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Prospectsfor the National and Local Economies: A Monetary Policymaker's View

. Good afternoon.

A. I'm going to focus on economic conditions, both in the nation and here in the west, with a
few words on Arizona and Tucson.

1. AndI'll try to draw out some of theimplications | see for monetary policy.
I1. I'll gart with the nation.
A. Ladt year, the economy grew at arate of 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 sudtan in the long run.

1. Buttoalot of people, it felt pretty bad.
a. Growth was quite uneven from quarter to quarter,

(1) andinthefina quarter it ended on adown note, coming in a amodest 1-1/2
percent.

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

c. And, with business investment |leading the recent recesson, the manufacturing
sector took a hard hit.

d. The bright spot was consumer spending, especialy on motor vehicles and
housng.
C. Wewon't have data on GDP growth for the first quarter until this Friday, so we can't say
for sure what the number for the growth rate will be.

1. But based on the indicators we do have, it looksto me asif the first quarter wasn't all
that different from the last quarter of 2002—



a —Wwesaw continuing job losses,
b. little srength in business investment,
c. and mogt of the momentum coming from consumer spending.
D. Looking ahead to the rest of 2003, the most likely outcome—and one that alot of
l;lcg]?caaas share—appearsto be adow first haf, with more robust growth in the second
1. Thisoutlook isnot tipping in the direction of a*“double-dip” recesson.

2. Atthe sametime, 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.
b. Thisisanissuefor monetary policy, and I'll return to it later.
[11. But firdt, let metalk about what goes into this forecast.
A. To begin with, there are some positive fundamentals.
1. Oneisthe gimulusin the pipdine both from fiscd policy and from monetary policy.
a Onthefiscd Sde,

(1) theré' s some extra stimulus from the pickup in defense spending to support
the action in Iraq.

(2) Inaddition, Congress passed stimulus packages in 2001 and 2002,

(& and, of course, further proposals for fiscal packages are being debated
right now.

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

(1) And we cut again last November by half a percentage point,
(& bringing therate to itslowest level 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

b.

C.

has managed to continue—
(1) —even through the 2001 recession and the modest recovery since then.

This suggests that the process of technologica innovation that drives productivity
inthelong run is il dive and wel.

And that bodes well for the future, because faster productivity growth crestes
business opportunities that stimulate economic growth.

V. What's especidly tricky about any forecast at this point is the range of issues on both the
downsde and the upside that could have a big effect.

A. Le melook at the downddefird.

B. Oneisthat 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 the question is, how long can consumers go on buying so many cars and
houses?

Furthermore, if this remains ajobless recovery, it can weigh on consumer
confidence and lead people to pull back on spending.

Frankly, the longer growth has to depend on the auto and housing sectors, the
riskier the Stuation becomes.

C. So—what about the lack of vigor in business investment?

1. Oneposshility isthat the huge uncertainties associated with the war in Irag have
inhibited it to some extent.

a

Sofar, at least, many of the scenarios that would have been most damaging to the
economy didn’'t materidize.

(1) The conflict has not spread to other countries in the Middle East.
(2) Theoail welsin Irag were not destroyed.

(3) Andthe U.S. and other codition countries have not suffered retaiatory
terrorist attacks.



b. At the sametime, the military action and the fal of Saddam Hussain'sregime
have not produced signas that

(&) bugnessinvestment is about to surge
(b) or that economic growth is about to take off.
c. Atthispoint, it'sdill alittle early to tel how important the Irag effect is—
(1) —we're just days from the end of the heavy action,
(2) and most of the data we have come from the period before the war started.

2. Of course, the other posshility that could explain the lack of vigor in business
investment has more to do with underlying economic concerns—such as

a. the overhang from the late 1990s investment boom,
b. thebursting of the stock bubble,
C. corporate profitability,
d. and concerns about corporate governance.
V. Now that I’ve enumerated some downsides, here are the related upside possibilities.

A. If war tendons have been holding back investment, alifting of uncertainties could
gimulate abig increase in spending.

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 tartsto pick up, it often does so with alot of vigor.

a.  So, wecetanly can't rule out the possibility that investment will end up
surprisng us on the strong sde this year.

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

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



VII.

2.

3.

the expangon.

Furthermore, if it seemed warranted, we till would have room to give aboost to the
economy

a. —even in the face of some upsiderisks.

Why? Because, as| said, most forecasts show that we'll till have excess capacity by
the end of the year, even with apickup in growth in the second haf—

a. —which meansthe dready low inflaion rateis likely to trend even lower.

. Now, you're used to hearing centra bankers like me give a cheer when we think inflation

istrending lower.

1.

But if today’s downward trend in inflation were threstening to turn into deflation, this
aso would be a serious a problem.

My point is that for many years now, the Fed' s goal has been price stability—

a. thatis, an environment in which people and businesses can make financiad
decisons without worrying about where prices are headed.

And | want to assure you that it will remain our goal, whether the threst to the
economy isinflation or deflation.

| think one can argue that the Fed' s efforts to achieve this god have made a positive
difference to the economy over the last twenty years.

Now let me turn to the local scene.

. Arizona s economy has been held back by the same factors as the nationd economy.

. With its extengve tech sector—including industry leaderslike Intd and Motorola, dong

with ahost of smdler companies—

1.

the state felt the pain of the nationwide dowdown in business spending on computers
and related products.

This has been only partialy offset by increased federa contracts for military and
security products,

(1) some of which are being handled by Raytheon’s operations here in the Tucson
area



3. Despite the truggles of the sate s tech sector, Arizona has fared relaively well
during the nationd dowdown,

a.  with recently revised employment figures showing that amodest number of new
jobs were created here in 2002.

VIII.  Aswith the nationd economy, the main question remains. “When will amore robust
recovery kick in?’

A. To help answer that question, we rely heavily on our contacts in the business community
throughout the Didtrict.

1. Andtheir early reports suggest that the war in Iraq has not had a subgtantialy
negative impact on overdl economic activity.

a. Unlikethe 1991 Gulf War, this conflict has not produced a sharp drop in
consumer spending.

b. And while businesses remain reluctant to hire or invest in new equipment,

(1) many clam that the reason is uncertainty about the economic environment
rather than direct effects of the war.

c. Theone sector that has seen a sharp negative effect istrave and tourism.

(1) However, the main impact has been a steep drop in East Asan vigtorsto
Hawaii and selected West Coast markets,

(& and that's probably as much because of SARS as because of the Iraq
conflict.

B. When you add it up, our information is consstent with nationa and regiona economies
that are poised to rebound,

1. oncethe doud of uncertainty islifted.
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