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PREFACE

This 2012 volume of An Economic Report to the Governor of the State of Tennessee is the thirty-
sixth in a series of annual reports compiled in response to requests by state government officials for
assistance in achieving greater interdepartmental consistency in planning and budgeting efforts sensitive
to the overall economic environment. Both short-term, or business cycle-sensitive forecasts, and longer-
term, or trend forecasts, are provided in this report.

The quarterly state forecast through the first quarter of 2014 and annual forecast through 2021
represent the collective judgment of the staff of the University of Tennessee’s Center for Business and
Economic Research in conjunction with the Quarterly and Annual Tennessee Econometric Models. The
national forecasts were prepared by IHS Global Insight, Inc. Tennessee forecasts, current as of January
2012, are based on an array of assumptions, particularly at the national level, which are described in
Chapter One. Chapter Two details evaluations for major sectors of the Tennessee economy, with an
agriculture section provided by the University of Tennessee Agricultural Policy Analysis Center. Chapter
Three presents the long-run outlook and forecast for the state. Chapter Four provides a discussion of
higher education progression and graduation from Tennessee universities and colleges.

The primary purpose of this annual volume—published, distributed, and financed through the
Tennessee Department of Finance and Administration, Tennessee Department of Economic and
Community Development, the Tennessee Department of Revenue, the Tennessee Department of Labor
and Workforce Development, and the Appalachian Regional Commission—is to provide wide public
dissemination of the most-current possible economic analysis to planners and decision-makers in the
public and private sectors.

Matthew N. Murray
Associate Director and Project Director
Center for Business and Economic Research
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EXECUTIVE SUMMARY

EXECUTIVE SUMMARY

The U.S. Economy

The U.S. economy continues to recover from
the worst recession since the Great Depression.
The recovery has not been smooth. Despite
initial optimism, the first two quarters of 2011
experienced sluggish economic growth, but the
expansion was back up again in late 2011. Political
gridlock in tackling the nation’s fiscal problems
contributed to falling consumer and business
confidence over the year. Nevertheless, decent
employment gains placed the economy on firmer
footing in the second half of the year. Revival
in the manufacturing sector has been especially
important for the improvement in the overall
growth with pent-up demand powering purchases
of domestic durables and light vehicles. Consumer
spending on nondurables decelerated from 2.9
percent in 2010 to 1.7 percent in 2011, while
spending on services rose 1.4 percent at annual
rates. Inflation-adjusted private business investment
grew at an annual rate of 8.7 percent in 2011, the
boost largely due to companies addressing their
replacement needs neglected during the recession.
On the residential fixed investment side, the
recovery continues from deeply depressed levels,
but a major revival in the housing sector is not
expected until 2013. The fiscal policy was tight
during 2011, at all levels. Growth in exports once
again outpaced that of imports growth, adding to
growth in 2011. Inflation-adjusted GDP (gross
domestic product) growth in the fourth quarter
came in at 3.4 percent, a considerable improvement
from disappointingly low growth in the 0.4 to 1.3
percent range posted during the first half of the
year.

Firmer employment data and higher private
sector confidence in late 2011 is partially attributed
for the fall in the unemployment rate to 8.5
percent in close of 2011. Some of the drop in
the unemployment rate, however, was driven by
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lower labor force participation rates, which is not a
good sign. Headline inflation picked up during the
first half of 2011, but weaker consumer demand
and declining energy prices caused it to decelerate
during the second half. Overall for the year, the
inflation rate stood at 3.1 percent annual rate.

Looking ahead to the 2012 outlook as the
economic recovery solidifies, we expect the
expansion to continue, albeit at a modest
pace. With the payroll tax cut and emergency
unemployment insurance benefits now largely
anticipated to be extended for another year, the
main downside risks for the domestic economy
continue to come from the Eurozone sovereign
debt crisis and the risk of rising gasoline prices.
Given these influences, along with the slowing of
world demand and ongoing tight credit in the U.S,,
inflation-adjusted GDP growth in 2012 is expected
to come in at 2.0 percent.

Despite firmer domestic data in late 2011,
consumers will remain cautious in their spending
habits. Overall, the inflation-adjusted consumer
spending in 2012 is forecast at 2.2 percent.
Because a major revival in consumer spending
is not expected, the labor market conditions will
improve modestly, and the unemployment rate will
drop to 8.8 percent in 2012. The private business
investment outlook for 2012 is mixed. Overall
investment growth will decelerate from 8.7 percent
in 2011 to 5.3 percent in 2012, with healthy
investment continuing in equipment and software
while investment in structures continues to
struggle. Fiscal policy will stay tight in 2012 with a
combination of higher revenues and spending cuts
helping to bring the federal deficit down to $1.1
trillion. On the international trade side of GDP,
export growth will continue to dominate import
growth, adding to overall output growth.
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EXECUTIVE SUMMARY

The Short-Term Economic Outlook

Eatly expectations for strong economic growth
in 2011 failed to materialized, though the year
did end on a high note. Personal income growth
slowed in the first three quarters of the year and
rebounded with a 5.2 percent seasonally-adjusted
gain in the fourth quarter. Personal income was
up 4.8 percent in 2011, improvement from the 4.2
percent rate of growth in 2010 and the significant
2.9 percent setback in 2009. First quarter
employment rose 1.3 percent, but was followed by
a seasonally-adjusted loss in the second quarter and
a weak showing in the third quarter. The fourth
quarter offered welcomed relief by producing
a turnaround that supported a 1.0 percent pace
of job creation for the year. Last year was the
first year since 2008 that the state and national
economies were able to engineer nonfarm job
gains. Notably, the state and national economies
saw manufacturing employment expand in 2011 as
well—the first year of growth since the 1990s.

Despite the job gains, the unemployment rate
has remained stubbornly high. After peaking
at 10.8 percent in the third quarter of 2009,
Tennessee’s unemployment rate has struggled to
sustain downward momentum. On a quarterly
basis the unemployment rate drifted down in
the last three quarters of 2009 and in 2010. But
the unemployment rate inched back up in the
first three quarters of 2011. The fourth quarter,
however, brought additional relief when the
unemployment rate fell to 9.3 percent. For the
year as a whole, 2011 yielded significant increases
in employed people and the labor force, but only
a small increase in the number of unemployed
people.

Improved growth in personal income and
employment has helped buoy taxable sales and
state and local sales tax revenue. Taxable sales
experienced back-to-back losses in 2008 and
2009 before rebounding with weak 2.5 percent
growth in 2010. Sales growth in 2011 improved

to 0.1 percent, the strongest showing since 2005.
Hotels and motels, along with purchases from
manufacturers and automobile dealer sales were
especially strong;

The economic outlook for Tennessee calls for
conditions to improve further in 2012 and 2013,
assuming nothing derails the path of growth for
the nation. Nonfarm employment should see 1.3
percent growth this year and 1.6 percent growth
in 2013, roughly in line with employment growth
for the nation. Manufacturing employment will
be up 1.5 percent in 2012 with growth in durable
goods manufacturing offsetting declines in the
nondurable goods sector. The unemployment
rate will remain elevated but drift down below
9 percent by year’s end. The state’s annualized
unemployment rate is expected to come in at
8.9 percent in 2012, slightly ahead of its national
counterpart.

Personal income is expected to continue to grow
at relatively decent rates in 2012 and 2013, buoyed
by strong growth in proprietors’ income. Taxable
sales growth will slow but remain strong compared
to the period of the Great Recession and its
immediate aftermath.

The 2010 Census: The Changing Face of
Tennessee

The 2010 Census is complete and most data
have been released. Tennessee grew at a faster
pace than the nation as a whole, achieving an
11.5 percent increase in population as compared
with a 9.7 percent rise for the U.S. since Census
2000. The 2010 U.S. Census had only 10 questions
about age, gender, race, ethnicity, family status,
and type of dwelling. As a result, the decennial
census provides relatively little information about
our nation apart from those elements mandated
by law for redistricting purposes. To find other
information about Americans, for example income,
education, health insurance status, and housing
costs, one must turn to the American Community
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Survey (ACS). With ACS data releases every year,
a much more current set of estimates exists to
meet the needs of policymakers, researchers,
journalists, teachers, students, businesses, and non-
governmental organizations.

There are a number of findings from the
Census that are especially noteworthy. First,
Williamson and Rutherford Counties, two exurbs
of Nashville, were the fastest growing counties
in the state, expanding by 44.7 and 44.3 percent
respectively. Haywood County in rural west
Tennessee was the slowest growing, losing 5.1
percent of its population over the decade. Second,
the vast majority of the 7.0 percent increase in the
number of children in Tennessee was made up of
individuals of Hispanic origin. Third, the 65-plus
cohort of Tennesseans increased at a 21.3 percent
rate, more than double the 10.2 percent increase
in the under-65 population. Finally, median
household income in Tennessee, the southern
U.S., and the nation as a whole peaked in 2008.
Tennessee’s median was $43,610 in 2008, dropping
to $41,461 in 2010.

In many ways, Tennessee mirrors national trends
in economics and demographics. Tennessee has
grown older, slightly poorer, and more Hispanic
over the past few years. With a few exceptions,
most of our neighboring states are also older,
slightly poorer, and more Hispanic. Economic
growth should reverse the temporary slide in
incomes, but there is no reversing the aging and
diversification of the population. With the first
baby-boomer having reached retirement age on
January 1, 2011, the share of the 65 and older
population is expected to exceed 20.0 percent of
the total population over the coming decades.
Tennessee’s white-alone, non-Hispanic population
declined 3.6 percentage points over the decade to
75.6 percent of the total population. If Tennessee
follows national trends, this rate of decline should
accelerate to 4.0 to 5.0 percent in the decades to
come.
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The Long-Term Economic Outlook

Most recessions have only a short-term impact
on economic growth. The Great Recession,
however, will prove to be an exception, as some
lingering effects ripple through the entire decade.
Employment will take two or three years to fully
recover to pre-recession levels, but other measures
of economic activity, like the unemployment rate,
may not fully rebound within the decade.

Long-term trend economic growth tends to
be influenced more by long-term factors like
the growth of the population and the labor
force. Labor force growth, along with growth
in productivity, will be the primary determinant
of how fast employment, income and gross
state product grow. The expected slowing of
labor force growth in the years ahead will lead
to somewhat lower growth in overall economic
activity. Standards of living and quality of life
need not be sacrificed over a slower economy-
wide growth trajectory. However, sustaining and
improving quality of life will require investments
that lead to greater productivity and thus higher
worker earnings and incomes.

Tennessee is expected to see relatively strong
growth in the decade to come, especially in
comparison to the weak growth that characterized
the last decade that included two recessions.
Nonfarm employment is expected to grow at a 1.3
percent compound annual growth rate between
2012 and 2021. Manufacturing employment
will see employment gains through 2014 before
reverting back to a trend-decline in employment;
the near-term job gains in manufacturing will be
insufficient to offset all of the employment losses
over the course of the Great Recession. The state
unemployment rate, like its national counterpart,
will remain elevated throughout the decade. By
2021, the state and national unemployment rates
will have drifted down to below 5 percent, but
these rates will exceed the lows established prior to
the last recession.
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The Transition from College to Career in Tennessee

The Tennessee economy’s ability to compete
with the rest of the U.S. and the world crucially
depends on the state’s ability to develop and retain
a highly skilled labor force. Tennessee’s two-year
and four-year institutions of higher education
are key components of the state’s strategy to
create and sustain an amply-skilled labor force.

In 2011 we initiated a series of studies for HCM
Strategists, The Gates Foundation, and the
Tennessee Higher Education Commission (THEC)
on the determinants of student success in college
and beyond.! This chapter summatizes some of
the results of these studies, focusing on student
transitions from Tennessee public institutions of
higher education to the Tennessee workforce.

We undertake a careful analysis of all students
who began as first-time freshmen at any one of
the state’s public institutions of higher education in
2002 for the 2002/2003 school yeat and in 2003
for school year 2003/04.> We explore a series of
important outcomes for these students, including
their:

*  persistence through college

* degree completion

* likelihood of working in the Tennessee

economy and

* carnings if they are working in the

Tennessee economy.

Each student’s experience is tracked across
campuses (if they chose to attend another school)
and into the labor force. Thus, we follow students
who begin at each campus to determine whether
they obtained a degree at their initial campus or
at any other public or private school in Tennessee
or elsewhere in the nation. We analyze student

' See Carruthers, Celeste K., William F. Fox, Matthew N. Murray, and Angela

R. Thacker. “Educational Outcomes for Students Attending Tennessee Higher
Education Institutions,” (forthcoming) prepared for the Tennessee Higher
Education Commission; and Carruthers, Celeste K., William F. Fox, Matthew

N. Murray, Grant Thrall, and David Wright, “College Participation, Persistence,
Graduation, and Labor Market Outcomes: An Input-Adjusted Framework for
Assessing the Effectiveness of Tennessee’s Higher Education Institutions,”
(forthcoming), prepared for the Context for Success Project, an initiative of HCM
Strategists and the Gates Foundation.

2 Students are regarded as beginning in 2002 if they are first-time enrollees in
the summer or fall of 2002. Students in 2003 are defined in a similar manner.
Students who are dual-enrolled while in high school are considered first-time
enrollees when they begin higher education after graduation from high school.

education and work experience outcomes through
the end of calendar year 2010 for both cohorts
(2002 and 2003 first-time freshmen) of students.
Selected findings include the following:

1. 72 percent of two-year college entrants and
45 percent of four-year college entrants
failed to earn a degree by the spring of
2010.

2. Degree recipients had higher ACT scores
than noncompleters, and higher ACT scores
were associated with higher earnings after
college.

3. Degree recipients came from
neighborhoods that were more affluent and
less diverse than those of noncompleters.

4. 'The vast majority of bachelor’s degree
recipients finished college within 150% of
normal time (six years). Associate’s degree
recipients were less expeditious.

5. Four-year college noncompleters were
close to minimum degree requirements, in
terms of credits and semesters, but tended
to stay in college just two-thirds as long as
bachelor’s degree recipients.

6. Degree recipients earned nearly $10,000
more than noncompleters seven years after
entering college.

7. 'The short-term returns to college
persistence (i.e., the earnings premium for
additional semesters enrolled) were positive
for noncompleters but negative for degree
recipients, indicating that persistence could
be a good signal in the absence of a degree
but excessive alongside a degree.

The report begins with a discussion of data
used in this study as well as descriptive statistics for
2002 and 2003 first-time freshmen in Tennessee.
This is followed by a summary of statistical
analyses that explain which characteristics are
most closely linked to workforce participation
and earnings shortly after college. The last section
offers conclusions, policy implications, and
opportunities for additional research.
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