of the bind the state finds itself in is the
unemployment rate, which closed out the first
quarter at 3.5 percent, more than one-half a
percentage point lower than its national
counterpart. (See Figure 3.) The statewide
unemployment rate averaged 4.0 percent in 1999.
The price the state has paid for this exceptional
economic performance is lower rates of economic
growth In other words, the higlevel of
economic activity simply cannot support strong
rates ofexpansion This can be seen in job
growth data for 1999 where the pace of expansion
was 1.5 percent, down from 2.1 percent in 1998
and 1.9 percent in 1997. Somehow the state was
able to engineer job growth of 2.3 percent
(SAAR) in the first quarter of 2000. Growth is
anticipated to have slowed to 0.9 percent in the
second quarter.



Job growth has shown wide variability acros
sectors of the state economy. TCPU
(transportation, communication and public
utilities) showed the strongest growth in 1999
with job gains of nearly 6.0 percent. Growth in
FIRE (finance, insurance and real estate) was 3
percent, growth in services was 2.0 percent ang

growth in construction was 2.5 percent. The trgdg

sector saw jobs advance only 1.3 percent. The
first quarter brought about a higher rate of grow,
in services and a sharp dip in TCPU jobs.

The situation in the manufacturing sector is
the difference between night and day. On the
bright side, jobs in durable goods manufacturing
were up 2.0 percent in 1999. At the same time,
the nondurable goods sector saw jobs wither at
5.1 percent pace for the year. Although the usu
suspects are to blame for most of these
losses—textiles, apparel and leather—the
chemicals sector chipped in with a 10.0 percent
decline in jobs for the year. The first quarter
brought with it more promising news, with job
decay in nondurable goods slowing to 1.8 perce
(SAAR). Unfortunately, jobs in the durable goo
sector fell 1.9 percent (SAAR) in the first quarte
in line with job losses for the manufacturing
sector as a whole.

Despite somewhat lower job growth in 1999
personal income growth held its own. Following
a 5.3 percent advance in 1998, nominal person
income grew 5.7 percent in 1999. First quarter
growth sagged to 2.7 percent (SAAR) with a
rebound of 6.0 percent (SAAR) expected in the
second quarter. Wage and salary income and
proprietors income showed the strongest growt
in 1999, up 5.8 percent and 9.9 percent. Per
capita income advanced 4.7 percent in 1999 up
from 4.2 percent in 1998. Slow growth in total
personal income in the first quarter of the year
brought per capita income growth down to only
1.8 percent (SAAR).

Many eyes are on taxable sales as the state
grapples with the Governor’s budget. Strong
growth of 9.2 percent was recorded in 1999 on
heels of a dismal 0.4 percent advance in 1998.

5 FIGURE 3: TENNESSEE AND U.S.
UNEMPLOYMENT RATES
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was registered in the first quarter with 5.0 percent
growth expected in the second quarter.

Tennessee Forecast Summary
nt
isThe Quarterly Tennessee Econometric Model
I projects growth to continue roughly
commensurate with recent trends. No surge in
growth is anticipated and a sharp slowdown is
unlikely. At this point the state’s economy rests
) in the hands of the Fed and the national economy.
bl The state’s reliance on manufacturing and interest
sensitive goods such as automobiles puts the
economy at risk in the face of sharply rising
interest rates.

Job growth for 2000 is forecast at 1.4 percent,
slightly below the rate of growth in 1999, versus
2.1 percent growth expected for the nation as a
whole. (See Figure 4.) Overall growth will be
aided by expected improvements in the
manufacturing sector, as job losses in the
nondurable goods sector slow. Nonetheless,
expect job losses in the nondurable goods sector
to total nearly 3 percent for the year. Job gains in
the durable goods sector are expected to slow to
thé.3 percent, in part due to rising interest rates.
Interest rate increases also will support slower job

N

Year-over-year taxable sales growth of 6.9 perg

ent
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FIGURE 4: TENNESSEE NONAG JOB
GROWTH, BY SECTOR
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growth in the construction sector, although gain
for the year are still expected to exceed 2 perce
Trade, services and TCPU will enjoy growth in
excess of 2 percent while job growth in FIRE wi
slow to 1.0 percent, consistent with its
performance in the first quarter. Overall job
growth will rebound to 1.6 percent in 2001.

The state unemployment rate will average 3
percent in 2000, significantly lower than the
expected rate of 4.1 percent for the U.S. Over |
longer term of the economic outlook the
unemployment rate is expected to inch upward.
Labor force growth will be 1.2 percent in 2000,
down from 2.2 percent in 1999.

Nominal personal income growth will come in

at 5.5 percent for the year, nearly the same pac
1999, U.S. personal income will grow at the
stronger rate of 6.3 percent. Growth in propriet
income will slow while growth in rent, interest
and dividend income will accelerate. On a fiscq
year basis, personal income will be up 5.4 perct
in fiscal year 1999/00 and 5.8 percent in fiscal
year 2000/01. Taxable sales growth is projecte
at 5.3 percent in 2000. Expect taxable sales
growth to finish fiscal year 1999/00 with 6.5
percent growth. Taxable sales growth for fiscal
year 2000/01 is projected at 4.5 percent.
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Tennessee Forecast at a Glance

w The Tennessee economy has shown
exceptional growth during the long,
uninterrupted national economic expansion
dating back to the early 1990s. The only
difficulty confronting the state today is its
limited capacity to expand further and
realize strong rates of economic growth.
The state’s short-term outlook depends
heavily on the Fed. Sharply higher interest
rates, which currently aren’t anticipated,
would adversely influence the state’s
interest-sensitive manufacturing sector.
Modest increases would simply temper the
growth the state is currently experiencing.
Expect no more than a 50 basis point
increase in interest rates for 2000 unless
inflationary pressures mount further.

nt.

= State job growth is projected to be 1.4

percent in 2000, only slightly below the rate
of growth registered in 1999.

The rate of job loss in manufacturing will
be cut in half as job decay in the
nondurable goods sector slows. At the
same time, expect slower job growth in
durable goods manufacturing as Fed rate
hikes take their toll.

The state unemployment rate will average
3.6 percent in 2000, significantly lower than
as the national rate of unemployment.

Nominal personal income is forecast to
grow 5.5 percent in 2000, increasing to 5.6
percent in 2001. Income growth for fiscal
year 2000/01 should come in at 5.8 percent
while growth in taxable sales for the same
fiscal year is forecast at 4.5 percent.






FORECAST DATA

2000:1 to 2002:2
Quarterly Tennessee Econometric Model
(Baseline Forecast as of June 2000)
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HISTORICAL DATA

1997:2 to 1999:4
Quarterly Tennessee Econometric Model
(History as of June 2000)
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NOW AVAILABLE!
" 2000 TENNESSEE STATISTICAL ABSTRACT

Updated with the most current statistical information!

A valuable reference for speakers, writers, executives, public officials or anyone with
questions about Tennessee.

If you conduct business, work, study or live in Tennessed,éhaessee Statistical Abstraistthe reference you cannot afford tq
be without. Economic and demographic data are presented in easy-to-read tables, maps and graphs for Tennessee counfies an

cities, as well as Southeastern states.
The Abstractmay be purchased as a soft-bound book or on diskette in Lotus™.

Please contact the Center for Business and Economic Research at (865) 974-5441 to order your copy now.

For further Tennessee economic data,
please visit our Internet site at
http://cber.bus.utk.edu.
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