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SUMMARY

Continuing a trend of uneven growth, the economy remains highly inconsistent.  A 25 basis point 
increase in the federal funds rate has done little to steady erratic long-term interest rates. Oil prices, 
more than a year after the invasion of Iraq, have surged past $43 per barrel. And inflation, fueled 
only in part by energy prices, has accelerated rapidly since the start of the year. 

After six months of marked improvement, local employment has again slipped downward.  The 
short-term outlook improved with recent news: both Boeing and Microsoft announced plans to hire 
several thousand new employees by the end of the year.

REVIEW OF ECONOMIC CONDITIONS

Strong first quarter results, culminating with the Federal Reserve’s Open Market Committee action 
to raise the Federal Funds Target Rate to 1.25 percent at the end of June, has given way to sobering 
second quarter results.  Preliminary GDP estimates for the second quarter pegged growth at a 3 
percent annual rate compared with a revised 4.5 percent pace from January to March.  Lower than 
expected retail sales and durable good orders for the month of June illustrates one pitfall of the 
recovery’s dependence on consumer consumption levels.  The personal consumption expenditure 
component of GDP grew at just 1 percent, down from the first quarter’s annual growth rate 4.1 
percent.

Three months of relatively robust job growth fell in half in June.  Employment has grown by 1.5 
million jobs since last August, roughly half a million short of the net job creation needed to keep 
pace with population growth over the same period, let alone the three million jobs lost since 2000.  

Strained oil supplies have sparked unprecedented speculation in the futures market.  Energy prices 
have reacted in turn to disruption to Iraq’s primary oil terminal,  terrorist attacks in Saudi Arabia, 
a labor dispute in Norway, and most recently, the Russian government’s escalating dispute with 
Yukos, the country’s second largest oil producer.  While energy speculation has clearly incorporated 
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– and exacerbated – a terrorism premium, it is probably little more than a few dollars per barrel.  
Rising worldwide demand, particularly in China, and inevitable devaluation of the dollar suggests 
that even if the perceived risk of terrorism subsides high oil prices will continue.

The consumer price index rose 2.9 percent through the first half of the year – an annualized rate of 
5.9 percent.  The core rate of inflation for the same period, excluding energy and food prices is up 
1.5 percent, annualized to 3.1 percent.  While downward adjustment in energy prices in the second 
half of the year will slow the overall statistics, there is no question that prices are on the rise, inertia 
that the Federal Reserve is unlikely to appreciably alter before the second half of 2005.

Election year action by the Open Market Committee is notoriously unpredictable.   While there has 
been ample evidence of intent to gradually tighten credit, recent testimony before congressional 
finance and banking committees suggests that gradual may be quite protracted indeed.  Future 
markets have priced a less than 50 percent chance of another 25 basis point increase at the 
committee’s August 10th meeting, but the market still anticipates a more than 50 basis point 
increase by the end of the year.  Given the resurgence in inflation, the nation currently faces 
negative real short-term interest rates, an unsustainable position in the long run.

REVIEW OF REVENUE COLLECTIONS

Revenue numbers have been adjusted to reflect small positive variances in final 2003 financial 
results published last month in the Comprehensive Annual Financial Report.  
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Estimated 2004 revenues have been adjusted to reflect lower than anticipated new construction 
numbers.  Each year, the proposed budget is submitted prior to the availability of final new 
construction numbers from the Office of the Assessor, resulting in subsequent technical adjustments. 

Sales tax collections have shown substantial strength in the first five months of the year.  Given 
week national data for June, we will closely watch August’s disbursement of local June collections 
from the state revenue department for any related weakness.  

A new study from researchers at the University of Tennessee suggests that electronic commerce 
– untaxed internet sales shipped from outside of the state – will undermine sales tax revenues at a 
faster than anticipated rate through 2008.  The 2005 proposed budget will incorporate this research 
in forecasting outyear sales tax levels. 

ECONOMIC FORECAST

The outlook for 2004 is largely unchanged.  Uncertainty in equity markets belies an investment 
community that awaits definitive resolution of both economic trends and political campaigns.  We 
expect an occasionally faltering recovery through the end of the year, with accelerating growth in 
2005.
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