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|.  Good evening, and thanks for the warm welcome.

A. I'm going to focus on economic conditions, both in the nation and here in the state and
Bay Area

1. AndI'll try to draw out some of theimplications | see for monetary policy.
I1. I'll gart with the nation.

A. Asyou know, last Friday revised numbers came out for the fourth quarter’ sred GDP
growth—

1. —they wererevised up from aweak 3/4 percent rate to a somewhat more respectable
1-1/2 percent.

2. Thisbrought growth for last year asawhole to just under 3 percent.

B. Thisisn't such abad number—in fact, it's only a bit below many estimates of the growth
rate our economy can sugtain in the long run.

1. Buttoalot of people, it felt pretty bad.

a. Growth was quite uneven from quarter to quarter and ended the year on adown
note.

b. Moreover, employment was stagnant—in popular terms, this has been another
“jobless recovery.”

c. And, with business investment leading the recent recession, the manufacturing
sector has taken a hard hit.

d. The bright spot has been consumer spending, especialy on motor vehicles and
housing.

C. Looking ahead to the rest of 2003, the most likdy outcome—and one that alot of



forecasters share—appears to be that we' |l have another year of moderate growth—
1. —probably abit fagter than last yesr.
2. Thisoutlook isby no meanstipping in the direction of a*double-dip” recesson.

3. Atthesametime, growth isn't expected to be strong enough to make a significant
dent in the excess capacity we currently face in labor and product markets—

a. —and, coreinflaion islikely to trend modestly lower.
I11. What goes into this forecast?
A. Firg, there are some postive fundamentas.
1. Oneisthe dimulusin the pipeline both from fisca policy and from monetary policy.
a. Onthefisca dde, Congress passed stimulus packages in 2001 and 2002,

(1) and, of course, further proposals for fisca stimulus packages are being
debated right now.

b. Intermsof monetary policy simulus, the Fed cut short-term interest rates from 6-
1/2 percent to 1-3/4 percent in 2001.

(2) And we cut again last November by half a percentage point,
(@) bringing therateto itslowest leve in more than 40 years.
2. Another important fundamentd is the economy’ s strong productivity performance.

a. Thesurgein productivity that began with the economic boom in the mid-1990s
has managed to continue—

(1) —even through the recession and the modest recovery.

b. Thissuggeststhat the process of technologica innovation that drives productivity
inthe long run is ill dive and wdll.

c. And that bodeswell for the future, because faster productivity growth creates
business opportunities that stimulate economic growth.

B. With these kinds of simulusin place, | think we have good conditions for continued
growth in consumer spending and a pickup in business investment this year.



V. At the same time, there are some significant risks to consider—nboth on the downside and on
the upside.

A. Firg, the pickup in growth seems to depend on an acceleration in business fixed
investment occurring before consumer spending falters.

1. Asl sad, the consumer side of spending has been the main bright note in the past few

years.
a. But how long can consumers go on buying so many cars and houses?

b. Furthermore, as| mentioned, the employment Situation is not likely to improve
subgantidly this year.

(1) So, if thisremains ajobless recovery, it can weigh on consumer confidence
and lead people to pull back on spending.

c. Frankly, the longer growth hasto depend on the auto and housing sectors, the
riskier the Situation becomes.

B. Next, we come to geopalitica risks, which have crested huge uncertainties that appear to
be putting a damper on business investment.

1.

War with Iraqg, of course, topsthelis.
a.  Will it actudly happen?

b. Will the United States win a swift and decisve victory, or will it be along,
dragged out affair?

c. What will the aftermath be?
d. Without answers to these questions,
() firmsare operating with their caution lights on,

(2) making them reluctant to expand employment and to invest in new equipment
and software.

Reated to the Iraq Stuation, of course, isthe oil Situation.
a. And that has been exacerbated by developmentsin Venezuda

Findly, tensons with North Korea, and the continued threat of terrorist attacks at
home add to the sense of ingtability and uncertainty.



V. Whilethe downsde risks are easy to goot, it'simportant to remember that there are related
upside possibilities.

A. If current tensons are holding back investment, alifting of uncertainties could simulate a
big increase in spending,

1. asitdidimmediately after the resolution of the 1991 Gulf War.

B. Inaddition, the fairly modest pickup in the growth rate of business investment |
mentioned istypica of most forecasts,

1. inthat it represents akind of average of awide range of possible outcomes.
2. Infact, onceinvestment sarts to pick up, it usudly does so with alot of vigor.

a. S0, wecatanly can't rule out the possbility that investment will end up
surprising us on the srong sde this year.

V1. What does dl of this mean for monetary policy?
A. TheFed's current stance is accommodative,

1. And tha seems gppropriate, given the uncertainty about the strength and durability of
the expangon.

2. And, if it were called for, we gill have room to give a boost to the economy
a. —evenintheface of some upsderisks—

b. —Dbecause coreinflation islow and trending downward.

c. Infat, inflaion itself could become areason for an expansionary stance of
policy, if thistrend were to continue.

B. S0, | believe monetary policy is positioned to react appropriately to surprises—postive
or negative—that may well come our way.

VII.  Now let meturn to the state and Bay Area picture.

A. Asyou may know, employment data for California recently were rebenchmarked up to
March 2002.

1. Thishelpsus see the downturn a bit better,

a. and it actudly looks a bit worse than we thought



2.

(2) both for Cdiforniaand for the Bay Area.

The downward revisions were led by the I T sector, where job cuts were even larger
than originally recorded.

a. Thishepsexplain why the Bay Area has struggled more than the rest of the Sate
throughout the downturn.

B. Of course, what we redlly want to know is where we are now and where we' re headed.

1.

And for that information, we rely heavily on the Fed' s direct contacts with the
business community.

C. And what we're hearing from them is pretty interesting.

1.

For example, our contacts say there salittle more hiring activity than we can seein
the data.

a. S0, jus asthe data missed the extent of the downturn,
b. they aso may be missing the early stages of recovery in the Sate.
Our contacts also shed some light on why job growth hasn’t been faster.

a. They say that they’re generdly concerned with reducing costs and emphasizing
productivity gains to improve margins.

(1) Infact, oneretall consultant noted that she now spends more time helping
firmsincrease output per worker than she does helping them boost market
share.

In terms of indicators about the future,

a. our contacts say that capacity utilization rates have improved in the bel eaguered
I'T sector—especidly for cutting-edge technologies.

(1) Infact, in some cases, capacity is being expanded.
b. Andthey dso say that the federd government’sinvestmentsin defense and

homeland security are starting to pay off for Cdiforniafirmsinvolved in
information security and aerospace.

D. So, taking together the officid data and a good dose of grass roots input, here' s the
picture we seem to get:



1. whilethere€ s no doubt that the state’ s economy—and the Bay Ared s—are dlill
duggish,

2. thereare some Signs of positive momentum.

VIII.  Thisbrings me to the state budget stuation, which will certainly be one of Cdifornia's
primary chdlengesthisyear.

A. The gat€ s budget criss has two faces, and neither oneis pretty.
1. Ontherevenueface, the deficit reflects the nationa dowdown.
a. Cdiforniardiesvery heavily on income taxes for state revenues,

b. and the cyclical dowdown in income tax revenues was exacerbated by
Cdifornia s unusudly high exposure to sock market movements.

2. On the spending face, Cdiforniagot caught in the same bind as alot of individua
investors did—and alot of other states, for that matter.

a. They budgeted expenditures asif the stock market rdly of the late 1990s would
last forever.

3. Asareault, Cdifornia now faces the daunting chalenge of adjusting to the cyclica
downturn and working through more long-lagting changes in revenue flows.

B. Just how big is the necessary adjustment?

1. Thenumberswe ve been hearing are pretty large, and they vary depending on the
source.

2. Butit'simportant to kegp in mind that the estimated budget shortfalls represent the
gap between desired spending and projected revenues,

a. not anoutright deficit.

3. Therefore, the reported shortfdls probably overstate the spending cuts and tax
increases required to balance the budget,

a. whichin turn implies a more limited economic impact.
4. Of coursg, thisis not intended to minimize the severity of Cdifornia sfiscd crigs.

a. Therecent downgradesin Cdifornia s bond rating suggest that the rating agencies



now put the current fisca crissin about the same category as the one the state
faced during the prolonged recession of the early 1990s.

b. Moreover, the pain of tax and spending adjustments will be felt throughout the
date for at least the next severd years.

C. Let me conclude with aword on what this means for the national economy.

1

Some have been concerned that the budget crisesin Californiaand other states could
put a serious drag on nationa economic growth.

But, it would be more accurate to say that the national dowdown has put adrag on
state budgets.

So it’s an improving economy—aboth in the state and in the nation—that’ s going to
solve the states' budget problems.
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