
It is a~easure to be with you this morning to kick-off of 

your timely conference. I'd like to thank Gian Camuzzi, treasurer 

of Gillette, for asking me to speak to this international group. As 

it turns out, you are a perfect audience to engage in thinking 

about a topic of some interest to us in the Federal Reserve -­ 

what does the prospects or at least the possibility, of significant 
\ 

U.S. fiscal surpluses in the next decade, and a related decrease in 

the value of U.S. Treasury securities outstanding, mean for how 

money markets here in the U.S. and worldwide deal with issues 

of liquidity and risk. But before we get into that, let me first give 

you my perspecti{e on the prospects for the U.S. economy. 

It goes without saying that, after four barn-burner years and 

a decade of rising rates of expansion, the US economy slowed 

significantly at the end of last year. In many ways, this 

slowdown is not surprising--most forecasters had seen a less 

severe version of it coming, albeit incorrectly, at the beginning of 

each of the previous three years. And, as each year, and 

especially 1999, proved better than the last, an eventual slowing 

in growth seemed more likely. In fact, some deceleration was 
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necessary. From the second half of 1999 through the first half of 

2000, U.S. GDP grew at better than a 6 percent pace. That rate 

of expansion was rapidly straining capacity, as evidenced by the 

decline in the unemployment rate over this period. In fact, labor 

markets were getting so tight that it was nearly impossible to find 

the workers needed to sustain that rate of growth. It is in just 

such an environment that inflation tends to rise. 

1-tt:link most-w.ould---agr-e that1his rapid expansion of 

demand was simply unsustainable. One need look no further than 

motor vehicles to find a market in which the growth in demand 

had outstripped previous concepts of long-run sustainability. In 

the first quarter of last year, motor vehicle sales hit the 

unprecedented rate of over 18 million units a year-a few million 

over the recent average. At that pace, I wonder if the U.S. was 

about to run out of driveway space. This largely reflected an 

adjustment to the increased level of wealth and income of U.S. 

households at the end of the millennium, the confidence they had 

as a result of higher wealth and income, and their willingness to 
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save less out of disposable income than ever before. Inevitably, 

these trends had to slow. 

The investment boom of the 1990s was also unsustainable. 

Until the second half of this year, business fixed investment had 

grown at solid double digit rates for at least the previous 4 years, 

and spending on computer equipment and software had grown at 

an amazing 45 percent. Although most expansions have spurts in 

overall investment of a similar magnitude, not since the 1960s 

have we had a burst that lasted as long. Technological 

improvements in computing power, software, and 

telecommunications increased firms' demand for these goods. 

And, no doubt, continued technological improvements will help 

propel such investment in the future. But the rates of investment 

in the late '90s, fed by ebullient consumer demand and 

accommodating financial markets, could not continue when 

demand flattened, and markets became more discriminating. 

Residential investment also outpaced its long-run 

fundamentals at the beginning of last year. Starts and permits hit 

their cyclical peaks at the beginning of 1999 - a level roughly 
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equal to past cyclical highs. At that pace, the stock of homes 

was increasing significantly faster than households were being 

formed. Again, a trend supported for a time by rising consumer 

wealth and confidence, but not sustainable over the longer run. 

At the beginning of last year, I believed that the question 

was not whether the economy was going to slow down, but what 

the environment would look like when it did. The slowdown 

could occur with a glut of new homes, high office vacancy rates, 

and significant over-investment in unused business equipment and 

consumer durables, or it could occur when these stocks were 

closer to their desired levels. Obviously the latter case is 

preferred. 

To help attain this better-balanced environment, the Federal 

Reserve began tightening monetary policy in the middle of 1999. 

By the beginning of 2000, other sources of increasing restraint 

became evident as well. Financial markets became far less 

expansionary. Uncertainty about profit projections resulted in 

declines in asset values, particularly in the high tech sector. 

Credit markets, which had never returned to the headiness of the 
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1997 global pre-crisis period, became even more discriminating in 

early 2000. Yield spreads, particularly for lower-rated securities, 

widened considerably in the spring and again in the fall. Lending 

standards at major commercial banks tightened as well. The 

increase in the price of oil, which continued through much of 

2000, and, more importantly, price increases in natural gas, 

began to bite into the real incomes of consumers, and the profits 

of businesses. These events both signaled and helped cause the 

second half slowdown. 

However, the suddenness and intensity of the deceleration 

took almost everyone by surprise. Growth averaged 1. 7 percent 

in the second half of last year, less than one-third the 6 percent 

average in the 4 quarters prior to that. Some ask whether or not 

the economy is or will be in recession, but in many ways that is 

the wrong question. The economy may well be growing, albeit 

quite slowly, but for those hard hit by this sudden slowdown--the 

manufacturing sector especially--this deceleration clearly is 

painful. 
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A number of explanations for the intensity of this slowdown 

have been highlighted in the press. Consumer demand slowed 

more sharply than anyone expected, driven in part by the effect 

on confidence of sharp drops in the NASDAQ. Moreover, since 

the consumption of durable goods, especially motor vehicles, 

declined most significantly, it may be that consumers finally 

reached their "saturation" levels of these goods. Finally, stormy 

weather throughout most of the country in December and early 

January had an effect as well. 

A similar story may apply to the decline in firms' investment 

in plant and equipment. In the wake of extraordinary spending 

growth on equipment, and reflecting tighter credit and financial 

markets, firms may have grown concerned about over­ 

investment. Reports of sharp curtailment in the motor vehicle 

industry may have triggered the reassessment of consumer 

attitudes in December. In turn, this may have spread the narrow 

weakness in motor vehicles to broader spending categories. 

Finally, the rapid change from very strong to slumping sales 

growth likely led to an unexpected overstocking of inventories. 
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This inventory overhang and the related retrenchment in 

business and consumer attitudes pose challenges for the U.S. 

economy in the short run. But in many ways, the economy is 

better positioned to weather these short-run adjustments than it 

was in previous periods of weakness. 

First, the major positive force that has propelled this historic 

expansion is still with us--the amazing acceleration in U.S. 

productivity. The development of and investment in new 

technologies to enhance business processes has provided a 

tremendous spur to productivity growth. Even as such 

investment slowed in late 2000, productivity remained 

surprisingly strong. This gives further evidence to the assessment 

that the underlying, or structural, growth rate of U.S. productivity 

has stepped up significantly over its pace of the '80s and early 

'90s. Reflecting this, the sheer determination on the part of U.S. 

businesses to work harder and smarter in the face of domestic 

and global competition seems, if anything, stronger now. 

Another imbalance that has preceded almost all post-war 

recessions has been significantly rising inflation. However, 
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inflation has been well behaved recently even in the face of 

continued, tight labor markets. Labor costs have accelerated, but 

core inflation has remained at a relatively low, stable level. 

Fluctuations in oil and natural gas prices will have a transitory 

effect on both the headline and core CPls, but the potential for 

broader price increases seems small at present. Thus, containing 

inflation is not an immediate concern. 

Third, although an inventory overhang exists in some 

sectors, just-in-time inventory processes and rapid production 

adjustments have probably limited the buildup. These processes 

should help reverse the overhang more quickly than is usual. 

Long expansions often spawn imbalances in real estate 

markets. Certainly, significant overbuilding in commercial real 

estate was evident by the end of the 1980s. Vacancy rates for 

commercial properties were high and rising before the recession 

of the early '90s. Currently, however, vacancy rates in many 

markets are low and prices for commercial and residential 

buildings are solid. These facts seem inconsistent with significant 

overbuilding. 
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Assets in the banking sector remain reasonably healthy, 

especially relative to capital, despite problems in particular sectors 

like telecommunications. Loan standards tightened in 2000, and 

credit markets discriminated sharply between investment grade 

and other credits, for the most part a desirable and prudent 

response to heightened uncertainty about current and future loan 

quality. 

Unlike the late 1980s as well, large government budget 

deficits are not crowding out private investment, or creating the 

need for fiscal austerity. On the contrary, government budgets at 

both the national and local level remain supportive. 

Finally, of course, the economy now has 100 basis points of 

easing in the pipeline. This may help shore up confidence, 

circumstances, it goes without saying vigilance on the part of the 

creating some rebound in spending by both firms and consumers. f";;/j; l 
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Federal Reserve is necessary. 

Thus, in my view, the economy is likely to continue feeling 

the effects this quarter of a significant but relatively short-lived 
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inventory correction. The correction is the result of an 

unexpectedly rapid adjustment toward more sustainable growth in 

demand. The longer-run underpinnings -technology-driven 

productivity growth, benign inflation, bank balance sheets, fiscal 

balance sheets-appear sound. There are risks for sure, the level 

of private savings and the softness in domestic demand in many 

foreign economies, to name two. Nonetheless, I expect activity 

to increase later in the year, and growth for the year to average ~ 
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in the '90s was the gradual declin\ and eventual elimination, of 

the U.S. federal deficit. I don't nee1~ explain the benefits of 

reduced government deficits to thi-~/\ience. For one thing, 

lower long term interest rates made possible by a declining 
I \ 

demand by the government ff unding figured prominently in the 

capital investment boom of the '90s. But it is easy to forget how 

hard it was to get to this f<tvorable situation, and how hard we 

should work to ensure it remains . 


