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U.S. Economic Outlook

The economic expansion has gained momentum: output is growing at a solid pace, hiring has begun to pick
up, and deflationary concerns have diminished. Where do we go from here? Well, that’s what I’d like to talk
to you about today. But first, I want to review recent economic developments in more detail, discuss labor
market conditions, and then talk about the outlook for economic growth and inflation and discuss what both
mean for monetary policy. 

Challenges for monetary policymakers

As president of the Chicago Fed, I participate with the 11 other District bank presidents and the seven mem-
bers of the Board of Governors in meetings of the Federal Open Market Committee (FOMC). This, of course,
is the group chaired by Alan Greenspan that is responsible for setting monetary policy. At each meeting,
Committee members discuss the outlook and debate policy options for the national economy. Based on its
discussion, the FOMC decides where to set its target for the federal funds rate-the overnight lending rate
banks charge each other to borrow reserves. This short-term interest rate influences the amount of liquidity
or funds available for spending and investing. 

We have two goals in setting monetary policy: maximum sustainable economic growth and price stability.
These two goals are not entirely independent; there is a relationship between economic activity and inflation. 

While analysts and the business media commonly talk about activity in terms of growth rates-for example
the 4.2 percent growth of real GDP in the first quarter of the year-it is important remember that there is a
level of output behind its growth rate. 
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Along with this level of actual output, the economy also has a level of potential output-the amount of goods
and services that it can produce on a sustained basis, given its technology, labor, and capital and how produc-
tively it uses them. The level of potential output expands over time. Currently, many economists believe that
it grows between 3 and 31⁄2 percent each year. These estimates are significantly higher than they were when I
joined the Fed nine and a half years ago, largely because of the recent trend of higher productivity growth. 

Now, the level of actual economic output fluctuates above and below its potential. The difference between the
two is what economists call an output gap. When the economy operates above its potential for an extended
period of time, labor and capital resources tend to become scarcer, generating inflationary pressures. When
the economy is below its potential, excess resources tend to reduce inflation. 

Today, it appears that the level of actual output is still somewhat below potential. But, with the impressive
growth of economic output in the past nine months, the output gap has narrowed. 

Looking forward, part of the Fed’s policy challenge is to help accommodate economic activity so it can fur-
ther close this output gap, without-sometime down the road-overshooting the level of potential output and
generating inflationary pressures. To be sure, as the aggregate economy moves into balance, individual sec-
tors or industries may develop imbalances. Policymakers must consider whether the imbalances in particu-
lar sectors pose a risk to the economy at large. But monetary policy is a blunt tool that is wholly incapable of
addressing the concerns of individual sectors of the economy-it can only be used to try to influence the bal-
ance of resources at a macro level, taking into account the aggregate impact of the individual sectors. 

Recent economic conditions

Our current output gap can be traced back to the recent recession, which began in March 2001. During this
period, real GDP declined as businesses significantly cutback on their capital investments and inventory
spending. By historical standards, the recession itself was mild: it ended just eight months after it began, and
real GDP contracted only 1⁄2 percent between its peak and trough-about one-quarter the average decline dur-
ing the other recessions since 1960. 

The subsequent recovery began at a moderate pace, in part, because of the mild nature of the recession and,
in part, because of a series of shocks-the start of the war on terrorism, revelations of corporate malfeasance,
and the buildup to the war in Iraq-that hit the economy. 

As a result, while we experienced a few short spurts of strong demand growth early in the recovery, the econ-
omy failed to sustain a vigorous pace of expansion. During 2002 and the first half of 2003, real GDP growth
averaged about 23⁄4 percent-which is below the 3 to 31⁄2 percent that we estimate as the potential output growth
rate. So, even though the economy stopped shrinking at the end of 2001, the output gap did not close. 

As we moved through 2003, we saw signs of improvement in several key sectors of the economy. Household
spending, which had held up quite well throughout the recovery, posted solid gains. But, more importantly,
business confidence improved and spending on capital equipment rose strongly in the second half of 2003.
Inventory investment also increased. 
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The economy’s momentum has continued, and real GDP growth has averaged about a 51⁄2 percent annual rate
over the past three quarters. This is a good deal stronger than even the most optimistic estimates of the rate
of growth in potential output, and implies that we have made significant progress in narrowing the output gap.

Labor markets

The strength in output growth, and the confidence it has generated, have finally led to some significant gains
in employment-288,000 new jobs in April and an average of 217,000 new jobs per month so far this year. 

But until this year, job growth was the missing link in the recovery. Payrolls are still more than 11⁄2 million
jobs below their peak, even though the recession has been over for 30 months now. Typically, employment
has surpassed its previous peak 11 months after a recession ends. Even after the 1990-91 recession, which
was the original jobless recovery, employment surpassed its previous peak in 23 months. 

Analysts have proposed many explanations as to why we haven’t seen the kind of job growth we typically do
early in an expansion. One we have heard frequently is something economists describe as unusually high sec-
toral reallocation. Proponents of this explanation claim that extensive changes in the economy have resulted
in a greater-than-normal need for workers to move among industries and occupations. As evidence, they
point to the sharp declines in manufacturing employment and to firms’ increased ability to outsource both
manufacturing and service jobs to other countries. Certainly these developments are noteworthy. But do they
imply that sectoral reallocation is unusually high?

After all, our economy is very dynamic-it is constantly changing due to a variety of factors. Consumers shift
their demand for products and services. International markets open up new opportunities for trade. And new
technologies emerge that create entire new industries. As a result, jobs disappear from industries that are
shrinking and many new ones are created in industries that are expanding. 

The monthly job numbers don’t fully reflect the huge amount of churning that actually takes place in labor
markets. The 288,000 new jobs in April was only the net change in employment. In fact, more than 21⁄2 mil-
lion jobs are created on average each month, and approximately the same number are destroyed. 

As one would expect, the gross rate of job destruction spiked during the recession but has fallen back to the
low level that prevailed before then. In contrast, the gross rate of job creation fell during the recent recession
and, unfortunately, has been slow to recover. But the fact that both rates have been relatively low suggests
that the pace of job reallocation is not especially high. 

Furthermore, despite all of the discussion about the decline of manufacturing and the increase in internation-
al outsourcing, neither factor seems to be unusual enough to make this a period of heightened reallocation. 

With regard to manufacturing, factory jobs are usually hit harder by business cycle downturns and periods
of weak growth. And manufacturing’s share of total employment has been trending down for decades. This
long-run trend is largely due to higher productivity growth in the manufacturing sector compared to the
overall economy. 

At the Chicago Fed, we’ve hosted a series of workshops devoted to understanding the causes behind the
recent decline in manufacturing jobs. Most of the evidence attributed the decline to the combined effects of
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ongoing long-term trends and the business cycle. In relation to the rest of the economy, manufacturing
employment does not appear to have been behaving much differently than it has in the past. 

The workshops also highlighted a number of ongoing developments in the manufacturing sector. For exam-
ple, traditional manufacturing firms have branched out beyond production and assembly into a broader range
of activities that includes customer service, financing, logistics, research and development. 

Manufacturing companies are also purchasing more and more services from other firms, such as accounting,
computer programming, and transportation and logistics services. 

Some of these changes can confound the data on manufacturing employment. For example, manufacturing
firms have increased their use of temporary workers, who are counted-not in manufacturing-but in the serv-
ice sector. This means that as manufacturing activity rebounds, some of the employment growth will show
up as temporary help service jobs rather than manufacturing jobs. 

Finally, we were reminded that the manufacturing sector is extremely diverse, and one should be cautious
when making generalizations about the sector at large. Textiles, steel, pharmaceuticals, computers, and many
others are all part of the manufacturing sector. But the competitive conditions in each of these industries
vary enormously, especially with respect to the ever-changing global market place. 

This brings us to the question of outsourcing to other countries. Accurately measuring the impact of out-
sourcing is quite difficult, and we do not have good information on the number of jobs that have moved over-
seas. But, according to one estimate from Goldman Sachs, only 300,000 to 500,000 jobs have been lost to out-
sourcing since 2000. For an economy the size of ours, these are not large numbers-especially in relation to
the 21⁄2 million jobs created and lost each month in the U.S. 

Also, outsourcing and other forms of international competition are not new. Over the past 50 years, we have
been challenged by growing competition from Japan, the Asian Tigers, Mexico, and, now, China and India.
Yes, certain jobs are lost forever, but our economy is remarkably flexible. Technological advances often give
rise to entire new industries, new products, new services, and, ultimately, new jobs that replace the jobs lost
to foreign competition. That’s why over the past 50 years, even while the manufacturing sector’s share of
employment has declined and international competition has increased, the U.S. economy has generated over
80 million net new jobs, lifted real wages, and created a higher standard of living. 

Because these new jobs are often the result of unforeseeable innovations in technology, it is impossible to say
now what kind of jobs will be created in the future. When I was in Milwaukee recently, I learned that GE
Healthcare had announced plans to expand their Information Technology and Ultrasound operations in
Wauwatosa, Wisconsin. As many as 2500 employees at the new facility will engineer and manufacture inno-
vative medical equipment, including computed tomography, or CT systems. These products allow doctors to
readily diagnose health problems like cancer or aneurysms without exploratory surgery, and the machines
are now widely available. It would have been virtually impossible to anticipate these jobs five years ago,
because no one could have predicted how the use of CT technology would evolve. 

Now, I do not want to minimize the impact of the job losses associated with changes in the economy, no
matter what their source. The human costs of this process are significant and compelling. Factories or
offices may close and workers lose their jobs. We must always strive to ease the transition for these work-
ers and their families, whether it is through financial assistance, retraining programs, or other efforts. But
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the dynamic changes in the economy are important if we are to continue to increase overall incomes and our
standard of living. 

If there isn’t an unusual amount of reallocation taking place, what else might have caused weak employment
growth? A number of other factors could be in play. For example, new employment practices, such as the
widening use temporary help and business services, increase firms’ flexibility in hiring and allow them to
delay hiring until they are certain demand is picking up. Thus, these practices, which some call just-in-time
hiring, likely played some role in restraining employment growth. 

However, we shouldn’t forget an old and pretty fundamental explanation-job growth will be slow if aggregate
demand is weak relative to gains in the productive capacity of the economy. Even though aggregate demand
languished in 2002 and early in 2003, firms continued to be successful in developing innovative ways to reor-
ganize their production and distribution networks, especially by exploiting advances in technology. In addi-
tion, they were able to take advantage of the significant capital investments of the late 1990s. As a result, pro-
ductivity increased rapidly and the potential productive capacity of the economy likely advanced much more
sharply than demand. Since the middle of last year, however, aggregate demand has outpaced even the high-
est estimates of potential output growth, and led to meaningful increases in employment. 

Growth outlook

Going forward, I believe that economic growth will remain solid, so I am optimistic that employment will
continue to be strong for the rest of this year. Why?

1. Strong productivity gains, which have kept real personal incomes rising throughout the recession and
recovery, should continue to be a key foundation for growth into the future. 

2. Last year’s round of tax cuts should support business and consumer spending. 

3. The Federal Reserve’s highly accommodative monetary policy stance continues to be stimulative. 

4. The pickup in capital spending should continue. 

5. Improving conditions abroad should provide some additional support for the expansion.

All told, these conditions lay the foundation for solid economic growth. In the Fed’s Monetary Policy Report
to Congress in February, the central tendency forecast was for real GDP to rise 41⁄2 to 5 percent this year.
Given the data we’ve seen since then, I believe this forecast is still a good one. 

Inflation outlook

On the price front, the most recent readings on inflation at the consumer level are up from the extremely low
rates we saw late last year. This has not just been a pick up in the volatile food and energy components-core
inflation is up as well. And we are all reading more stories in the press and hearing more concerns from var-
ious contacts about rising inflation. 
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There are a number of factors that could be in play, most of which are likely to be temporary: the fall in the
dollar has raised some import prices; higher commodity prices have increased producers’ costs; and unused
resources may not be moving quickly enough to the sectors where demand is growing fastest. Still, we must
remember that no one can measure the output gap very precisely, and one inflation risk looking ahead is that
the gap may be narrower then many believe. 

These are all factors to watch. But even with the recent increases, the level of consumer price inflation is still
low. And, at the macro level, we have yet to see the kinds of pressure on labor and capital resources that
would foreshadow a worrisome increase in inflation. Thanks to strong sustained productivity growth, unit
labor costs-that is, compensation per unit of output produced in the economy-have been falling on average
for the past two years. Outright declines are unlikely to continue as labor markets tighten. In fact, unit labor
costs edged up in the first quarter. But I think strong productivity trends should help keep overall cost pres-
sures in check. 

Furthermore, in the aggregate, the current markup of prices over unit labor costs is relatively high. While
this markup varies over time, it usually does not stray from its historical trend for more than a few years at
a stretch. So, going forward, the markup should fall back toward its long-run average-it always has in the past.
This decline will tend to dampen the passthrough of increases in unit labor costs to price inflation. 

Nonetheless, we must remain vigilant. As I discussed earlier, the output gap is narrowing, and part of the
Fed’s current policy challenge is to avoid overshooting the level of potential output and generating inflation-
ary pressures. Currently, the federal funds rate is very low. Indeed, if recent developments show through to
an increase in inflationary expectations, then the real funds rate will come down-even though we did not
change the nominal funds target. Regardless, we cannot maintain this degree of policy accommodation indef-
initely. As the output gap narrows further, the real funds rate will have to rise to a level more compatible with
long-run sustainable economic growth. 

Conclusion

So, in conclusion, I’d say that the outlook for growth in 2004 is encouraging. A year ago, we were worried
about unwelcome disinflation; that concern has now subsided. But I do not see broad-based pressures devel-
oping that would lead to a significant increase in inflation. Moreover, our economy has begun to meet the
challenge of the jobless recovery. 

But this is not surprising. Time and time again our economy has proven itself resilient in the face of chal-
lenges. In spite of the jobless recovery of the early nineties, the expansion lasted a decade and created 24 mil-
lion new jobs, at the same time that inflation generally continued to drift down. With its entrepreneurial cul-
ture, market-based principles, and continuing technological advances, I am confident that our economy has
the ability to handle its current challenges, and the foundation to enjoy solid growth and price stability in
the years ahead.
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