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U.S. FORECAST

Current Economic Conditions

The national economy appears to have turned the corner leaving
behind the mildest recession on record in modern times. The economic
downturn was short lived and outside the manufacturing sector its
effects were largely muted. U.S inflation-adjusted gross domestic
product (GDP) was able to advance 1.2 percent in 2001, down from
4.2 percent growth in the previous year. Aside from contraction in
the third quarter, growth in GSP remained positive during 2001,
illustrating the shallowness of the economic downturn. The first
quarter of 2002 saw growth spurt to 4.6, with expectations calling
for a slower pace of growth for the remainder of the year.

The lifeblood of the economy in recent quarters has been the
American consumer. Absent strong consumer spending during the
recession, the trough would have been much deeper than it turned
out to be. Following 4.8 percent growth in inflation-adjusted
consumption spending in 2000, growth only slowed to 3.1 percent in
2001. Consumer confidence was shattered by the events of September
11™ but has since showed significant improvement. Low interest
rates, the absence of broad-based job losses outside of manufacturing
and continued growth in income have generally spurred spending.
(Inflation-adjusted disposable income actually grew faster in 2001
than in 2000.) Incentives caused a sharp jump in automobile sales in
the 4™ quarter of 2001 to an annualized rate of 18.6 million units,
helping to boost overall spending for the year.



Job growth totaled only 0.4 percent in
2001, including 3 quarters of job contraction
for the year. The weak job growth picture
translated into a rising unemployment rate,
averaging 4.8 percent in 2001 versus only
4.0 percent in the previous year. The
unemployment rate has continued to rise,
moving to 5.6 percent in the first quarter of
2002 and to 6.0 percent in April.

In many respects the recent recession
centered on the manufacturing sector. On the
heels of a 0.5 percent decline in jobs in 2000
the manufacturing sector contracted 4.2
percent in 2001; a further setback of 6.3
percent is projected for the first quarter of
the current year. Durable goods employment
showed greater contraction (down 4.5
percent) than nondurable goods employment
(down 3.7 percent) in 2001. Industrial
production, which contracted 3.7 percent in
2001, showed positive growth in the first
quarter of 2002, while the purchasing
managers’ index moved above 50 percent in
February and advanced further in March.
These positive production trends have not yet
been matched by a turnaround in manufacturing
employment.

An important contributing factor to the
recent economic downturn has been the sharp
decline in business fixed investment. While
investment in structures was positive in 2001,
inflation-adjusted investment in equipment and
software shrunk 4.4 percent. To put this in
perspective, the previous seven years saw this
category of investment expand annually in the
10 percent range. A return to positive growth
in fixed investment is expected following the
first quarter of 2002.

U.S. exports have suffered in recent
quarters due to a strong dollar and weak
growth abroad. Trade-weighted exchange
rates were up in 2000 and 2001, aggravating
the recent export situation. Since the first of
the year the dollar has shown some signs of
weakening, with depreciation surfacing in
March. This emerging trend, coupled with
stronger growth abroad in the quarters to
come, should help exports rebound but also
giverise to inflationary pressures. Imports have
slowed as well recently in the face of slower
domestic growth. Expectations call for a return
to positive import growth in the first quarter.

After much debate and discussion, a stimulus
package—The Job Creation and Worker
Assistance Act of 2002—was passed by
Congress this spring and signed by the President
in March. The package was tilted towards
business, including generous depreciation
provisions that apply to investments made within
three years following September 11, 2001.
Overall the package is expected to add about
0.1-0.2 percentage points to GDP in 2002.
Inflation-adjusted federal government spending
was up 2.7 percent in 2001 and is projected to
jump 5.9 percent in 2002 in part in response to
terrorist threats.

The Federal Reserve (Fed) has shifted its
policy stance to neutral following the end of
the recession and emerging signs of expansion.
The current federal funds rate of 1.75 percent
will likely be increased sometime this summer
assuming the economic expansion moves
forward at its current modest pace. Faster
economic growth will be met by more
aggressive interest rate increases on the part
of the Fed.

Center for Business and Economic Research



U.S. Forecast Summary

Slow, steady improvement in economic
conditions is projected for the short-term
forecast extending through 2003. While
quarter-to-quarter fluctuations will be
sustained, most broad measures of economic
activity—including GDP, personal income,
non-residential fixed investment and
nonagricultural jobs—will show accelerating
rates of annual growth in 2002 and 2003.
Continued economic expansion hinges on
sustained consumer spending and the return
of business investment spending. An
unexpected shock could easily derail the
current recovery.

Inflation-adjusted GDP is projected to
grow 2.3 percent in 2002 improving to 3.8
percent growth in 2003. Projected quarterly
movements in GDP are shown in Figure 1.
Expansion in the 2™ and 3™ quarters is expected
to be modest, with subsequent improvements
taking place as investment improves. As shown
in Figure 1 substantial gains are expected in
the 3rd quarter, moving to double-digit growth
in the 1* quarter of 2003. Growth will be led
by computer investment.

Consumer spending, the largest component
of GDP, is expected to be sustained, helping
to drive the economy forward (see Figure 1).

Figure 1: Projected Growth in Inflation-Adjusted GDP,
Nonresidential Fixed Investment and Consumption
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Following a 1.7 percent contraction in the 2™
quarter of 2002 spending on durable goods will
move back into the black. Light vehicle sales
will total 16.2 million units in 2002, down from
17.1 million units in 2001. Housing starts are
expected to sag in 2002 versus 2001.

The nation’s trade imbalance will expand
in the quarters to come dampening overall
economic growth. Inflation-adjusted exports
are projected to fall 8.3 percent in 2002 while
imports will grow 1.9 percent. Export growth
is expected to move positive in the third quarter
of the year and beyond, but this will be
insufficient to move the calendar-year growth
rate into the black.

Labor markets will show improvement
throughout the year. As shown in Figure 2,
the unemployment rate will close out the year
at 5.7 percent, lining up with the annual average
but falling below the current peak of 6.0
percent realized in April. By the end of 2003
the unemployment rate will have slipped to 5.2
percent. Overall job growth will become
positive in the 2™ quarter of the year, then
steadily improve through the short-term
forecast horizon. Despite the gain in the 2™
quarter annual job growth will be down 0.4
percent in 2002. A 1.6 percent gain is projected

Figure 2: US Employment Growth and Unemployment Rates
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for 2003. The woes in manufacturing will
continue, with a 4.8 percent setback expected
for the year and a 0.4 percent gain forecast for
2003. Durable goods employment will contract
in 2002 and 2003.

Inflation will increase in 2002 and 2003 as
the economy returns to life. The implicit
deflator for GDP—the broadest measure of
inflation—will rise 1.6 percent in 2002 and 2.3
percent in 2003. The personal consumption
deflator will show more significant upward
movement. The producer’s price index for
finished goods will fall 1.1 percent in 2002 then
rise 1.5 percent in 2003.

Interest rates will rise with the expansion
in economic activity and the rise in inflation.
The federal funds rate is expected to average
2.1 percent in 2002 and 4.1 percent in 2003
compared to its current rate of 1.75 percent.
The prime lending rate will increase to 7.1
percent in 2002.

U.S. Forecast at a Glance

» The economy is growing slowly
following the end of the recent and mild
recession. The engine of economic growth has
proven to be the American consumer.
Sustained consumer spending, coupled with a
return to strength in investment spending, will
be the key to a strong expansion.

» Expect inflation-adjusted GDP to
advance 2.3 percent in 2002, improving to 3.8
percent in 2003.

» A return to double-digit investment
growth is not expected until the first quarter
of 2003. Inflation-adjusted consumption
spending will be up 3.5 percent for the year,
following 3.1 percent growth in 2001.

» The nation’s unemployment rate is
expected to fall slowly over the course of the
year, closing out the 4" quarter at 5.7 percent.
Improvement in the job picture for
manufacturing will be slow in coming. A 4.8
percent job loss is forecast for 2002. Jobs in
durable goods manufacturing will contract in
both 2002 and 2003.

» Inflation is expected to rise as the
economy improves. The implicit deflator for
GDP is projected to advance 1.6 percent in
2002 and 2.3 percent in 2003. The Federal
Funds rate will average 2.1 percent in 2002
and 4.1 percent in 2003.

Center for Business and Economic Research



TENNESSEE FORECAST

Current Economic Conditions

The modest national recession had modest
effects on the Tennessee economy. Like the
national economy, the state now appears to
have turned the corner to a path of stronger
growth. Some signs of weakness continue, as
with the continued loss of jobs in the state’s
manufacturing sector.

Following 1.7 percent growth in
nonagricultural jobs in 2000 (versus 2.2 percent
growth for the U.S.), the state saw jobs
disappear at a 0.6 percent pace in 2001. Losses
took place in all but the 1% quarter of 2001.
While positive growth took place on the 1%
quarter of 2002, jobs were still down on a year-
over-year basis. As the job situation
deteriorated, so did unemployment. After
averaging a remarkably low 3.9 percent in
2000, the unemployment rate jumped to 4.5
percent in 2001. The 1% quarter of 2002 saw
the unemployment rate spike to 5.5 percent,
which includes March’s rate of 5.7 percent.
The number of unemployed people rose sharply
ata 14.4 percent rate in 2001 and then jumped
77.3 percent in the 1% quarter of 2002. There
is considerable comfort in the fact that April’s
unemployment rate fell to 5.3 percent, seven-
tenths of a percentage points below its national
counterpart.

Tennessee Business and Economic Outlook

Overall labor market weakness in
Tennessee, like the U.S., has been driven by
an anemic manufacturing sector. As illustrated
in Figure 3 job losses in manufacturing date
back to the 4™ quarter of 1999, predating the
national recession by a wide margin. The losses
peaked in the 4™ quarter of 2000 through the
2m quarter of 2001, including the latter’s 9.3
percent rate of job loss. Durable goods
manufacturing expanded in 2000 but then
suffered a 6.5 percent setback in 2001. Aside
from instruments, which accounts for only
about 4 percent of nonagricultural jobs in the
state, all durable goods sectors contracted. The
situation in nondurable goods manufacturing
worsened from a 2.3 percent job loss in 2000
to a 4.2 percent loss in 2001.

Both recent and long-term job losses in the
state’s manufacturing sector are dramatic.
Between 2001 and 2002 alone, over 28
thousand jobs were lost in manufacturing,
including 19,600 in durable goods and 8,700
in nondurable goods. Between 1991 and 2001
manufacturing has lost over 89 thousand jobs,
with nondurable goods employment down
56,700 and durable goods employment down
32,700.

Figure 3: Nonagricultural and Manufacturing
Sector Job Growth,
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The trade and construction sectors have
not fared well in recent times. Losses in trade
were mounting before the tragedy of
September 11, culminating in a 0.6 percent
setback in 2001. Job gains were seen in the
trade sector in the first quarter of the year.
Weakness in construction dates back to the 2™
quarter of 2000 and by 2001 the annual loss
amounted to 3.1 percent. A substantial rebound
of 8.2 percent took place in the 1% quarter of
2002.

The service sector has weathered the storm
reasonably well. Aside froma 1.2 percent loss
in the 2" quarter of 2001, expansion was the
rule. Annual growth for 2001 amounted to
1.7 percent, with a 7.1 percent gain taking place
in the 1% quarter of 2002. The finance,
insurance and real estate sectors, along with
transportation, communications and public
utilities, also enjoyed job gains in 2001.

Personal income—the broadest measure of
economic activity used in the Quarterly
Tennessee Econometric Model—was up 6.1
percent in 2000 then slowed to 3.8 percent in
2001. Tennessee’s growth lagged national
growth rates in each year. Only the 4™ quarter
0f2001 saw inflation-adjusted personal income
contract; nominal personal income has
remained positive in recent quarters. Wages
and salaries, proprietors’ income and rent,
interest and dividend income have all slowed.

Nominal per capita income in Tennessee
grew 5.0 percent in 2000 and 3.0 percent in
2001, versus 6.1 percent and 4.0 percent for
the U.S. In 2001 Tennessee per capita personal
income stood at $26,749 versus $31,516 for
the nation. Data have recently been released
on county-level per capita income for the state
for 2000. Nine counties in the state enjoyed

per capita income greater than the national
average, including Anderson, Davidson,
Hamilton, Knox, Loudon, Rutherford, Shelby,
Williamson and Wilson. Williamson County
topped the state with per capita income of
$39,906.

Taxable sales have been a disappointment
in recent quarters. Following weak growth of
3.2 percent in 2000 taxable sales contracted in
2001 ata 0.2 percent rate. The first quarter of
2002 offers further frustration with a 3.4
percent setback. The 4™ quarter of 2001
appears to show strength, with a gain of 14.6
percent (SAAR). However, the 4™ quarter built
on a rather pathetic 3™ quarter performance
and included a 149.2 percent rise in automobile
dealer sales.

Tennessee Forecast Summary

The general outlook for the state falls
somewhere between guarded and positive.
Without sustained consumer spending and a
rebound in investment at the national level, the
current recovery could prove to be very
sluggish. The most optimistic scenario leaves
little room for a sharp acceleration in economic
activity.

Building on a weak 1 quarter,
nonagricultural jobs should advance 0.3
percent for the current year versus a 0.4 percent
decline for the nation. Growth will accelerate
to 2.0 percent in 2003, still ahead of the national
rate of job growth (1.6 percent). Steady year-
over-year gains are expected each quarter up
to 2004.

Figure 4 shows projected Tennessee
nonagricultural job growth rates by broad
sector for 2002 and 2003. The decay in

Center for Business and Economic Research



Figure 4: Projected Tennessee Nonagricultural Job Growth,
By Sector, 2002 and 2003
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manufacturing will continue through 2003 with
a 2.7 percent loss in 2002 and a 0.1 percent
loss in 2003. Nationally, manufacturing jobs
will be down 4.8 percent in 2002 and then
expand 0.4 percent in 2003. Durable goods
employment will contract 2.6 percent in 2002
and then enjoy positive growth of 1.1 percent
in 2003. Only the lumber and wood and
instruments sectors will show expansion in
2002; the only sector expected to contract in
2003 is nonelectrical machinery. Nondurable
goods will improve relative to 2001, with
setbacks of 2.8 percent and 1.7 percent in 2002
and 2003. Only the food, tobacco and
petroleum refining sectors will expand in 2002;
food, rubber and plastics and petroleum
refining are the only sectors expected to expand
in 2003. By the close of 2003 over 60 thousand
jobs will have been lost since 1991 in the
textiles, apparel and leather sectors of
nondurable goods manufacturing.

The trade sector, which accounted for 23.5
percent of nonagricultural jobs in 2001, will
grow 0.4 percent in 2002 and 3.0 percent in
2003. The service sector, which accounts for
about 28 percent of state jobs, will enjoy 2.3

Tennessee Business and Economic Outlook

percent and 2.9 percent growth. The
transportation, communication and public
utilities sector and the construction sector will
contract in 2002 before a return to expansion
in 2003.

The quarterly peak in the state
unemployment rate is expected to have taken
place in the 1% quarter of 2002 at 5.5 percent.
April brought encouraging news as the state
rate fell from 5.7 to 5.3 percent. The state
unemployment rate will average 5.3 percent
for the year, improving to 5.0 percent in 2003.
The number of unemployed people is expected
to grow 20.4 percent in 2002 then fall 5.2
percent in the following year.

Tennessee nominal personal income should
expand 4.2 percent in 2002 and 5.3 percent in
2003, versus 3.4 percent and 5.8 percent for
the U.S. Wage and salary growth will improve
from 3.6 percent in 2002 to 5.9 percent in 2003,
benefiting from slight improvement in earnings
and larger gains in jobs. Proprietors’ income
and rent, interest and dividend income will
rebound as well. Nominal per capita income
in Tennessee will advance 3.2 percent and 4.2
percent in 2002 and 2003, as opposed to 2.6
percent and 4.9 percent gains for the nation.

A turnaround in taxable sales hinges on
improvements in state labor markets, a return
to vitality in the durable goods sector, and a
rebound in investment. Slow improvement is
expected for taxable sales as slow improvement
is expected for economy-wide conditions. A
contraction in sales is expected in the 2™
quarter, with a 3 quarter rebound that builds
on a horrible quarter from the previous year.
A sincere improvement is not expected until
the 4™ quarter of 2002. Growth of only 1.8
percent should take place in 2002, accelerating



to 4.4 percent growth in 2003. U.S. retail sales
are expected to grow 3.0 percent and 3.1
percent for the same periods. On a fiscal year
basis taxable sales are expected to rise 3.9
percent in 2002/03 over the current year.

A payback is expected for automobile
dealer sales, as it is assumed that last year’s 4™
quarter gains largely reflected a change in the
timing of purchases. Incentives remain
lucrative and sales have done reasonably well
to date. Nonetheless a reduction in automobile
sales is expected in Tennessee, consistent with
projections of sales for the nation. Expected
improvements in manufacturing production (as
opposed to a quick turnaround in jobs) should
help lift purchases from manufacturers, and
miscellaneous durable good and nondurable
good sales.

Tennessee Forecast at a Glance

» The state has fared reasonably well in
the face of a national recession. The short-
term outlook generally calls for slow
improvement in economic trends through 2002
and into 2003.

» Nonagricultural job growth will be 0.3
percent in 2002, improving to 2.0 percent
growth in 2003. Job losses are expected in the
state’s manufacturing sector in this year and
next year. The service sector will enjoy 2.3
percent and 2.9 percent growth in 2002 and
2003.

» The state unemployment rate likely
peaked in the 1* quarter at 5.5 percent. The
annual average for 2002 is expected to be 5.3
percent.

» Nominal personal income in Tennessee
will grow 4.2 percent in 2002 versus 3.4
percent for the U.S. State growth will improve
to 5.3 percent in 2003 while national growth
will improve to 5.8 percent.

» Taxable sales growth will remain weak
through the year, yielding growth of only 1.8
percent. Growth for fiscal year 2002/03 is
projected to be 3.9 percent.

Center for Business and Economic Research



Forecast Data

2001:04 to 2004:02
Quarterly Tennessee Econometric Model
(Baseline Forecast as of May 2002)
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Historical Data

1999:03 to 2002:01
Quarterly Tennessee Econometric Model
(History as of May 2002)
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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 Tennessee, the Tennessee Statistical Abstract is the

reference you cannot afford to be without. Economic and demographic data are presented in
easy-to-read tables, maps and graphs for Tennessee counties and cities, as well as Southeastern
states.

The Abstract may 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





