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The United States Economy:
Performance and Prospects in Late-Summer 2003

Managing Director of Sonecon, LLC
(Former Under Secretary of Commerce for Economic Affairs)

Robert J. Shapiro

Overview

There is evidence of a broad U.S. economic recovery for the first time since the
recession ended 20 months ago. However, it remains unclear whether this expansion will be
self-sustaining and, consequently, how long it will last and how strong it will be.

GDP grew at a moderate 2.4 percent rate in the second quarter, with strong
performances in three areas. Business fixed investment registered its larger gains since the
second quarter of 2000, improving in every category. Personal consumption grew at its
strongest pace since the third quarter of 2002, based mainly on rising purchases of autos and
other durable goods. However, the single largest contributor to second-quarter growth was
defense spending for the war in Iraq. The largest negative factor in the second quarter was
the large trade deficit, with imports satisfying much of growing consumer demand.

Growth should accelerate in the second half of this year and into 2004. With personal
tax cuts and corporate investment incentives that took effect in July, fiscal stimulus supporting
both consumption and business investment is rising and will expand more in 2004. The
strong productivity growth of the last six quarters is also likely to continue, pushing up
incomes and profits to further support consumption and investment. In addition, inventory
levels relative to sales are now very low, spurring production and business investment in the
second half. Finally, exports should continue to improve based on a continuing moderate
decline in the dollar.

Several factors could slow strong growth in 2004. With productivity rising faster than
output, private employment has fallen for the 20 months since the recession ended, and
consumer confidence and spending could well slow if this “jobless recovery” persists into next
year. Long-term interest rates rose sharply in July and August; and the continuation of this
trend would slow interest-sensitive consumer and business demand, strong areas of current
growth. Gains in business and consumer spending next year could also be constrained by
excess capacity in many industries and persistent high energy prices — in mid-August, crude
sold for $32/barrel, the same price as during the U.S. war in Iraq. Finally, slow growth in
Europe and Japan will limit U.S. export gains; while growing U.S requirements for foreign
saving, along with broad foreign resistance to further dollar devaluation, could trigger a
current-account crisis that drives up U.S. interest rates.
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We see growth of 3.5 to 4.0 percent in the second half of this year, producing overall
growth of 2.6 to 3.0 percent for 2003. As this improvement has been driven more by
government policies than self-sustaining economic forces, the longer-term outlook is more
problematic. On balance, we expect growth of 3.0 to 3.4 percent in 2004, with the possibility
that this growth will fluctuate sharply quarter by quarter, as it did in 2002.

U.S. Economic Performance in the First Half of 2003

Since the U.S. recession ended in November 2001, the economy has been unable to
establish strong, self-sustaining momentum. Real growth has averaged 2.6 percent in the first
seven quarters of the current expansion, compared to an average of 5.4 percent for the first
seven quarters of previous postwar business cycles. In 2002, a strong first quarter buoyed by
consumers, housing and government stimulus was followed by a weak second quarter, when
housing and consumption both slowed. Growth accelerated in the third quarter, based on
stronger consumer spending and a declining trade deficit; but the fourth quarter weakened
again as consumption slumped and the trade deficit widened. This pattern continued in 2003:
The first quarter was weak, with business investment falling and consumption tepid; the
second quarter was moderately stronger, driven by fast-rising defense spending as well as
consumer and business spending.

Growth Rates of GDP and Its Major Components, 2002 and First Half of 2003
(Percent Change from Preceding Period, at Annual Rate)

254
201 O GDP
154 B Consumption
101 O Business Investment
B Housing
31 O Exports
04 O Imports
-5+ B Government
-10 T T T T T !
Q-1 Q-2 Q-3 Q-4 Q-1 Q-2
2002 2003
Q-12002 Q-2 Q-3 Q-4 Q-12003 Q-2
GDP 5.0 1.3 4.0 1.4 1.4 2.4
Consumption 3.1 1.8 4.2 1.7 2.0 33
Business Investment -5.8 24 -0.8 2.3 4.4 6.9
Housing 14.2 2.7 1.1 9.4 10.1 6.0
Exports 35 14.3 4.6 -5.8 -1.3 3.1
Imports 8.5 222 33 7.4 -6.2 9.2
Government 5.6 1.4 2.9 4.6 0.4 7.5
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Some of the strength evident in the second quarter may prove to be short-lived.
Government spending grew much faster than normal, reflecting the surge in defense spending
for the war in Iraq. Information-technology purchases accounted for 80 percent of the gains
in business investment; but under hedonic pricing, more than 80 percent of those reported
increases reflected quality improvements in IT products that push up the measure of real
spending. Measured in current dollars, gains in business investment in IT were only about 15
percent as great as those reported in real terms.

The Components of U.S. Growth in the First Half of 2003

The picture of the economy in the first half of 2003 becomes clearer by examining the
contribution to growth played by each of the major components of GDP, thereby taking
account of both the performance of each component and its importance to overall growth.
While the first-quarter gains were broad-based and shallow, second quarter gains were larger
but distributed less evenly, dominated by rapid growth in consumer and government spending.
In fact, without the stimulus of defense spending related to the war in Iraq, GDP would have
grown less than one percent in the second quarter. In addition, business investment turned
around for the first time since the recession — although the gains remained fairly moderate.
Looking ahead, the most encouraging data are the two-quarter decline in inventory investment:
With consumption spending and business investment both growing, inventory investment
should turn strongly positive in the second half of 2003. The most negative factor was the
growing U.S. trade deficit, with much of the quarter’s rise in consumer demand being satisfied
by imports. On balance, the drag of the trade deficit cut overall second-quarter growth by
more than one-and-a-half percentage points.

Contribution to Growth of GDP’s Major Elements, First and Second Quarters 2003

2.54
21 O Consumption
li B Business Investment
0.5 OHousing
0 H Inventories
-0.51 O Trade Deficit
-1 O Government
-1.51
2 .
Q-1 Q-2
Component Q-12003 Q-22003
Consumption 1.40 2.34
Business Investment -0.47 0.69
Housing Investment 0.45 0.28
Inventory Investment -0.82 -0.77
Trade Deficit 0.78 -1.56
Government 0.08 1.40
Total GDP Growth 1.40 2.40
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Prospects for the U.S. Economy in the Second Half of 2003 and 2004

Most U.S. forecasters have become much more bullish about U.S. economy. The
Federal Reserve expects growth of 3.5 percent in the second half and more than 4 percent in
2004, although they caution that events could slow growth. The consensus of private
forecasters is modestly less optimistic for 2004 — forecasting 3.7 percent growth — but many
Wall Street analysts are currently upgrading those forecasts. We concur that the second half
of this year will see growth in the range of 3.5 percent to 4.0 percent. But we do not yet see
these gains translating into strong, self--sustaining momentum in 2004, and expect stimulus-
driven growth in the range of 3.0 percent to 3.4 percent next year.

The data point to a strong second half for 2003. Large productivity gains are driving
up incomes and profits, boosting consumer and business spending; and the tax cuts and
investment incentives that took effect in July will reinforce those dynamics. Low inventories
also will promote business spending: Inventories have declined so much, that maintaining their
current real levels will add a full percentage point to third-quarter GDP.

The strength of the expansion in 2004 is less certain. Rising incomes and lower taxes
will continue to support consumer spending. But if the current large job losses worsen, it will
slow the pace of consumption. To be self-sustaining, the expansion has to begin to create
jobs again; otherwise, rising incomes may mean higher saving rather than more spending.
There is also less pent-up demand today than usual for this stage in an expansion, because auto
and home sales remained healthy in the recession and the early stages of recovery.

On the business side, two significant factors should support growing strength in
business investment in 2004, beyond the inventory adjustments in the second half of this year.
Rising profits and stock prices, as well as new investment tax incentives, point to stronger
business investment. In addition, with capital expenditures relative to depreciation at a
postwar low, many firms will have to at least replace their existing equipment. But two other
factors could constrain capital spending next year. First, considerable excess capacity still
exists in many industries, both in the U.S. and worldwide. Further, the profits-revival has
been very uneven: While profits earned by S&P 500 firms rose 7.5 percent in the second
quarter, when financial firms are set aside, profits were up only 1 percent. Moreover, much of
those gains are based on cost-cutting and falling depreciation rather than strengthening sales.

The pace of the expansion is also subject to interest rate changes. Low rates provided
crucial support for housing investment for the last two years, as well as spending by
households that refinanced their mortgages. The recent rise in intermediate and long-term
rates, if sustained, will slow the pace of this refinancing; and if interest rates rise further while
overall demand remains moderate, it will also constrain business spending.

The other potential threat to strong U.S. growth in 2004 comes from abroad. Slow
growth (or worse) in Europe, Japan and Latin America will limit the impact of a lower dollar



20

Economic Review 2003.10

on U.S. exports. Further, the fast-rising U.S. current account deficit, coupled with large
budget deficits, could produce financing problems that drive up U.S. interest rates.

U.S. Labor Markets: The Jobless Recovery

The current U.S. expansion is unusual in one respect: 20 months after the 2001
recession ended, private employment is still falling and now stands at 3.25 million jobs below
its pre-recession peak. Twenty months after the 1990-91 downturn ended, private
employment had been rising for eight months; 20 months after the 1981-82 recession, there
were 3.2 million more private jobs than when the recession began. The current decline in
employment has been unusually sharp as well as protracted: Every percentage point of
contraction in GDP in the downturns of the 1980s and 1990s cut private employment by 1.3 to
1.5 percent; this time, the economy has shed almost 3 percent of jobs during and after a
recession that cost less than one-half percent of GDP.

The technical reason is the combination of strong productivity gains and slow growth.
Contrary to previous experience, productivity rose during the 2001 recession (by 1.1 percent),
jumped 4.8 percent in 2002, and has been rising this year at a 4 percent rate. Yet output has
grown more slowly — and when workers’ productivity rises faster than their output, the number
of workers or the hours they work must fall. Normally, when workers are more productive, it
helps drive stronger growth and job creation. From 1996 to 2000, for example, rising
productivity elevated after-tax incomes by about 4 percent a year, and consumer spending
expanded 4.5 percent a year. More productive companies also earned higher profits, which
they spent on new equipment and factories. All that consumer and business spending fueled
job creation: 1996 to 2000, U.S. added 2.6 million jobs a year.

This time, employment has been falling because the productivity gains have been
followed by smaller increases in consumption and investment. In 2002, productivity jumped
5.4 percent; but real personal consumer spending rose barely 3 percent, and private
employment fell at a 2.4 percent rate. So far this year, productivity is rising at a 4.5 percent
rate, real consumer spending is up at a 2.9 percent rate, and private employment is still falling,
ata 0.4 percent rate. It is still unclear whether U.S. growth in 2004 will be strong enough to
end the “jobless recovery.”

Jobless Recovery: Annual Rate of Gains/Losses in Jobs, Productivity and Real Consumption
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Consumer Spending and Housing Investment

Since consumer expenditures account for two-thirds of GDP, the pace of any expansion
depends largely on consumer spending. In the first half of this year, consumer spending was
supported mainly by gains in personal income, based on rising productivity. Strong
productivity growth in the second quarter — 5.7 percent at an annual rate — should boost
incomes and consumption even more in the second half, as will personal tax cuts commencing
in July. More tax cuts, along with rising stock prices and rising incomes, should buoy
consumption in 2004 — if the jobless recovery, high levels of household debt, and higher

interest rates don’t erode consumers’ confidence and resources.

Mortgage refinancing has provided significant support for consumer spending
throughout this cycle: About 45 percent of American homeowners have taken advantage of
falling interest rates to refinance $1.5 trillion of mortgages in 2002 and another $2.6 trillion in
the first half of 2003. These refinancings have increased consumption by cutting monthly
mortgage bills and allowing households to extract $130-$140 billion in capital gains.

Growth Rate of Productivity, Incomes and Consumption, 2002 and First Half 2003
(Percent Change from Preceding Period at Annual Rate)

9-
g
7.
6
5 O Productivity
4 B Incomes
31 O Consumption
24
14
04 : : : : :
-1 : . — : : : y
Q-1 Q-2 Q-3 Q-4 2002 Q-1 Q-2
2002 2003
Labor Productivity Personal Incomes Consumption Spending

Ist Qtr 2002 8.3% 4.8% 3.1%

2nd Qtr 1.3% 5.1% 1.8%

3rd Qtr 5.8% 2.0% 42%

4th Qtr -0.7% 2.4% 1.7%

Ist Qtr 2003 1.9% 3.7% 2.0%

2nd Qtr 5.7% 3.3% 3.3%

Historically-low interest rates have also made housing investment a major support of
the recovery. Housing investments have generally grown faster than other element
contributing to GDP, accelerating particularly when the Federal Reserve has cut interest rates —
most recently, in the second quarter of this year.
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Real Rate of Growth of Housing Investment, 2002 and the First Half of 2003
(Percent Change from Preceding Period, at Annual Rate)

O Residential Investment

1 Q2 Q3 Q4 Q1 Q2

2002 2003
Q-12002 Q-2 Q-3 Q-4 Q-12003 Q-2
14.2% 2.7% 1.1% 9.4% 10.1% 6.0%

Two factors could end the current housing cycle — already 11 years old or nearly twice
the length of the average postwar housing cycle. First, with the federal funds rate at just 1
percent, the Federal Reserve has very little room to cut interest rates any further. After 11
years, moreover, there is relatively little pent-up demand left for new housing.

Rising interest rates pose the greatest threat to a strong expansion in 2004, through their
effects on consumer spending as well as housing investment. For the first time since the
1990s boom, long-term interest rates rose sharply this summer: From mid-June to mid-August,
rates for conventional 30-year fixed mortgages and AAA corporate bonds increased more than
20 percent: Mortgage rates have risen 5.12 percent to 6.34 percent, and high-grade corporate
bonds from 4.84 percent to 5.84 percent. Over the same period, the yield on 10-year Treasury
bonds jumped 37 percent, from 3.20 percent to 4.38 percent. If these rates fall back
substantially, the expansion should strengthen in 2004. If they rise further, it will markedly
slow the growth of consumer spending and probably end the current housing cycle.

Business Investment

The sustained revival of business investment is also crucial for a strong U.S. expansion
in 2004. In the second quarter of this year, business investment overall and in equipment and
software registered their strongest gains since the second quarter of 2000. Investment in
structures grew faster than any quarter since the fourth quarter of 2000. And business fixed
investment will continue to grow in the second half. Yet, even with these gains, business
investment remains fairly modest: Adjusted for inflation, investment levels in the second
quarter of 2003 were still 10 percent lower than the average levels in 2000 and 5 percent below
than the average during the 2001 recession.
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Real Growth of Business Fixed Investment and its Major Categories 2002 and First Half of 2003
(Percent Change from Preceding Period, at Annual Rate)

104
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-5 O Business Investment
_10- B Structures
OEquipment & Software
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2204
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Q-1 Q-2 Q-3 Q-4 Q-1 Q-2
2002 2003
Business Fixed Structures Equipment &
Investment Software
Q-12002 -5.8 -14.2 2.7
Q-2 2.4 -17.6 33
Q-3 -0.8 -21.4 6.7
Q4 23 -9.9 6.2
Q-12003 -4.4 2.9 -4.8
Q-2 6.9 4.8 7.5

The recent rise in stock prices and the sell-off of bonds suggest that the markets expect
sustained gains in both business investment and overall growth. Recent profit statements
provide some grounds for optimism in this area: 93 percent of the S&P 500 reported profits in
the second quarter and 65 percent reported higher profits than a year ago, with an average gain
of 7.5 percent. Moreover, second-quarter investment and profit levels do not include the
impact of new business tax incentives, which took effect in July.

These profits alone, however, will not provide the basis for broad based investment.
Financial corporations reported profits of almost 25 percent in the second quarter, year over
year; but as noted earlier, excluding financial firms, second-quarter profits rose overall by only
1 percent. In fact, industrial corporations, discretionary consumer goods and services, and
other sectors all reported lower profits. Even in profitable sectors like technology, sales
usually grew much more slowly than profits: Technology firms, for example, reported
earnings-per-share of 21 percent, on revenue gains of only 4 percent.

On balance, business investment is certain to grow rapidly in the second half of this
year, especially given low inventories. But high excess capacity, slow growth abroad, the
uncertain path of interest rates, and increasing demands for corporate cash to shore up pension
balances leave the path of business investment in 2004 more uncertain.
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Investment in Information Technologies

The strongest area for business fixed investment in both the second quarter and
throughout the expansion has been computers and peripheral equipment. In the second
quarter, for example, these investments at a stunning annual rate of 54 percent, compared to
the first quarter. However, these data can be easily misinterpreted. Measures of investment
in equipment and software are hedonic, in which the values are adjusted for quality
improvements. Most notably, some 80 percent of the reported gains in computers and
peripheral equipment reflect adjustments based on quality improvements, not volume of sales.
In current dollar terms, gains in business investment remain much more modest.

Real Growth of Business Investment: Equipment and Its Major Components, 2002
(Percent Change from Preceding Period, at Annual Rate)

60+
501
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O Equipment & Software
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220
-30-
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Q-1 Q-2 Q-3 Q-4 Q-1 Q-2
2002 2003
Equipment & Transport Industrial
qSOIf)'tware Computers Software Equiplll)lent Equipment
Q-12002 2.7% 34.7% -3.5% -29.6% 10.3%
Q-2 3.3% 15.3% 12.4% -19.8% -7.1%
Q-3 6.7% 44.1% 11.5% -4.7% 6.5%
Q4 6.2% 7.7% 1.9% 30.3% -5.0%
Q-12003 -4.8% 22.7% 4.7% -35.3% -5.4%
Q-2 7.5% 54.0% 4.2% -6.7% 0.6%

The Current Account Deficit, the U.S. Dollar, and U.S. Saving Rates

The U.S. current account deficit has been deteriorating at a rapid rate since early 2002
and could well pose a substantial threat to the U.S. expansion over the next two years. The
most recent data, covering the first quarter of 2003, show the deficit exceeding 5 percent of
GDP; and that imbalance is clearly worsening: The trade deficit, for example, rose from
$121.6 billion in the first quarter to $122.6 billion in the second quarter, producing a trade
imbalance for the first half of 2003 that was nearly $50 billion greater than in the first half of
2002. The major reason is the rapid growth of imports: Compared to the first half of 2002,
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U.S. imports in the first half of 2003 grew 9.7 percent, while U.S. exports increased only 3.4
percent.

U.S. Current Account Deficit, Amounts and As a Share of GDP

Deficit Share of GDP
Ist Quarter 2002 $106.7 billion 4.14%
2nd Quarter $122.8 billion 4.73%
3rd Quarter $122.7 billion 4.67%
4th Quarter $128.6 billion 4.86%
2002 $480.9 billion 4.60%
Ist Quarter 2003 $136.1 billion 5.09%

Falling U.S. saving rates are the largest factor in the growing current-account deficit.
U.S. gross national saving in the first quarter of 2003 was just 14 percent of GDP, down from
15.5 percent in 2002 and a postwar average of 18.8 percent. Moreover, depreciation alone
could absorb 94 percent of those first-quarter savings, producing a net U.S. saving rate of just
0.7 percent, compared to nearly 5 percent in the 1990s. In order to finance the new
investment required to sustain growth, as well as growing budget deficits, the U.S. has to
import about $2 billion/day in foreign saving. By the end of next year, these foreign
financing requirements will likely reach $3 billion/day.

The deterioration in the current account has exerted a significant drag on U.S. growth,
and the normal process for correcting the imbalance, through dollar depreciation, has largely
failed. The trade-weighted value of the dollar has declined just 10 percent from its early-
2002 peak, with the largest depreciation occurring against the Euro. However, trade with
Europe accounts for just 14 percent of the U.S. trade deficit. By contrast, while trade with
Asia accounts for more than half of the trade deficit, official interventions have prevented
major dollar depreciation against most Asian currencies, especially the yen and the Chinese

renminbi.

These dynamics could further reduce U.S. growth in the foreseeable future. Broad
economic reforms could avert a balance-of-payments crisis — to increase national saving in the
U.S., and spur consumption and growth in Europe and Asia. Thus far, however, all sides
have resisted change, much as they have resisted significant revaluations of their currencies.
Without one or the other, a dollar crisis will eventually occur that will drive up U.S. interest
rates and seriously impair U.S. and global growth.



