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Economic Outlook

o Situation and outlook for the national economy
o Situation and outlook for Tennessee



National Situation

The U.S. economy Is on the ropes.

Very serious downturn
 Current unemployment rate 7.6% in Jan 2009.
« Up one full point during previous three months.
 Up two percentage points from June 2008.

Consumer confidence at an all-time low and
dropping.

Manufacturer confidence still shows contraction,
but improving.



Consumer confidence

sImportant predictor of
spending on big-ticket
items.

*Based on monthly
survey of households
by the Conference
Board.

*Figure of 37.7 for Jan
2009 an all-time low
(since 1967).

CONSUMER CONFIDENCE

Index stood at 100 in 1885, its base
year
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Manufacturer confidence

*Reading below 50 PURCHASING MANAGERS' INDEX

Indicates contraction. | |
Reading above 50 indicates

oJ anuary 2009 El;ganslm in manufacturing activity
Improved from
December. 60

Manufacturing

continues to contract, 50
but not as fast.
40
30

2006 2007 2008
Sourcs: Institule for Supply Mgmi.




Great Depression?

o Serious, but not the Great Depression ||

Lowest unemployment rate 1931-1939 was 14.3%
in 1937.

Highest unemployment rate was 24.9% in 1933.
Comparisons with the 1930s are mostly hyperbole.

Safety nets are in place that were not available for
most of the 1930s.

Policy Is extremely aggressive today, not so in the
1930s.



1982 Recession

Current downturn Is most similar to the 1982
recession.

Unemployment rate peaked at 10.8% in 1982,
following 18 months of increases.

Needed another 18 months to drop the
unemployment rate back down to 7.5%.

Roughly a three year cycle.



Applying the 1982 Recession

 The current rise in unemployment is more steep
than experienced in 1982,

 We have already experienced 13 months of
Increased unemployment, but large increases
did not occur until October.

 Another 12-14 months of rising unemployment
seems probable.



What sectors will lead?

« Keep in mind:
 Unemployment and employment growth are

lagging indicators; show where the economy
has been.

 Qutput will rise, even though employment
growth is flat, due to productivity gains (jobless
recovery).

e Construction and real estate tend to be leading
Indicators.



How did this happen?

 Cause of our problem:
« Too many risky loans.
e Too much credit .

« Conseguences today:

* Lenders spooked, flight to
safety.

o Too little credit.
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Credit Scarce

Loan securitization boomed beginning with
the 1980s.

Home mortgages, commercial mortgages,
auto loans, and student loans were brokered,
packaged and resold to investors.

This source of credit has nearly dried up.

2006-2008, loan securitization dropped by
$1.2 trillion.
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Bank lending

« Bank loans are
. Real estate loans at commercial banks (billion $)
actually higher 5900 -

over the year. 3,700 -

« Evaporation of  *°%]
CMOsthereal  °°%°

. 3,100 -
culprit.
2,900 -

2,700 -

2,500 w \ ‘
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Positives

Very low mortgage rates

« New wave of refinancing.

 Creditis avallable to the credit-worthy.

Lower housing prices

« Homes are more affordable relative to income.
Inflation has moderated

 (Gasoline prices lower.

e Grocery prices lower.

o Construction costs lower.

Retail sales unexpectedly higher in January.
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Positives

 Extremely aggressive policy
« Monetary policy,
o Fiscal policy (stimulus), and
o Structural policy.
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Monetary Policy (Federal Reserve)
o Liquidity
e Fed funds rate at 0%.

o Credit

e Purchasing commercial paper, backing up money
market funds.

 New facility that will lend against high-quality asset back
securities (auto loans, student loans, credit cards),
restart consumer credit market (TALF).
 Purchase of long-term securities
 Will purchase $100 billion Fannie Mae, Freddie Mac
debt.
« Later will purchase $500 billion guaranteed debt.

« Should help hold the line on mortgage rates.
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Fiscal Policy (stimulus)

+ Stimulus will help

Could have helped more.
Much of the impact pushed into 2010.

Will not be large enough to stem the tide of
unemployment.

Without stimulus, nation on track to lose 3-4 million
additional jobs 2009-2011.

With stimulus, additional losses may be limited to
1-2 million over a shorter time period (2009-2010).
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Stimulus plan and unemployment rate

Percent
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Source: Romer and Bernstein, The Job Impact of the American
Recovery and Reinvestment Plan. 17



Structural policy

 Treasury announced outlines of financial plan last
week.

« Bank stress test

« Obama administration mortgage/foreclosure
component this week.
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Structural policy

« Administration has announced it will do what Is
necessary to keep bank system running.

« Nationalization of large banks?
* Public already has a stake in the largest banks.
 May help to move bad assets off the books.

» Period of financial triage Is upon us.

« GM, Chrysler, tire manufacturers, auto parts
manufacturers.

* Picking winners and losers in banking.
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Will 1t be enough?

Policy needs to pack enough
punch to move the economy to
the top of the hill.

Powell Doctrine applied to the , O
economy: go in with 9
overwhelming force. ’
Timidity will prolong the

downturn.

Forceful policy needed to revive
‘Animal spirits’.
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Negatives

Very poor household confidence
Very poor business confidence
Banks still carrying lots of bad assets.

Deflation may be around the corner.
* Nightmare for the Federal Reserve.
 Recurring cycle hard to stop once started.

Inflation is @ medium-term issue (2-3 years out).

Longer-term issue of crowding out, government debt.
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On balance

Housing market faces heavy headwind.

Household size Is falling, reducing the household
formation rate.

Consumer confidence, household spending, and
unemployment feed on each other.

Households need a very large jolt in confidence to
jumpstart spending.

22



Vision for Recovery

* The economy will recover. But when?
 And what does recovery mean?
 Regaining the previous peak?
* Better than last year?
o Better than last quarter?
 Gradual improvement?

 Which sectors will improve first?
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Recovery

 What will recovery look like?
* V-shaped,
o U-shaped, or
o |-shaped?
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V-Shaped Recovery
Very sharp decline, followed by a very
sharp recovery.

Most recently occurred in the short 1980
recession.

Employment falls rapidly, hits bottom, then
quickly bounces up.

Technical inventory recession.

Vv

1.5 years
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U-Shaped Recovery

« A more gradual decline, followed by a gradual
Increase in outpult.

« Most recently in the mild 2001 recession.

« Job growth is modest; can feel like a ‘jobless
recovery’.

« Unemployment rose into 2003, even though GDP
began rising in 2001.

* Productivity gains can limit the need to hire

workers.

=

2-3 years

26



L-Shaped Recovery

Actually a horizontal L.

Long period of stagnant growth followed by a
recovery.

Recovery required a full decade in Japan.

Zero interest rates in Japan not enough to turn the
tide.

Should be avoided. l I
H_/

10 years
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What will be the shape of the recovery?

» What Is today’s pro

o \/-S
o U-S

napec

napec

[ECOvVe

pability of:

y:  0.10

recovery. 0.85
e |-shaped recovery. 0.05%



Tennessee Overview

« Bad news:
 Negative trends accelerating for most indicators.
 No bottom yet in sight (for any indicator).

o Good news:

* You are not in Florida, California, Arizona, Ohio,
Michigan, North Carolina, Georgia, South Carolina,
or Nevada.
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Tennessee Overview

Economic indicators

 Nonfarm employment: shrinking very rapidly
 Peaked in December 2007 (2,806,800).
« Down 64,100 Dec 07-08 (-2.3%).
« Down 39,800 Sep-Dec 08 (-5.6% annualized).
 Unemployment rate: on the rise

« December 2008: 7.9%
» December 2007: 5.0%

e 241,000 unemployed, up 90,000 over the year.
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Housing Market Report

*Quarterly report for the
Tennessee Housing

4th quarter 2008

Tennessee Housing Market

Businass and Econsmic Ressarch Cantar # David A Pann, Dirscter * Jannings A. Jonss Callage of Business * Middls Tennassas State Univarsity

Development Agency.

*Available at
www.mtsu.edu/~berc

his quantery Tennesses housing merket report serles & sugp-
poried by a Te Housing Devel t Agency grant,

Fourth Guarter Economic Overview

T iinued o deterorate in

The nnemployment rale rose during the founth quarter to
7.3% up from 6.99% in the previous quasies A larger inctomse
was expected; in faet, the fourth quankrs ineresie of 0.4 pes-
eontage podnis was less than half the rse during fhe previous
two quariers. Part of the resson i the fset that some unem-

the fourth quarnies, with justabout 2l major sconomic indicstors
shiffing mone negstive in dramstic fshion For example, toial
nonfarm e mployment fall 0.9% from the previous quarier,' the
sharpest percentage decline since the first quanier of 1982, Mt
of the jobs Lost (65% d in b ices-providing sec-
iors, with lesses spread thronghout every major sechor except
education and health services. Alhough losses in mam facturing
employment continue, the decline & not as large s experienced
during the mild 2001 recession. By secior, sessenally adjusied
Job Josses from the previous quarier include manufscturing

{7, 00}, retail trade (6,000), professional and business services
(5,000}, transportstion and warehousing (2,900), and local gov-
emment edncational servicess (1,600). These five sectors repre-
sent 9% of the net job lods for Tenmessee,

L A ety hoes o 0.5% i apevalent iham amunlioed 6% roe of deckine

ployed workers are dropping out of the Ishor foree beesuse
they either have become diseomaged shout finding work or
ane waiting for the job market to improve. In sny event, fewer
sdulls sre warking or pursuing work, esusing the lshor foro
o fall 19,000 from dhe pesk in the second quarter of 2008,

Housing Construction

Single-family constroction suffered a severs decline in the
fourth quarter, falling i an snmsl rie of 9, 500 permils is-
sued, down 37% from the third quarterand 56% over the yesr
As shown in Table 2, the South snd the 1S, also experienced
lerge declines but not a3 e proportionally s Tennessee.

Permits issued for mubti-family housing offer s modest de gree
of stsbility for Temessee. Multi-family housing regained con-
sidersble ground in the third quarier snd is down relstively

Table 1. Selected Tennessee employment indicatars (in thousands, seasonally adjusted)
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Table 2. Permits issued for privately owned new housing, seasonally adjusted annuval rate (in thousands)
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MSA single-family sales and inventory

Nashville area single-family sales and inventory Knoxville area single-family sales and inventory

(seasonally adjusted) (seasonally adjusted)
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No bottom yet for housing construction

45
40
35
30
25
20
15
10

Permits issued for privately-owned new housing
(seasonally adjusted and annualized, thousands)

= Tennessee
—U.S.
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Source: Census Bureau and BERC.
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New foreclosures (RealtyTrac)

*United States: new foreclosures for January
2009 down 10% from December, but remain
18% higher over the year.

Tennessee: new foreclosures down 5.7% from
December and down 13.6% over the year.

«Cause: extensive foreclosure efforts on the part
of lenders and government agencies, particularly
the Fannie Mae and Freddie Mac moratorium on
all foreclosure sales through the end of January.
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New foreclosures (RealtyTrac)

*Tennessee had one foreclosure per 744
households, compared with one for 466
households for the United States.

*Tennessee’s foreclosure rate in January
is 18 highest.
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Outlook

Boosting consumer and business confidence Is
Key.

Housing will lead us out of the downturn, but no
pottom is in sight (yet).

_abor market will continue to weaken even as
nousing begins to recover.

~orecasts of iImprovement in the second half are
neing shifted to later this year.
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Stimulus In Tennessee

State estimated to receive $4.28 billion over the
next two years.

Includes $593 million for highways and bridges.

Package expected to create/save 71,000 jobs in
Tennessee 2009-2010.

11,000 jobs from highway and bridge
construction alone (BERC estimate).
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Outlook

« Tennessee nonfarm employment trend:
+ 2009: -2.9% (-81,000)
+ 2010: -2.3% (-61,000)

 Factoring in estimated stimulus impact (BERC
estimate):
+ 2009 -1.9% (-52,000)
+ 2010: -0.7% (-19,000)

Note: the impact of the stimulus is estimated to create or save

71,000 jobs for Tennessee; we assume 40% of the impact
occurs in 2009 with the remainder in 2010.
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Uncertainty

 Negative momentum will create more job
losses.

« Significant uncertainty regarding the
iImpact and timing of the fiscal stimulus.

« Uncertainty much more downside than
upside.
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Conclusions

The time for timid policy responses and half-
measures Is over (lessons from Japan).

More fiscal stimulus possible-likely.

More rollouts of asset purchases and major
structural policies likely.
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