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ECONOMIC REPORT
OF THE PRESIDENT



ECONOMIC REPORT OF THE PRESIDENT

To the Congress of the United States:

Since the summer of 2000, economic growth has been unacceptably slow.
This past year the inherited trend of deteriorating growth was fed by events, the
most momentous of which was the terrorist attacks of September 11, 2001.
The painful upshot has been the first recession in a decade. This is cause for
compassion—and for action.

Ouir first priority was to help those Americans who were hurt most by the
recession and the attacks on September 11. In the immediate aftermath of
the attacks, my Administration sought to stabilize our air transportation
system to keep Americans flying. Working with the Congress, we provided
assistance and aid to the affected areas in New York and Virginia. We sought
to provide a stronger safety net for displaced workers, and we will continue
these efforts. Our economic recovery plan must be based on creating jobs in
the private sector. My Administration has urged the Congress to accelerate
tax relief for working Americans to speed economic growth and create jobs.

We are engaged in a war against terrorism that places new demands on our
economy, and we must seek out every opportunity to build an economic
foundation that will support this challenge. | am confident that Americans
have proved they will rise to meet this challenge.

We must have an agenda not only for physical security, but also for
economic security. Our strategy builds upon the character of Americans:
removing economic barriers to their success, combining our workers and
their skills with new technologies, and creating an environment where
entrepreneurs and businesses large and small can grow and create jobs. Our
vision must extend beyond America, engaging other countries in the virtuous
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cycle of free trade, raising the potential for global growth, and securing the gains
from worldwide markets in goods and capital. WWe must ensure that this effort
builds economic bonds that encompass every American.

America faces a unique moment in history: our Nation is at war, our homeland
was attacked, and our economy is in recession. In meeting these great challenges,
we must draw strength from the enduring power of free markets and a free
people. We must also look forward and work toward a stronger economy that
will buttress the United States against an uncertain world and lift the fortunes
of others worldwide.

o [ S

THE WHITE HOUSE
FEBRUARY 2002
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LETTER OF TRANSMITTAL

CouNciIL oF EcoNoMmICc ADVISERS,
Washington, D.C., February 5, 2002.

MR. PRESIDENT:

The Council of Economic Advisers herewith submits its 2002 Annual
Report in accordance with the provisions of the Employment Act of 1946 as
amended by the Full Employment and Balanced Growth Act of 1978.

Sincerely,

Hodot Mo, Wddand

Robert Glenn Hubbard
Chairman

il A i

Randall S. Kroszner
Member

Vot Yib—

Mark B. McClellan
Member
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Overview

he events of 2001 brought new challenges for the U.S. economy and for

economic policy. The war against terrorism has increased the demands
on our economy, and we must do everything in our power to build our
economic strength to meet these demands. At the same time, we must take
pains to ensure that the benefits of economic growth are shared as widely as
possible, both within and beyond our borders.

Economic growth is not an end in itself. As it raises standards of living—
consumption, in the language of economists—growth also provides resources
that may be devoted to a variety of activities beyond the traditional market-
place. Growth can fund environmental protection, the work of charitable
organizations, and many other activities of interest and value to the United
States, other industrialized economies, and developing economies alike.
These uses of our economic growth contribute to achieving the President’s
vision of “prosperity with a purpose.”

Restoring Prosperity

The economy entered 2001 growing slowly, and growth continued to
decelerate through most of the year. After expanding at an annual rate of
5.7 percent in the second quarter of 2000, gross domestic product (GDP)—
a standard measure of economy-wide production—began to falter later that
year, and the weakness persisted into 2001. Some sectors stumbled into
outright decline; for example, industrial production peaked in June 2000 and
then entered a prolonged slump. After several quarters of increasingly weak
growth, the terrorist attacks of September 11 tipped the economy into
recession, the first in 10 years.

The economic difficulties that began in 2000 and continued through
2001 should not blind us to the fact that the outlook for the economy
remains strongly positive. What matters most for long-term growth is
improvements in productivity. Productivity growth in the United States
accelerated during the second half of the 1990s, and economists generally
believe that much of that faster productivity growth is permanent. New tech-
nology deserves much of the credit—but by no means all of it. Better, more
efficient ways of doing business also contributed, and only a fraction of the
many possible improvements have yet been made. Our economic challenge
is, in large measure, to discover how to reap the benefits of the remainder.
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The United States is unique among industrial economies in having
experienced this recent boom in productivity growth. In principle, nothing
prevents businesses in all of the world’s industrial and industrializing
economies from adopting the same technologies available here. Yet only the
United States has enjoyed an increase in sustained productivity growth since
1995. This stronger productivity performance therefore likely derives from
uniquely American advantages: notably, the strength of our institutions and
the flexibility of our business culture. Accordingly, this Report focuses on
those institutions and on that culture, and proposes strategies for improving
them and putting them to use, to sustain our growth and broaden our prosperity.

The Report begins, in Chapter 1, by reviewing the important economic
events of 2001. The chapter goes on to present the economic outlook for the
United States and to sketch an agenda for the institutions needed to speed
the Nation’s growth and enhance its economic security.

Strengthening Retirement Security

No area of American life could benefit more from enhancements to its
institutional underpinnings than retirement security, and the President has
made the reform of the Social Security system a central part of his economic
agenda. As he has stressed, “Ownership in our society should not be an
exclusive club. Independence should not be a gated community. Everyone
should be part owner in the American Dream.”

Chapter 2 of this Report examines the changing nature of retirement
security and the institutional changes needed to meet this challenge. There is
little dispute about the need for reform, and there is growing agreement that
personal accounts within the Social Security system are an indispensable part
of any reform plan. Personal accounts would enhance individual choice—the
very foundation of the success of our market economy. The current Social
Security system collects 12.4 percent of all covered wages and essentially
constrains all working Americans to place that sizable share of our wealth in
a single entity—one that demographic change is rendering increasingly
inadequate to support the system’s obligations.

Personal accounts would permit individuals to diversify their retirement
portfolios, thus increasing their retirement security. They would for the first
time acquire rights of ownership, wealth accumulation, and inheritance
within Social Security. These advantages are widely recognized. Less well
appreciated, however, is that ownership and inheritability will enhance Social
Security’s role in making our economic system more equitable. Some groups
in our society with lower average incomes also have lower life expectancies,
and as a consequence, they benefit less today from Social Security than do
other, wealthier groups. Under a system of personal accounts, the early death
of a worker would no longer mean the loss to that worker’s heirs of much of
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what he or she has paid into Social Security. Instead, those assets could be
passed on to the next generation. For all these reasons, personal accounts are
an important part of reforming Social Security, and thereby of strengthening
retirement security for all Americans.

Realizing Gains from Competition

One source of the United States’ superior economic performance over the
past decade has been the success of its institutions for promoting open,
competitive markets. Strong incentives to compete are what drive firms to
exploit new opportunities, and so achieve faster growth throughout the
economy. Deregulation of several key industries during the 1970s and 1980s
brought substantial benefits to consumers and to the economy as a whole—
however, it took time for all of those benefits to be realized, and this counsels
patience in evaluating more recent deregulation initiatives in, for example,
electricity markets.

The task of competition policy—as detailed in Chapter 3 of this Report—
is to promote competition in a way that ensures the efficient allocation of
resources and serves the interests of consumers. In doing so, however, compe-
tition policy must walk a fine line: efforts to prevent anticompetitive changes
in the behavior and organization of firms may inadvertently keep firms from
taking steps that could lower their costs or improve their products. Such
ill-advised interventions would ultimately harm consumers rather than
benefit them.

The recent past has witnessed a remarkable shift in the competitive
landscape. Mergers and acquisitions have reshaped and continue to reshape
the organization of firms and the nature of competition itself. Our competi-
tion policy must be flexible enough to acknowledge and support the quest
for efficiency that drives these changes, while remaining vigilant against
efforts to restrain competition. To fail in this task would be to hinder the
growth of innovative firms, the adoption of new technology, and the
enhancement of productivity.

The markets in which American firms compete today are increasingly
global markets, and globalization motivates further changes in firms’ organi-
zation. Our competition policy should acknowledge and reflect these
motivations. But other countries have their own competition policies, and
inefficient policies in any one of them may impose costs on firms and
consumers in the United States and around the world. The United States
should therefore pursue the harmonization of national competition poli-
cies—but should do so in a way that spreads best-practice, efficient
competition policy worldwide.
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Finally, competition policy must also deal with the increased importance
of “dynamic competition,” in which firms compete not just for increments of
market share but for absolute (if temporary) market dominance, through
rapid innovation. Policies should recognize that, at any given moment, high
profits and substantial market share—indicators that might warrant concern
about competition in some industries—need not preclude vigorous dynamic
competition among firms in industries undergoing rapid technical change.

Promoting Health Care Quality and Access

Health care is one of the largest and most vibrant sectors of the economy.
Biomedical research, both public and private, has generated stunning
advances in our understanding of biology and disease and achieved major
therapeutic discoveries. As a result, Americans today are living longer lives
with less disability. However, the health care delivery system today is trou-
bled, as medical expenditures are again rising rapidly. The costs of private
health insurance to working Americans and the costs to taxpayers of govern-
ment health programs, including Medicare and Medicaid, are increasing at
rates far surpassing the growth of the economy. Managed care is under fire
from patients and physicians alike. With the economic slowdown and rising
costs, concerns about the growing number of uninsured are again coming
to the fore.

Much of the discussion about Federal policies to address these concerns
has been framed through a narrow lens that focuses on “guarantees” for
access and treatment, to be achieved largely through expanding government
programs that rely on regulation and price setting. Yet this approach does not
ensure access to innovative care that meets the diverse needs of patients in
an efficient way.

Chapter 4 of this Report explores an alternative framework, one that
focuses on achieving better health care through solutions that emphasize
both shared American values and sensible economics. These solutions build
on existing support; they encourage flexible, innovative, and broadly avail-
able health care coverage; they emphasize the central role of the patient in
making health care decisions; and they improve those decisions by creating
an environment for medical practice that encourages steps to improve quality
and reduce costs. This approach emphasizes patient-centered health care,
with individual control and individual responsibility.

If we move toward a system of informed choice and well-crafted economic
incentives, and away from rigid regulation, the health care system will benefit
from the resulting flexibility and competition. In this vision, government
support would be used to broaden access and to encourage competition in
both the private and the public sectors. Support should be targeted to
improving the health care of those most in need: the uninsured and those
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with significant health expenses. New incentives should strengthen the
market by improving information about quality and cost, broadening choice,
rewarding quality, and addressing costs by encouraging value purchasing by
both employers and patients.

The Administration’s emphasis on patient-centered health care reform
centers on three objectives. First, we must develop flexible, market-based
approaches to providing health care coverage for all Americans. Second, we
must support health care providers in their efforts to meet the demand for
higher quality and value, in part by making better information available
about providers, options, outcomes, and costs. And finally, we must provide
the foundation for further innovation through strong support for biomedical
research. Providing competitive choices for all Americans, and meaningful
individual participation in those choices, will encourage innovation in health
care delivery and coverage. Improving incentives and information, and
taking steps to help patients and providers use information effectively, will
help ensure continued improvements in the health of Americans in the future.

Redesigning Federalism for the 21st Century

Throughout its history the United States has relied heavily on State and
local governments to provide certain goods and services. Our federal system
has been a source of greater efficiency and of innovation in government prac-
tice. History reveals several tensions as well, most vividly evidenced by
Wiashington’s all-too-frequent practice of providing funds to State and local
governments without allowing flexibility in their use. As discussed in
Chapter 5 of this Report, this tension between flexibility and control can be
resolved efficiently by specifying standards for outcomes but leaving it to
State and local providers to determine how best to achieve those outcomes.

Focusing on outcome standards and flexibility to improve efficiency can
also imply a role for the private sector in providing public services. The
choice of where to draw the line between the public and the private sector
depends on the characteristics of the services to be provided. The nature of
some services makes it difficult for markets to meet the needs of the popula-
tion effectively. Even then, it may be efficient to rely on the private sector to
produce the service, but to let State and local governments decide what and
how much shall be provided.

Chapter 5 of this Report discusses the principles underlying the roles of
differing levels of government, and of for-profit firms and not-for-profit
organizations, in identifying and meeting needs for public goods and
services. Specifically, the chapter shows how allowing public and private
organizations to compete in meeting preset standards can improve the
efficiency of programs in education, welfare, and health insurance for
needy populations.
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In education, evidence supports the benefits of competition in improving
quality, with public, private, and charter schools vying with each other to
provide the best education most efficiently. When the right institutions are in
place, school systems can be held accountable for results. Similarly, the
providers of safety net benefits—such as welfare and Medicaid—must be
accountable to taxpayers for the quality of services they provide and the
resources they use to provide them. By tying payments to these providers to
results, and by allowing private nonprofit providers to compete with them on
an equal footing, the market discipline that yields innovation and efficiency
in the private sector can be brought to bear in the public sector as well.

Building Institutions for a Better Environment

Not so long ago, environmental protection and market-based economic
growth were widely regarded as fundamentally in conflict. The past 30 years,
however, have seen dramatic improvements in environmental quality go
hand in hand with robust growth in GDP. Releases of many toxic substances
have been reduced, and many of our natural resources are better protected.
Rivers are cleaner and the air is clearer.

In many of these early environmental interventions, the anticipated
benefits were clear, large, and achievable at relatively low cost. The next
generation of environmental issues, however, is certain to be more chal-
lenging. Ongoing efforts to protect endangered species, maintain
biodiversity, and preserve ecosystems will require tradeoffs between the
welfare interests of current and future generations. But those early initiatives
also taught us that the costs of environmental protection can be minimized
through careful policy design. Part of the challenge for environmental protec-
tion today is to identify the best institutions to address each of an array of
stubborn environmental problems. Another part is to design those institu-
tions so that they can evolve to address new problems in the future.

Chapter 6 of this Report describes how flexible, market-based approaches
to environmental protection—using tradable permits, tradable performance
standards, and similar mechanisms for a fixed overall standard—allow
businesses to pursue established performance goals or emission limits in the
manner they find most efficient. The chapter documents, through several
case studies, that such an approach can often achieve equal or greater envi-
ronmental benefits at lower cost than one based on inflexible government
mandates. The chapter concludes by illustrating how—and how not—to
apply this experience with flexible mechanisms to the long-term challenge of
global climate change.
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Supporting Global Economic Integration

The final chapter of this Report examines our institutions for international
trade and finance. International flows of goods, services, capital, and people
have played an increasingly important role in the world economy, raising the
standard of living in the United States and around the world. These gains
from international interaction stem from an improved allocation of
resources. A more efficient global allocation of productive inputs such as
capital and labor translates into higher global output and consumption.
Today, however, signs of a slowing global economy, and threats to the
freedom that is part and parcel of a well-functioning economic system, make
it more important than ever to rededicate ourselves to the free exchange of
goods, services, and capital across borders.

It is therefore critical that the United States continue to lead the world in
the liberalization of trade. The restoration of the President’s Trade Promotion
Authority (TPA) will provide the Administration the flexibility and the
bargaining power to promote this liberalization most effectively. By stream-
lining the system for approving trade agreements, TPA will allow the United
States to keep pace with our trading partners in the timely adoption of
trade liberalization.

The United States must also continue to encourage efforts to strengthen
the international financial architecture. A stronger global financial system is
needed to support the cross-border flows of capital that are vital to increasing
world output. The Administration is taking the lead in the debate over prin-
ciples for reform of international lending by the International Monetary
Fund and the World Bank. In addition, the Administration is seeking to shift
the multilateral development banks' emphasis toward grants for low-income
countries: this is consistent with continued efforts to make these institutions
more efficient and more focused on growth in living standards in developing
countries. U.S. leadership in this area is essential to safeguarding and enhancing
both our own economic prospects and those of the rest of the world.

Conclusion

The past year has shown that we cannot be complacent about America’s
rate of economic growth, gains in productivity, and successes in global
markets. Nor can we afford to be parochial. We seek growth and prosperity
for the whole world, and we will achieve it by wise economic policy and
farsighted institutional reform.
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CHAPTER 1

Restoring Prosperity

Over the past two decades, the Nation has witnessed an impressive increase
in prosperity. Over 35 million jobs were created, and real income nearly
doubled, producing an unprecedented standard of living. This economic
success also serves as an example of what an open, free market economy—one
that relies on the private sector as the engine of growth—can achieve.

A hallmark of the economy has been its ability to weather adverse
economic developments in a flexible and resilient manner. This is not an
accident but rather a characteristic of an economic system that relies on
market forces to determine adjustments in economic activity. But such an
economy, even in the presence of sound fiscal and monetary policies, is not
immune to business cycles. Economic activity in 2001 is an example of how
a series of adverse developments can cause setbacks on the road to greater
prosperity. The last year also highlighted the value of continued efforts to
strengthen the policy environment in a way that allows the private sector
both to recover more quickly and flourish more strongly in the future.

Macroeconomic Performance in 2001:
Softer Economy, Harder Choices

U.S. economic growth continued to decelerate during 2001. It was
apparent early in the year that policymakers would face considerable chal-
lenges as the rate of growth slowed from the rapid rates of past years. The
momentum placing downward pressure on economic activity appeared to
subside by midsummer, however, by which time growth of real gross
domestic product (GDP) had come to a virtual standstill. Economic condi-
tions showed some tentative signs of firming, and growth prospects were
brightening. All that changed on September 11. The President, Congress,
and other policymakers responded decisively to the damage and disruptions
caused by the terrorist attacks, while continuing to work to strengthen the
long-run economic fundamentals.

Aggregate Demand During the First Three Quarters

The deceleration of real GDP in 2001 continued a slowdown in economic
activity that had begun the previous year (Chart 1-1). Real GDP growth over
the first three quarters remained barely positive, at 0.1 percent on an annu-
alized basis; however, the economy steadily weakened through this period,
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ending with a 1.3 percent annualized contraction in real GDP in the third
quarter. Although several key components of aggregate demand rose
moderately, overall growth was dragged down by unusually weak investment
spending. Preliminary evidence indicates a further decline in the fourth
quarter due to weaker economic conditions—especially during the early
months of the quarter—in the aftermath of the September terrorist attacks.
This assessment, however, may be subject to large revision because of the
limitations of existing statistical sources (Box 1-1).

Chart 1-1 Real GDP Growth
The economy has been decelerating since mid-2000.

Percent (annual rate)
6

-1.3

1999 2000:H1 2000:H2 2001:H1 2001:Q3

Note: Growth is measured to the final quarter of the indicated period from the final quarter of the preceding period.
H1 and H2 denote the first half and second half of the year.

Source: Department of Commerce (Bureau of Economic Analysis).

Box 1-1. Better Tools: Improving the Accuracy and Timeliness of
Economic Statistics

Economic statistics are valuable tools that economists, policy-
makers, business leaders, and individual investors use to increase our
understanding of the economy. The Bureau of Economic Analysis, the
Bureau of Labor Statistics, the Bureau of the Census, the Federal
Reserve, and other departments and agencies combine thousands of
bits of information from market transactions, consumer and business
surveys, and humerous other sources to produce scores of economic
estimates every month.

continued on next page...
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Box 1-1.—continued

The ability of government, consumers, workers, and businesses to
make appropriate decisions about work, investments, taxes, and a host
of other important issues depends critically on the relevance, accuracy,
and timeliness of economic statistics. At turning points in the economy,
such as those marking the beginning or the end of an economic slow-
down, the accuracy and timeliness of data are especially critical,
because at these times fiscal and monetary policy can be most useful
in steering the economy.

Recent economic events have emphasized the importance of timely
economic information. Thus one area deserving considerable attention
is the need for readily accessible real-time data. Investment in sources
of these data could yield handsome dividends, especially at key junctures
in the business cycle.

Moreover, the quality of existing statistics is far from perfect and
could be enhanced with further investment. Even real GDP, generally
thought of as a reliable measure of overall activity in the U.S. economy,
is susceptible to considerable revisions. For example, in the third
quarter of 2000, real GDP was first estimated to have grown 2.7 percent
at an annual rate—a subpar but respectable growth rate. That rate was
then revised downward to 2.4 percent and then again to 2.2 percent.
Seven months later it was further revised downward to 1.3 percent,
providing evidence that the economy had begun to slow dramatically
at that time. A key component of the revision came from revised data
on gross private domestic investment, initially estimated to have risen
3.2 percent but later revised to show a contraction of 2.8 percent. Such
revisions lead to uncertainty for both government and private deci-
sionmakers, which can cause costly delays. Although most revisions
are not that large, the average quarterly revision of real GDP growth
over 1978-98 was about 1.4 percentage points in either direction, while
real GDP growth averaged 2.9 percent.

In addition to these problems with large revisions, the national
accounts statistics are beset by some growing inconsistencies. Gross
domestic product, the sum of final expenditures for goods and services
produced by the U.S. economy, and gross domestic income, the sum
of the costs incurred and income received in the production of those
goods and services, are theoretically equal. Because of statistical
discrepancies, there has always been some divergence between these
two reported numbers. However, this discrepancy has been growing
lately, raising concerns among policy experts and business leaders as
well as among the producers of the data themselves. These differing
estimates can lead to different readings of such critical indicators as
output and productivity growth.

continued on next page...
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Box 1-1.—continued

A number of steps can be taken to improve the accuracy and
timeliness of economic statistics. In particular, targeted improvements
to the source data for the national accounts would go a long way
toward illuminating the causes of the growing statistical discrepancy.
Another cost-effective measure would be to ease the current restric-
tions on the sharing of confidential statistical data among Federal
statistical agencies. Such data sharing, which would be done solely for
statistical purposes, is currently hindered by lack of a uniform confi-
dentiality policy. Confidentiality is of key importance to all agencies
and to the individuals and businesses who participate in Federal
surveys, but a uniform confidentiality policy would allow agencies
such as the Bureau of Economic Analysis, the Bureau of Labor
Statistics, and the Bureau of the Census to cost-effectively compare
and improve the quality of their published statistics while preserving
confidentiality. In the past, attempts have been made to pass legisla-
tion, together with a conforming bill to modify the Internal Revenue
Code, allowing such data sharing under carefully crafted agreements
between or among statistical agencies. In 1999 such legislation passed
the House but stalled in the Senate. The Administration will continue to
seek passage of data sharing legislation to improve the quality and
effectiveness of Federal statistical programs.

In addition to data sharing legislation, the Administration is
proposing new and continued funding for the development of better
and more timely measures to reflect recent changes in the economy.
For example, these resources would allow for tracking the effects of the
growth in e-commerce, software, and other key services, and for devel-
oping better estimates of employee compensation. The latter are
increasingly important given the expansion in the use of stock options
as a form of executive compensation, as well as for tracking the
creation and dissolution of businesses, given the importance of busi-
ness turnover in a constantly evolving economy. Improved
quality-adjusted price indexes for high-technology products are also an
important area for future research. The direct contribution of these
products accounted for nearly a third of the 3.8 percent average annual
growth rate in real GDP during 1995-2000, but current estimating tech-
niques fail to capture productivity growth in high technology-using
service industries. This shortcoming may lead to underestimates of
annual productivity growth of 0.2 to 0.4 percentage point or more. As
the economy continues to change and grow, the need persists to create
and develop such new measures, to provide decisionmakers with
better tools with which to track the economy as accurately as possible.
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Consumption

Personal consumption expenditures grew 2.8 percent at an annual rate in
the first half of 2001, followed by a 1.0 percent increase in the third quarter
(Chart 1-2). Consumption growth in the first three quarters was 2.2
percent—notably slower than the 4.8 percent rate of the previous 3 years.

Spending for all types of consumption slowed in 2001. Growth in
spending on nondurable goods declined to a 1.1 percent annual rate through
the third quarter, from a 4.5 percent rate in 1998-2000. The sharp decline in
nondurable consumption is somewhat surprising, because swings in this
category of consumption tend to be more muted than those in overall
consumption. Consumption of food and of clothing and shoes decelerated
sharply, in a significant deviation from recent trends. The Bureau of
Economic Analysis estimates that food consumption edged down 0.4 percent
in the first three quarters of 2001, after averaging 3.8 percent growth in the
previous 3 years; clothing and shoes consumption rose 1.9 percent after
averaging nearly 7 percent growth in 1998-2000. Energy consumption
continued to be weak, reflecting higher energy prices early in the year.

Growth in durable goods spending also subsided, but remained relatively
strong, in the first three quarters of 2001: purchases rose 6.1 percent at an
annual rate compared with 9.7 percent on average in 1998-2000. This recent
strength has been atypical because, during most economic downturns,

Chart 1-2 Real Consumption Growth
Consumer spending has been slowing since mid-2000, but remained positive in 2001 despite the
contraction in overall economic activity.

Percent (annual rate)
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1999 2000:H1 2000:H2 2001:H1 2001:Q3

Note: Growth is measured to the final quarter of the indicated period from the final quarter of the preceding period.
H1 and H2 denote the first haif and second half of the year.

Source: Department of Commerce (Bureau of Economic Analysis).
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durable goods spending tends to slow more sharply than nondurable goods
spending. Part of the explanation is that two key durable goods industries
have proved more resilient to the slowdown than in the past. Furniture and
household equipment grew robustly, as the housing sector stayed healthy in
2001. And although growth in sales of motor vehicles and parts was anemic
early in the year, these sales remained remarkably high for a period of such
marked slowing in overall activity.

Finally, consumption of services—the least cyclical component of
consumption—grew at a 1.9 percent annual rate in the first three quarters of
2001, down from a 4.0 percent rate over 1998-2000. Medical care spending,
however, continued its strong upward trend.

These patterns in consumption spending—which constitutes two-thirds of
GDP—reflected several key economic crosscurrents. On the downside, the
decline in equity markets and the deterioration in labor markets (discussed
below) reduced wealth and consumer confidence. On the upside, housing
prices continued to climb, rising at roughly an 8 percent annual rate. In addi-
tion, lower mortgage interest rates sparked the strongest wave of home
refinancing ever, transforming housing equity into more liquid forms of
wealth. Refinancing is estimated to have increased household liquidity (from
increased cash flow and cashouts) by about $80 billion during the year. In
addition, real disposable personal income, aided somewhat by provisions of
the President’s tax cut—reduced withholding and the payment of rebates for
the new 10 percent personal income tax bracket—rose at a solid 4.5 percent
annual rate during the first three quarters.

Investment Spending

Real gross private domestic investment fell at a double-digit annual rate
(roughly 12 percent) in each of the first two quarters of 2001—the steepest
decline in investment spending in a decade (Chart 1-3). The year began with
a sizable inventory liquidation, which accounted for most of the decline
in gross private domestic investment in the first quarter and subtracted
2.6 percentage points from the growth rate of real GDP. Inventory reduction
remained a drag on GDP growth in subsequent quarters, with manufac-
turing industries shedding inventories at a faster pace than wholesalers and
retailers. By the end of the third quarter, the inventory-to-sales ratio had
returned to a level close to the average over the previous 3 years, indicating
that the downward phase of the inventory cycle may soon be ending.

Nonresidential business fixed investment contracted sharply in 2001, in
stark contrast to the investment boom from 1995 to early 2000. In the first
quarter this category of investment fell at only a 0.2 percent annual rate—the
first decline in 9 years. In the second quarter, however, it fell at a 14.6 percent
annual rate, with declines in investment in structures and in equipment
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Chart 1-3 Growth in Real Gross Private Domestic Investment
The pronounced deceleration in investment spending since mid-2000 led the economic slowdown.
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Note: Growth is measured to the final quarter of the indicated period from the final quarter of the preceding period.
H1 and H2 denote the first half and second half of the year.

Source: Department of Commerce (Bureau of Economic Analysis).

and software of 12.3 percent and 15.4 percent, respectively. Investment in
information processing equipment and software alone fell at a 19.5 percent
rate in the second quarter. The widespread decline in business fixed invest-
ment continued in the third quarter with an 8.5 percent contraction,
combining a 7.6 percent drop in structures investment with an 8.8 percent
decline in equipment and software spending. Capital spending on computers
and peripherals during the second and third quarters was hit particularly
hard, plunging at a 28.6 percent rate.

The housing sector was a bright spot in 2001. Lower mortgage rates and
rising real income helped to support rising residential investment in each of
the first three quarters; growth for the period averaged 5.6 percent at an
annual rate. Investment in single-family structures rose 6.0 percent, after
declining during most of 2000. Investment spending on multifamily struc-
tures rose briskly at a 15.3 percent rate. Investment in residential building
improvements increased at a 3.2 percent rate.

Government Spending

Government spending—Federal, State, and local levels combined—added
to economic activity over the first three quarters of the year. Federal
Government spending increased at a 2.9 percent annual rate during this

Chapter 1 | 29



period. In contrast, Federal spending in 2000 fell by 1.4 percent, and over
1995-2000 it grew at only a 0.1 percent average rate. Last year’s increase was
driven by national defense expenditure, which rose 4.4 percent through the
first three quarters. Defense spending on research and development as well
as personnel support accounted for most of the increase. Nondefense
expenditure grew only 0.2 percent in the first three quarters of 2001.

State and local government spending increased 3.8 percent at an annual
rate in the first three quarters. State and local spending has increased steadily
over the past decade, averaging 2.8 percent annual growth from 1990 to
2000 and 3.2 percent from 1995 to 2000. Investment by State and local
governments rose much faster (4.6 percent a year on average) than their
consumption (2.8 percent) during 1995-2000. However, consumption
expenditure accounts for 80 percent of State and local spending.

Net Exports

Net exports exerted a smaller drag on economic activity in 2001 than in
2000. Both imports and exports fell significantly during the year, but the
drop in imports was larger. Real exports of goods and services, measured at
an annual rate, declined $95.3 billion through the third quarter, mostly
because of a decline in exports of capital goods—especially high-technology
goods—as a result of the global economic slowdown (discussed further
below). Over the same period, real imports declined $105.3 billion. Real
imports of services suffered one of the largest declines on record in the third
quarter, largely because international travel was disrupted in September.

Overall, net exports contributed 0.1 percentage point to real GDP growth
in the first three quarters of the year. By comparison, in 2000 net exports
depressed real GDP growth by 0.8 percentage point.

Preliminary Evidence on Aggregate Demand in the
Fourth Quarter

The terrorist attacks of September 11 changed the direction of the macro-
economy. Before the attacks, the economy had been showing tentative signs
of stabilizing after its long deceleration, and many forecasters expected real
GDP growth to accelerate in the third and fourth quarters of 2001.
Immediately after the attacks, however, the economy turned down because of
the direct effect of the assault on the Nation’s economic and financial
infrastructure and because of the indirect, but more significant, effect on
consumer and business confidence. The drop was sufficient to turn the
sluggish period of economic activity into a recession.

The disruptions to lower Manhattan’s telecommunications and trading
facilities temporarily interfered with the normal operations of key components
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of the Nation’s financial center and caused dislocations in the Nation’s
payment system, which processes trillions of dollars in transactions on a
typical business day. Equity markets shut down temporarily, and when they
reopened a week later, the value of shares fell by $500 billion. Money
markets and foreign exchange markets continued to function during this
period but faced considerable difficulties.

In the New York City area, the closure of much of lower Manhattan
weakened economic activity, especially employment, and had serious conse-
quences for local businesses that depend on sales from that part of the city.
The local tourism and business travel industries also sagged. The attack on
the Pentagon had less of a direct effect on the private sector because of the
limited destruction of private infrastructure. Nonetheless, economic activity
in the Washington, D.C., area slumped, primarily because of the need to
temporarily close Reagan National Airport for national security reasons.
Local businesses, such as hotels and restaurants, that provide ancillary
services for travelers were hit particularly hard. As in the New York City area,
small businesses were especially affected, because many operate from only
one business location, whereas large businesses with operations throughout
the country are often better able to weather local dislocations.

The terrorist attacks also had a significant macroeconomic effect. The
Nation’s airspace was shut down for several days after the attacks, halting
passenger travel and deliveries of airfreight. In addition, cross-border ground
shipping was delayed because of increased security measures. Businesses that
rely on highly synchronized deliveries of inputs were forced to slow down
their assembly lines, and in some cases close plants, creating disruptions up
and down the stream of production.

Beyond the initial impacts, the attacks continued to have a significant
negative effect on the economy as uncertainty about the future led to a steep
decline in consumer and business spending. Consumers retrenched as they
mourned the loss of life and reevaluated the risks inherent in even the most
mundane activities, such as shopping at malls and traveling by air.
Meanwhile businesses adopted a more pessimistic outlook about the
prospects for a speedy recovery. The underlying psychology was affected
again in October, by the discovery of anthrax spores delivered through the
mail distribution system, although the direct macroeconomic effects of this
attack have been fairly limited.

Preliminary evidence indicates that economic activity at the beginning of
the fourth quarter of 2001 suffered a pronounced decline. The industrial
sector contracted at a faster pace in October than earlier in the year, and job
losses mounted. By November, however, some tentative sighs had emerged
that business conditions were deteriorating at a slower pace. For example, the
decline in industrial production was milder, and nondefense capital goods
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spending appeared to have bottomed out, with new orders recovering from
the trough in September. Construction spending also performed well, as
weather in the fall was unseasonably warm. By December the manufacturing
sector, which had been particularly hard hit in 2001, witnessed increases in
the length of the average workweek and in factory overtime. Meanwhile the
Purchasing Managers’ Index (PMI) of the Institute for Supply Management
(formerly the National Association of Purchasing Management) rebounded
sharply, with a jump to 48.2 in December from 39.8 in October. The
production component of the PMI rose to 50.6 from 40.9 in October; the
new orders index surged to end the year at 54.9. Moreover, industrial
production in December was nearly unchanged after several months of
sizable declines.

Despite the initial dropoff in consumer confidence after the terrorist
attacks, consumer spending bounced back within the quarter from its
September plunge. Real personal consumption expenditures on durable
goods, nondurable goods, and services rose considerably in October and
November. Purchases of automobiles and light trucks contributed substan-
tially to the rebound, as consumers responded favorably to the incentive
programs offered by manufacturers and dealers, such as zero-percent
financing and rebates. Automobile and light truck sales surged to a record
21 million units at an annual rate in October, then moderated to something
closer to the average 17-million-unit selling pace of the first three quarters.
Even though nominal retail sales of goods excluding motor vehicles edged
down in November and December, falling prices for energy and consumer
goods suggest that real consumption spending continued to rise.

The performance of financial markets confirmed the view that economic
conditions were firming in the fourth quarter. Stock market prices
rebounded from a sharp decline after September 11 (Chart 1-4). The
Standard & Poor’s 500 Composite Stock Index had returned to its pre-
September 11 level by mid-October, and it ended the year near 1150, up 19
percent from its post-September 11 low. Other market indexes such as the
Dow Jones Industrial Average and the Wilshire 5000 rose in a similar
pattern. In addition, credit markets were active in providing funds to busi-
nesses. Low interest rates made bond financing attractive, especially for
investment grade issuers. Lending by commercial banks for real estate and
consumer purchases was rising and generally higher in the fourth quarter
than earlier in the year. Commercial and industrial lending, in contrast, was
lower in the quarter than earlier. According to the Federal Reserve, banks
tightened credit standards and terms on commercial and industrial loans by
late summer and early autumn. The tightening of non-price-related loan
terms was especially apparent for small firms.
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Chart 1-4 Standard & Poor’s 500 Composite Stock Index
Stock prices generally declined in 2001, with a precipitous drop after the terrorist attacks on
September 11. Stock prices returned to pre-attack levels by mid-October.

index, 1941-43=10
1400

September 10, 2001

1300

1200 P

1100 E o W

S&P 500 on September 10, 2001 ¥ V

1000 F

900 . s 2 N L N 2 2 .
Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec

Note: The New York Stock Exchange was closed on September 11 and reopened on September 17.

Source: Standard & Poor’s.

Labor Markets

Private nonfarm payrolls dropped by roughly 1.5 million in 2001,
reflecting the weak economy. The bulk of the decline occurred in manufac-
turing, especially in durable goods-producing industries, where over 1
million jobs were shed after December 2000. In addition, employment in
help supply services, which provide labor to other industries, fell by about
550,000 jobs. Job losses in manufacturing and help supply services were
offset in part by increases in some other service industries during the year.
The health services industry logged strong increases in 2001. In recent
months, service employment has been hurt by cutbacks in business travel
and tourism, which have adversely affected employment in air transportation
and travel-related services such as travel agencies, hotels, and amusements
and entertainment.

Labor markets became substantially less tight in 2001. The total
unemployment rate rose from 4.0 percent in December 2000 to 5.8 percent
a year later, still below the average rate for the past 20 years of 6.2 percent.
The average duration of unemployment rose by 2 weeks during 2001,
ending the year at 14.5 weeks. More than half of this increase occurred in the
last 3 months of 2001.
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Every region saw its unemployment rate rise, as the slowdown in economic
activity was national in scope. The Mountain States experienced the largest
increase, 1.8 percentage points. The smallest increase occurred in the West
North Central States; this region had one of the lowest unemployment rates
in the country at the end of 2000.

The labor force participation rate (the share of the working-age population
either working or seeking work) fell 0.4 percentage point over the year. Labor
force participation has hovered near 6