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Domestic Developments

Before the tragic events on September 11, we viewed the economy as having
only a little forward momentum. The incoming data after publication of the
August Greenbook pointed to a continuation of the patterns that emerged in the
second quarter: an ongoing contraction in industrial production, sharp
drawdowns in inventories, and only a little growth, on balance, in final sales.
The layoffs in manufacturing and related industries and the slow pace of hiring
elsewhere had finally shown through to a noticeable rise in the unemployment
rate, and initial claims for unemployment insurance remained sufficiently
elevated that additional cuts in jobs appeared to be in train. In the absence of
the terrorist shock, we likely would have been forecasting only a small gain in
real GDP, on balance, for the remainder of 2001.

From that baseline, we believe that direct and indirect effects on economic
activity of the terrorist attacks will result in a mild contraction in real GDP in
the second half of this year, leading to a further rise in the unemployment rate to
5-1/2 percent by year-end. To be sure, the size of the attacks’ initial impact on
production and spending is difficult to gauge, but we believe that it has been
large enough to swing the change in real GDP in the third quarter from a small
increase to a modest decline. Going forward, the ensuing drop in household
income and wealth and the less favorable outlook for business sales will hold
down consumption and investment. In addition, we believe that a significant
exogenous shock to consumer and business confidence has occurred and that
this pessimism will be an additional constraint on economic activity in the
fourth quarter and early next year. Indeed, one risk to the outlook is that the
deterioration in sentiment will prove deeper or longer-lasting than what we have
factored into this forecast. We explore the consequences of such a deterioration
in an alternative simulation. Of course, given the enormous uncertainties
surrounding the world political and economic situation, neither our baseline
forecast nor our alternative simulations can fully encompass the range of
possible developments.

Though we are projecting a recovery next year, we expect it to proceed slowly,
with real GDP little changed in the first quarter and rising at an annual rate just
short of 1-1/2 percent in the second quarter. One important restraint will be the
continuing effect of the recent dramatic decline in household wealth on
consumer spending. Nonetheless, several factors are laying the groundwork for
a more perceptible upturn in activity by midyear. The effects of the terrorist
attacks on economic activity and on confidence should begin to fade, and the
inventory correction spurred by the downshift in final demand during 2001
should be ending in the first half of next year. Besides the tax cut enacted
earlier this year, we are now assuming additional federal spending in this
forecast. Moreover, we have assumed some further reduction in short-term
interest rates by the end of this year. Real GDP is projected to rise at an annual
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rate of 3-1/4 percent in the second half of 2002 and 3-1/2 percent in 2003 — a
pace markedly above our current estimate of the growth of potential output.

Core inflation is projected to slow over the forecast period, and because we now
anticipate a steeper drop in energy prices in 2002 than we previously did, the
deceleration in overall inflation next year is also a bit greater. Underlying the
downtrend in core inflation are the sharply lower levels of resource utilization
that are expected to prevail for the next two years. The unemployment rate is
forecast to reach 6-1/4 percent by the middle of next year — 2 percentage points
above its level at the beginning of this year — and then to recede gradually to 6
percent by the end of 2003.

Key Background Factors

The federal funds rate is currently 75 basis points lower than the rate
incorporated in the August projection, and we assume some additional monetary
easing in the near term. The funds rate is then assumed to remain at that level
through the middle of 2003 before increasing gradually as the economic
recovery gains momentum. Futures markets appear to expect a quicker reversal
of the easing than does the staff, which suggests that market participants
anticipate a sharper bounceback in economic activity than we are forecasting.
Our forecasts for economic activity, fiscal policy, and inflation seem consistent
with declines in longer-term interest rates from current levels this year and next.
In particular, our baseline assumptions are that market participants’ concerns
about the demise of fiscal discipline will turn out to be overblown and that they
will be surprised by the slow economic recovery and downdrift in inflation that
we are projecting.

The operation of financial markets has largely recovered from the shocks set in
motion by the terrorist attacks, but we expect that heightened concerns about
credit risk will persist for some time. The spreads that have widened in the
corporate bond market will not narrow substantially until market participants see
more clearly prospects for a sustained pickup in economic activity and profits.
We expect that, in the near term, credit availability will be more of a constraint
on economic activity than we anticipated in August, with all but the safest
businesses facing higher long-term borrowing costs than we previously
assumed.

The plunge in equity prices over the intermeeting period has left the broad stock
indexes about 12 percent below the levels that we had expected to prevail as we
entered the fourth quarter. Our best guess is that we will see some further
erosion in stock prices in coming months as market participants come to grips
with the grimmer prospects for earnings. Our baseline assumption is that equity
prices will turn up next year, as investors begin to anticipate a stronger
economy, but the rebound in share values is anticipated to be modest.
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Federal Receipts and Outlays
(Billions of dollars, fiscal years, unified basis)

Item 2001 2002 2003
Outlays 1,852 1,976 2,052
Previous 1,851 1,941 e
Receipts 1,988 2,046 2,091
Previous 2,007 2,108
Surplus (deficit, -)
Total 136 70 38
Previous 156 167 e
On-budget -30 -98 -143
Previous -11 -7 .
... Not applicable.

The events of September 11 have altered the fiscal policy outlook importantly.
Within days, the Congress passed an emergency appropriations bill, and last
week it agreed on a package of direct assistance and loan guarantees for the
airline industry.! Perhaps more significant, the members have set aside the
objective of balancing the on-budget account — at least for the near term. A
wide range of tax and spending options are now on the table, and we believe that
some additional fiscal stimulus is in train. For the purposes of our baseline
economic forecast, we have assumed a further increment to real federal
purchases during fiscal 2002 totaling $8 billion, and another increase in
spending of $22 billion in fiscal 2003. Of course, this added spending is merely
a placeholder for the stimulus that would likely be delivered through some
combination of higher spending and lower taxes. It comes on top of the
emergency spending, airline assistance, and some new spending for extended
unemployment insurance benefits ($7 billion in fiscal 2002) that we now have
incorporated in the baseline. All told, relative to current services, this forecast
contains $52 billion of fiscal policy initiatives for fiscal 2002 and $76 billion in

1. Of the $40 billion in emergency budget authority already approved, we assume that
$20 billion will be used to fund the defense spending initiatives in fiscal years 2002 and 2003
that the Administration had proposed before the attacks; because we had already incorporated
that proposal in our August fiscal policy assumptions, this portion of the new budget authority
does not represent a change in our forecast. The other $20 billion in new budget authority is
expected to be used primarily to fund some additional defense spending, federal antiterrorism
programs, and grants to help states and localities pay for post-disaster cleanup; the effects on
outlays are expected to be spread roughly evenly between fiscal years 2002 and 2003.
Regarding the separate airline rescue package, $5 billion of cash assistance will show through in
outlays in fiscal 2002. The airline legislation also included loan guarantees of up to $10 billion;
the subsidy value of the guarantees will eventually be included in the budget accounts.
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fiscal 2003; the fiscal 2002 figure is $30 billion above the August Greenbook
assumption.

Recognizing the risk that the Congress may be more aggressive and fashion a
larger stimulus package, we later present a set of alternative simulations that
examines the implications of a tax package containing another tax rebate for
households and a business investment tax credit.

On the revenue side, we have lowered our estimates for fiscal years 2001 and
2002 in response to incoming data and the weaker economic outlook. Taken
together, our revisions to outlays and revenues result in projections of unified
budget surpluses that shrink from $136 billion in fiscal 2001 to $38 billion in
fiscal 2003 and on-budget deficits (that is, excluding the Postal Service and
social security) that deepen from $30 billion in fiscal 2001 to $143 billion in
fiscal 2003.

Measured against the currencies of a broad group of our trading partners, the
real trade-weighted foreign exchange value of the dollar is anticipated to
depreciate 2 percent between the third quarter of 2001 and the end of next year.
That would put the average level of the dollar in the fourth quarter of 2002
about 1/4 percentage point lower than we assumed in the August Greenbook. In
2003, as the U.S. recovery strengthens, we see the dollar as likely to stabilize.

Economic activity abroad was considerably weaker during the second quarter
than we had estimated, and prospects for an improvement in the second half of
this year have dimmed. We now project that foreign real GDP will be
essentially unchanged during 2001; in the August Greenbook, we had forecast
that, after having edged up at an annual rate of 1/2 percent in the first half,
foreign real GDP would rise at a 1-1/2 percent rate in the second half. Next
year, we anticipate a gradual pickup in economic activity abroad, with foreign
real GDP up 2-1/2 percent. That pace is down 1/2 percentage point from our
last forecast; although monetary easing abroad should provide some support for
economic activity next year, the slower U.S. recovery in this forecast has a
damping effect on the foreign outlook. We are forecasting a further recovery in
2003, with foreign GDP up 3-1/2 percent.

The spot price of crude oil had begun to creep up in August as a result of
reduced inventories in the United States and OPEC’s restraint on production.
Though apprehension about possible supply disruptions in the wake of the
terrorist attacks shook the market briefly, those fears have given way to
mounting concerns about the risks of lower worldwide demand, and in recent
days, oil prices have dropped well below the level that prevailed before
September 11. Tracking recent futures quotes, we now project that the spot
price of WTT will average just over $22 per barrel in the fourth quarter of this
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year, about $5 per barrel below our August Greenbook projection. The spot
price of WTI is projected to remain near $23 per barrel in the first half of 2002
before declining to around $20.50 per barrel by the end of the forecast period, a
path that averages more than $2 per barrel below our previous projection.

The Near-Term Economic Outlook

As noted earlier, before September 11, we were forecasting only a small
increase in real GDP in the third quarter, a markdown from the 1 percent gain
that we showed in the August Greenbook. The revision was largely the result of
incoming data on industrial production and employment that suggested a slower
pace of inventory liquidation than we had anticipated. However, at that point,
final demand still seemed to be rising modestly: Consumer spending was
increasing at a moderate rate, but business outlays for equipment and software,
as expected, appeared to be recording another sizable decline, and expenditures
for nonresidential and residential construction had turned down.

From that baseline, we estimate that the disruptions to economic activity in the
wake of the terrorist attacks, on balance, subtracted about 1/2 percentage point
from the change in real GDP in the third quarter. Large losses appear to have
occurred in consumer spending for services, such as airline travel and related
services and entertainment, as well as in purchases of retail goods. Altogether,
we assume that the immediate effect of the attacks was to cut roughly

1 percentage point from the rate of increase in real personal consumption
expenditures in the third quarter. According to our contacts in the
manufacturing sector, the production of motor vehicles was cut back after the
attacks; the output of goods elsewhere appears to have declined less than sales,
and thus some of the drop in purchases of goods has likely led to a small backup
in inventories. Foreign trade in goods and services appears to have been
significantly disrupted, but the declines in imports and exports look to have been
largely offsetting.

Before September 11, we had been thinking that the pace of economic activity
would remain quite slow in the fourth quarter. In particular, earlier indications
that the slump in demand for high-tech equipment might be moderating seemed
to be proving wrong, and inventories in a number of other sectors were still
elevated. The August drop in industrial production and the anecdotal
information that we had begun to accumulate from manufacturers suggested that
the contraction in the industrial sector would not begin to taper off as we had
projected earlier. With the additional losses to consumer and business spending
expected to ensue in the aftermath of the terrorist attacks, we now anticipate
another contraction in real GDP in the fourth quarter, at an annual rate of 3/4
percent.
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Summary of the Near-Term Outlook
(Percent change at annual rate except as noted)

2001:Q3 2001:Q4
Measure Aug. | Sept. Aug. | Sept.
GB GB GB GB

Real GDP 1.0 -6 1.5 -7

Private domestic final purchases 6 -7 2.1 -1.9

Personal consumption 2.9 1.5 34 4

Residential investment -2 22 -5 -11.5

Business fixed investment -112  -11.6 46 -109
Government outlays for

consumption
and investment 20 3.8 29 4.7
Contribution to growth,
percentage points
Inventory investment S -3 -7 5
Net exports -4 -3 -1 -4

Industrial production is projected to drop at an annual rate of 6-1/4 percent in
the fourth quarter — about the same pace that has prevailed since the beginning
of the year. Motor vehicle assemblies stepped down sharply in September, and
we anticipate that, with sales slumping, producers will reduce them further in
the next several months. We also should begin to see marked cutbacks in
aircraft production. Downward adjustments to factory output elsewhere are
expected to remain widespread.

In addition to the further loss of manufacturing jobs, we anticipate that a round
of layoffs at airlines, in other travel-related services, and at retailers will steepen
monthly declines in private payrolls to almost 250,000 per month in the
October-to-December period. As a result, we are projecting that the
unemployment rate, after having risen to 4.8 percent in the third quarter, will
move up more sharply in the fourth quarter, to 5.4 percent.

With production adjustments in train, we are projecting another large drop in
nonfarm inventories in the fourth quarter — although it is smaller than our
estimates of the drawdowns in the second and third quarters. Given our forecast
that final sales will decline at an annual rate of 1-1/4 percent, the progress that
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businesses have made so far in realigning stocks and sales is likely to slow
significantly in the fourth quarter, despite the further liquidation.

Regarding final demand, consumer expenditures are expected to be little
changed on balance: We assume that some — but not all — of the spending
that did not occur immediately following the terrorist attacks will be made up in
the fourth quarter, and we still believe that the tax rebates are providing some
lift. However, those positives will be overwhelmed by the effects of the slower
projected rise in income, the decline in wealth, and by the uncertainty and
pessimism about economic prospects that we expect will exceed levels
consistent with economic fundamentals. The retrenchment in consumer
spending is expected to be led by a drop in purchases of durables, which tend to
be the most sensitive to changes in income and sentiment. Sales of light motor
vehicles, which had held up at an annual rate of 16-1/4 million units in July and
August, are projected to drop to a rate of 15 million units in the September-to-
December period. Expenditures for other household goods are projected to
decline as well.

Businesses are anticipated to pull back on their equipment and software
spending in the aftermath of the attacks. Even though replacement demand for
computing and communications equipment should be a small plus for spending
on equipment and software, we expect to see another large decline in high-tech
outlays overall in the fourth quarter. In addition, aircraft deliveries to domestic
companies are expected to drop back sharply from the high level of the third
quarter, and business purchases of motor vehicles are projected to decline. For
other types of equipment, spending is likely to post another noticeable decline.
All told, expenditures for business equipment and software are projected to drop
at an annual rate of 13 percent in the fourth quarter. At the same time, the
widespread decline in expenditures for nonresidential structures, which began in
the second quarter, is expected to continue.

Housing starts dropped in August, and the projected weakness in income and
employment is anticipated to further restrain demand during the fourth quarter
despite lower mortgage rates. With builders likely to be cautious, we expect
that starts of new single-family houses, which averaged just below 1.3 million
units (annual rate) through July, will remain near the August low of 1.25 million
units through year-end; starts of multifamily units are expected to stay at the
340,000 unit pace that has prevailed so far this year. The lower level of starts
implies a drop in expenditures for residential structures in the fourth quarter.

Real federal government consumption and investment is projected to step up
sharply in the fourth quarter — at an annual rate of 7-1/4 percent — boosted by
the outlay of $5 billion of the recently enacted emergency funds. Emergency
spending by state and local governments for cleanup and repair is anticipated to
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add about $4 billion (annual rate) to the rise in real spending in that sector,
although the increase is expected to be offset, to some extent, by the restraint
that their weaker budget positions are likely to have on other types of state and
local spending. On balance, state and local spending is projected to be up at an
annual rate of 3-1/2 percent — about the same pace as that in the third quarter
and well below the rapid rate of the first half of this year.

After having been held down temporarily in the third quarter by the disruptions
associated with the terrorist attacks, the level of exports is projected to be little
changed in the fourth quarter, and imports are projected to rise a bit.
Nonetheless, both remain depressed by the weakness in economic activity in the
United States and among our major trading partners. Real exports in the fourth
quarter of 2001 are projected to be 8-1/4 percent below year-earlier levels, and
real imports are expected to be down 6 percent. Arithmetically, real net exports
are anticipated to subtract about 0.4 percentage point from the change in real
GDP in the fourth quarter of 2001, a more negative contribution than we
forecast in the August Greenbook.

Core PCE inflation is expected to be steady in the fourth quarter at an annual
rate of just under 2 percent; core CPI inflation is projected to remain at a
2-1/2 percent rate. However, top-line inflation will be held down less at year-
end than in the third quarter because the decline in energy prices will be less
steep.

The Longer-Term Outlook for the Economy

The outlook for economic activity and inflation in 2002 and 2003 in this
forecast is shaped importantly by recent events and the response of monetary
and fiscal policy. We believe that activity early next year will continue to be
restrained by the greater weakness in final demand that was emerging late in the
third quarter and is being exacerbated by the effects on consumer and business
sentiment of the terrorist attacks. The sharp drop in household wealth
associated with the plunge in the stock market will be an additional drag on
consumer spending going forward. But the stimulus from monetary and fiscal
policies should provide significant support to activity. On balance, we are
projecting a slow recovery in the first half of 2002; real GDP is expected to be
about flat in the first quarter and to rise at an annual rate of just 1-1/2 percent in
the second quarter. Thereafter, we are projecting an acceleration in real GDP to
a 3-1/4 percent rate in the second half of 2002 and a bit stronger pace of 3-1/2
percent in 2003.

The deeper slump in economic activity now forecast for the second half of 2001
and the first quarter of 2002 widens the gap between actual and potential GDP
significantly. As a result, the unemployment rate is projected to reach
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Projections of Real GDP
(Percent change at annual rate from end of preceding period
except as noted)

2002
Measure 2003
H1 H2
Real GDP .6 3.3 3.5
Previous 2.4 3.0 -
Final sales 2 2.9 32
Previous 1.3 3.0 -
PCE .6 2.5 32
Previous 1.7 2.7 -
Residential investment -1.6 5.5 2.5
Previous .6 1.9 -
BFI -39 4.1 6.9
Previous 2.2 5.8 -
Government purchases 4.0 4.3 31
Previous 3.0 3.5 -
Exports 4 5.9 6.8
Previous 1.5 6.4 -
Imports 34 6.6 83
Previous 6.6 6.3 -
Contribution to grov&th,
percentage points
Inventory change 4 4 3
Previous 1.1 -0 -
Net exports -4 -3 -4
Previous -7 -2 -

6-1/4 percent in the second half of next year. Although real GDP in late 2002
and in 2003 is expected to increase somewhat faster than potential, the gap in
resource utilization remains wide. We expect that the jobless rate will edge
down to 6 percent in 2003 — but it will still be more than 1/2 percentage point
above our estimate of the NAIRU — and that the capacity utilization rate in
manufacturing will average about 75 percent — 5 percentage points below its
longer-run average. In that environment, core inflation is projected to trend

lower.
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Household spending. Real personal consumption expenditures are now
projected to increase just 1-1/2 percent in 2002 — a shade less than the
expected rise this year. We assume that, during the next few quarters,
households’ expectations for economic activity will be depressed as they absorb
the direct shock of the terrorist attacks and see the indirect effects on jobs and
income. In addition, the impact of the decline in the stock market on wealth
will be feeding through into spending. We have assumed that, over the course
of next year, the effects on household spending of the negative shock to
sentiment will fade; at the same time, the rise in real disposable income should
be supported by the scheduled cut in tax rates, lower energy prices, and some
additional federal transfers. However, the constraint from a lower wealth-to-
income ratio should remain, and it is reflected in a rise in the saving rate in
2002. By 2003, the drag on consumer spending from sentiment and lower
wealth should be diminishing. Indeed, in a cyclical sense, demand for consumer
durables is likely to recover. As aresult, we are projecting a step-up in real
consumer spending in 2003 to a 3-1/4 percent pace — a bit faster than the
acceleration in real income — yielding a modest decline in the personal saving
rate.

Residential investment is projected to rise slowly, on balance, over the next two
years. In the near term, sales and starts are anticipated to decline. But as the
recovery gains momentum in the second half of 2002 and in 2003 and as
mortgage interest rates remain low, housing demand should turn back up. Starts
of new single-family units are forecast to remain at an annual rate of

1.24 million units until next spring and then to rise gradually to 1.34 million
units in 2003. Starts of multifamily units are expected to remain at the recent
rate of 340,000 over the forecast period.

Business spending on equipment and software. The retrenchment in
spending for equipment and software has been showing no sign of abating, and
prospects for a turnaround in 2002 have been dimmed by the lower levels of
economic activity that we are now forecasting. Real outlays for E&S are now
expected to decline further early next year and then to recover slowly; over the
four quarters of 2002, spending is projected to be up just 3/4 percent. In 2003,
the acceleration in business output and the opportunities to take advantage of
ongoing technological improvements are anticipated to generate a pickup in
spending for equipment and software. At 9-1/2 percent, the gain in E&S outlays
in 2003 falls short of the boom years of the late 1990s, but it is in line with the
pace of spending in the first half of that decade.

We have allowed for some boost to spending for high-tech equipment to
continue in 2002 and 2003 as businesses repair and upgrade computing and
communications facilities in reaction to the terrorist attacks. But the effects are
small, and more broadly, the rise in high-tech spending in 2002 remains
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restrained — 7-1/4 percent. A more solid recovery has been pushed out to
2003, when spending is projected to be up 18-1/2 percent. Demand for other
types of business equipment is also anticipated to be soft next year — with
spending generally held down by pessimism about economic prospects — and
the upturn in 2003 is subdued. In particular, the demand for aircraft is
anticipated to continue to drop steeply over the next two years.

Nonresidential structures. Outlays for nonresidential structures have dropped
considerably in the last several quarters, and with the weaker outlook for
economic activity in 2002, we expect a further curtailment next year. One
exception is the public utilities sector, where continued increases in spending
for electricity generation appear to be in train; we also have factored in a small
amount for reconstruction of public facilities damaged in New York City.
Given the lags in the start of new projects, we do not expect that efforts to
replace the lost private office space will materially add to spending until the
second half of 2002; even so, the increment is small — and reaches only

$3 billion in 2003. All told, outlays for nonresidential structures are projected
to fall another 2 percent in 2002, after a drop of 3-1/2 percent this year; they are
anticipated to be unchanged in 2003.

Inventory investment. Reductions in the stocks of nonfarm inventories are
expected to be more prolonged in this forecast than in the August forecast.
Nonetheless, as the drawdown slows over the next several quarters, inventory
investment will begin to make a positive contribution to the change in real GDP.
After having dropped about $36 billion in 2001, inventories are projected to fall
only $7 billion in 2002; the swing boosts the rise in real GDP by almost 1/2
percentage point. In 2003, businesses are expected to be building inventories as
production firms, but the inventory stock is expected to rise at a slower pace
than sales. As a result, the nonfarm inventory-sales ratio is projected to decline,
moving closer to the longer-run trend. The moderate rate of inventory
investment in 2003 makes a small contribution to the change in real GDP.

Government spending. Real federal purchases are projected to increase

6-3/4 percent in 2002. The higher level of spending, along with the reduction in
revenues associated with the slower economy, will likely lead to a large on-
budget deficit. As a result, with economic prospects improving over 2002, we
expect no further impulse to federal spending, and real federal purchases are
projected to slow again in 2003, rising just 2 percent. State and local spending
is expected to increase 2-3/4 percent in 2002 and 3-3/4 percent in 2003 — a
slowdown from the 5 percent rise expected for this year. These jurisdictions
will no doubt experience downward pressure on revenues and, as a result, will
pull back a bit on spending.
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Net exports. Real exports have weakened markedly further in recent months,
and we now expect that they will be down 8-1/4 percent during 2001. They are
projected to turn up considerably during 2002 and to strengthen further in 2003
as foreign economic activity recovers. The firming in domestic spending over
the same period should lead to a pickup in imports, which also have dropped off
sharply so far this year. Taken together, real net exports, which are expected to
be only a slight negative for real GDP this year, are projected to arithmetically
subtract about 0.4 percentage point per year, on average, from the changes in
real GDP for 2002 and 2003.

Aggregate Supply, the Labor Market, and the Outlook for Inflation

The increase in potential GDP is now assumed to be 2.7 percent this year, to dip
to 2.4 percent in 2002, and to be back up to 2.8 percent in 2003. Compared with
the August Greenbook, the slightly slower rates of increase this year and next —

Potential GDP
(Percent change, annual rate)
1973- | 1995-

Measure 1995 | 2000 2000 | 2001 | 2002 | 2003
Potential GDP 2.9 3.6 3.7 2.7 24 2.8

Previous 2.9 3.6 3.7 3.0 2.8
Potential labor hours 1.7 1.1 1.0 8 1.0 1.0
Population 14 1.0 1.0 1.1 1.1 1.1
Labor force participation 4 .0 .0 0 .0 0
Employment rate .0 1 .0 -3 -1 -1
Workweek -2 .0 .0 .0 .0 .0
Structural labor productivity 14 2.5 2.6 1.9 1.5 1.8
Previous 1.4 2.5 2.6 2.1 1.8 ...
Capital deepening 6 1.2 1.3 v 2 5
Previous .6 1.2 1.3 .8 S -
Labor composition 3 3 3 3 3 3
MFP .6 1.0 1.0 9 9 1.0

Previous .6 1.0 1.0 1.0 1.0
Technical factors -1 | 1 .0 0 .0

MEMoO:

Short-run NAIRU (percent) 5.8 5.0 4.8 5.0 52 53

Note: Components may not sum to totals because of rounding.
... Not applicable.
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0.3 percentage point — reflect lower estimates of the rise in structural labor
productivity in this forecast. Structural labor productivity is now assumed to
rise 1.9 percent in 2001, to slow to 1.5 percent in 2002, and then to pick up to
1.8 percent in 2003. Much of the adjustment is the result of revised estimates of
capital deepening, which follow from our downward revisions to the forecast for
business fixed investment. In addition, we have lowered our estimate of the
growth of multifactor productivity this year and next. We believe that the
changes in the allocation of capital and labor resources that will occur in the
wake of the terrorist attacks — such as increased security — will addup to a
minor, but permanent loss to the level of multifactor productivity.

Productivity and the labor market. Our productivity forecast tracks a typical
cyclical pattern around the underlying structural trends noted above. Output per
hour in the nonfarm business sector is projected to rise at an annual rate of

1 percent, on average, in the second half of this year — about the same rate as in
the first half. It is expected to continue to increase at a below-trend pace of just
3/4 percent in the first half of 2002 as production is slow to recover. Thereafter,
as the economy strengthens, businesses are assumed to be better able to bring
work schedules and employment in line with sales and production, and
productivity is expected to accelerate noticeably. Nonfarm business output per
hour is projected to increase at an annual rate of more than 2-3/4 percent in the
second half of next year — well above our estimated structural rate — and to
continue to rise at a pace slightly above the structural increase in 2003.

The Outlook for the Labor Market
(Percent change, Q4 to Q4, except as noted)

Measure 2000 | 2001 |2002)2003
Qutput per hour, nonfarm business 23 1.0 18 21
Previous 23 1.2 23 -
Nonfarm private payroll employment 1.8 -8 -3 15
Previous 1.8 -4 5 -
Household employment survey 1.0 -9 d 14
Previous 1.0 -4 5 -
Labor force participation rate' 67.1 66.7 66.7 66.7
Previous 67.1 669 669 -
Civilian unemployment rate 4.0 54 62 6.0
Previous 4.0 51 56 -

1. Percent, average for the fourth quarter.
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Nonfarm payroll employment is expected to drop sharply through year-end, as
layoffs in the transportation and services industries mount and cutbacks in
manufacturing and related industries remain sizable. The decline in
employment is forecast to continue into the first half of next year, although the
reductions should taper off as spending and production stabilize and then turn
up. In the second half of 2002, rehiring should be under way, stemming the rise
in the unemployment rate. By the end of 2003, overall private employment is
projected to have recovered its pre-downturn level, although the number of
manufacturing jobs should remain well short of earlier levels.

Wages and prices. The greater slack in resource utilization embodied in the
economic outlook is projected to lead to a deceleration of core prices and labor
costs over the forecast period. Energy prices are expected to fall as well; but
after the drop steepens in 2002, it tapers off in 2003. Though the depreciation of
the dollar should bring an upturn in prices of non-oil imports in the next two
years, the increases are moderate, and their influence on domestic prices more
broadly is likely to be limited by the extent of slack in product markets. The
weakness in labor markets should shrink increases in hourly compensation over
the forecast period. However, that slowdown is not fully passed through to
labor-based costs of production because of the lower rates of increase in
structural productivity in this forecast.

After an expected increase of 1.8 percent this year, core PCE prices are
projected to rise 1.6 percent in 2002 and 1.5 percent in 2003. Given the path for
energy prices, overall PCE price inflation is expected to drop to 1-1/2 percent in
2002 and to stay at that rate in 2003,

As the unemployment rate rises sharply over the next year and then retraces

only a small part of that increase in 2003, the downward pressure on wage
changes is expected to be considerable. The increase in the ECI for hourly
compensation is projected to step down from 4-1/4 percent this year to 3-1/2
percent next year and 3-1/4 percent in 2003 — the smallest gain since 1996.
Most of the deceleration represents smaller wage adjustments; benefit costs are
expected to slow only modestly. Although employers have some scope to adjust
supplemental pay, they are expected to continue to face ongoing rapid increases
in the costs of health insurance.

Financial Flows and Conditions

Against the backdrop of a weak economy, we anticipate that domestic
nonfinancial debt will decelerate from the 5-1/2 percent pace of the past three
quarters to roughly 4 percent in 2002. Debt growth picks up, but only a bit, as
the economy regains momentum in 2003. Borrowing by the nonfederal sectors,
which appears to have slowed considerably in the current quarter even before
the terrorist attacks, is anticipated to remain at reduced levels. At the same time,
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Inflation Projections
(Percent change, Q4 to Q4, except as noted)

Measure 2000 2001 | 2002 | 2003
PCE chain-weighted price index 2.6 1.8 1.5 1.5
Previous 2.6 1.9 1.7 -
Food and beverages 2.5 32 23 22
Previous 2.5 3.3 2.6 -
Energy 15.4 -33 48 -8
Previous 15.4 26 29 -
Excluding food and energy 1.9 1.8 1.6 1.5
Previous 1.9 1.9 1.8 -
Consumer price index 34 24 1.8 2.0
Previous 3.4 2.5 2.1 -
Excluding food and energy 2.5 2.7 2.3 2.2
Previous 2.5 2.7 2.5 -
GDP chain-weighted price index 24 23 1.6 1.7
Previous 24 2.2 1.9 -
ECI for compensation of private
industry workers! 4.4 42 34 32
Previous 4.4 4.3 3.7 -
NFB compensation per hour 7.4 4.9 4.1 3.5
Previous 7.4 4,9 4.5 --
Prices of core non-oil
merchandise imports 1.6 -2.5 1.9 1.1
Previous 1.6 -1.5 1.8 -

1. December to December.

Treasury debt is expected to decline only a little as smaller federal surpluses
significantly reduce our estimates of paydowns.

In the household sector, mortgage debt is expected to continue to increase at a
moderate pace, albeit below the surprisingly strong rate in the second quarter.
Low mortgage interest rates should lend some support to the demand for
financing of existing homes and new homes as well as to refinancing activity.
In contrast, consumer credit has been very sluggish of late. The weakness that
we are projecting in spending for durable goods, which extends into the middle
of next year, is likely to hold down the rise in such credit over 2002. With
household debt service burdens already near historically elevated levels, we
anticipate that higher unemployment and further deterioration of household
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financial positions will lead to more loan delinquencies and stiffer credit
conditions at lenders.

Total business debt appeared to have slowed in the third quarter before the
market disruptions, and we expect it to moderate a bit further before year-end.
Our last forecast anticipated elevated risk spreads and additional tightening of
standards and terms by business lenders; we believe that the tendency in that
direction is likely to be exacerbated by the weaker economy with its
deteriorating prospects for earnings. Nonetheless, markets and banks are
expected to cautiously accommodate demands from less risky borrowers, and
the assumed further policy easing is likely to provide some stimulative effects.
For the remainder of this year and over the first half of 2002, nonfinancial
corporate bond issuance will likely be limited to only investment-grade and
selected lower-rated firms; on net, we expect little increase in borrowing from
banks and the commercial paper market. Lenders should be increasingly more
accommodative to businesses as the economy picks up in the second half of
2002 and in 2003.

On balance, we expect that the expansion of state and local government debt
will remain moderate over the forecast period. Prospects for revenue growth
have weakened considerably, and the worsened fiscal conditions may mean
fresh needs will largely substitute for previously planned capital projects that are
now lower priority. Lower interest rates may provide some added opportunities
for advance refundings of higher-interest-rate municipal bonds; but even before
recent events, we had expected continued heavy retirements from advance
refundings earlier this year.

The monetary aggregates had been increasing more slowly of late, following the
relatively rapid rise in the first half of the year. The extent of the slowing,
however, was being mitigated by several factors, among which were the recent
additional policy easing, the temporary holding of tax rebates in M2 assets, and
increased stock market volatility. However, immediately after September 11,
liquid deposits ballooned because of disruptions to the payment system, but the
bulge is expected to be temporary. Going forward, M2 is expected to settle
down to a pace that is significantly faster than nominal income over the
remainder of this year and during 2002. In 2003, M2 should rise about in step
with nominal income.

Alternative Simulations

In the staff projection, stimulative fiscal and monetary policies confront a
variety of contractionary influences, including sharply lower stock prices,
weakening consumer confidence, and economic disruptions. The net result of
these countervailing forces is a shallow downturn that gradually evolves into a
modest recovery in the second half of next year. We see two main risks to this



Domestic Developments 1-17

forecast. First, the current contraction may turn out to be deeper and longer than
we show in our baseline. Second, fiscal policy may turn out to be more
stimulative than we anticipate.

In this Greenbook, we use model simulations to generate two sets of alternative
scenarios. The first set involves a major collapse in consumer sentiment, with
an accompanying deterioration in business and investor confidence; the effects
of such a collapse are considered under alternative monetary policy responses.
The second set concerns major reductions in taxes beyond those already passed;
they come on top of the incremental federal spending that we have included in
the baseline. The effects of such cuts are considered under alternative
assumptions about how they would influence long-run expectations for the
federal budget and hence bond prices.

Collapse in consumer and business sentiment. In this scenario, we assume
that the near-term drop in consumer sentiment is more marked than in the
baseline projection. As a rough measure, we calibrated that additional negative
“surprise” by the one that occurred immediately after the 1990 invasion of
Kuwait — a decline that is about twice the size of the drop in the baseline.
Business and investor confidence are also assumed to follow consumer
sentiment in a deeper decline. The effects of this transitory swing toward
greater pessimism are to depress outlays on equipment and software in the near
term and to magnify the decline in consumer spending.

Assuming that the funds rate is the same as in the staff outlook (“Collapse in
sentiment, unchanged policy”), such developments would lower the change in
real GDP in the latter part of this year by 1 percentage point and reduce the
increase in the first half of next year by 1-1/2 percentage points, both measured
relative to the baseline outlook. Households are the major source of this
weakness, but the depth and duration of the contraction in business investment
are also greater than in the baseline. By 2003, inflation is a few tenths lower
than it is in the staff forecast, primarily because the unemployment rate rises to
6-3/4 percent by the end of next year.

Monetary policy can do little to offset the near-term effects of a collapse in
sentiment, but it can mitigate the longer-run consequences. As shown in the
“Collapse in sentiment, policy easing” scenario, if monetary policy were to
follow a Taylor rule, the funds rate would be reduced, relative to the baseline,
by more than 1/2 percentage point by the middle of next year. This easing
would have almost no effect on real activity initially but would begin to boost
output growth by the second half of 2002, thereby bringing the unemployment
rate in 2003 down to less than 6-1/2 percent and yielding a smaller decline in
inflation.
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Alternative Scenario: Collapse in Consumer and Business Sentiment
(Percent change, annual rate, from end of preceding period, except as noted)

2001 2002
Measure 2003
Q3 | Q4 [ Q1 | Q2 | H2

Real GDP
Baseline -6 -7 -1 14 33 35
Collapse in sentiment, unchanged policy -6 -16 -16 -3 23 32
Collapse in sentiment, policy easing -6 -16 -15 -1 28 309
Real personal consumption
Baseline 1.5 4 d 11 25 32
Collapse in sentiment, unchanged policy 15 11 -16 -5 17 32
Collapse in sentiment, policy easing 15 -11 -15 -3 21 38
Real residential investment
Baseline 2.2 -11.5 53 21 55 25
Collapse in sentiment, unchanged policy -22 -151 -89 -15 29 4
Collapse in sentiment, policy easing 22 -151 -84 -4 49 21
Real business equipment and software
Baseline -13.0 -128 -66 -20 63 9.6
Collapse in sentiment, unchanged policy | -13.0 -158 -100 -64 23 8.1
Collapse in sentiment, policy easing -13.0 -158 99 -64 28 9.2
Civilian unemployment rate'
Baseline 48 54 58 61 62 6.0
Collapse in sentiment, unchanged policy 48 55 60 64 6.7 6.8
Collapse in sentiment, policy easing 48 55 60 64 66 64
PCE prices excluding food and energy
Baseline 19 19 18 17 16 15
Collapse in sentiment, unchanged policy 19 19 18 17 15 13
Collapse in sentiment, policy easing 19 19 18 17 16 15

1. Average for the final quarter of the period.

Major fiscal stimulus. Relative to the August Greenbook, the current staff
projection incorporates a significantly higher level of federal government
outlays for fiscal 2002 and fiscal 2003. However, in light of what appears to be
bipartisan support for additional fiscal stimulus measures, we see a risk that we
have not built enough fiscal stimulus into the outlook. The additional spending
or tax cuts would likely boost output over the forecast period. However,
investors might view a significant move toward fiscal expansion as signaling a
sea change in long-run federal debt policy, thus prompting a backup in long-
term interest rates. If so, the stimulus from tax cuts might prove smaller than
expected.
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Alternative Scenario: Major Fiscal Stimulus
(Percent change, annual rate, from end of preceding period, except as noted)

2001 2002
Measure 2003
Q3 | Q4 | Q1 Q2 | H2

Real GDP
Baseline -.6 -7 -1 14 33 35
Fiscal stimulus alone -.6 -4 13 32 34 44
Fiscal stimulus, adverse market reaction -6 -4 1.0 25 27 37
Real personal consumption
Baseline 1.5 4 d 1.1 25 32
Fiscal stimulus alone 1.5 6 16 30 17 39
Fiscal stimulus, adverse market reaction 1.5 6 13 26 12 33
Real residential investment
Baseline 22 115 53 21 55 25
Fiscal stimulus alone 22 -115 50 40 91 63
Fiscal stimulus, adverse market reaction 22 -115 -83 -1.0 178 6.2
Real business equipment and software
Baseline -13.0 -128 -66 -2.0 63 9.6
Fiscal stimulus alone -13.0 -10.2 -8 33 118 136
Fiscal stimulus, adverse market reaction -13.0 -10.2 -1.1 2.3 101 115
Civilian unemployment rate'
Baseline 48 54 58 61 62 6.0
Fiscal stimulus alone 48 54 57 59 59 53
Fiscal stimulus, adverse market reaction 48 54 57 59 60 58
PCE prices excluding food and energy
Baseline 19 19 18 17 16 15
Fiscal stimulus alone 19 19 18 17 16 15
Fiscal stimulus, adverse market reaction 1.9 19 18 1.6 16 1.5

1. Average for the final quarter of the period.

To illustrate these risks, we consider a set of scenarios featuring a more
substantial package of fiscal stimulus than is assumed in the baseline — one that
exhausts the unified surplus in both fiscal 2002 and fiscal 2003. In particular,
we assume a second round of tax rebates worth $35 billion (the same size as in
the first round), which would be paid in the first quarter of 2002, and a
permanent investment tax credit (ITC) of 5 percent on business equipment
retroactive to September 11. The direct cost to the Treasury of the ITC is about
$35 billion initially, but it rises over time as equipment spending increases. In
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simulating the effect of these tax initiatives on the economy, the federal funds
rate is assumed to remain unchanged at its baseline path.?

In the first of the fiscal scenarios (“Fiscal stimulus alone”), the bond market is
assumed to remain insensitive to the long-term implications of the move to a
more expansionary fiscal policy. Under these conditions, the increase in real
GDP in the first quarter of next year is 1-1/2 percentage points stronger than in
the staff forecast, and by 2002, it is almost 1 percentage point higher. The
contribution to aggregate spending is driven by a jump in consumer outlays as
lower-income households spend their rebates quickly and increasingly, over
time, by business investment. The resultant pickup in capital deepening boosts
structural labor productivity by enough to keep inflation unchanged at the
baseline path despite a much lower rate of unemployment.

The other fiscal scenario (“With adverse bond market reaction”) allows bond
rates to react to the shift in the long-term stance of fiscal policy. With prospects
for continued unified budget surpluses fading, the bond market revises up its
estimate for the equilibrium real interest rate, causing the level of bond rates to
jump 1/2 percentage point relative to baseline by early next year. Higher
borrowing costs and other asset price adjustments moderate the strength of the
recovery, making the decline in the unemployment rate in 2003 less
pronounced.

Alternative monetary policies. The “Easier monetary policy” scenario
assumes that the funds rate is reduced by an additional 50 basis points beyond
what is incorporated in the baseline. Under that alternative, growth of real
output would be stronger, and the unemployment rate would fall more steeply
during 2003, reaching 5-1/2 percent by year-end. By contrast, if monetary
policy were to follow the “Market-based funds rate” path embodied in current
futures prices, real output would rise more slowly than in the baseline.

2. If the ITC were to be temporary, it would produce a substantially greater spending
response by bringing forward investment spending that would otherwise have occurred after the
tax incentives lapse. A temporary ITC would also be less likely to spark an adverse reaction in
the bond market.
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Alternative Monetary Policy Scenarios

(Percent change, annual rate, from end of preceding period, e