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Economic Performance and Outlook’

Summary and- Overview

Currently, economic activity and especially final demand is reboundlng smartly from the
slowdown and recession as well as the terrorist events surrounding September 11, 2001. The
expansion leaves one of the mildest recessions on record in its wake. This rebound has emerged
sooner, more forcefully, and with broader-based support than most economic forecasters
predicted. Indeed, these prognosticators have often revised up their near-term forecasts as
stronger than expected data became available. The expansmn has been importantly driven by the
Federal Reserve move to sharply lower interest rates in 2001 as well as by a moderation of
energy prices, a stabilization/firming of asset pnces timely tax relief, and a continued lack of
new inflationary pressure. While the expansion’s near-term prospects are favorable, a number of -

* risks and uncertainties loom on the horizon and pose questions about its long-run sustainability.

Nonetheless, the economy’s remarkable res1hencc appears to outwelgh these risks at this time.

The Economic Turnaround

A wide array of 1nd1cators 18 now pomtmg toward economic expansxon suggestmg that
the rebound is gradually becoming more broad-based and well-entrenched. Real fourth-quarter
GDP, for example, was recently revised up to 1.7 percent. ‘ Strong consumption growth
supported this figure and has continued, along with ancillary variables such as consumer
confidence, retail sales, and personal income, to hold up better than expected in recent months.
Consumption, however, does appear to be running ahead of investment actwlty in supplying
momentum to the expansion. Nonetheless, while actual investment remains weak, some carly -
hints of a possible investment revival together with i inventory restocking have emerged
suggestmg that an investment revival may not be too. far off. ‘Housing, on the other hand,
remains firm at elevated levels, but is not expected to contribute significantly to further
economic expansion. Recent advances in manufacturing activity and mdustnal productlon
provide signs of a turnaround in that sector.

Causal Factors

Several factors contributed to bnngmg about this economic expansion. The rebound, of
course, is significantly related to the eleven-time, 475 basis point interest rate reduction from 6.5
percent to 1.75 percent undertaken by the Federal Reserve during the course of 2001. This
substantial rate reduction clearly was a most important, dominant factor in explaining the faster-
than-expected turnaround. But a significant energy price moderation, which also occurred
during 2001, contributed significantly to this outcome. A stabilization or ﬁrmmg of asset (equity
and home) prices along with well-timed tax relief and the maintenance of price stability all
contributed to the turnaround as well.

! The source for all graphs in this publication is Haver Analytics.



Currenf Prospects, Risks and Uncertainties

_ Prospects for a susta.med expansmn looks promising, especlally in the near-term (over the - -
next several quarters) as inventory rebuilding takes place. While likely sustaincd, however, the

expansion may not be as rapid as some expect. Specifically, the economy remains vulnerable to
a number of potential headwinds, risks, and uncertainties that could weigh on the economy over . -
time and adversely affect growth. Energy prices increases, for example, pose a genuine risk in

. the near-term. .In fact, oil and gasoline prices have increased in recent days. But while risky in

the near-term, energy prices increases are not expected to remain a long-term problem with
alternative suppliers on siream and the U.S. economy less vulnerable than was the case in the
past. Household and business debt burdens as well as significant costs imposed on the economy
by the terrorist threat also pose potential risks to the sustainability of the recovery. Further,
lagging profits, weak equity markets, and sluggish capital goods orders could impact investment
and bring about a weaker—than-expected expansion.. And a re-emergence of inflationary
pressures is also a risk that needs to be continually momtored But currently, all these pot_ent:lal
risks-and uncertamtles appear to be outwelghed by the remarkable res1hence of the us..

economy.

Prices and 'Inﬂation-.

_ Broad measures of mﬂatlon continue to mdlcate that mﬂa’uon isnot an nnportant '
problem at this time. This is also true of core measures of inflation that remove: ‘the influence of
special factors. Most forecasters are projecting a continuation of current low rates of inflation.
Forward-looking market prices indicators cotroborate this view. While long-term interest rates.
have increased in recent months; this has occurred in concert with a stronger-that-expected
recovery and building expectations of future Federal Reserve interest rate increases. Commodity
prices, less special factors, remain benign. And the dollar remains strong. In short, when -
assessed over time and in conjunction with one another, forward-looking market prices
indicators continue to suggest that an unmment and unportant resurgence of inflation is not in-

prospect.
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Domestlc Spot Qil Price: West Texas Intermedlate
Avg, $/Barrel
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PerSonaI Consumption Expenditures
% Change - Annual Rate.  SAAR, Bil.Chn.1996%
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Fixed Private Nonresidential. Investmént
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Industrial Production index

100

SA, 1992

% Change - Annual Rate

-15

PRodudiod wi

k

2R

-

l|||||
Ja'slonD|J'EM

i1 DL I_l 1 I.ll ] |].|I
JAslonNDlIFMAM
00 01

ly'a'slo'N'D]u'F MIaM

99

Source: Federal Resgrve Board /Haver Analytics '

i1

AMJ

5 Tndustrial

5

1

Capacity Utilization: Industry
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Employees on Nonfarm Payrolls
Difference - Period to Period  SA, Thousands
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Civilian Unemployment Rate: 16 yr +
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Gross Domestic Product: 'lmp!icit Price Deflator
% Change - Year to Year SA, 1996=100
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10-Year _Treasury_bond yield at constant maturity
Avg, %
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+— Industrial Materials Price Index: AII Items
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