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December 9, 2002

The Economic Outlook: Recovery to Continue;
Inflation, Interest Rates Remain Moderate

The Bond Market Association’s Economic Advisory Committee forecasts continued
moderate economic growth in 2003, brought about by sustained consumer spend-
ing, low interest rates and, most important, growth in business investment.
Inflation will continue to be modest. However, if business investment fails to accel-
erate or if continued shocks to the economy—such as a potential long-term mili-
tary conflict with Irag—cannot be absorbed, growth will be threatened.

The vast majority of committee members believe the current round of accommoda-
tive monetary policy, initiated by the Federal Reserve in 2001, has come to an end.
Most members believe the Fed will take no action on December 10, 2002, and that a
bias towards monetary tightening will emerge in 2003 as the economy grows.

Forecast

The committee forecasts real GDP growth of 2.8 percent in 2002 and 3.4 percent in
2003, measured fourth quarter to fourth quarter.! No committee member is fore-
casting a return to negative growth conditions in 2003. Inflation is projected to
remain modest, with the CPI increasing 2.3 percent in both 2002 and 2003.
Business investment is expected to begin growing in the fourth quarter of 2002
after eight consecutive quarters of negative growth. Overall, nonresidential fixed
investment is expected to fall by 5.6 percent in 2002, and grow by 3.5 percent in
2003. Growth in personal consumption is projected to increase 3.0 percent in 2002
before falling slightly to 2.6 percent in 2003.

The committee expects interest rates to rise modestly in 2003. The Federal Funds
rate is projected to remain flat at 1.25 percent for the first half of 2003 before
increasing to 2.0 percent by the end of the year. The 10-year Treasury note is
expected to hover near 4.0 percent in late 2002 and the first quarter of 2003, and
rise gradually to near 5.0 percent by the end of next year. The committee also fore-
casts an increase in the federal government’s budget deficit. For fiscal year 2003,
which runs October 1, 2002 through September 30, 2003, the deficit is projected to
grow to $220 billion. Most committee members expect the deficit to grow only
slightly larger than the projected 2003 level in the coming years. However, few
members believe the federal government will return to a balanced budget before

1 All growth rates are inflation-adjusted, and annual comparisons are measured from fourth quarter to fourth
quarter. The forecasts discussed in the text and appearing in the accompanying table are the medians of the 19
individual members’ submissions.
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The Bond Market Association Economic Advisory Committee Forecast

(Inflation adjusted year-over-year percentage change unless otherwise specified. Forecast numbers appear in bold.)

2001 2002 2003
Real GDP(yr - to - yr) 0.3 2.4 2.8
Real GDP (4Q - 4Q) 0.1 2.8 3.4
CPI (yr-to-yr) 2.8 1.6 2.2
CPI (4Q - 4Q) 1.9 2.3 2.3
Personal Consumption 2.5 3.0 2.6
Nonresidential Fixed Investment -5.2 -5.6 3.5
Housing Starts (millions) 1.6 1.7 1.6
Real State & Local Gov't. Spending 3.1 2.7 1.7
Merchandise Trade Deficit (billions current $) 434 473 512
New Home Sales (millions units) 0.9 1.0 0.9
Existing Home Sales (millions units) 5.3 5.5 5.3
Unemployment Rate (cal. yr. avg.) 4.8 5.8 5.8
Federal Budget Surplus (FY, billions of $) +127 -159 -220
Quarter-to-Quarter % Changes in Annual Rates

2002 2003
| Il 1] [\ | I 1] I\

Real GDP 50 13 40 1.0 25 34 35 35
CPI 14 34 19 25 24 23 23 1.9
Personal Consumption 3.1 1.8 41 0.9 26 3.0 29 3.0
Nonresidential Fixed Investment -58 -24 -07 0.6 38 52 64 179

Interest Rates

(monthly average %)

Dec. 02 Mar. 03 June 03

Sept. 03 Dec. 03

Fed Funds 1.25 1.25
2 Year Treasury Note 1.93 2.00
10 Year Treasury Note 4.10 4.15
30 Year Fixed-Rate Home Mortgages 6.00 6.05
Municipals (Bond Buyer GO Index) 4.80 4.80
Moody’s Corporate Bond Index (A rated) 6.30 6.45

Exchange Rates

1.256
2.256
4.50
6.18
4.80
6.50

1.50 2.00
2.75 3.25
4.70 4.93
6.40 6.80
5.10 5.40
6.70 6.88

(monthly average)

Dec. 02 Mar. 03 June 03

Sept. 03 Dec. 03

Yen/Dollar 123 125
Dollar/Euro 1.00 1.00

126
1.02

128 130
1.03 1.04



late in the decade. Most members believe a fiscal policy focused on a short-term
economic stimulus is appropriate under the current conditions.

The Economy

There was widespread agreement among committee members that while moderate
economic growth is likely in 2003, virtually all the risks to that forecast are on the
downside. Perhaps the biggest risk cited by the committee is the possibility of a
protracted military conflict in Iraq and additional terrorist attacks at home and
abroad. A small majority of committee members believe a military engagement
with Iraq is likely. Most of those members believe that such a conflict will likely
take place in the first half of 2003, and that it will result in quick success for the
U.S. and its allies. The economic consequences of such a scenario would likely be
limited to volatility in energy and asset prices, with little effect on growth trends.
However, if the war dragged on or if we experienced significant new terrorist
attacks, the risks to growth would become significant.

A sharp drop in consumer spending is also cited by some committee members as a
risk to growth. The Committee forecasts a drop in consumer spending for the
fourth quarter of 2002, resulting mainly from a drop in demand for autos and
other consumer durables. While we project continued increases in consumer
spending through 2003, most members believe growth will be slower than in 2001
and 2002. The economy has already reaped the benefits of interest-rate-sensitive
consumer demand for products like autos. Tax cuts and mortgage refinancings will
continue to put cash in consumers pockets. This will likely be offset by increasing
savings rates driven by low returns on investment assets. Most committee members
do not believe U.S. consumers are over-extended, especially if employment and
income grow. However, a tightening of credit to consumers would have a negative
effect on overall consumer spending.

Another risk cited by committee members is continued weak corporate profitability.
If corporate profits remain poor, corporations will not invest and hire, with negative
implications for growth. This is not a likely scenario, however, as the committee
forecasts growth in capital expenditures and a flat unemployment rate. We also note
that business inventories have already started to exhibit growth. Most committee
members do not believe that broad price deflation is a likely scenario, although
most do believe that if deflation were to emerge, the consequences could be serious.

Summary

The main driver of growth in the current recovery has been the very accommoda-
tive monetary policy implemented by the Federal Reserve. Low interest rates have
spurred consumer spending and have helped maintain growth in real estate val-
ues, two sectors which have contributed significantly to the overall economy. Low
rates have also increased cash available to homeowners through mortgage refi-
nancing. The economy has also been helped by stimulative fiscal policy and, in
particular, tax cuts, which have helped sustain consumer spending. These stimu-
lating factors have been offset by a “reverse wealth effect” brought about by poor
stock market performance.



A sustained recovery will depend on growth in business investment—already evi-
dent and projected to grow—and improved corporate profitability. Assuming con-
sumer spending continues to grow, business investment accelerates and interest
rates remain low, we are likely to see moderate growth through 2003. Shocks to
the economy—such as prolonged war with Iraq, a spike in producer prices, partic-
ularly energy, or more corporate scandals—could threaten that scenario.
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