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We now know that the last recession ended over two years ago.  That’s right. According to the National Bureau of Economic Research, the low point of the last business cycle was November 2001.  But, of course, this economy did not come roaring back.  

As I’m sure you know, it is only in recent months that the economic recovery has become convincingly sustainable.  And that is not just our experience here in the United States.  The performance of the global economy has mirrored ours — except that the U.S. economy has grown faster than those of most of our trading partners.

Why the slow recovery?  Well, let me ask you this:  Suppose I had told you in early 2001 that:

· New York City and Washington D.C. would be attacked by terrorists;

· The U.S. would go to war in Afghanistan and Iraq;

· Enron, Worldcom and several other companies would capture headlines with tales of outright accounting fraud — having misled their investors, employees and the financial markets.

What would you have said about the direction of the economy?  Business executives and economists alike would surely have predicted a prolonged and severe recession, significant inflation driven by skyrocketing oil prices, and a depressed stock market.  They would have noted — correctly — that both global terrorism and financial shenanigans had created a new set of costs to be embedded in the economy — potentially a drag on growth for a long time to come. 

Yes, over the past three years, the U.S. economy has been suffering from the effects of four adverse shocks – the end of the high-tech bubble, corporate governance scandals, terrorist attacks, and slow growth among many of our major trading partners.  Despite these shocks, we endured one of the mildest recessions on record, inflation remains low, and the stock market is even coming back.  It might just be worthwhile to stop and take a look at two lessons that we should take from our recent experience.  The first lesson is that uncertainty can be perilous but that confidence can overcome surprising obstacles.  Why do I say this?  One of the most curious features of the past couple of years has been the difference in behavior between households and businesses. 

Business confidence was shaken by the stock market crash and the bursting of the tech bubble.  Just as confidence was recovering, the accounting scandals pushed it back down again.  And as those worries receded, businesses were faced with the risks surrounding the war in Iraq.  All that uncertainty simply paralyzed business decision-making.  For the past two years — until recent months — the future has been obscured by these events.  Business decision makers were understandably reluctant to spend and hire in such an environment. 

Contrast that to households.  Household confidence remained high even while business confidence hit new lows.  I remember, in 2001, the focus on how U.S. consumers were holding up the global economic system.  It was that confidence that made the recession so mild.  And while some economic measures or surveys showed teetering consumer sentiment, Americans’ wallets told a different story.  Flush with cash from tax cuts and home refinancing, consumers spent.  Confidence, then, was critical to both the most negative and the most positive responses to the recession.  

The second lesson is the importance of good economic policy — and the return of an old actor to center stage.  The policy response to the recession was timely and powerful.  The Federal Reserve responded early and aggressively to the country’s economic problems.  Both short-term and long-term interest rates fell, reaching levels not seen for half a century.  Those low interest rates helped to keep the housing market buoyant, and provided households with an added source of wealth to cushion the stock market’s fall.  But this time around, fiscal policy — in the form of the administration’s tax cuts — also played a substantive role in offsetting the impact of the recession.  And, ultimately, it was the last round of tax cuts that broke through the barrier to lift business confidence and create a sustained recovery.

In the past two decades, economists have become suspicious of using fiscal policy as a tool to fight recessions.  The reasons?  First, changes in fiscal policy take a long time to implement.  In the past, we saw the impact of tax cuts or spending increases hit the economy long after the recession, when debate had already turned toward worries of overheating.  Second, temporary tax cuts are thought to result in higher saving — not the higher level of spending that the economy needs.  And third, expansionary fiscal policy in some cases can push up interest rates and “crowd out” investment spending, to the economy’s long-term detriment.

For these reasons, economists have identified monetary policy as the central tool for both inflation- and recession-fighting. But our recent experience demonstrates that well-designed tax cuts — at the right time — can be an important part of the policy mix. 

As you know, the Bush Administration has made tax cuts a central plank of our economic platform.  Each year we proposed a new initiative.  We dropped rates for businesses and individuals and reduced the cost of capital by cutting the tax rate on dividends and capital gains.  Those tax cuts have made a big difference. By putting money in consumers’ pockets, the individual tax cuts helped to maintain the confidence of households.  Meanwhile, targeted business tax cuts helped to offset the factors that eroded business confidence.  It all came together this summer.  

In July and August, early payments of the expanded child care tax credit and lower withholding put some $20 billion into consumers’ pockets in just two months. That, coupled with reduced dividend and capital gains taxes, spurred an explosion of consumer spending and, in turn, finally pushed business confidence over the edge.  All that spending finally convinced businesses this summer that the bad times were truly over. 

Both business and household confidence are now at acceptable levels.  Looking ahead, several factors make me optimistic that the recovery of confidence will be reinforced and result in sustained expansion.  First, the level of economic uncertainty going forward is likely to be lower than in the past few years.  Other issues that have worked against the U.S. economy -- the investment overhang and the global economic situation -- also seem to be improving. Investment was hard-hit in the recession and afterwards.  That was especially true of the high-tech and information sector.  

Some may have overlooked a thought by John Naisbitt, the futurist, who said, “We have for the first time an economy based on a key resource (information) that is not only renewable, but self-generating.  Running out of it is not a problem, but drowning in it is.”

The economy is working toward a balance in this sector.  Even today, some IT experts focus on large overhangs.  But recent investment levels suggest that much of the excess of investment goods purchased in the heady years of 1998-2000 either has been depreciated or put to work.  

Sales of computers are back up as the replacement cycle kicks in.  Investment in equipment and software is at its highest level since the first quarter of 2001. Monthly data on orders — as well as surveys of businesses — indicate that investment spending is clearly headed up.

Furthermore, we are seeing a powerful coordinated global recovery.  The United States is not alone.  We used to speak of three pillars of the global economy:  The United States, Europe, and Japan.  Now there is a fourth pillar: China.  And it appears as though all four pillars will be supporting global growth this year.

The recent news from Europe is encouraging. While Europe still has considerable long-term restructuring work to do, GDP in both France and Germany grew in the third quarter following three quarters of weakness. Meanwhile, Japan — which was AWOL for the entire decade of the 1990s — is starting to show respectable economic growth in the 2% range.  Japan’s financial system remains fragile, but it is going to prove to be — at the least — less of a drag.   Finally, China.  Chinese demand has played a critical stabilizing role in Asia since 1997 and has contributed mightily to global growth since 1992.  

In addition to the resumption of world trade growth, one of the best signals of the global upturn is rising commodity prices. This is not a sign of inflation ahead — at least not so long as the world’s central banks stay attuned to that possibility. 

And, keep in mind that higher commodity prices are being offset by seemingly ever-lower prices of goods and services with a large IT component. In today’s world, we have less to fear — and more to hope for — from some firming in commodity prices. 

I am also encouraged by the nature of the current business cycle.  It now seems clear that consumer spending — which helped to keep the economy afloat for the past few years — is going to take the back seat for a while.  Just about all the forecasters expect household spending to grow more slowly than the economy.  That is a good thing.  It means that U.S. businesses will be putting more productivity-enhancing capital in place and setting the stage for faster growth and better living standards in the future.  Meanwhile, slower consumer spending will allow households to raise savings rates back to healthier levels.

The current business cycle also promises to be export-led.  Faster growth overseas has already been felt in the form of faster U.S. export growth, which should give a shot in the arm to one of the weak spots in our economy -- the manufacturing sector.  But let me warn you that it is a mistake to think that all of the problems of manufacturing are the result of trade, or that an improvement in our trade balance alone will change the long-run issues that the sector faces.

I know that manufacturing has been a particular concern during the past couple of years. No question, this recession was tough for the manufacturing sector.  Manufacturers felt the economic slowdown earlier, longer, and harder than the rest of the economy.  Manufacturing output started to decline in July of 2000 but turned upward at the end of the recession in late 2001.  Unfortunately, today manufacturing jobs are still falling.

The disproportionate impact on manufacturing largely stems from the nature of this recession.  In typical economic downturns of the last 30 years, consumer spending and housing bore the brunt of the decline.  But, as I already mentioned, that was not true in the recent downturn.  During this cycle, we experienced pronounced weakness in business investment and exports.  Nearly all business investment goods and most nonagricultural exports are manufactured products.  

It is important to make the point that some of the manufacturing job “loss” is really job reclassification.  A lawyer or accountant who used to be in the legal or finance department of a manufacturing firm may now work as their consultant.  Such workers are counted as service-sector employees rather than manufacturing employees.  If an accountant moves from GM to GM’s accounting firm, the statistics record a loss of one manufacturing job and a gain of one service job. Given the outsourcing underway across this nation over the past 20 years, it is not surprising that this is a significant phenomenon.

Nonetheless, the relative decline in manufacturing employment is real and this Administration is focused on the issue.  These trends are the inescapable consequences of the rapid productivity growth in that sector, but the resulting employment adjustments in manufacturing have been difficult for many families and managers in small manufacturing firms across this country.

Let’s take a look at some of the strengths and weaknesses of our economy and talk about what they portend for the short and longer terms.

· In the third quarter, real GDP surged at an 8.2% annual rate, its sharpest advance in nearly 20 years. 

· Consumer spending jumped (6.9% annual rate), and business investment in equipment increased at an 18% pace, its strongest showing since early 1998.   

· After being the single major category of demand weaker in this recovery than in 1991, exports too have finally started to shine.  They rose at a double-digit pace (10%), while imports were essentially flat.

· The tax cuts passed earlier this year boosted after-tax income sharply in the third quarter (real—6.3% pace) and will do so again in the first half of the year.  

· Real hourly earnings have risen 1.5% since the start of the recovery, well above the small declines (0.3%) for the first two years of the 1991-92 recovery.  This better performance is importantly due to the fact that inflation remains subdued and productivity growth strong.  Indeed, the gain over the past four quarters in productivity was double its growth during the exuberant period of the late 1990s.  (9.4% in 3Q; 5% from year-ago)

· The manufacturing sector in December hit a two-decade high.  New orders and export orders exhibited stand-up performances.

· Profits of domestic corporations jumped sharply in the third quarter to a record level  -- 29% above year-ago levels.

· Stock prices have risen dramatically from their 2002 lows -- S&P up 40%.

· And, very importantly, total employment is finally expanding again – up nearly 300,000 since August -- and the unemployment rate dipped significantly below 6%.

Overall, then, the economy looks set to experience an excellent 2004.  But, of course, when things look their best, a good economic interpreter should tell her audience what to worry about.  The economy still has some trouble spots.  While I don’t think that they will ultimately derail the economy, the biggest worries are in the labor market, the energy market, and foreign economies.

While it is true that the labor market has begun to recover, it is still too soft for comfort.  Merely holding unemployment steady requires a gain of 110-120,000 jobs each month.  And lowering the unemployment rate, especially if participation rises with a strengthening economy, would require a still larger job gain.  Robust productivity growth has allowed firms to ramp up production without hiring a lot of new workers.  I don’t think that can continue; but if it does, we will face softer consumer spending — and slower economic growth — than any of us would like to see.


Energy prices are a nagging worry. Continuing sabotage to oil facilities in Iraq is preventing their production from reaching appropriate levels, and OPEC is maintaining a tight lid on its members’ production.  Another factor is China-plus.  The explosive growth of the Chinese economy — and the coming synchronized global economic recovery — will put upward pressure on demand.  Unless OPEC (including Iraq) begins to produce more oil, these higher oil prices will persist and squeeze profit margins. 

Foreign growth is the most significant risk our economy faces. For some years, the United States has been the engine behind global growth. We cannot continue in this role alone. The recoveries in Japan and Europe remain fragile, and the continued rapid growth of the Chinese economy is not a sure thing. 

If our trading partners do not experience economic improvement, the U.S. economy could be forced to adjust its trade deficit the painful way — by contracting imports through weaker U.S. growth -- rather than by spurring exports to other countries.  The Bush Administration’s international economic diplomacy has been geared toward fostering restructuring and encouraging growth-oriented policies among our major trading partners.  Clearly, in a globalized economy, what happens outside our borders affects the U.S. economy profoundly.

Finally, if I do not raise it, one of you will ask about the budget deficit.  One of Andrew Mellon’s maxims was:  “A nation is not in danger of financial disaster merely because it owes itself money.”  Mellon’s quip is too simplistic for these more complicated days, but I agree that the deficit does not portend disaster.  

Current deficit levels are manageable vs. our historical performance.  They are not mainly a result of the tax cuts, as many claim, but result primarily from the recession and emergency spending.  Going forward, the key will be achieving a resurgence of tax revenues, which typically accompanies robust recovery, and controlling the many spending demands that continue to surface.

To wrap up and get to some questions.  There are always risks and uncertainty.  Chairman Greenspan was speaking of monetary policy but his take on uncertainty holds true for our broader economy.   His words:  “Uncertainty is not just an important feature of the … landscape; it is the defining characteristic of that landscape.”

It might have been hard three years ago to imagine how this economy would overcome attacks, war, and corporate scandal.  It is now clear that the resilience of our economy allowed us to deal with them.  

Economic prospects today look better than they have for some time. So let me end on a positive note.  The Blue-Chip consensus GDP forecast of 4.5% growth for this year seems right on target.  Healthy, if slower, productivity growth will enable both profits and wages to improve.  Higher profits are exactly what we need to support stock prices and encourage hiring.  Inflation will remain low, which will allow the Federal Reserve to move very gradually, as its leaders persist in saying they will do.  

Most important, business confidence is back, and business will act on that confidence by spending at rates not seen since before the 2001 recession. Economic policies have helped the headwinds lift from the economy. We can now enjoy the results of our patience and care in a sustainable and profitable economic recovery.

Thank you.
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