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From the Director

The Center for Business and Economic Research
(CBER) is pleased to publish the 26th Kentucky Annual
Economic Report. The Annual Report is one of the important
ways in which the Center fulfills its mission to monitor
and analyze the Kentucky economy. The 1998 Report
contains seven articles that provide state and national
economic forecasts and address many of the major
economic policy issues facing the Commonwealth.

In publishing this report, we draw on expertise from
the Gatton College of Business and Economics at the
University of Kentucky and the Kentucky Finance and
Administration Cabinet. Our authors include four faculty
members and one graduate student from the Department
of Economics, one faculty member from the Finance Area
in the School of Management, and the Deputy Director of
the Office of Financial Management and Economic
Analysis in the Finance and Administration Cabinet. One
of the strengths of CBER is that we are able to bring
together some of the best economists in the state to work
on our research projects.

The first article contains forecasts for the Kentucky
economy for the next three years. Dr. Eric C. Thompson,
CBER'’s Associate Director, maintains and updates the
University of Kentucky State Econometric Model which
produces these forecasts. Dr. Thompson forecasts that
gross state product will average 2.6 percent annual growth
and employment 1.9 percent annual growth from 1998 to
2000.

Dr. Donald Mullineaux, the duPont Professor of
Banking and Financial Services at the University of
Kentucky, examines the prospects for United States
financial markets in the second article. In this article, he
reviews the performance of the money, bond, and stock
markets over the past year and provides some possible
outcomes for the future.

The other five articles consider economic policy
issues in Kentucky. My article looks at the link between
education and earnings for Kentucky residents from 1964
to 1996 and compares the results for Kentucky to the rest
of the United States. One of the most important findings
is the rapid increase in the returns to graduate education
in Kentucky throughout the 1990’s.

Robert Cox of the Kentucky
Office of Financial Management
and Economic

Analysis
examines Kentucky’s per capita
personal income. His paper is a
useful complement to the study
we published in last year’s Report
on Kentucky’s per capita income.

Dr. Dan Black and Amitabh Chandra, a graduate
student in economics at the University of Kentucky,
examine the retirement behavior of Kentucky families.
They point out that in Kentucky, as nationwide, men
ages 55-65 have been retiring sooner than in the past.
They also note the fact that more older women working
may have contributed to fewer men working.

Dr. Frank Scott looks at the potential changes in
Kentucky’s electric utility industry that could be caused
by deregulation. He finds that the prices paid by the

typical electricity consumer in Kentucky will decrease as
a result of a movement toward competition.

In the final article, Dr. Eric Thompson and Amitabh
Chandra examine the impacts a new interstate highway
can have on local economies in Kentucky.

We are continuing to expand our research program
on the Kentucky economy. We recently completed the
first annual Kentucky Business Confidence Survey and
published the results in the first edition of our newsletter,
the Kentucky Business and Economic Outlook. We are
working to expand our Web site and the capabilities of
the Kentucky Economic Information Service. In the last
few months we have finished research projects sponsored
by the Kentucky Transportation Cabinet, the Kentucky
Department of Employment Services, and the Kentucky
Administrative Office of the Courts. We are currently
working on research projects that are sponsored by the
Kentucky Department of Parks, the Kentucky Finance
and Administration Cabinet, the Tennessee Valley
Authority, and the Lexington Area Transit Authority.

Mok C. foger
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(CBER) is the applied economic research branch of the
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at the University of Kentucky. Its purpose is to
disseminate economic information and provide
economic and policy analysis to assist decision makers
in Kentucky’s public and private sectors. In addition,
CBER performs research projects for federal, state, and
local government agencies, as well as for private-sector
clients nationwide. The primary motivation behind
CBER’s research agenda is the belief that systematic and
scientific inquiries into economic phenomena vyield
knowledge which is indispensable to the formulation
of informed public policy.

CBER’s research includes a variety of interests.
Recent projects have been conducted on manpower,
labor, and human resources; transportation economics;
health economics; regulatory reform; public finance;
and economic growth and development. In addition to
the Kentucky Annual Economic Report, CBER publishes a
quarterly newsletter, Kentucky Business and Economic
Outlook, which contains quarterly forecasts for the
Kentucky economy as well as other business and
economic issues. CBER also publishes the Carol Martin
Gatton College of Business and Economics Working Papers,
which report the results of current research by college
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journal of urban and regional policy with international
distribution.
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® Listof current and past Gatton College of
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Quarterly Forecasts for the
Kentucky Economy, 1998 - 2000

Eric C. Thompson

The Kentucky economy is forecast to experience moderate growth from 1998 to 2000. Gross
state product is forecast to grow at a 2.6 percent annual rate, with total employment growing
by 1.9 percent and total personal income by 2.0 percent. Growth in the Kentucky economy is
also expected to be broad-based with all major industry groups except mining adding
employment. The largest growth is again forecast for the services and retail trade sectors,
although the manufacturing sector will be a source of major improvement in 1998. Professional
specialty occupations that require high education levels and service occupations are forecast
to have the largest growth for the next three years. Finally, Kentucky’s population is expected
to grow at a 0.6 percent annual rate from 1998 to 2000, with older population groups

growing at higher rates than younger groups.

Introduction

THIS ARTICLE DESCRIBES A FORECAST FOR THE KENTUCKY
economy produced using the University of Kentucky
State Econometric Model. The model, developed in
1995, is used to make quarterly forecasts of the state
economy three years into the future. The forecasts
are updated each quarter and have significant
industry and demographic detail, with forecasts for
many mining, construction, manufacturing, retail,
and service industries and government at a detailed
level. Forecasts also are presented for occupational
groups, and population forecasts are made for five-
year age groups for men and women. Forecast results
are presented below for 20 manufacturing industries,
two mining industries, three service industries, and
three levels of government. Quarterly forecasts are
presented below for 1998, and annual forecasts are
presented for 1998, 1999, and 2000.

The Kentucky economy is forecast to experience
moderate growth in 1998 through 2000. Gross state
product (GSP) is forecast to average 2.6 percent per
year over the three-year period, while employment
growth is forecast to average 1.9 percent annually.
As in most recent years, the Kentucky economy is
forecast to grow faster than the United States
economy. Future growth in the Kentucky economy
also is expected to be broad-based. All major industry

1998 KENTUCKY ANNUAL ECONOMIC REPORT

groups except mining are expected to add
employment from 1997 to 1999. Eleven of 20
manufacturing industries are expected to add
employment, and all nine occupational groups are
forecast to add jobs over the next three years.

Faster job growth is forecast to lead to wage and
salary income growth of 2.3 percent per year, and a
total income growth rate of 2.0 percent annually.
Employment and income growth is forecast to
encourage net migration to Kentucky and yield an
expected increase in the state’s population of 0.6
percent per year.

The Kentucky Forecast

The rate of growth in the Kentucky economy is
forecast to exceed the national growth rate (see the
Appendix for a description of the national forecast).
Faster growth in Kentucky is forecast because the
state is expected to have faster growth than the nation
in manufacturing. This faster growth is expected for
Kentucky even though the state does not have a large
concentration of rapidly growing national
manufacturing industries, such as computers and
semi-conductors.

These faster growth rates forecast for Kentucky
can have enormous consequences. To give one
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example, Kentucky’s annual total employment
growth rate is forecast to exceed the national rate by
0.5 percent on average from 1998 through 2000. This
percentage difference translates into 26,000
additional jobs for Kentucky over the three years.

Recent Developments

During 1997, both the Kentucky and national
economies grew at a strong rate. Employmentin the
Kentucky economy grew at 2.2 percent per year while
national employment grew at 2.3 percent per year.
To achieve this growth rate, Kentucky added roughly
36,500 jobs in 1997. This growth rate in 1997 was an
improvement on growth in 1996, when the Kentucky
economy added jobs at 1.9 percent per year. These
figures for 1997 were based on employment data from
the first nine months of the year and estimated values
for the last three months.

The stronger performance in the Kentucky
economy in 1997 occurred in part due to a rebound
in the state’s manufacturing sector. In 1996, the
Kentucky economy lost nearly 2,000 manufacturing
jobs, with substantial declines occurring in apparel
industry employment. In 1997, manufacturing
employment increased in Kentucky by more than
2,000 jobs. This rebound in manufacturing growth
occurred despite a continued decline in apparel
industry jobs. Wood products, paper
products, and transportation equipment

also lead to modest population growth. Population
in Kentucky is estimated to have grown by 0.5 percent
in Kentucky during 1997.! Real personal income is
estimated to have grown 3.9 percent.

The Next Year

The forecast for 1998 predicts a faster rate of
growth for Kentucky than the United States. This is
true for a range of measures, including real value-
added output, real personal income, total
employment, and manufacturing employment.

Real value-added output, or real gross state
product, is forecast to grow at a moderate 2.8 percent
rate in 1998. Growth is forecast to be steady and
above 2.0 percent throughout the year. Gross state
product is forecast to grow at an annual rate of 3.3
percentin the first quarter before falling to 2.5 percent
in the second and third quarters and 2.3 percent in
the fourth quarter, as shown in Figure 1. Allin all,
1998 will be a year for steady, moderate to strong
growth in Kentucky.

Such steady growth is also evident in
employment forecasts for 1998. Total employment
growth is forecast to reach an annual growth rate of
2.5 percent in the first quarter of 1998, 2.2 percentin
the second and third quarters, and 2.0 percent in the
fourth quarter. While it is somewhat more volatile,
growth in real total personal income also is forecast

were among the manufacturing industries FIGURE 1
that added employment during the year.
Coal mining, however, was a major 1998 Kentucky Gross State Product Growth
industry that lost employment in 0
Kentucky in 1997. 4.0%; 3.3%

Other major industry groups posted

o : 0 2.5% 2.5% .

employment gains in 1997. The services | 3.0%- 2.3%
and retail trade sectors accounted for the
most job growth. The services industry 2.0% |
grew at 3.3 percent and added 13,500 jobs
in 1997, with business and health services

. . .. 1.0%
leading the way in service industry
growth. The retail trade industry grew at
arapid 2.5 percent growth rateand added | 0.0%
7,900 jobs. Modest job and income growth Ql Q2 Qs Q4

Quarter

CENTER FOR BUSINESS AND ECONOMIC RESEARCH
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TABLE 1
Real Gross State Product (GSP), Seasonally Adjusted
1997 Q4 1997 Quarterly Growth Annual Annual Averages
GSP at an Annual Rate Growth Growth Growth
($mil) Q1 Q2 Q3 Q4 1998 1999 2000 ($mil) Rate
Total $71,573.7 3.3% 25% 25% 2.3% 2.7% 2.7% 2.5% $1,921.2 2.6%
Agriculture 1,635.4 19.7 9.6 2.2 4.0 8.7 35 3.1 87.1 5.1
Mining 2,481.9 -4.7 -3.7 -1.6 0.9 -23 11 2.1 6.7 0.3
Construction 3,077.0 3.0 1.3 1.5 1.0 1.7 1.1 1.2 42.0 1.3
Manufacturing 19,008.6 3.2 2.6 3.1 2.3 2.8 3.6 3.0 610.3 3.1
TCPU 7,003.8 3.3 3.0 3.1 3.1 3.1 3.0 3.0 218.5 3.0
Trade 10,745.3 4.1 3.7 3.2 3.1 3.6 3.1 2.9 350.6 3.2
FIRE 9,347.7 1.9 1.8 1.8 1.7 1.8 1.7 1.6 163.0 1.7
Services 9,973.3 3.4 3.1 3.1 3.0 3.1 3.0 3.0 311.7 3.0
Government 8,300.8 3.2 1.1 1.7 1.3 1.8 1.4 1.5 131.3 1.6
TCPU = Transportation, Communications, and Public Utilities
FIRE = Finance, Insurance, and Real Estate

to be steady. Total personal income growth is  Following the trend of the last decade, coal mining
forecast to reach 3.4 percent in the first quarter, 2.2 employment is forecast to decline by roughly 2.3
percent in the second quarter, 2.3 percent in the third percent in 1998, or about 400 jobs.

guarter, and 1.9 percent in the fourth quarter. With

steady employment and income growth, population
y _p y d ) e ) The Three-Year Forecast
growth is also expected to remain moderate in

Kentucky in 1998. Population is forecast to increase Growth in the Kentucky economy is forecast to
by 23,600 during the year, reflecting a 0.6 percent  gecelerate in 1999 and 2000 relative to growth in
rate of growth. 1998. However, growth will remain moderate for all

Just as in previous years, the largest growth three years. Real gross state product is forecast to
among industries in 1998 is forecast for services and grow nearly 2.6 percent on average for the three years.
retail trade. Service industry employment is forecast Total employment is forecast to average 1.9 percent
togrow by 3.3 percentin 1998, adding atotal of 14,000 per year, and real total personal income is forecast to
jobs. Business services, growing at 6.2 percent, and grow by 2.0 percent on average. Each of these growth
health services, growing at 2.8 percent, are forecast  rates exceeds national forecasts. Population growth

to add the most new services jobs. Retail trade in Kentucky is expected to lag national growth. The
employment is forecast to grow at 2.7 percent in 1998, following three sections discuss the growth of
adding 8,800 new jobs. industries, income, and population in more detail.

The manufacturing industry is expected to be a
source of major improvement in the Kentucky

economy in 1998. Manufacturing employment is Gross State Product

forecast to rise by 1.0 percent. This translates into and Employment

3,100 net new manufacturing jobs. Transportation

equipment, printing, wood and furniture products, Gross state product (GSP), the measure of
paper products, and fabricated metals are forecast to value-added output, is acomprehensive measure of
be the strongest manufacturing industries in 1998. economic activity which includes capital

consumption, profits, and business tax payments as

1998 KENTUCKY ANNUAL ECONOMIC REPORT



Quarterly Forecasts for the Kentucky Economy, 1998 - 2000

state product from 1998 through
2000. AIll goods-producing
Share of 1998 to 2000 Gross State Product Growth in industries are forecast to account
Selected Industry Groups for 38.8 percent of real gross state
38.8% product growth. Growth in
50% - manufacturing, mining,
agriculture, and construction
40% - will be a crucial engine for growth
) in the Kentucky economy in years

30%- 18.2% to come.
c 16.2% Figure 2 also shows the
20%+ relative significance of trade and
services for growth in real gross
10% state product. These industries
0% are forecast to play a significant
] ] but secondary role in real GSP
Goods-Producing Trade Services growth. Retail and wholesale

well as employment and earnings. As a result,
analysis of gross state product data can sometimes
lead to a different perspective than analysis of a less
comprehensive measure, such as employment
growth. In particular, while more rapid job growth
in the service sector is evidence of the emerging
service economy, analysis of gross state product
reiterates the crucial role which manufacturing and
other goods-producing industries play in the overall
economy. Table 1 shows growth and growth rates
for gross state product for the next three years.
Manufacturing and other goods-producing
industries (such as agriculture, mining, and
construction) continue to account for a substantial
share of gross state product. Manufacturing
accounted for 26.6 percent of real gross state product
in the fourth quarter of 1997, while goods-producing
industries as a whole accounted for 36.6 percent. The
remaining 63.4 percent of real gross state product
was divided among other industries. For example,
retail and wholesale trade accounted for 15.0 percent,
and services accounted for 13.9 percent.
Manufacturing and other goods-producing
industries are forecast to account for an even larger
share of growth in Kentucky real GSP, portending
an even more important role in the economy in the
future. As Figure 2 shows, manufacturing is forecast
to account for 31.8 percent of growth in real gross

trade are forecast to account for
18.2 percent of real gross state product growth from
1998 through 2000, while services are forecast to
account for 16.2 percent of growth.

Strong growth in real gross state product is
consistent with growing employment. An increase
in real GSP, however, does not guarantee that
employment also will increase. Productivity, or real
GSP per worker, can grow rapidly enough in some
industries that total employment will decline even
as gross state product grows. Thistrend is occurring
nationally in many manufacturing, mining, and
construction industries. Figure 3 shows indices for
employment in 1998 through 2000 compared to
employment in the fourth quarter of 1997. As
depicted, goods-producing employment is forecast
to decline slightly in the United States from the fourth
quarter of 1997 through the fourth quarter of 2000.

Growth in real GSP in goods-producing
industries, however, is leading to an increase in
employment in Kentucky. As shown in Figure 3,
employment in goods-producing industries is
forecast to increase steadily throughout the three-year
period. Goods-producing industries are forecast to
grow on average by 0.8 percent per year.

Nongoods-producing industries also are
forecast to grow more quickly in Kentucky than
nationally. Figure 3 also shows growth indices for
nongoods-producing industries such as services,

CENTER FOR BUSINESS AND ECONOMIC RESEARCH
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average to be 0.2

FIGURE 3 percent greater each

Indices of Employment Forecasts for Goods- and year than national
Nongoods-Producing Industries for Kentucky and the U.S. income growth.

1.08 - Just as with

1.06 | KY Nongoods employmentand gross

aee state product, the

1.04 - US Nongoods growth rate of total real

1.02 | personal income is

forecast to decelerate

1.00 1 T T Tt e e e m e e e e e e e over the three-year

098 . US Goods period. Growth in

1998 is forecast at 2.4

0.96 - percent, while growth

0.04 E is forecast at 1.8 percent

' ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ ' 3 per year in 1999 and

4 1 2 3 4 1 2 3 1 2 3 4 35 2000.
1997 1998 1999 2000 Faster total income

retail trade, wholesale trade, and government in
Kentucky and the United States. Nongoods-
producing industries in Kentucky consistently
outperform national averages. The growth rate in
Kentucky is forecast to average 2.3 percent per year
compared to a 1.8 percent growth rate forecast for the
United States.

Income

growth in Kentucky is
not the result of faster population growth in the state.
Population in Kentucky is forecast to grow slower
than nationally over the three year period. Instead,
faster income growth in Kentucky is the result of
faster income growth per person. Growth in real per
capita, or per person, income in Kentucky is forecast
to average 1.4 percent in Kentucky compared to an
average growth of 1.0 percent nationally. Kentucky’s
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more rapid expansion is forecast to result in faster-
rising average incomes for residents.

Population

Population growth in Kentucky has been steady
throughout the 1990s.2 Rising in-migration, reduced
out-migration, or both, have lead to positive net
migration, which is the number of persons migrating
to Kentucky minus the number migrating out of the
state.

With more persons moving to the state than
leaving, population growth has exhibited the kind
of steady growth seen elsewhere in the nation (net
migration also is positive for the nation as a whole).
Nonetheless, population growth rates in the late
1990’s have slowed somewhat from the growth rates
in the early 1990’s. From 1998 to 2000, Kentucky’s
population is forecast to grow by 0.6 percent annually
compared to 0.9 percent growth forecast for the
nation. This figure translates into an average
increase of 23,200 residents each year. Of that total,
15,900 are due to net migration.

This growth, however, is not forecast in all
population groups. As nationally, Kentucky’s
forecast shows an aging population. The number of
persons ages 30-39 in Kentucky is forecast to decline
slightly over the next three years, and growth is very
modest in other young age groups. Atthe same time,
some older age groups should grow rapidly. In
particular, population is forecast to grow quickly
among the older portions of the labor force. The
population of 50 to 59 year-old residents is expected
to grow by 4.0 percent per year from 1998 through
2000. Population is also forecast to grow quickly
among the oldest portion of the population. The
number of persons over age 85 should grow by 5.4
percent per year over the next three years.

Forecast Detail

The strong growth forecast for the Kentucky
economy is not the result of a consistent growth rate

among all industries or sources of income. Many
industries are growing much more rapidly than total
employment, while some manufacturing and mining
industries are not growing at all. The following
sections examine growth in industries, occupations,
and sources of income.

Employment

The strong employment picture in Kentucky is
the result of broad-based growth. As nationally, the
majority of job growth is forecast in retail trade and
services. But, in Kentucky, nearly all industries are
forecast to add employment over the next three years.
There are only a few exceptions that are forecast to
shed employment. These exceptions are coal mining
and selected manufacturing industries.

Total manufacturing employment is forecast to
grow at an average annual rate of 0.7 percent in
Kentucky from 1998 through 2000. This growth rate
compares very favorably with the forecast of a decline
of 0.3 percent in manufacturing employment
nationally. Manufacturing employment is forecast
to increase by 1.0 percent in 1998, 0.6 percent in 1999,
and 0.5 percent in the year 2000. These growth rates
translate into an average increase of 2,300 jobs for
each year from 1998 to 2000.

The broad-based growth evident throughout
Kentucky’s economy is also forecast for the
manufacturing industry. This broad-based growth
is seen in Table 2. Eleven of the 20 manufacturing
industries in Kentucky are forecast to add jobs from
1998 though 2000. This compares with only five
manufacturing industries that are expecting to grow
nationally. The fastest rates of growth are forecast
for plastics, wood and furniture products,
transportation equipment, and fabricated metals.
The fastest rates of job loss are forecast for tobacco
products, leather products, apparel, and electric
machinery.

The growth forecast for manufacturing is also
forecast for the construction industry in Kentucky,
which is forecast to grow by 1.8 percent per year.
Growth is forecast to be fastest in 1998. Coal mining
employment is forecast to decline during each of the

CENTER FOR BUSINESS AND ECONOMIC RESEARCH
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TABLE 2

Total

Goods-producing
Mining
Coal mining
Construction
Manufacturing
Food products
Tobacco
Textiles
Apparel
Wood
Furniture
Paper products

Chemicals
Petroleum and
coal refining
Rubber and
plastic products
Leather products
Stone, clay, and
glass products
Primary metals
Fabricated metals

Electric machinery
Transportation
equipment
Instruments and
related products
Miscellaneous
manufacturing

Nongoods-producing
TCPU
Trade
Wholesale trade
Retail trade
FIRE
Services
Business services
Health services
Government
Federal
State and local
State
Local

Printing and publishing

Non-electric machinery

1997 Q4
employment
(thousands)

1,719.09

413.88
21.51
17.87
77.95

314.42
25.14

4.45
8.40
21.51
14.82
5.01
12.46
22.01
14.95

3.02

19.75
0.98

11.66
17.74
23.84
36.41
25.66

37.26
4.38
4.96

1,305.21
96.33
413.12
84.52
328.60
69.10
429.02
83.05
149.39
297.64
38.47
259.17
88.80
170.37

1998 Quarterly Growth
at an Annual Rate (%)

Q1

2.49%

0.59
-3.50
-3.70

2.91

0.31
-3.58

1.79

1.30
-4.11

1.80

6.44

2.11

3.17
-0.08

14.79

2.99
-1.20

0.18
0.11
2.61
0.43
-0.60

-1.94

0.11

2.74

3.09
2.12
2.95
1.95
3.21
-0.13
3.54
6.96
3.21
3.71
3.22
3.79
0.91
5.3l

Q2
2.19%

1.29
-2.96
-3.61

1.85

1.45
-1.63
-2.29

BRSS

0.90

2.83

9.34

1.81

3.52

0.65

10.54

3.20
-0.70

1.54
-0.26
1.72
-1.67
-1.95

5.51

-0.19

4.78

2.47
1.51
2.67
3.02
2.58
0.11
3.30
6.16
2.93
1.86
2.18
1.81
0.14
2.68

Q3
2.20%

1.46
-0.95
-1.85
1.65
1.57
-0.19
-2.49
3.36
-1.39
8.28
10.58
2.39
3.18
-0.55

7.29

5.09
-2.65

-0.74
0.38
1.81
2.08

-2.51

4.06

-0.54

-0.50

2.43
1.68
2.28
1.47
2.48
0.27
3.20
6.00
2.68
2.29
1.42
2.42
0.07
3.64

TCPU = Transportation, Communications, and Public Utilties
FIRE = Finance, Insurance, and Real Estate

Q4
1.97%

1.04
0.44
0.72
2.10
0.82
-1.01
-4.43
2.64
-1.70
2.77
19.12
2.45
3.14
=1L.515

4.94

8.92
-3.36

-0.81
-0.08

0.45
-0.28
-2.68

2.28

-1.17

2.26
1.55
2.18
1.30
2.40
0.28
3.08
5.65
2.55
1.88
0.72
2.05
0.11
3.05

Annual Growth (%)

1997

2.21%

1.09
-1.76
-2.13

2.13

1.03
-1.61
-1.88

2.66
-1.59

2.67
11.27

2.19

3.25
-0.39

9.33

3.80
-1.98

0.04
0.04
1.64
0.13
-1.94

2.44

-0.45

2.30

2.56
1.72
2.52
1.93
2.67
0.13
3.28
6.19
2.84
2.43
1.88
2.51
0.31
3.66

1998

1.87% 1.71%

0.79
-0.39
-0.09

1.69

0.64
-0.98
-4.73

0.96
-2.37

2.25

7.82

1.90

2.48
=1L, 15

1.60

3.76
-2.97

-1.08
0.57
133
0.23

-2.31

2.86

-0.14

-3.78

2.20
1.46
2.05
1.35
2.22
0.59
3.03
5.36
2.65
1.83
-0.32
2.14
0.26
3.09

1999

0.63
-1.02
-0.88

1.65

0.48

0.10
-4.77
-0.45
-0.96

1.95

1.10

1.86

1.79
-0.09

-0.42

8.3l
-4.06

-0.97
0.17
1.28
-0.24
-1.97

1.81

0.50

-2.60

2.05
1.30
1.80
1.13
1.97
0.72
2.85
4.80
2.63
1L.79
-0.98
2.15
0.41
3.00

Growth and Growth Rates for Kentucky Nonfarm Employment, Seasonally Adjusted

Growth
(thou)
KY

33.80

3.49
-0.22
-0.18

1.45

2.27
-0.21
-0.16

0.09
-0.35

0.35

0.36

0.25

0.57
-0.08

0.11

0.74
-0.03

-0.08
0.05
0.34
0.01

-0.52

0.90
0.00
-0.07

30.31
1.46
8.95
1.26
7.68
0.33

13.49
4.78
4.16
6.08
0.07
6.01
0.29
5.72

N/A = Not Applicable

Growth
Rates (%)

KY

1.93% 1.44%

0.84
-1.06
-1.03

1.82

0.72
-0.83
-3.80

1.06
-1.64

2.29

6.73

1.98

2.51
-0.54

3.50

3.62
-3.01

-0.67
0.26
1.42
0.04

-2.07

2.37

-0.03

-1.36

2.27
1.49
2.12
1.47
2.29
0.48
3.05
5.45
2.71
2.00
0.19
2.27
0.33
3.25

us

-0.22
=8.39

N/7A

0.53
-0.34
-0.30
-4.35
-0.78
-3.55
-0.04

1.10
-0.25

0.26
-0.39

-2.53

0.77
-6.47

-1.26
-1.10
0.14
-0.05
0.68

-0.53

-1.31

-0.52

1.84
0.89
1.29
1.18
1.32
1.05
2.88
N/A
2.30
1.38
-1.64
1.83
N/A
N/A
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next three years. It should be noted, however, that
the rate of decline in the coal mining industry is
expected to be small relative to the substantial
declines in the 1980’s and early 1990’s. After
declining by 1,400 jobs per year in the early 1990’s,
coal mining employment is forecast to decline by only
200 jobs per year in 1998 through 2000.

The faster growth forecast for Kentucky in goods-
producing industries such as manufacturing and
construction also is forecast for non-goods producing
industries in the economy such as retail and services.
This result is not surprising given the faster rate of
income growth expected for Kentucky. Income is
forecast on average to grow 0.2 percent faster in
Kentucky than nationally. Since demand for
industries like retail and services is largely driven by
local demand and incomes, faster growing incomes
in Kentucky should lead all services and trade
industries to grow significantly faster in Kentucky
than nationally.

This faster rate of growth is clearly seen in retail
employment and government employment, and is
seen to a lesser extent in services employment. Retail
trade employment is forecast to grow by 2.3 percent
in Kentucky compared to 1.3 percent nationally over
the next three years. Similarly, wholesale trade
employment is forecast to grow by 1.5 percent in
Kentucky compared to 1.2 percent nationally. In part
reflecting continued efforts at improving education
in Kentucky, state and local government in Kentucky
is forecast to grow by 2.3 percent per year compared
to 1.8 percent
nationally. As

and government, some non-goods producing
industries are forecast to grow only slightly more
quickly in Kentucky than nationally. In particular,
health services and other types of services are forecast
to only grow about 0.2 percent faster in Kentucky
than nationally from 1998 through 2000. Finance,
insurance, and real estate are forecast to grow 0.5
percent slower in Kentucky than nationally during
the period.

The rate of growth of services, however, still is
forecast to exceed the rate of growth in retail
employment in Kentucky. The service industry still
contains some of the fastest-growing portions of the
economy, such as business services and professional
services. A trend in business towards outsourcing
services rather than keeping in-house staff continues
to fuel rapid growth in business and professional
services. Table 2 indicates that business services are
forecast to grow by 5.5 percent per year on average in
1998 through 2000. It is also worth noting that the
rate of health care employment growth has moderated
both in Kentucky and nationally. With efforts to
reduce the rate of growth in health care costs, health
care employment in Kentucky is forecast to grow ata
2.7 percent annual rate. This still represents a quick
rate of growth but is below the average growth rate
for services.

In summary, most trade and service industries
are forecast to grow faster in Kentucky than
nationally. This is consistent with the faster rates of
income growth in the state. The state also is forecast

part of continued
efforts to cut the
federal budget
deficit, federal
government
employment is | Total
forecast to decline
in both Kentucky
and the nation in
1999 and 2000.
Despite the
much more rapid
growth in trade

TABLE 3

Professional specialty
Technicians and related support
Marketing and sales

Service

Growth and Growth Rates for Employment by Occupation, Seasonally Adjusted

Executives, administrators, and managers

Administrative support, including clerical

Agriculture, forestry, fishing, and related
Precision production, craft, and repair
Operators, fabricators, and laborers

1997 2000 Annual  Annual
Q4 Q4 Growth Growth Rate
1,729,333 1,831,422 34,030 1.9%
173,766 185,169 3,801 2.1
214,048 233,704 6,552 3.0
61,733 65,745 1,337 2.1
182,243 196,207 4,655 2.5
325,795 335,468 3,224 1.0
277,282 300,696 7,805 2.7
17,755 18,708 318 1.8
205,779 214,043 2,755 1.3
270,932 281,682 3,583 1.3
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to benefit from a faster-growing manufacturing sector
than is found nationally, although the number of new
jobs in manufacturing is expected to be substantially
less than the number in services or retail trade.

These patterns in industry growth also are
evident in the pattern of occupational growth. As
Table 3 indicates, two of the three fastest-growing
occupations are service occupations, and to a lesser
extent, marketing and sales occupations. Workers
in service occupations include health care assistants,
food preparers, cleaners, and household workers.
Marketing and sales occupations are composed
primarily of cashiers and other retail sales workers.
Roughly 7,800 service jobs are forecast to be gained
over each of the next three years, while 4,700
marketing and sales jobs are forecast to be gained.

This growth translates into a 3.0 percent annual
growth rate for service occupation jobs and a 2.5
percent rate of growth for marketing and sales jobs.
Both growth rates are well above the forecast overall
growth rate of 1.9 percent for all occupations. Slower
growth was forecast for those occupations that
account for a substantial share of manufacturing
employment such as precision, production, craft, and
repair workers, and operators, fabricators, and
laborers. The annual growth rate for both groups of
occupations is forecast to be 1.3 percent. A
substantial share of the job growth in these
occupations is forecast to occur for workers
performing these tasks in non-manufacturing
industries such as construction, and transportation,
communications, and public utilities.

Another pattern evident in occupational growth
forecasts is the growth for occupations requiring a
high level of education. Among all occupational
groups, workers in professional specialty
occupations have the highest level of education. This
occupational group also has the highest growth rate
and is forecast to experience the second largest job
increase in the next three years. The number of
workers in professional specialty occupations is
forecast to grow by 3.0 percent annually, resulting in
a net increase of 6,600 workers each year. The
professional specialty occupational group includes
teachers, scientists, engineers, doctors, and artists,
among others. Executives, administrators, and
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managers, as well as technicians, are other groups of
workers that, on average, have a higher level of
education. The annual rate of job growth in these
two occupational groups is forecast to be 2.1 percent,
above the average of 1.9 percent for all occupations.
The rapid growth rate for these education-oriented
occupations is forecast to occur throughout the
economy, rather than being tied to a particular
industry.

Despite these differences among particular
occupations, it is worth noting that the outlook for
job growth is at least fair for all of these nine aggregate
occupation types. The growth rate is forecast to
exceed at least 1.0 percent per year in all major
occupational groups. While the number of jobs may
be declining in some more specific occupations, these
aggregate numbers indicate that there at least should
be jobs available for workers in related occupations.
Overall, this implies that there are expanding
opportunities for most Kentucky workers.

Income

Real total personal income is forecast to grow
more rapidly in Kentucky than nationally. An
examination in Table 4 of the sources of income
growth indicates that this faster overall growth
results from faster growth in earnings from work,
such as wages and salaries, and benefits (other labor
income).

Real wage and salary earnings are forecast to
grow by 2.3 percent per year in Kentucky compared
with 1.9 percent nationally. This 2.3 percent rate of
growth translates into nearly $675 million of real
income growth per year from 1998 to 2000. Benefits
income (other labor income) is forecast to grow by 2.6
percent per year in Kentucky compared to 1.8 percent
nationally. This 2.6 percent increase is forecast to
yield $95 million in new income each year.
Proprietor’sincome is forecast to grow by 1.5 percent
per year in Kentucky from 1998 to 2000, adding $57
million per year to state income. Proprietor’sincome
is forecast to grow by 1.9 percent per year nationally.
Together, these three sources of working income are
forecast to account for $827 million of $1,056 million
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Growth Rates for Real Personal Income, Seasonally Adjusted
1997 Q4 1997 Quarterly Growth Annual Annual Averages
Income at an Annual Rate Growth Rate Growth Growth Rate
($mil) Ql Q2 Q3 Q4 1998 19992000 KY ($mil) KY US
Total personal income 51,321.3 3.4% 2.2% 2.3%1.9% 2.4% 1.8%1.8% 1,055.9 2.0%1.8%
Wage and salary income 28,616.8 26 25 3.0 24 2.6 2.3 2.0 675.4 2.3 1.9
Other labor income (benefits) 3,591.8 2.2 2.1 23 27 2.3 25 2.9 945 2.6 1.8
Proprietor’s income 3,668.1 42 29 25 1.7 2.8 1.2 0.6 56.6 1.5 1.9
Residential adjustment -217.4 7.8 10.9 10.5 9.1 9.6 8.2 7.2 -19.6 8.3 NA
Contributions to
social insurance 2,548.5 3.9 3.7 3.6 3.4 3.7 3.3 2.8 85.1 3.2 1.9
Transfer income 9,966.9 59 19 2.2 2.3 3.1 25 2.4 269.8 2.6 2.8
Dividends, interest, rent 7,403.0 3.6 2.0 0.6-0.2 1.5 0.3 0.9 66.3 0.9 0.7
Per capita income ($thou) 13.1 2.8 1.7 1.6 1.2 1.8 1.2 1.2 0.2 14 1.0

of income growth per year in Kentucky. Earnings
from work will be the key source for income growth
in Kentucky. After subtracting out payments on
wages for social insurance, earnings from work will
account for 70.2 percent of income growth in the state.

Income from transfer payments and dividends,
interest, and rent will be the other main sources of
income growth for the state. Growth in these sources
of income is forecast to mirror national growth. This
is not surprising since growth in transfer income and
dividend, interest, and rent income tends to follow
growth in population, and population is growing
both in Kentucky and the nation. Growth in transfer
income is forecast to grow by 2.6 percent per year in
Kentucky compared to 2.8 percent per year nationally,
while growth in dividend, interest, and rent income
in Kentucky is forecast to grow by 0.9 percent
compared to 0.7 percent nationally.

Growth in transfer income is forecast to account
for $270 million per year from 1998 through 2000,
and growth in dividend, interest, and rent income is
forecast to grow by $66 million per year. Itisworth
noting that transfer income is forecast to account for
25.6 percent of total income growth. Despite
legitimate concerns about the rapid growth of transfer
income, it is important to stress that earnings from
work is forecast to account for a much larger share of
income growth in Kentucky than transfer payment
income.

Another interesting pattern is the decline of
Kentucky’s residential adjustment, which is the

difference between what Kentuckians earn working
in other states minus what residents of other states
earn working in Kentucky. The decline in residential
adjustment indicates that one result of Kentucky’s
forecast employment growth is expected to be an
increase in workers from nearby states finding work
in Kentucky, a decrease in the number of Kentuckians
working in nearby states, or both.

Risks to the Forecast

The forecast presented for the Kentucky economy
is based in part on the baseline October 1997 forecast
for the United States economy produced by DRI/
McGraw Hill. This baseline national forecast
represents a moderate, most likely scenario for the
economy over the next three years. Use of this
moderate national forecast implies that the Kentucky
forecast is also a moderate forecast, or a moderate
scenario for the state’s economy among a group of
possible scenarios. The national economy has other
potential outcomes, which in turn could be played
out in the Kentucky economy. The two alternative
national scenarios are examined below.

In the first alternative scenario, there may be a
recession on the horizon for 2000. In this boom-bust
scenario, economic growth accelerates in 1998 and
1999, and inflation begins to rise as the economy
grows faster than economic capacity allows.
Furthermore, the Federal Reserve would not move
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strongly to fight inflation until 1999, when inflation
surges. The Federal Reserve sharply increases
interest rates in late 1999, which in this scenario leads
to arecession in 2000. DRI has assigned a probability
of 30 percent to this scenario.

In the second alternative scenario, a stock market
correction leads to a substantial slowdown in
economic growth in 1998. There is no recession in
1998, and real gross domestic product does grow.
However, the rate of growth slows to less than one
percent for the year, before accelerating during 1999
and 2000. This scenario is based on the assumption
that a stock market correction would substantially
reduce personal consumption. It also assumes that
slower economic growth in southeast Asia further
reduces business profits. DRI has assigned a
probability of 15 percent to this scenario.

Conclusion

The Kentucky economy is forecast to experience
moderate to strong growth during 1998, 1999, and
2000. Growth is expected to decelerate throughout
the period, with the most rapid growth occurring in
1998. Growth is also forecast to be broad-based. Most
industries are forecast to add employment, with the
exception of coal mining and several manufacturing
industries. All major occupational groups are
forecast to add employment. Real income and
population are each forecast to grow at a moderate
rate. Moderate growth is forecast to help Kentucky
maintain moderate statewide unemployment rates.

The services and retail trade industries are
forecast to add the most new jobs during the next
three years. Together, these two industries are
forecast to add 21,200 of the 33,800 net new jobs
expected in the Kentucky economy each year. The
manufacturing industry as a whole is forecast to add
2,300 new jobs per year for 1998 to 2000. But, despite
this relatively low share of employment growth,
manufacturing remains a key to growth in the state
economy. The manufacturing sector is forecast to
account for 31.8 percent of growth in real gross state
product in Kentucky. Gross state product is a broader
measure of an industry’s contribution to the economy
than employment. Itis also worth noting that, despite
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the growing importance of transfer payments to the
Kentucky economy, the wage, salary, and benefits
returns from working are forecast to be the primary
sources of income growth in Kentucky during the
next three years.

Growth in the Kentucky economy is forecast to
exceed growth in the national economy for most
employment and income measures. Manufacturing
employment is forecast to grow in Kentucky from 1998
to 2000, while it declines nationally. Growth ratesin
Kentucky for retail trade, wholesale trade,
government, and to a lesser extent, services
employment are forecast to exceed growth rates for
the United States. Similarly, growth rates for wages
and salaries and benefits income in Kentucky are
forecast to exceed those for the United States.
Population growth in Kentucky, however, is forecast
to be lower than across the nation.

Appendix:

National Forecast

The forecast for Kentucky is based on the baseline
forecast for the national economy in the DRI/
McGraw-Hill publication Review of the U.S. Economy
for October 1997. National variables forecast by DRI/
McGraw-Hill are key variables in nearly every part
of the University of Kentucky State Econometric
Model.?

The baseline national forecast from DRI/
McGraw-Hill depicts an economy in 1998, 1999, and
2000 that slows relative to the rapid growth of 1997
but which experiences moderate growth. Real GSP
is forecast to grow by 2.3 percent in 1998 and 1999
and by 2.4 percent in the year 2000. A similar pattern
is evident for employment and unemployment.
Employment is forecast to grow by 1.6 percent
nationally in 1998, 1.4 percent in 1999, and 1.3
percent in 2000. The unemployment rate is forecast
to average 4.9 percent in 1998, 5.1 percent in 1999,
and 5.2 percent in 2000.

The moderation in the U.S. economy in 1998
through 2000 is expected to result in part from a
slowdown in demand by consumers and the federal
government. The slowdown in federal spending is
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anticipated as a consequence of the balanced budget
agreement. The federal budget is assumed to head
towards balance in 2002. Consumer spending is also
expected to decline somewhat due to an anticipated
increase in interest rates. The Federal Reserve, inan
effort to fight potential inflation, is expected to raise
interest rates in late 1997 or early 1998. Beyond this,
however, consumer spending is expected to decline
simply because it is currently too high relative to
factors such as income growth and unemployment.
A widening trade gap is also expected to moderate
economic growth. Yetitisworth noting that exports
are expected to grow in 1998 and beyond, just not as
quickly as imports. Spending on housing and
business investment are expected to remain strong
through 2000.

The factors working to moderate the economy,
including an increase in interest rates in late 1997 or
early 1998, are expected to help keep inflation
moderate. The Consumer Price Index (CPI), which
rose 2.4 percent in 1997, is forecast to rise by 2.1
percent in 1998, 2.5 percent in 1999, and 2.8 percent
in the year 2000.

1 Personal income data for Kentucky are not yet available for
the last three quarters of 1997. Population data is not
available yet for the entire year. Thus, income and
population values needed to be forecast for these 1997
quarters based on the Kentucky employment data which is
available and national values for income growth. Kentucky
employment growth and unemployment data are key inputs
into forecasts of the migration component of population
and the wage and salary benefits, and proprietor’s income
components of personal income.

2 Moderate series birth and survival rates were taken from
Michael Price, Thomas Sawyer, and Martye Scobee, How
Many Kentuckians: Population Forecast 1995-2020, Population
Research, Kentucky State Data Center, University of
Louisville, 1993.

3 National industrial production and productivity by industry
are variables in manufacturing and mining, gross state
product, and employment equations. National consumer
spending and industry employment variables are important
inputs for retail and service equations. National data on
income growth by source is a key variable in income growth
equations.
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U.S. Financial Market Outlook:
Can the Bull Gallop On?

Donald J. Mullineaux

The U.S. financial markets performed well during 1997, although equity markets showed
unusual fluctuation late in the year. Short-term interest rates remained near the levels prevailing
in 1995-1996, while long-term rates trended downwards, as inflation remained subdued.
Stock markets continued to provide robust returns, but equity prices became highly volatile
towards year end. The outlook for 1998 calls for much the same scenario, provided that the
real economy continues to grow in the 2.0-2.5 percent range and inflation remains low.
Returns to stock investors should moderate from the abnormally high rates of 1995-1997,
however. Any signs of sharply accelerated growth in 1998 are likely to be accompanied by
interest rate increases and a stock market sell-off, while an economic slowdown will bring

lower interest rates.

Introduction

THe MID 1990°S MAY GO DOWN IN HISTORY AS AMONG
the best years ever for United States financial markets.
The key question in everyone’s mind, of course, is
how long can this continue? | begin this review of
the 1998 outlook by looking backwards in time at the
recent performance of the markets for debt (the money
and capital markets) and for equity (the stock market).
While the past is never a strictly reliable guide to the
future, history may contain some discernible clues
that will shed some light on the financial future. The
recent strength of financial markets, for example, is
partly related to the excellent performance of the
overall economy, especially with respect to the rate
of inflation. If the macroeconomic picture deteriorates
in 1998, the financial markets will almost surely falter
as well. The good news is that a few, if any,
forecasters are calling for either a recession or sharply
accelerating inflation. In what follows, | consider
the outlook for each sector of the financial markets:
the money and bond markets, the stock market, and
the market for the U.S. dollar.

1998 KENTUCKY ANNUAL ECONOMIC REPORT

Money Market

The money market is the market for short-term
financial instruments, which, by convention, refer to
assets with a maturity of one year or less. While all
sectors of the financial markets are subject to the forces
of the demand for and supply of funds, money market
conditions are strongly influenced by the actions of
the Federal Reserve Bank. Indeed, the central bank
focuses its short-term policy actions on the Federal
funds rate, which is the yield on funds that banks
lend to each other, typically on an overnight basis.
Other rates in the money market on instruments such
as Treasury billsand commercial paper tend to follow
policy-induced movements in the Fed funds rate, as
does the prime rate of interest on commercial loans.

The Federal Reserve increased its target for the
Federal funds rate from 5.25 to 5.50 percent in March
1997, citing concerns about the pace of real economic
growth and the potential for accelerating rates of
inflation. Banks quickly followed by raising the prime
rate from 8.25 to 8.50 percent and other short-term
rates moved up by similar magnitudes. As the Fed
was hoping, the rate of economic growth decelerated
from 4.9 percent in the first quarter of 1997 to 2.2
percent in the second quarter, roughly in line with
its forecast for annual growth of 2.0 - 2.5 percent for
the year as a whole. (Subsequent revisions to GDP
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The rate of Consumer Price Index (CPI) inflation
likewise dropped from 2.4 percent in the first quarter
to 1.1 percent in the second quarter, while producer
prices were showing outright declines of better than
2 percent. Despite hints of slight accelerations in the
rate of increase in wages during the summer, the Fed
held rates steady through early fall. Consequently,
short-term rates have been roughly constant over
almost a two-year period, a scenario that contrasts
sharply with the interest rate cycles of 1991-95 (see
Figure1).

In Congressional testimony in September,
Federal Reserve Chairman Alan Greenspan
pronounced the economy’s performance
“exceptional.” Stock market participants took heart
from the absence of any remarks in the Chairman’s
testimony voicing renewed concern about “irrational
exuberance” in the stock market. Mr. Greenspan’s
comments in early spring had sparked a substantial
sell-off in the stock market. Ironically, the Dow Jones
index was over 1,000 points higher in the fall than at
its level at the time of Greenspan’s statement of
concern.

In the absence of an economic downturn, the
outlook for short-term interest rates in 1998 will be

view is that the Fed is more
likely to respond quickly to any news of acceleration
in either real growth or inflation with a modest hike
in the Federal funds rate than it is to react to any
signals of economic weakness with a rate decline.

Indeed, market sentiment currently suggests that
the only prospects for lower short-term interest rates
in 1998 are predicated on a marked slowdown in
economic growth or on the arrival of a business cycle
downturn. The financial futures markets, which
provide market-based predictions of interest rate
movements, are calling for short-term rate hikes of
40-60 basis points by mid-1998. This would suggest
a prime rate of roughly 9 percent by the summer of
1998 and 9.25 to 9.50 percent by year’s end.

In the event of a significant slowdown in real
growth or an economic recession, short-term rates
would fall, probably by one to two percentage points.
Rates would fall initially in response to weak
demand for borrowed funds, and the Fed would push
rates still lower once it recognized the business cycle
downturn. Practically no economic forecasters attach
any significant probability to this scenario, however.
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Bond Market

While the trend in short-term interest rates was
flat to slightly up during 1997, long-term rates
showed more cyclical behavior (see Figure 2). The
30-year Treasury bond rate trended up from 6.6
percentto a little over 7.0 percent by mid April, then
dropped to just below 6.5 percent toward the end of
July and traded within a narrow band around that
level into early fall. Mortgage rates and corporate
bond rates tracked movements in the long Treasury
rate with cycles of similar amplitude.

In one sense, long-term interest rates are
determined by the same forces as short-term rates —
the demand and supply of funds. However, both the
demand and supply for long-dated securities are
more affected by the expectations of market
participants than are short-term markets. The
expectations that matter are investors’ perceptions
of the outlook for inflation and for prospective interest
rate changes (although these two sets of expectations
are somewhat related to each other). If borrowers
and lenders revise their expectations of future
inflation in an upward direction, interest rates will
increase, other things equal.

This occurs because interest rates in financial
markets consist of two components: one component
is the so-called “real rate of interest” and the other is
referred to as the “inflation premium.” The inflation
premium is simply the expected rate of annual

inflation over the life of the relevant security contract.
Since inflation erodes the purchasing power of
money, lenders demand compensation for the
inflation they anticipate while a loan is outstanding.
Borrowers are willing to pay this inflation premium
because they, too, recognize that inflation will erode
the future value of money, and consequently the
inflation premium does not represent a real cost,
provided that the inflation prediction embedded in
rates is reasonably accurate. The “real rate of interest”
accordingly is the difference between the market rate
and the expected rate of inflation and it is the true or
“real” reward associated with lending and the real
cost of borrowing. For example, during most of 1997
the prime rate was 8.5 percent and the typical investor
expected future inflation of roughly 3 percent for the
next year or two, so the “real prime rate” was
approximately 5.5 percent, which is a relatively high
level by long-term historical standards.

For most of the United States’s economic history
it has proved difficult, if not impossible, to accurately
measure the real rate of interest. The reason why is
that economists and market analysts have no precise
measure of the expected rate of inflation in financial
markets. Economists cannot look inside the minds
of market participants to gauge their subjective
inflation predictions, so instead researchers took the
difficult step of predicting investors’ predictions.
Since there are no reliable measures of “expected
inflation,” we do not know how well this approach

works. However, since

FIGURE 2
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price inflation. In other words, if inflation accelerates
from 3 to 4 percent, the interest rate and principal on
TIPS bonds are adjusted upwards by one percentage
point. There is no inflation premium on TIPS because
investors are compensated annually “after the fact”
for whatever inflation occurs. This means that the
qguoted yield on the TIPS bonds reflects a market-
determined real rate of interest. The yield on the initial
issue of TIPS bonds was 3.45 percent.

Since most of the rates determined in financial
markets are market rates rather than real rates of
interest, however, observed rate changes can reflect
shifts in either of the two components. Since there
was little variability in TIPS yields during 1997, we
can conclude that the real long-term rate of interest
was relatively constant. This means that most of the
observed variability in long rates reflected revisions
in the inflation outlook of investors. As the economy
showed very strong growth in the first quarter, fears
of accelerating inflation drove longer-term rates up.
When economic growth cooled down significantly
in the second quarter, long rates fell back and then
fluctuated within a narrow range as evidence
accumulated that inflation was not accelerating. The
performance of long rates was probably helped as
well by the accord announced on April 28, 1997, to
seek a balanced Federal budget by 2002.

Looking ahead to 1998, the outlook for longer-
term interest rates will likewise be driven by
macroeconomic conditions. The “standard” forecast
is for relatively stable real economic growth in the
2.0-2.5 percent range and some fairly modest
acceleration in the rate of inflation, with the Federal
budget position moving towards a balanced position
by 2000. If this scenario comes to pass, long-term
Treasury rates should continue to trade within a
range of 6.25 to 6.75 percent and mortgage rates
should vary between 7.25 to 7.75 percent. If economic
growth accelerates to above the projected trend, long-
term Treasury rates are likely to move into the 7.0 -
8.0 percent range, with the size of the rate movements
depending in part on the speed and size of the Federal
Reserve’s response to accelerating economic growth.

A prompt Fed response to signs of above-trend
growth could temper the size of the predicted upward
movement in long rates if investors believe the Fed’s

restraining action will retard any acceleration in
inflation. In the event of an economic downturn, long
rates will decline and the size of the drop could be
substantial. An economic recession could easily be
accompanied by a zero rate of consumer price
inflation or perhaps even some modest deflation,
along with a likely fall in the real rate of interest. The
long-term Treasury rate might drop to the 4 - 5 percent
range under a recession scenario, which would result
in substantial capital gains for current holders of
long-term securities. The profits of financial
institutions, such as banks and insurance companies,
would fall substantially under such a scenario,
however.

Stock Market

Despite a bumpy ride in late October, stock
market investors recognized large gains in their
portfolio through the fall of 1997. The Dow Jones
Index increased roughly 19 percent through Election
Day in November, for example. The S & P 500 and
NASDAQ indices showed even larger gains of 27
and 26 percent, respectively, over the same horizon.
The Dow index suffered its largest one-day point
decline in history on October 27, however, dropping
554 points, then rebounded with its largest daily
gain on the following day, when a record 1.2 billion
shares were traded. The surge in volatility in U.S.
markets was attributed primarily to economic and
financial problems in East Asian markets such as
Thailand, Malaysia, Indonesia, and Hong Kong.
Most analysts predicted that U.S. and global markets
would remain abnormally volatile during year-end
1997 and early 1998. The global financial doldrums
were not limited to equity markets. The value of
emerging market debt dropped by some 13.5 percent
during the last week of October.

The stock market was propelled by stable
economic growth, declining rates of inflation, stable
interest rates, and especially by continued increases
in corporate earnings and dividends. Earnings per
share for the corporations in the S&P 500 index were
projected to grow roughly 11 percent for 1997 as a
whole, well above the pace of overall economic
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activity. Over the six-year interval from 1991 to 1997,
the annual compound growth in earnings per share
for these same companies was 16.0 percent and the
rate of annual growth in share prices was 15.3 percent.

The critical question on the minds of investors,
of course, is how long can the stock market “party”
goon? The ratio of corporate profits to gross domestic
product reached a 20-year high in the fall of 1997,
and the ratio of stock prices to earnings should
average a bit over 20 for 1997, as awhole. This ratio
is high by historical standards, but well below the
figure of 25.5 in 1991 when earnings were at much
lower levels, coming off the heels of the 1990 recession.
If the “rosy scenario” for the economy unfolds, the
bull market could run some more, but presumably at
a more restrained pace. Most forecasters do not
believe that earnings can continue to grow at double-
digit rates and a likely prospect for stock market gains
in 1998 should fall in the 5 - 10 percent range. The
stock market would no doubt falter in the face of either
accelerating inflation or a severe slowdown in real
economic growth. Accelerating inflation would bring
higher rates of interest, while a weak economy would
mean a decline in profit performance. Either would
be bad news for stock market investors.

U.S. Dollar

The performance of the U.S.
dollar confounded forecasters

inflation rates.

U.S. interest rates are abnormally high relative
to foreign rates, although the yield spread was
declining by early fall. The trade-weighted value of
the dollar was up roughly 14 percent over the first
seven months of 1997, then traded at relatively stable
levels through early October. The value of the dollar
stumbled in response to the developments in global
financial markets in the final week of October, as
interest rates were increased sharply by many Asian
central banks and more modestly in Europe. Most
analysts turned bearish on the dollar’s near-term
outlook, and consensus predictions emerged for
dollar depreciation of some 5-10 percent during 1998.

While most of this discussion has focused on
the performance of and outlook for returns in
financial markets, it should be noted that the markets
were quite effective in achieving their main purpose:
providing funds to support new investment
spending. The forecast for 1998 calls for more of the
same. Bank commercial lending probably grew at
about a9 percent rate in 1997 and should grow only
abitmore slowly in 1998. Consumer lending growth
was also robust in 1997 and the rate of increase in
1998 should again fall in the 6 - 7 percent range
observed last year. Mortgage lending growth is
expected to accelerate in 1998 to a range of 5 - 6 percent,
after slowing significantly in 1997 in response to
weaker construction spending. New financings in
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