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Presenter
Presentation Notes
Good afternoon 



You all will be working hard today to get your arms around the economic situation and brainstorm ways to deal with it.



My job is simply to help get the discussion started by giving you a little background  -- some perspective on where the national economy is and where it seems to be going over the next year or so.



You may say that’s a rough assignment  in itself.

This is nothing –

Last night I tried to explain to my mother why getting 135 basis points on her CD is good for the country






This morning’s agenda

Overall economic performance
The housing market & credit conditions
The pace & pattern of growth

This cycle in context
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I’ll start out with a forecast of  how the economy will perform in 2009 in terms of the major indicators – output, employment and inflation.  



For that I’ll rely on our own Reserve Bank’s SPF.  Every quarter, we…

Our most recent survey results were released a few weeks ago - Friday the 13th



I think it’s useful to look at these forecasts because:

They are current

They represent the mainstream thinking

They’re ours!



The truth is that there is an unusual degree of uncertainty surrounding the outlook.  So we’ll then take a few minutes to look at some of the major factors affecting the outlook. What needs to go right and what could go wrong.  I’d list three:

Conditions in the housing market 

Conditions in the credit markets 

Countercyclical actions by the government – on both the monetary & fiscal policy sides



Finally, with all the talk about the historical severity of the current downturn, I thought it would be useful to put it in some historical context 



Your  questions 
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Growth in real GDP, our best measure of overall production of goods and services, 

over  the past 10 years

The gold bars  show quarterly growth  -- good  to see  the volatility

The green line shows 4 quarter moving average growth  -- highlight the cyclical pattern

The pale gold bars and dotted green line show the SPF forecast



Grey bars show recessions

First grey bar is the recession of 2001

Second grey bar is the current recession 

NBER says it began in  December of 2007

SPF forecasters say they expect it to end in June or July of 2009  -- 18 or 19 mos. 



Strong growth in late 90s – 4%

Short shallow recession in 2001

Recovery in 2002; Economy hits stride in 2003-2005 – 2-3/4 or 3%

Underneath that strong growth a residential construction boom

Boom goes bust in 2006,  and contraction in construction directly saps growth

In 2007, souring subprime mortgages trigger a financial crisis – investors re-evaluate the riskiness of  various instruments, especially the new and complex & viability of institutions, including large and interconnected

By year end, consumers begin to pull back; employers begin to trim payrolls

Spring – Bear Stearns; Fall – Lehman & AIG  trigger financial market meltdown

Firms drop investment projects pare down inventories & slash payrolls >100 to 500-600

Consumers – credit unavailable, value of house and portfolio down, and facing unemployment or prospective unemployment cut spending across the board – big ticket items 

Appliances, electronics, autos but also smaller items –  trips to restaurants

So you see here the sharp decline in real GDP in the 4th quarter – 6-1/4 percent  -- largest since early 80s

Forecast => -5; -2;  H2: 1-1/2;  Q1: 2-1/2  

The story of the reconery is a story about generating growing overall or aggregate demand.  Among the components:

Consumer spending drives the patttern  contracts in the first half, begins growing in the second

Businesses begin increasing investment spending  in early 2010

Government spending continues to grow  

Net exports essentially remain flat throughout
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Turning to the labor market,

Here green bars are average monthly increase in nonfarm payroll employment

The orange line shows the unemployment rate



See strong growth in employment in the 1990s – 300k

Recession of  2001 caused job losses  through 2003

Healthy job growth  close to 200k pushed unemployment down to 4-1/4 percent

Severe job losses since last fall pushed unemployment up to 8 percent

Forecasters say job losses continue through this year , though the pace of job loss gradually abates, and unemployment continues to rise 

Beyond that job growth returns slowly

We need to get to about 125 k to just  to employ new entrants to the labor force

So unemployment continues to rise to 9 percent or more and stays relatively high through  2010
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On the inflation front,  here are two measures.

The orange line shows inflation as measured by the  CPI

The blue bars show inflation in “core CPI”  -- inflation with the food and energy components stripped out.  

Food and energy prices tend to be  quite volatile and can  obscure the underlying trend rate of inflation.

This picture shows that core inflation has been running at about 2 percent over the last decade or so , though rising food and energy prices pushed overall inflation up into the  3, 4 , and as recently as last year 5-percent range

The recent sharp decline in the price of oil dropped overall inflation into negative territory, and the weakness in overall demand pushed core below 1%

Our forecasters expect that as the impact of lower oil prices passes through  and the weak state of demand  in the economy persists , inflation settles in at something under 2 percent  
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First a look at the housing market



Looking back over the past twenty years you can see  a steadily expanding residential  construction sector



The purple line shows “real” home price appreciation

The green line shows the  rate of  new home construction



Strong economy of the late 90s drove strong demand  resulting in rising rates of home price appreciation and construction



After recession of 2001, recovery, low interest rates, and some innovations in home finance fueled  a specuatlive bubble

Burst in 2006 

Rapid price appreciation became rapid price depreciation

Housing starts plunged to  from 



Consruction was too rapid to be sustainable;given economic and demographic fundamentals ; the current pace is way too slow

Sustainable pace somewhere in the  middle.

Will take some time and continued price declines to clear inventory and restore constructuion to that pace
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We asked our  panelists for their forecast of  three interest rates 

3-mo t-bill in yellow

10yr t- bond in orange

Moody’s Aaa  corporate bond rate in green



All rates have been coming down over the past 20 years



3-mo. T-bill has considerable cyclicality moves with Fed policy

Forecasters are saying  current very low rates will persist



10-yr. t-bond has moved don considerably over the  past year or so as investors sought shelter from riskiness of other investments 

Forecasters are saying that will reverse itself somewhat as confidence returns and as the Treasury increases the supply of these bonds to finance fiscal policy



Aaa corporate bond yields have  stayed up as Treasury yields have fallen,  in effect widening risk spreads 

The forecasters are saying these risk spreads will narrow modestly this year
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Aside from the price of  credit, there is the issue of credit availability.

The Fed conducts a quarterly  Senior Loan Officer Opinion Survey.  

Among the questions  we ask the SLOs at various banks is whether they are tightening standards for loans of various types.  

This char t shows the history of responses to questions about 

Commercial and industrial loans in orange

Consumer loans in blue 



Higher values  here means proportionally more banks are tightening

You can see the extraordinary degree of tightening in credit standards over the past year or so.

The positive here is that the degree of tightening diminished somewhat in the most recent survey taken in the current quarter
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Household spending contributes modestly to growth
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Businesses slashed investment; keep on cutting
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Government contributes steadily; trade is a drain
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Chart takes us back to 1959 

Shows the relatively tumultuous times of the  60s, 70s and early 80s

Sharp swings in overall growth  with  relatively frequent and relatively lengthy recessions



Shows the so called  “Great Moderation” between the end of the 1982 recession and the beginning of the current one

Real GDP  growth more stable

Long expansions interrupted by just two short, shallow recessions



Shows the  current recession  as projected by our forecasters:

This looks like a throwback to that earlier more tumultuous time

74-75  16 mos   x%

81-82  16 mos  x%

07-09   18 mo or 19 mos  x%
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Unemployment 
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For more information from the Federal
Reserve Bank of Philadelphia

e Go to www.philadelphiafed.org

e Next SPF: August 12

e Links to Board of Governors & other Reserve Banks
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The fed has pulled out all the stops in terms of traditional monetary policy, dropping its target fed funds rate to near zero and announcing that it intends to hold it there for some time

http://www.philadelphiafed.org/
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First a look at the housing market



Looking back over the past twenty years you can see  a steadily expanding residential  construction sector



The purple line shows “real” home price appreciation

The green line shows the  rate of  new home construction



Strong economy of the late 90s drove strong demand  resulting in rising rates of home price appreciation and construction



After recession of 2001, recovery, low interest rates, and some innovations in home finance fueled  a specuatlive bubble

Burst in 2006 

Rapid price appreciation became rapid price depreciation

Housing starts plunged to  from 



Consruction was too rapid to be sustainable;given economic and demographic fundamentals ; the current pace is way too slow

Sustainable pace somewhere in the  middle.

Will take some time and continued price declines to clear inventory and restore constructuion to that pace


Fed’'s FOF: Household wealth has plunged
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The financial crisis has made credit more expensive and in some situations unavailable.  The other impact of course, has been the sharp drop in asset values.



The Fed’s Flow of  Funds tables show  the balance sheet positions of various sectors of the economy, including the household sector



We add up the value of  households’ real assets – most importantly their homes – and their various financial assets – cash, stocks,bonds, etc. --  and subtract off the value of their debts – mortgage, auto loan, credit card balances – to get their net worth.  



This chart shows  the change in household net worth  from a year earlier measured as a proportion of disposable income.  

The green line shows the  change in overall net worth

The red line shows the  change in just one component – households’ equity in their homes



Data for the fourth quarter were just released this morning

They show
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