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OVERVIEW OF CURRENT MACROECONOMIC CONDITIONS

The U.S. economy improved significantly over the last year.
Strengthening demand and well-timed tax relief helped lift both
consumer and business spending, while productivity continued to grow
rapidly, boosting profits and wages. Payroll employment turned up
recently, adding almost 300,000 jobs from August to October.' Taken
together, the recent data suggest that the economy is on the right track.
Analysts expect continued job gains and strong, sustainable economic
growth into 2004.

The Economic Slowdown Began in Mid-2000

Earlier this year, the National Bureau of Economic Research
announced that the recession that began in March 2001 ended in
November 2001, making it, at eight months, one of the shortest and
shallowest on record.

! All data in this report are current at the time of writing, but are subject to
future revision.
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The NBER dating of the recession captures well the period during
which overall economic activity was contracting, but it does not
provide a complete picture of the slowdown and recovery. The
slowdown actually began in 2000 when the investment boom of the
late 1990s came to end. The NASDAQ began its sharp decline in
March of 2000 and fell more than 45% by the end of the year.
Economic growth slowed to less than a 1% annual rate in the second
half of 2000, while business investment fell and manufacturing output
declined.

Weak Investment Drove the Recession and Hampered the
Recovery

Weakness in business investment continued well after the end of the
recession. The technology boom of the late 1990s left significant
excess capacity in certain sectors (e.g., telecommunications) at the
same time that stock market declines and revelations of corporate fraud
undermined investor confidence. The terrorist attacks of September
11, 2001 and the subsequent military actions in Afghanistan and Iraq
increased uncertainties for some time, slowing business enthusiasm for
investing. In light of all these pressures, it is not surprising that
investment declined in all but one of the ten quarters from Q4 2000
through Q1 2003. Consumer spending, in contrast, grew throughout
the recession and the subsequent recovery.

Economic Growth Accelerated in 2003
(Real annualized GDP growth rate, %)

7.2%

-2
2000 2001 2002 2003

Source: Bureau of Economic Analysis
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Economic Growth Accelerated Over the Last Year

Economic growth accelerated over the last year as business investment
began to rebound and consumer spending continued to grow. In the
third quarter of 2003, growth in the gross domestic product (GDP)
reached a 7.2% annual rate - the fastest in almost 20 years — as
consumer spending, business investment, residential construction, and
exports all showed large gains. Business investment increased in both
the second and third quarters of 2003 as businesses became more
confident about the future and as the pro-investment components of
recent tax relief went into effect.

Consumer spending grew throughout the year but showed particularly
strong gains over the summer, driven by strong growth in after-tax
incomes. Both the lower tax rates and the expanded child tax credit
have played a key role in supporting consumer spending.

The recent surge in demand has driven inventories down to record low
levels (relative to overall sales); future economic growth will receive a
significant boost when businesses begin to replenish their warehouses.

Labor Markets Strengthened in the Second Half of 2003

According to the payroll survey performed by the Bureau of Labor
Statistics (BLS), employment turned up in recent months. Payrolls
increased by almost 300,000 jobs from August to October, and analysts
expect continued job growth into 2004.

Payroll Employment Improved in the Second Half of 2003
(Change in employment, SA, in thousands)
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BLS’s other major employment survey — the household survey — tells a
somewhat different story. The household survey found significant
gains in employment through the year, and the latest (October 2003)
figures indicate that the number of jobs is now higher than it was at the
start of the recession. In contrast, the payroll survey reports
cumulative job losses of about 2.4 million over that period, primarily in
the hard-hit manufacturing sector.

The disparity between the two surveys began as the economy emerged
from the recession at the end of 2001; it has since grown to be the
largest such disparity in the history of the two surveys. The reasons for
this disparity are a topic of ongoing research. Differences in coverage
explain some of it — for instance, the household survey captures self-
employment, agricultural work, and some other forms of employment
that are missed by the payroll survey. However, much of the disparity
remains unexplained. It may reflect a change in the labor force or be
an artifact of statistical procedures (the household survey figures are
very sensitive to errors in the population estimates developed by the
U.S. Census). Until the disparity is better understood, analysts should
use figures from both surveys with care.

Initial weekly jobless claims of unemployment insurance benefits have
shown substantial declines in recent months — a strong sign of
renewed job creation.

The unemployment rate fell to 6.0% in October, after peaking at 6.4%
in June. This recent peak is substantially lower than the 10.8% peak
that followed the recession of the early 1980s and the 7.8% peak that
followed the recession of the early 1990s.



Unemployment Rate Below Previous Peaks
(Civilian unemployment rate, SA)
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Rapid Productivity Growth Continues

Productivity growth has been impressive throughout the recent
recovery. Output per hour in the nonfarm business sector has increased
at an annual rate of more than 5% since the end of the recession, well
above the 2% average of the 1990s. This pace of productivity growth
has not been seen since the 1960s. In the long run productivity growth
boosts business profits, increases wages, and improves future living
standards. A portion of the incredibly high productivity growth in the
past year is likely due to the underestimation of employment growth,
so that the greater output is spread over fewer workers.

Business Activity Rebounded in the Second Half of 2003

After a lull in activity early in the year, output has accelerated in both
the manufacturing and the service sectors, according to surveys by the
Institute for Supply Management. Services continue to provide strong
support to the economic expansion, and manufacturing industries
appear to be on the rebound, at least in terms of production. Capacity
utilization in the industrial sector remains low, hovering around 75%,
but has been rising since summer. It remains well below the 82 to 83%
levels seen in the late 1990s. New orders and unfilled orders for
investment goods have both been rising recently, suggesting that more
business spending is in the pipeline.
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The Housing Market Remained Vibrant

New home sales have been very strong throughout the year, and
existing home sales continue to set new records. Construction activity
has also been strong with continued solid numbers of housing starts.
More than 68% of Americans owned their own home in 2003, an all-
time record. Low mortgage interest rates, strong gains in household
incomes, and continued builder optimism have fueled the housing
market. Thirty-year fixed mortgage rates averaged below 6% through
most of the year. There have been some recent signs that mortgage
demand is stabilizing, but with continued low mortgage rates, housing
activity is expected to remain strong.

Inflation Remains Benign, Deflation Concerns Recede

The year began with some concerns, by the Federal Reserve and
others, about the possibility of deflation — a generalized decline in
prices. Fed officials have emphasized that deflation is extremely
unlikely and that they are prepared to combat it if it were to arise.
Deflation fears have subsided with prospects of sustained, strong
economic growth. More recently, there have been upward movements
in measures of inflation expectations, so deflation concerns have
almost entirely disappeared.

The consumer price index (CPI) increased by about 2.1% over last
year, and the producer price index (PPI) increased by about 3.4%.
However, most of these increases were due to volatile energy prices.
The “core” rates of inflation, which exclude food and energy prices,
have shown little inflationary pressure; the core CPI has increased a
little more than 1% over the last year, and the core PPI has increased
less than 1%.

Short-Term Interest Rates Declined, Long-Term Rates Varied

In late June the Federal Reserve cut its target short-term interest rate
from 1.25% to 1.0%, the lowest in 45 years. Since then, the Fed has
indicated that low short-term interest rates can be maintained for a
considerable period in light of very low inflation.

Long-term interest rates fell significantly in May and June reflecting a
number of factors, including concerns about continuing disinflation
(i.e., declines in the inflation rate) and the small risk of deflation.
Markets were also moved by the growing belief that under certain
circumstances the Fed might begin to purchase long-term bonds as part
of its anti-deflation efforts. Long-term rates then increased in late June
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as the market adjusted to increased expectations for future economic
growth and as the market realized that the Fed wouldn’t soon be
purchasing long-term bonds. Long-term interest rates remain low by
recent standards; many observers believe that they will begin to
increase as the economic recovery continues.

Financial Markets Strengthened During 2003

Interest rates on corporate bonds were very high relative to rates on
less risky government securities as 2003 began, indicating tight lending
conditions. After the Iraq war began in March of this year, some
uncertainties dissipated. Lending conditions eased and stock prices
rose. Stock prices have been boosted by increasing profits and the
improving economic outlook. Since the start of the year the Dow
Jones Industrial Average is up close to 17% and the NASDAQ is up by
over 40%. Lending conditions for businesses recently improved
further as profits increase and concern about corporate scandals
appears to have waned.

Oil and Natural Gas Prices Remain High

Energy prices exhibited some sharp spikes and increased volatility in
the beginning of the year. Before the war in Iraq, natural gas prices
and oil prices increased dramatically, with oil prices rising to over $35
per barrel. Energy prices subsequently fell but remain well above the
average price for the past decade. Testifying before the Joint Economic
Committee, Federal Reserve Chairman Alan Greenspan raised concern
about natural gas supplies in the near future and suggested that the
federal government examine the problem closely. Futures markets
suggest that oil prices will ease in the future, but natural gas prices are
expected to remain firm.

International Developments

The dollar has fallen significantly against other major currencies this
year. Since the beginning of the year, the dollar has declined by about
9.5% against both the yen and the euro. A declining dollar makes
imports more costly and less competitive in U.S. markets and makes
U.S. exports more competitive in world markets. However, economic
weakness abroad has hampered exports, contributing to U.S. trade
deficits. Trade deficits have helped fuel a historically high U.S. current
account deficit of slightly over 5% of GDP. The current account
deficit means that U.S. savings are not enough to fund U.S. investment;
on the other hand, it also reflects the fact that investors abroad continue
to view the U.S. as a particularly attractive place to invest.



The Federal Budget

The federal government ran a deficit of $374 billion in fiscal 2003,
which equals about 3.5% of GDP. This deficit was the largest ever in
dollar terms, but fell far short of record levels relative to the size of the
economy; in the 1980s and 1990s, the deficit exceeded 5% of GDP on
several occasions. The recent swing in the government’s fiscal balance
has been primarily caused by the economic slowdown and recent
spending increases; recent tax relief accounted for about a quarter of
the swing.

Current government deficits are manageable for our economy if they
do not persist indefinitely. While many recent spending increases have
been justified by the need to combat terrorism here and abroad,
spending cannot continue to grow faster than the economy.
Discretionary spending, for example, grew at a 12.5% rate in fiscal
2003.

The Outlook

Recent economic data suggest that the natural resilience of our
economy, boosted by aggressive monetary policy and well-crafted tax
relief, is returning the U.S. to robust economic growth. Of course,
some risks and uncertainties remain, as they always do. Energy prices
remain elevated. The economies of Europe, Japan, and other trading
partners remain weak, limiting markets for U.S. goods. Commitment
to the benefits of free trade appears to be weakening in some quarters,
and the global risks of terrorism and unrest in the Middle East remain.

Looking further ahead, the nation has not yet fully addressed its future
fiscal challenges. Americans are not yet saving enough for their future.
Our health care system delivers too little care at too high a cost. And
our tax system remains needlessly complicated and inefficient,
undermining economic growth. While we remain optimistic about
America’s economic future, much work remains.

SENATOR ROBERT F. BENNETT,
Chairman

REPRESENTATIVE JIM SAXTON,
Vice Chairman
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ECONOMIC PERFORMANCE

A TALE OF TWO EMPLOYMENT SURVEYS

October 14, 2003

The Bureau of Labor Statistics (BLS) uses two distinct surveys to
measure the number of jobs in America, a payroll survey that measures
the number of people employers have on their payrolls and a household
survey that measures the number of individuals who report being
employed. Though analysts focus on the payroll estimates, the
household survey has recently been painting a surprisingly different
picture of the U.S. labor market. The often-cited payroll survey
indicates that the number of jobs has declined by 1.0 million since the
end of the recession in November 2001, while the household survey
indicates that the number of employed people has increased by 1.4
million. Economists cannot yet fully explain this 2.4 million “jobs
gap,” but small businesses and, in particular, self-employment appear
to be significant factors.

Highlights

» Two surveys from the BLS tell different stories about employment
during the recovery — a loss of 1.0 million payroll survey jobs since
November 2001, and a gain of 1.4 million household survey workers.
The jobs gap of 2.4 million is unprecedented.

» Some have suggested that a statistical revision to the household data
in January 2003 is responsible for most of the reported jobs gap.
Calculations by the Joint Economic Committee (JEC) indicate,
however, that the revision accounts for relatively little of the gap.
Controlling for the revision, the household survey still shows an
increase of 1.0 million jobs since the end of the recession, and the jobs
gap is still 2.0 million. (Figure 1)

» The household survey indicates that self-employment has grown by
482,000 jobs since the recession’s end. These workers are not counted
by the payroll survey, so they account for a portion of the jobs gap, but
two thirds of the gap remain largely unexplained. (Figure 2)

* The payroll survey is credited as more stable than the household on a
month-to-month basis, but is in fact subject to major monthly and
annual revisions, such as occurred to 1992 data. An annual benchmark
revision of current payroll data will be released on February 6, 2004.
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Has Employment Increased or Decreased Since Recession's End? n

Two monthly surveys paint different pictures of U.S. employment
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Source: Bureau of Labor Statistics, JEC calculations
* Adjusted to reflect the January 2003 population changes.

Note: this is an updated report based on new data released by the BLS on
October 3, 2003

BLS’s surveys tell different stories about employment during the
recovery.

The Bureau of Labor Statistics (BLS) has reported two different
employment surveys since 1948, each offering a unique perspective.
The payroll survey of business establishments provides information on
employment, hours, and earnings in 400,000 establishments and
affords a detailed look at specific industries. An alternative survey of
60,000 households, conducted by the Census Bureau on behalf of the
BLS, provides a comprehensive body of information on the
employment and unemployment experience of the nation's population,
classified by age, sex, race, and a variety of other characteristics. The
household survey contacts workers directly and serves as the basis for
the unemployment rate.

The surveys followed similar paths during the eight months of the
recession in 2001, as they normally do. But the two measures parted
noticeably once the recovery began in 2002 and diverged even further
over the last year and a half. As shown in Figure 1, the disparity
between the payroll and household estimates, as reported by BLS, has
been approximately 2.4 million jobs since November 2001.

Population adjustments don’t explain the jobs gap.

To estimate total employment from the data collected in the household
survey, BLS relies on Census estimates of the size of the U.S.
population. The employment estimates are therefore sensitive to
changes in the estimated population size. For example, in January
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2003 an unusually large adjustment to the estimated population added
575,000 jobs to BLS’s estimate of total civilian employment.

In its reported data, BLS lumps the entire population adjustment into
January 2003, rather than spreading it out over the previous thirty-six
months (the period covered by the population adjustment). BLS warns
that this policy makes it difficult to compare total household
employment figures from before and after January 2003. However,
now that the two surveys are painting distinctly different job growth
pictures over an extended period, adjusting the household survey can
provide important insights. Making this correction, based on JEC
calculations, the household series still shows a gain of 1.0 million
employed workers since the end of the recession. (Figure 1)

Accounting for the 2 Million Jobs Gap E
(Differences between the Household® and Payroll
surveys since November 2001)

Self-employment
(Non-agricultural)
482,000 Jobs

Unexplained
1,443,000 Jobs

Agriculture
117,000 Jobs

Source: Bureau of Labor Statistics, JEC calculations
* Adjusted to reflect the January 2003 population changes.

Growth in self-employment explains most of the known difference.

The disparity between the two surveys since the end of the recession in
November 2001 remains large at 2.0 million jobs, even after
controlling for the population adjustment. Roughly one third of the
remaining disparity can be explained by the growth in self-employment
of 482,000 workers who are uncounted in the payroll survey. Another
117,000 new jobs are in agriculture. The remaining 1.4 million gap is
unexplained.’

Figuring out the unexplained jobs gap is a puzzle. One leading
explanation is that new businesses are undercounted in the payroll
survey. The payroll survey focuses on known establishments, so it
takes time for new employers to be captured in the data; their
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employees would therefore be counted in the household survey, but not
in the payroll survey. A related possibility is that an increase in
contracting relationships — in which a worker works for a firm as an
independent contractor rather than as an employee — have affected how
workers are captured in the two surveys. Contract workers might
consider themselves employed by a firm, rather than as self-employed,
even though the firm does not report them as employees. On the other
hand, another possibility is that the household survey is overestimating
the growth in jobs because of difficulties in measuring the size of the
population. A combination of these and other factors likely explains
the jobs gap, but their relative importance is impossible to judge from
current data.

Payroll data are revised annually.

An important fact about the payroll survey, which BLS routinely notes
in its press releases, is that the data are subject to two monthly
revisions of the preliminary numbers, as well as annual “benchmark”
revisions when it matches survey data against unemployment insurance
records. The benchmark revision can be significant, and because it is
only fully reported in the following May’s Employment Situation
report (based on data finalized each March), there is a lag of over a
year before the data are settled.

One telling example comes from 1992, when payroll survey figures
were cited widely in the months preceding the election. News media
noted that the recovery from the 1991 recession lacked job creation,
because that’s what the raw payroll data indicated. This gave rise to
the notion of a “jobless recovery.” Yet the payroll survey data for 1992
were revised frequently by hundreds of thousands of jobs each month,
and the twelve months prior to the *92 election now reflect a gain of
770,000 jobs.”

It turns out that small businesses were not well understood by the
survey methodology in place at the time. Estimates of new business
births are confirmed (or corrected) during the March benchmark
revisions, and more startups were blossoming with the emergent
expansion of 1992 than anyone realized. BLS has since revised its
methodology for estimating new businesses, but the potential still
exists for missing sharp changes during turning points in the business
cycle. Importantly, the benchmark will be released early next year on
February 6, 2004, though a preliminary assessment by BLS suggests
the benchmark is more likely to widen the gap than bridge it.
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Does the divergence in data imply inaccuracy or a different kind of
economy?

Measuring the economy is difficult in any circumstance, but nowhere
is it more difficult or more important than when assessing the labor
market as the nation recovers from a recession. This is especially true
when the economy is undergoing structural changes, which may be
happening now.

Both the payroll and the household surveys have their share of
advantages and disadvantages for measuring the number of jobs. As
BLS often notes, the payroll survey provides a more comprehensive
estimate of the number of people on the payrolls of established
organizations. However, only the household survey can tell us about
the self-employed and people engaged in agriculture. At this time, the
remaining disparity between the two surveys cannot be explained. It
may be due to inaccuracies in the surveys, a changing economy, or
both; only time will tell. For these reasons, focusing only on the
payroll survey is misleading. Analysts should consider both the
household and payroll surveys in trying to understand the employment
situation.

' Some multiple jobholders are double counted in the payroll survey, and other
types of workers, such as paid private household workers and unpaid family
workers, are captured in the household survey. But those data cannot be
compared since they are not seasonally adjusted, and estimates suggest they
have little effect or even make the gap larger. An additional factor, also
impossible to measure, is the importance of military reservists. When
reservists are called up, they leave company payrolls, thus lowering payroll
employment (unless they are replaced with a new worker); they also leave the
civilian labor force, the focus of the household survey.

? The original release of this report stated the payroll survey data for 1992 was
revised upwards by 1.5 million jobs in 1993. It is more correct to recognize
that each month was revised individually. Payroll data were overestimating
employment in the early months of the '91-92 recovery by 700-860,000 jobs,
but underestimating in the last five months of 1992 by 235,000-522,000.
Corrections were made during annual benchmark revisions in 1992, 1993, and
1994,
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10 FACTS ABOUT TODAY’S ECONOMY

August 1, 2003

Every month generates a seemingly inconsistent series of economic
indicators that send mixed signals. Yet, the fundamentals of the U.S.
economy remain strong, including America’s world-class productivity
levels and growth, and long-sought price stability. As Alan Greenspan
noted in recent testimony to the Joint Economic Committee (JEC), the
U.S. economy has shown “extraordinary resilience” enabling it to
weather a series of economic storms that might have plunged a less
flexible economy into deep recession. This report highlights a number
of positive trends that have developed throughout the last few years,
despite remaining challenges in some sectors of the economy.

The 10 Facts

1. The U.S. economy has grown despite a remarkable series of shocks.

2. The economic slowdown began in 2000; the recession ended in
November 2001.

3. Consumers have been strong, incomes and spending have grown,
and home sales and homeownership have hit record highs.

4. Higher productivity raises our standard of living, but it also raises
the hurdle for job creation.

5. Today’s unemployment rate remains below the peaks of previous
recessions.

6. Manufacturing is losing jobs, but other sectors are adding them.
7. Tax relief is working.

8. Deficits expand after recessions, but can be reversed by spending
restraint and economic growth.

9. Most economists forecast faster economic growth.

10. The U.S. economy is growing faster than many other major
economies.

1. The U.S. economy has grown despite a remarkable series of
shocks. In the last three years, the U.S. economy has been buffeted
from many directions: the bursting of the high-tech bubble, sharp
declines in the stock market, scandals in corporate governance, terrorist
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attacks, energy price spikes, port closures, and two wars. Yet, the U.S.
experienced only a short, shallow recession followed now by seven
quarters of renewed economic growth.! With the uncertainties of these
shocks waning and the passage of new tax relief, the stock market has
also begun to rebound. For example, in the first half of this year,
stocks regained $1 trillion of their value.”

2. The economic slowdown began in 2000; the recession ended in
November 2001. The National Bureau of Economic Research
(NBER), the unofficial arbiter of business cycle ups and downs,
recently announced that the 2001 recession began in March and ended
in November of that year. At eight months long, the recession was one
of the shortest on record.” Economic data demonstrate that the seeds of
the 2001 recession were sown as the technology boom came to an end
in 2000.

* Stock markets plummeted in 2000. For example, the NASDAQ
Composite Index plummeted by 44.7 percent from its March 2000
peak to the end of the year (chart 1).* The S&P 500 Composite Index
decli?ed by 10.4 percent from its August 2000 peak to the end of the
year.

NASDAQ Bubble Burst in 2000 n
(NASDAQ Composite Index, monthly)

1987 1998 1998 2000 2001 2002 2003
Source: Nasdag Stock Markst, Inc. Gray bar denotes recession

* Business investment turned negative in 2000. Chart 2 shows it
went from growing at 15.1 percent in the first quarter of 2000 to
retracting at 3.2 percent in the last quarter (annual rate adjusted for
inflation).®
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Business Investment Decline Began in 2000 n
(Fixed private nonresidential, real annual rate)

0%

-10%

L 1 1 1 1 1 1 _20:_,5'
1987 1998 1999 2000 2001 2002 2003

Source: Bureau of Economic Analysis Gray bar denotes recession

* Economic growth slowed in 2000. Annual GDP growth dropped
from 3.7 percent in the first half of 2000 to 0.9 percent in the second
half (adjusted for inflation).”

3. Consumers have been strong, incomes and spending have grown,
and home sales and homeownership have hit record highs.
Consumer incomes, spending, and home sales usually stall during a
recession. Many economists feared the same would eventually happen
this time, but it never did (see chart 3). Consumers’ disposable income
has increased 5 percent since the recession (in real terms, i.e.,
excluding inflation), and real growth in consumer spending has
hovered around a 3 percent annual rate.®* New and existing home sales
have continued to hit new records.” Also, with homeownership now at
68.2 percent, more Americans own their own home than ever before.'
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Consumer Spending Still Positive
(Personal consumption expenditure, real annual rate)

L 1 1 1 1 | 1 0%

1997 1998 1999 2000 2001 2002 2003
Source: Bureau of Economic Analysis Gray bar denotes recession

4. Higher productivity raises our standard of living, but it also
raises the hurdle for job creation. History demonstrates that higher
productivity leads to higher wages and faster economic growth
generally. Productivity growth has been a key factor setting the U.S.
apart from most countries. Yet, the exceptionally high productivity
growth that began in the late 1990s has also meant that the hurdle for
new job creation is higher than it was before. Employers are able to go
longer without hiring than they have in the past since their existing
workers are more productive. Growth in productivity, which averaged
1.2 percent annually between 1974 and 1995, doubled to 2.4 percent
for the period from 1996 to present.''

5. Today’s unemployment rate remains below the peaks of
previous recessions. Chart 4 shows that the current unemployment
rate of 6.2 percent remains below the peaks of the 1980s recessions and
the early 1990s recession. It is important to understand that the
unemployment rate reflects businesses creating and terminating jobs,
and people entering and leaving the labor markets. It generally lags
other economic indicators and even rises slightly at the beginning of a
recovery when people who have stopped looking for jobs become
encouraged and start looking again. For example, unemployment was
higher during the two years after the 1991 recession than during 1991
itself, reaching a high of 7.8 percent in June 1992. This phenomenon
played out again over the last few months. After some favorable
economic news, people re-entered the labor markets and pushed the
unemployment rate up to 6.4 percent in June, the highest point during
this recession and recovery period."
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Unemployment Rate Below Previous Peaks n
(Civilian unemployment rate, seasonally adjusted)
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6. Manufacturing is losing jobs, but other sectors are adding them.
Evidence of job creation shows up in the payroll survey — where
manufacturing employment is declining severely, but is
counterbalanced by new jobs in other sectors. Chart 5 shows that the
decline in manufacturing employment explains a majority of job losses
since 2002; however, other sectors have been growing. New positions
in the much larger service sector continue to expand, with job creation
in education, health, finance, leisure and construction. Although an
important sector of the economy, manufacturing represents a relatively
small portion of the existing labor market. For example,
manufacturing accounts for 14.7 million existing jobs while education
alone accounts for 16.5 million."
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Jobs Transformation, 2002 - Present
(Change in Payrall Employment by Sector, 1000s)
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7. Tax relief is working. Congress and President Bush recently
passed three rounds of tax relief to help the economy. The largest of
the bills started to phase in tax reductions in June 2001, with the
subsequent bills adding to it and accelerating the phase-ins of the tax
reductions. Numerous economists believe these measures helped
shorten the recession and will continue to assist the recovery. For
example, Federal Reserve Chairman Alan Greenspan said, “the 2001
tax cut did fortuitously turn out to be extremely well-timed from the
point of view of the economy.”'* The Treasury Department estimates
that without the tax relief as many as 1.5 million more Americans
would be out of work right now and the unemployment rate would be
well over 7 percent."”

8. Deficits expand after recessions, but can be reversed by spending
restraint and economic growth. When compared with the size of the
economy, today’s budget deficits are expected to remain well below
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the deficits that occurred after the recessions in the 1980s and early
1990s. Recessions expand deficits by reducing the tax base and
increasing spending on low-income programs like Medicaid. For
example, 53 percent of the budget deterioration in fiscal year 2003 has
been due to the weak economy and estimate changes. Legislated
spending increases and tax relief account for 24 percent and 23 percent,
respectively. Renewed economic growth and spending restraint are the
keys to reversing budget deficits."

9. Most economists forecast faster economic growth. For example,
the Blue Chip consensus forecast shows GDP growing 3.6 percent in
the third quarter and 3.8 percent in the fourth quarter of this year
(annualized rates adjusted for inflation).'” Forecasters base their
expectations for a pickup in growth on several factors, including the
recently passed tax package and the Federal Reserve’s determination to
keep interest rates at current low levels for as long as necessary.

U.S. Economy Expected to Grow H
(GDP Growth, real annual rate, * indicates forecasts)
3.7% 4%
3%
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Source: Bureau of Economic Analysis, Blue Chip Economic Indicators

10. The U.S. economy is growing faster than many other major
economies. For example, last year GDP in the U.S. grew at a 2.4
percent annual rate, while in Japan, Germany and other developed
countries GDP grew at about 1 percent or less.'"® Unfortunately, the
sluggish global economy harms U.S. trade, which is a significant
portion of our economy. Fortunately, economic indicators point to an
improved global outlook in 2004, which should result in increased
global demand for U.S. products.

1 Bureau of Economic Analysis (BEA).
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National Bureau of Economic Research (NBER).
Nasdaq Stock Market, Inc.
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Census Bureau and National Association of Realtors.
0 Census Bureau.

1 Bureau of Labor Statistics (BLS).

12 grs.

13 BLs.

4 Testimony before the House Committee on Financial Services, April 30,
2003.

15 U.S. Department of Treasury, July 15, 2003
(http://www.treas.gov/press/releases/js557 .htm).

16 Office of Management & Budget, and the Joint Economic Committee (see
report “Understanding Today’s Deficits” at
http://jec.senate.gov/studies/TodaysDeficits.pdf).

17

Blue Chip Economic Indicators, July 10, 2003.

18 International Monetary Fund, and the Joint Economic Committee (see
report “Putting the U.S. Economy in Global Context” at
http://jec.senate.gov/studies/JEC%200n%20Int1%20econ%206-24-03.pdf).
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PUTTING THE U.S. ECONOMY IN GLOBAL CONTEXT
June 24, 2003

The U.S. economy has been growing for over a year and a half since
the 2001 recession, but the rebound has been slower than hoped. Labor
markets remain sluggish, while output growth has lagged behind past
recoveries. Although some analysts have tried to blame U.S. leaders
for this sluggish recovery, it must be emphasized that economic
weakness has been a global problem. In fact, many foreign economies
have suffered through significantly worse economic setbacks than has
the United States. Looking ahead, forecasters see a pickup in growth
both here and abroad.

The U.S. economy grew faster than most other developed
economies last year.

e Japan, the world’s second largest economy, continues to be mired
in an economic slump; as illustrated in Chart 1, its economy grew
by only 0.3 percent last year.

e The major European economies are doing better, but only slightly.
The four largest European economies—Germany, the United
Kingdom, France, and Italy—grew only 0.2 percent to 1.6 percent
last year.

e In contrast, the United States and Canada both posted significant
growth: the U.S. grew at a solid, if somewhat disappointing, 2.4
percent, while our neighbor to the North grew by 3.4 percent.
Canada was the only G7 member to post faster growth than the
United States.

e Sluggish growth abroad has dampened foreign demand for U.S.
produced goods and services; this has slowed growth in the U.S.
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Chart 1. Growth was Sluggish in the G7 in 2002

Annual year-over-year percent change in real GDP
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Source: IMF World Economic Outlook, April 2003

The U.S. economy has outperformed the Japanese and European
economies because of a combination of three factors:

The fundamental resilience of the U.S. economy. The U.S. has
much more flexible labor markets and financial markets than most
other developed economies. Flexibility has helped the U.S.
economy endure a remarkable series of shocks—the bursting of the
technology bubble, stock market declines, corporate accounting
scandals, the 9/11 attacks, and two subsequent wars.

Supportive monetary policy. The Federal Reserve has lowered
short-term interest rates to record lows, helping to support many
sectors of the economy.

Well-timed fiscal policy. President Bush and the Congress have
enacted three rounds of significant tax relief since the recession
began in 2001. This tax relief has helped to support the economy
as it has been buffeted by recent shocks.

Forecasters expect that both U.S. and global growth will soon
accelerate and that U.S. growth will continue to outpace growth in
Japan and Europe.

Most leading forecasters expect a resumption of strong growth
both here and abroad. To illustrate, Chart 2 reports the most recent
forecasts of the International Monetary Fund (IMF).

The United States is expected to reach three-and-a-half to four
percent growth in 2004, while European growth will be around two
percent, and Japanese growth will be only one percent; Canada’s
growth will be slightly less than that in the U.S.
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Chart 2. Growth is Expected to Accelerate in 2004

IMF forecast of annual year-over-year percent change in real GDP
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Source: IMF World Economic Outlook, April 2003

Faster global growth will be driven by a variety of factors:
continued low interest rates, low inflation, the resolution of
concerns about Iraq, and reductions in energy prices.

Recent U.S. stock market gains appear to reinforce the forecasts of
a pickup in domestic growth. The Dow Jones Industrial Average
is up by 11 percent this year, and the NASDAQ has increased by
almost 25 percent. These gains exceed those of almost all other
developed economies. Growth in the U.S. economy seems poised
to shift into a faster gear.
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A PRIMER ON DEFLATION
May 21, 2003

The Federal Reserve recently warned of a small chance that inflation
could fall substantially. With inflation already running very low, a
substantial fall in inflation could push the economy into deflation. The
U.S. has not experienced widespread deflation since the 1950s. In the
intervening decades, economists have made significant progress in
understanding the causes of deflation, its consequences, and the
policies that can be used to combat it.

What is deflation?

Deflation means that prices are generally declining. This is the
opposite of inflation, where prices generally increase. With inflation, a
dollar today is worth more than a dollar tomorrow. With deflation, the
reverse is true: a dollar today is worth less than a dollar tomorrow.

Are we currently experiencing deflation?

No. Consumer and producer prices did decline in April, but most of
this reflects the post-war fall in energy prices. Over the last year, most
broad price measures have shown moderate inflation of one to two
percent. Inflation is thus very low, but not in a deflationary range. The
one exception has been the “core” measure of producer prices, which
excludes the highly volatile food and energy sectors; core producer
prices have been essentially flat over the last year. While this narrower
price measure is the only one suggesting current deflation, further
declines in inflation could push us into wider deflation.’

What causes deflation?

In the short run, deflation can be caused by weakness on the demand
side of the economy. When demand slackens, producers reduce prices
to retain customers; if such price-cutting is widespread in the economy,
deflation results.
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To paraphrase Milton
Friedman: Persistent
deflation is always and
everywhere a monetary
phenomenon.
________________________________________|

In the long run, deflation is the result of tight monetary policy. If the
Federal Reserve allows monetary growth to lag behind the growth in
purchases of goods and services, deflation will follow — as fewer
dollars chase more products, prices must decline. Nobel Laureate
Milton Friedman once noted that “inflation is always and everywhere a
monetary phenomenon.” The same is true of deflation: Persistent
deflation is always and everywhere a monetary phenomenon.

Is deflation a problem? Why?

It depends. In the short run, deflation is usually a symptom of another
economic problem like weak demand. However, over the longer term
deflation may itself be the cause of economic problems. One concern
is that prolonged and unexpected deflation undermines the ability of
borrowers to repay debts. With deflation, the value of a dollar rises
over time, so debts became increasingly expensive to repay. This may
cause bankruptcies and disruptions in the nation’s financial system as
lenders become stuck with nonperforming loans to bankrupt borrowers.

Another worry is that deflation causes households and businesses to
hold onto money, rather than spend it. If consumers anticipate that
goods will cost less in the future, they have an incentive to wait before
buying. Overall demand may suffer, leading to a sluggish economy.

A third concern is that monetary policy will lose its effectiveness under
deflation. When inflation falls, nominal (dollar) returns on assets also
tend to fall. Investors require less of a premium to compensate them
for erosion of the purchasing power of money caused by inflation. But
if inflation falls to zero or deflation creeps in, interest rates fall toward
zero, and the Federal Reserve has limited ability to reduce real short-
term interest rates. In that case, the Fed would have to combat
deflation with other tools of monetary policy such as buying longer
term bonds to reduce longer term interest rates.
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Has the U.S. experienced deflation before?

Yes. The U.S. has experienced deflation, most notably when it was on
a gold standard. Under the gold standard, the money supply was
constrained by the nation’s gold reserves. When gold reserves and
money grew slower than production, prices would fall. The pace of
gold discoveries was sufficient that, on average, the U.S. approached
price stability with periods of inflation offsetting bouts of deflation.
Following World War II, the U.S. has generally avoided deflation
because of the separation, and eventual divorce, between gold and the
money supply.

Have other countries experienced deflation?

Yes, with the most notable recent example being Japan. Japan’s
economy has struggled under the weight of weak demand, a troubled
financial sector, and persistent deflation. Given Japan’s sub-par
economic performance many fear that their fate awaits the U.S.
Observing a sluggish economy along with deflation does not, however,
prove that deflation caused Japan’s economic problems.

Most believe that structural
differences between Japan and
the U.S. will help us avoid the
deflation and economic malaise

that have settled on Japan.
_______________________________________________|

Some see similarities between Japan since the late 1980s and recent
experiences in the U.S. For example, in both cases large run-ups in
asset prices were followed by sudden reversals. But most believe that
structural differences between Japan and the U.S. will prevent us from
experiencing the deflation and economic malaise that has settled on
Japan. The U.S. financial system, for example, is remarkably more
flexible and efficient, and the Federal Reserve is intent on not allowing
deflation to take hold.

What policy tools can be used to combat deflation?

To combat short run deflation associated with weak demand, monetary
and fiscal policies can be used to stimulate demand. In the long run, it
is the job of the Federal Reserve to generate money growth sufficiently
high to thwart deflation. The Fed can accomplish this using its
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traditional tools — increasing the money supply by buying short-term
government bonds — and, if necessary, less familiar tools — e.g., buying
longer-term bonds. In recent policy statements, Fed officials have
emphasized their willingness to use these tools to avoid deflation.

' Some have characterized the period leading up to the recent recession as
deflationary because gold prices declined and the dollar strengthened relative
to foreign currencies. However, traditional measures of consumer and
producer prices showed continuing inflation during the late 1990s and early
2000s, albeit at a slowing rate. Most economists thus view this as a period of
disinflation — a declining inflation rate — not deflation.
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10 FACTS ABOUT OIL PRICES
March 26, 2003

No one can dispute that the high oil prices of recent months have been
bad news for consumers and the economy. Particularly hard hit have
been industries that rely on oil such as airlines, transportation
companies, and chemical manufacturers, as well as consumers who
purchase gasoline and heating oil. While these industries and
consumers have suffered from high prices, it is important to put the
current oil market into some context.

1. Historical Context. Oil prices reached a peak of nearly $40 a barrel
at the beginning of March, and since the beginning of the Iraqi conflict
prices have slid to under $30 a barrel. Adjusting for inflation shows
that recent prices are well below the levels of the 1970s and early
1980s. Measured in today’s dollars, prices topped out above $60 a
barrel during that period and remained above $45 for most of the
period.

Figure 1
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2. Oil Price Spikes and Recessions. Oil price spikes have typically
been followed by recessions. Of the last nine recessions, oil price
increases have preceded or accompanied eight.! However, it is an
exaggeration to say that increases in oil prices alone caused these
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recessions. Other negative macroeconomic events often accompanied
these oil price increases—restrictive monetary policy, sudden
geopolitical conflict, or other supply-side factors such as a world-wide
grain shortage in 1973-74.

3. Oil’s Role in the Economy. Another factor mitigating the impact of
oil price increases is that energy makes up a smaller proportion of
gross domestic product today than in earlier decades.  One
manifestation of our economy’s decreased dependence on energy is
shown in Figure 2, which shows that over the past 20 years
expenditures on fuel have made up a shrinking proportion of our
incomes. The U.S. economy has become much more fuel-efficient in
the past 30 years, and can produce many more goods and services on a
unit of energy than before. The increase in fuel efficiency has left our
economy less susceptible to energy shocks.

Figure 2

Consumer Fuel Expenditures as a Percent
of Wage and Salary Income
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4. Other Factors Affecting Oil Prices. The recent increase in oil
prices is due to more than just the uncertainty surrounding the Iraq
situation. The Venezuela strike and an unusually cold winter across
the northern hemisphere have also impacted the market. Venezuela’s
output fell by nearly three million barrels a day to less than one half
million barrels a day, a drop greater than the current daily Iraqi
production. As of mid-March its output had recovered to 1.8 million
barrels a day. Some regional problems have contributed to the spike in
gasoline prices, such as in California where the phase-out of the
additive MTBE has caused production and distribution problems.
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5. War Premium. The common perception is that there is a “war
premium” of about two to five dollars per barrel. That is, expectations
of higher prices in the future due to the impending conflict have
resulted in prices increasing foday. The recent decline in oil prices is
largely due to the reduction in the oil premium, as the markets become
more certain that oil shipments from the Middle East will not be
disrupted.

6. Production Capacity. Many experts feel that OPEC, the
Organization of Petroleum Exporting Countries, has enough excess
capacity to replace Iraq’s production for an extended period of time,
should its wells be destroyed. The Energy Information Administration
estimates that the excess production capacity of OPEC is between 2
and 2.5 million barrels per day, more than enough to replace the loss of
Iraq’s daily exports of 1.8-2.4 million barrels a day. OPEC’s president
has stated that its excess capacity approaches three million barrels per
day. However, it is important to note that OPEC is deliberately opaque
about their true production capabilities for strategic reasons. There are
oil analysts who believe that OPEC’s excess capacity is less than one
million barrels per day. Total world output is roughly 75 million
barrels per day.

7. Production and Consumption. Total daily oil production and
consumption broken down by major region of the world are shown in
Figure 3.

Figure 3
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8. Strategic Petroleum Reserve. Our strategic oil reserve is 600
million barrels, and can be tapped should Middle East oil shipments be
delayed for a period of time. Within ten days the U.S. could sell as
much as four million barrels a day.” The implicit agreement between
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OPEC and the industrialized nations is that they will step up
production as long as we do not tap our reserve.’ Saudi Arabia is
walking a very fine line; while it has an incentive to exaggerate its
ability to meet any output decline should Iraq’s wells go offline, it also
has a great incentive to meet that implicit commitment to keep the U.S.
and the International Energy Administration from releasing strategic
reserves on the world market, which it fears would cause prices to
plummet.

9. Oil Futures Markets. Attempting to forecast the effect of a U.S.-
Iraqi conflict on the price of oil is a difficult venture at best. Predicting
future price changes is challenging, even for the near future, since the
result depends greatly upon the outcome of the conflict in Iragq.
Futures prices suggest that the market believes that oil prices will fall
to more reasonable prices in the near future. Figure 4 shows that the
market for oil delivered in the next few months suggests a moderating
price.

Figure 4
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10. Future Oil Production. Long-run projections forecast expanding
oil production worldwide. For instance, total non-OPEC output is
forecast to increase by 1.4 million barrels per day, according to the
Energy Information Administration, half of which will come from
Russia alone. A stable Iraq could increase output within the next few
years to its pre-Gulf-War production of over five million barrels a day,
tripling current production.
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Outlook: A large part of what will determine oil prices in the near
future will be the reaction of Saudi Arabia to any major Iraqi oil
disruption. While it claims to have ample excess production to replace
Iraq’s production, some analysts are skeptical that it has much room to
increase output. However, its ability to replace Iraq's lost output may
not be necessary; even a short disruption in oil shipments from the
Middle East would bring pressure on the U.S. to turn to its 600 million
barrel Strategic Petroleum Reserves and the International Energy
Agency to tap its reserves as well, which amounts to nearly four billion
barrels. Considerable political pressure exists already to tap both
reserves.

A useful site to get timely information on oil prices and on energy-
related matters in general is the home page of the Energy Information
Administration, which is at www.eia.doe.gov.

! Another supply-side shock in the form of a major strike in the steel industry
preceded the 1960 recession.

? John Fialka, “U.S. Waits to Draw on Own Oil Reserve,” Wall Street Journal,
14 March 2003.

? David Bird, “Oil Price Drop Clouds US SPR Policy,” Dow Jones Newswires,
19 March 2003.
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FEDERAL BUDGET

2003 DEFICITS LOWER THAN PROJECTED

October 15, 2003

Last week, the Congressional Budget Office (CBO) estimated that the
federal budget deficit in fiscal 2003 was $374 billion, lower than
projected a few months ago.

* In its August budget update, CBO had projected that the deficit would
reach $401 billion in fiscal 2003. The updated deficit estimate is $27
billion lower.

* The Office of Management and Budget (OMB) had proj