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As useful as it can be to us in our businesses and persond planning, forecadting is risky
business, especidly when it is about the future! Thereis an old saying about forecasting and it goes
likethis “If you can’t forecast well, forecast often.”

The State of the Economy

Last year was a greet illudtration of the wisdom in that old adage. It seemed like every
month there was a new story or revelaion that had potentiad impact on the U.S. or world economy.
The topicsincluded war in Afghanistan; new terrorist attacks around the world including Bdi, Russia,
and now Kenya; risks of war between Pakistan and India; potential war with Irag; nuclear weapons
in North Korea; continued violence in the Mideadt, and if that wasn't enough turmoil around the
world, we were further shocked by a sniper terrorizing our nation’s capita and surrounding arees.

Other topics of a more economic nature aso attracted front page headlines, including the
virtud collgpse of the Argentine economy and the continued economic triads of Brazil, not to mention
Japan and Germany; further reveations of fraud and abuse in corporate America, which last fall
seemed largdly confined to Enron, yet dowly grew to include companies such as WorldCom, Tyco,
Adelphia, and Global Crossng. These experiences resulted in investigations and new regulations
such the Sarbanes-Oxley Act and a new accounting oversight board. Whether the politicd and
regulatory responses were appropriate or will be effective is an open question, but they have
certainly increased the costs of doing business and generated their own brand of uncertainty in the
marketplace.

Other economic-related events in 2002 included greater protectionism from the Bush
Adminigration in the form of increased tariffs on sted and timber and the lavish agricultural subsdies
that threaten trade relations with the rest of the world and reduce growth prospects in many
developing countries. Also on the policy sde, we had the creation of the Transportation Safety
Authority a the cost of hillions of dollars to buy new uniforms for arport screeners and train them
how to politely take nail clippers from grandma as she tries to snesk them on to airplanes. Those of
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you who fly regularly surely have seen dozens of these people standing around doing little as
passengers stand in long lines, waiting because someone had too much metad on their belt or sted

shanks in their dress shoes and had to be scanned and searched. It is no wonder arlines are having
trouble atracting the frequent fliers back. The ar carriers costs are up and customers are
frustrated. We now are lucky enough to have a new Depatment of Homeand Security which
promises yet another avenue to ever higher government spending and a larger role for the federd

government. To add insult to injury, we suffered through a longshoreman’s strike/lockout in which
10,000 relatively highly paid workers imposed staggering losses on an dready weak economy.

Nowhere have these uncertainties been more acutely reflected than in the performance of the stock
market.

Who could have predicted this series of extraordinary events, none of which can be viewed
as positive for the economy as it struggled to recover from recesson? Yet despite this pessmidtic
accounting of the turmoil that helped shape 2002, the economy did grow and grew more than most
forecasters expected. During the first three quarters of 2002 the economy grew at a 3.4 percent
rate. Thus despite al the bad news, the economy has begun its recovery, dbeit not as rapidly aswe
would like.

It is useful in undergtanding the hating recovery to reflect on the underlying cause of the
recession in thefirgt place. Theinitid cause for the dowdown began way back in the spring of 2000
with a sharp decderdion in the rate of budness investment. This was largely atributable to the
reduction in spending on computers and information technology that had grown subgtantidly in the
late 1990s in anticipation of Y2K. This investment boom of the late 1990s and the subsequent
decline are apparent in Figure 1.

Figure 1
Ratio of Real Business Investment to Real GDP
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The cutback in total spending was exacerbated by the terrorist attacks in September 2001
which caused a temporary reduction in consumer spending. Adding to the woes in 2001 were the
revelations concerning Enron and Arthur Andersen. Had the bad news merely stopped there, the
economy would likely have rebounded nicdly, but the bad news continued. The war on terror and
new government edicts forced a redlocation of resources and investments for the public and private
sectors; new accounting scandals erupted; bad policy choices and strikes al raised the generd leve
of uncertainty in the economy. This increase in uncertainty has been reduced, but has not entirely
gone away and business investment, which holds the key to a more robust recovery, is unlikely to
make a ggnificant turn around until more of it is resolved.

There is another kind of policy uncertainty that is currently at work restraining business
investment. The phased-in nature of the tax cuts in 2001 actudly has a detrimental effect on the
economy in the short-run as they encourage busnesses and individuas to defer earnings and
investment into later periods when the tax consequences are more aitractive. The tax reductions
would have had a more beneficia impact had they come into effect earlier. Now, in the wake of the
Republican victory in November, there seems to be astrong belief that more tax relief will be coming
early next year. This anticipation causes firms to further withhold investment decisions until the tax
breaks actud|y take effect.

Yet despite al of these concerns, the outlook is not as bad as it would appear. To begin
with, the recesson has been remarkably mild. In fact it will probably go down as the mildest
recesson in the pos-war era. Figure 2 shows the growth rates of rea GDP since 1970. The
recessions of 1970, 1975, 1980, 1982, 1991 and now 2001 are apparent from the periods of
negative growth rates.  As the picture suggests, the declines in GDP in 2001 are much smdler than
in any other recesson. The decline in GDP during the 2001 recession was just 0.5 percent
compared to an average decline of 2.4 percent.

Figure 2
Real GDP Growth
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The recesson has been mild from the unemployment rate perspective as well. Figure 3
shows the unemployment rate back to 1970. The peaks in the unemployment rate represent
recessons. The recesson of 2001 resulted in the second smallest increase in the unemployment rate
of any post-war recesson except for the very brief and controversid recession of 1980. That
recesson was controversial because many economists thought that the 1980 and 1982 recessons
should have been characterized as one recession, not two. Nevertheless, the 2001 recession has
Seen an increase of 2.1 percentage points while the average increase is 3.1 percentage points.

| find it interesting that the headlines reporting the recent increase in the unemployment rete to
6 percent, prominently noted that it was tied for the highest rate in eight years. They didn’t point out
that the rate hit 6 percent just last April and that the previous time was August 1994—three and one-
haf years into the recovery from the 1991 recesson! Today we are barely a year into recovery.
Clearly this reporting was intended to use the facts to darm rather than truly inform.

Figure 3
Unemployment Rate

Percent
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Despite the mildness of the recession, or perhaps because of it, the mgjor concern has been
that with the continued negative shocks to the economy, the recovery has not gathered any
momentum. The mgor factor holding the economy back has been the unwillingness of businesses to
invest.

There are, however, many reasons to £d optimistic about the future. You often hear it
claimed that the consumer has been the one bright spot in this recession, and that istrue. Of course,
that is true in dmost every recesson. Consumption never declines as much or as draméticdly as
investment during a downturn and never expands as rapidly during the expanson. This recesson
was not an exception to that rule. During the last three quarters, real consumption has grown at an



average annud rae of 3 percent while business investment has declined at an average annual rate of
about 3 percent. More importantly, consumption growth was a robust 4.1 percent in the third
quarter of thisyear.

There is more good news. Productivity growth (see Figure 4) has accelerated during the last
year—increasng a an amazing 5 percent annud rate 0 far in 2002. At the same time red
compensation in the business sector has dso increased.  This bodes well for the sustainability of
consumption spending into next year. Of course the flip Sde of the rapid productivity growth isthe
dower growth in employment, but even that is improving (see Figure 5), notwithstanding the smdll
drop that occurred in November.

Even the profit picture shows some signs of improving. Corporate profits have improved
every quarter this year. They have been growing & admost a 7 percent annud rate since they
bottomed out in the 4" quarter of 2001. It is true that they have yet to return to pre-9/11 levels but
the trend is dill postive. The higher productivity is dso the result of U.S. companies becoming
sgnificantly more efficient and hence competitive during the last year. This is good news for the
profit outlook in the coming year.

Figure 4
Business Sector Productivity
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Another pogtive sgn from the corporate sector is that the rapid inventory contraction has
ended and businesses have started rebuilding inventories. There is o evidence that new orders for
durable goods are risng, which is encouraging for the future of busness investment.



Figure 5
Growth in Nonfarm Employment
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The Outlook for 2003

There islittle doubt that the economy is recovering. Y et uncertainty about the future remains
a drag on busness investment thus preventing a more robust rebound. Nevertheless, it seems
reasonable to predict that these uncertainties will continue to wane as the New Y ear progresses and
businesses will gradudly begin to undertake new investment. Despite a more upbesat outlook for
2003, however, be prepared for what appears to be a weak fourth quarter of this year. Do not be
dismayed—the fundamentas remain in good shape.

Table 1 provides a quick overview of the key economic indicators and the predictions for
2003 (Table Al provides a more detailed report of the forecasts). Red GDP growth will
accelerate somewhat from the 2002 rate; consumption spending will continue to grow in the 3.5 to
4.0 percent range; the unemployment rate will decline dowly, perhaps reach 5 percent by the end
next year; inflation wil remain in check, and interest rates will gradudly begin to rise above ther
lows.

While thisis not an extremdy bullish forecad, it is upbeat and one that stresses the underlying
grengths of the economy. While there is dways room for error, thisis one occason where | believe
there is more upside potentid than downside. The downside could occur if a war with Irag goes
terribly awry or there is another serious terrorist attack on U.S. soil. The upside potentia could be
condderable if war and policy-related uncertainties are quickly put asde and businesses resume

investment spending.



Tablel
FORECAST SUMMARY

Actual Forecast (12/2001)  Forecast (12/2002)

2000Q4-2001Q4 2001Q4-2002Q4 20020Q4-2003Q4
Real Gross Domestic Product 0.1% 3.0% 3.2%
(2002Q4-2003Q)
Real GDP 0.3 12 2.5
(Annualized Year over Year)
Real Consumption 2.8 39 3.6
Unemployment Rate 4.8 54 52
GDP Price Deflator 2.0 2.3 13
3-Month T-Bill Rate 34 2.7 2.1
10 Year T-Bond Rate 5.0 4.5 4.2

Do We Need More Monetary or Fiscal Stimulus?

Given the date of afairs, isit time for Washington to entertain initiatives to “jump sart” the
economy in 2003? With Republicans retaining control of the House and gaining contral in the
Senae, the paliticd likelihood for an economic stimulus package from Congress has gone up
ggnificantly.

There are bascdly two schoals of thought regarding the role of policy. One view is that
fiscal policy initigtives are required to simulate the economy during a time of weekness. The
rationde is to simulate demand in the short-run through temporary tax breaks or rebates of one kind
or another. The key dement here is that the policies are temporary. When economic strength
returns the temporary incentives disgppear. Examples include temporary tax rebates or tax
“holidays’ and temporary investment tax credits.

The main problem with this goproach to stabilization is that the evidence shows that it is not
very effective. Individuas typicaly respond to a temporary tax rebate by saving it or, equivaently,
using it to pay down debt rather than spending it on increased consumption. As a result, the policy
does not achieve its objective of simulating consumption demand.

Moreover, in the current environment, where the problem is duggish business investment due
to widespread uncertainty, a policy targeted at increasing consumption demand doesn't redly get a
the heart of the problem. After dl, consumption spending has remained reasonably robust and yet
business invesment has yet to recover. On the other hand, it would seem that a temporary
Investment tax credit or temporarily permitting faster write-offs on equipment might be just the ticket
to dimulate busness investment. This is, perhaps, more appeding on the surface, but again
experience suggests caution.



On-again, off-again tax policy often induces more voldility into business invesment, not less.
This is because businesses naturdly try to anticipate these opportunities and will rush to undertake
lots of investment when the tax credit is available and then shut down investment as much as possible
whenitisnot in place. Thisfostersakind of boom-bust cyclein investment. Even today, businesses
are anticipating that Congress will pass some sort of stimulus package early next year and so are,
quite rightly, attempting to withhold any investment in the latter part of 2002 until 2003 when the tax
trestment is likely to be more favorable—thus dampening the economy in the current quarter.

Asyou can see | am not very positive regarding the efficacy of using temporary tax policy to
fine tune or gabilize the economy. Having sad that, there is a second school of thought that argues
the most important role for tax palicy is promoting long-term growth and efficiency. In that regard,
there are some good things that the new Congress and the Administration could usefully do. First on
my lig is tax reform and smplification. The U.S. tax code is nothing short of an abomination. 1t is
full of unnecessary complexity, it discourages saving and invessment and distorts both individua and
corporate behavior in dysfunctiona ways.

[, dong with most economists, favor atax system that is more like a consumption tax rather
than an income tax. There have been numerous proposas dong these lines such as a vaue-added
tax or a flat tax—either of which can be congtructed to achieve the same objectives as a true
consumption tax.

Since | redize that politicaly thisis likely just a dream, | would encourage Congress and the
Adminigration to dandon any efforts to create temporary tax bresks and focus on five initiatives
that are dready being debated:

Move the dready legidated tax cuts forward to take effect immediately. This will

eliminate the negative impacts of the phase-in Strategy.

Make the tax cuts permanent. While nothing is permanent in Washington, theideaiis
to disabuse people of the idea the tax cuts are pecificaly temporary.

Eliminate the corporate income tax or, a a minimum, the tax on dividends. | would
margindly prefer to diminate the tax on dividends at the corporate levd rather than

at the individua level because it islikely to have a greater direct impact on corporate
behavior.

Eliminate the Alternaive Minimum Tax (AMT).

If dimination of the corporate income tax is not feasible, then focus additiond tax

reductions that favor business investmen.

These initiatives would go a long way toward promoting a more efficient tax code that
would, in turn, promote long-term growth.

If fiscd policy is not a good tool for fine-tuning the economy, is monetary policy better
equipped for the chdlenge? Here agan, the track record is wesk and timing is everything.
Chairman Greengpan seemed to judtify the latest reduction in rates on the grounds that the economy
was in a“soft spot.” While none of usis quite sure what that means or how it can be used to guide



monetary policy, it utterly falls to address the fact that monetary policy works with alag. If the
economy is wesk now, monetary stimulus now will not likey have an impact for many months to
come. Thus, the case for cutting rates in November was not a compeling one in my mind.
Moreover, if the Federa Reserve redly believes that the economy is fundamentally sound but facing
uncertainty due to “geopoalitica risk,” then it is entirdy unclear how or why temporarily lowering
interest rates will reduce or offset that type of uncertainty. The danger of this strategy, of course, is
that by the time the monetary stimulus begins to kick in, the economy will be growing and inflation
risng and the Fed may be forced to raise rates more aggressively than they otherwise would to
control inflation.

So for the near term, | believe that the appropriate stance of monetary policy isto stand pat.
By the Fed' s own assessment the underlying economy is sound and recovery is underway.

Will the U.S. Catch the Japanese Disease?

Unfortunatdly, the Federd Reserve' s success in reducing inflation and its aggressve attempts
to revive the economy by cutting interest rates have become yet another worry to the perpetua
pessmids. The new villain is deflation and the fact that interest rates are now so low that monetary
policy may soon become ineffective a stimulating the economy or preventing deflation. The fear is
that the U.S. economy is in danger of mirroring that of Jgpan. Japan, of course, has been mired in a
decade-long dump averaging just 1 percent red growth annudly and since the mid 1990s has
experienced a deflation rate of dmost 2 percent per annum. Moreover, interest rates in Japan are
close to zero with the Bank of Jgpan worried that they have done dl they can do to combat deflation
or boost the economy. Thisis not arecord many countries would seek to emulate.

Y et the pessmids are off base again. Many of you recal that in the late 1980s there were
many authors and sdf-proclamed thought leaders who expressed the view that the U.S. was
doomed to be overtaken economicaly by the much superior Japanese form of capitdism and that
unless we learned important lessons about indudtria policy, employment policy and trade policy,
“Ada, Inc.” would one day rule the world.

Given Japan's performance and the performance of the U.S. over the last decade it is
gpparent that these people could not have been more wrong. They had a fundamenta
misunderstanding of the relative strengths of the Japanese and U.S. economies. By like token, the
current darmists who identify Japan’s problems with deflation and zero interest rates and worry that
the U.S. is headed for the same catastrophe aso misunderstand the nature of the Japanese problem
and the role that inflation or deflation play.

U.S. conditions differ substantidly from Japan’'s. Japan’s banking system is dysfunctiona
and nearly bankrupt, its capital markets are inefficient and its product and labor markets have severe
dructurad problems. Perhagps most important, Japanese policy-makers lack credibility to make
meaningful reform in any of these arenas. By contrad, the U.S. banking system is fundamentaly
strong and the capitd markets remain the mogt efficient in the world.



Deflation is not the cause of Japan's daled economy and moving to a postive rae of
inflation aone will not revive it. Deflaion has exacerbated the problems, particularly in the banking
sector, but it is not the cause. Moreover, the Bank of Japan has steadfastly refused to do what is
necessary to stop deflation even though it has the tools at its digposd. With gpprova from the
Ministry of Finance, the Bank of Japan could undertake any number of initiatives that would raise
liquidity and promote inflation yet it has refused to do S0 to any significant degree.

The U.S. has low inflation, not deflation, and interest rates are sill above zero. Thuswe are
not in the same Situation as Japan. Moreover, the Federal Reserve has openly discussed the fact that
even a zero interest rates they are able to purchase longer term government bonds, foreign
exchange and even stocks, if necessary, to raise liquidity and promote inflation if they so desired.
Thus, the U.S. isin no danger of contracting the Japanese disease.

It would be nice to conclude from these musings that the storm clouds have passed and
2003 will be clear salling. That, unfortunatdly, isabit too optimistic. Nevertheless, | think it isfair to
say that the skies are clearing and that partly cloudy westher will make for more sunshine in the
coming yesr.
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TableAl
U.S. ECONOMIC OUTLOOK

Actual For ecast’

2002Q3 | 2002Q4 2003Q1  2003Q2  2003Q3  2003Q4 | 2002Q4 -2003Q4

National Income Accounts

Real Gross Domestic Product 3.9 04 21 31 3.9 3.8 3.2 (x1.2)°
Rea Consumption Expenditures 4.1 13 3.9 3.3 3.7 35 3.6 (1.0
Red Nonresdentid Fixed Investment -0.7 3.7 35 4.6 4.9 5.0 45 (x3.1)
Red Exports 3.3 13.0 124 12.3 12.8 12.8 12.5(£3.0)
Red Imports 23 10.5 2.6 8.7 8.8 10.0 7.5 (x4.0)
Net Exports (Billions of 1996 $) -487 -493 -468 -468 -466 -469 -468 (+21)

Employment, Pricesand Money

Civilian Unemployment Rate (%) 5.7 5.6 55 5.3 5.1 4.9 5.2 (+0.6)

GDP Price Deflator 10 12 1.0 12 14 16 1.3 (1.0

Trade Weighted Exchange Rate -6.1 1.6 1.6 3.7 45 4.7 3.6 (+5.8)

3-Month Treasury Bill Rate (%) 1.6 1.4 1.7 2.0 2.2 2.4 2.1 (+1.5)

10-Y ear Treasury Bond (%) 4.3 39 3.9 4.1 4.3 4.5 4.2 (¥1.8)

Monetary Base 6.2 5.0 8.1 7.9 7.2 6.7 7.5 (+0.8)

! Unlessindicated, all forecasts are expressed as annual percentage rates of change.

2 All statistical forecasts are subject to error. The numbers reported in parentheses indicate the approximate margin for error. Specifically, they show the band
around the forecast in which the actual value will occur about 67 percent of the time.






