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You’d think with 500 or so highly-trained and well-schooled staff economists at his immediate disposal, Fed chairman Alan Greenspan could have come up with something better in his Congressional testimony this week than arguing that the economy might have been stabilizing before the 9/11 terrorist bombings.  


I have no idea what the payroll cost is for the high-priced economic talent at the Fed, but for 75 cents daily you can buy USA Today and figure out that the American economy was sinking like a stone before mid-September.  


For example, third quarter industrial production, which makes up about 20% of the economy, plunged at a 6.2% annual rate.  September’s fall was the twelfth consecutive monthly decline, marking the first year-long drop for industry since October 1945.  

Retail sales, which comprise slightly less than half of total consumer spending, declined at a 1% yearly pace.  With the July/August consumer spending deflator rising at a 0.4% annual rate, real retail sales will be off about 1½% in the third quarter.  


On October 31 (Halloween) the government will deliver its so-called advance GDP report, which looks to be a decline of about 1% annually.  Besides sales and production, business capital spending has been in free-fall since late last year.  


The National Association of Home Builders just reported its biggest one-month drop since its index was started in 1986.  Weekly unemployment claims stand at a ten-year high.  


So let’s see where we are:  production, sales, investment, housing and unemployment are all moving in the wrong direction.  


To be sure, these are coincident and lagging economic statistics.  None of them tell us anything much about the future, which hopefully will be brighter.  


But also to be sure, there ain’t no stabilization in these figures.  The Greenspanian view of pre-war economic stability was merely inserted to cover-up the Fed’s failed forecast of a second-half recovery.  Bureaucratic you-know-what covering.  This failed attempt to cover-up a failed forecast neither illuminates nor informs the public about the state of the economy. 


One last thought.  The broadest measure of economic activity in the GDP national income accounts is nominal gross domestic product.  This includes inflation and real output, and stands as a proxy for total spending in the economy.  


Using industrial production to measure real output, and producer prices to measure inflation (minus 3.7% at an annual rate in Q3), nominal GDP could grow at a weak 2½% rate in the third quarter.  


Many economists measure central bank policy ease or restraint in terms of money GDP growth.  When the fed funds target rate stands higher than money GDP growth, policy is relatively tight.  When the funds rate is below GDP, policy is relatively easy.  


Today’s funds rate target is 2½%, the same as projected third quarter GDP growth.  So while the Fed has moved from policy restraint to policy neutral, they have not yet clearly moved to an easing stance.  With gold now below $280, and broad commodity indexes still deflating, it looks like the Fed should get its funds rate target down to 2% posthaste.  That is, unless they truly believe the economy is stabilizing.  

Inflation Forecast Update


Tight money over the past twenty-one months has brought the six-month rate of change of the personal spending deflator down to 0.6% at an annual rate from 3% last February.  This is virtual zero-inflation, and it is probable that prices will remain stable over at least the next year.  Maybe for the rest of our lifetime.  


Using the spread between inflation-protected Treasury yields and market rates, it is clear that expectations of future inflation are nil.  At the short-end of the Treasury curve, the spread between 180-day Treasury bill rates and the inflation-indexed Treasury maturing 7/15/02 is only one percentage point.  

Remember, inflation-indexed Treasuries are protected by a CPI allowance.  But the CPI itself is overestimated by nearly one percentage point.  So we’re talking zero inflation fears.  

For ten-year maturities, the inflation-protected spread relative to the market rate is about 150 basis points.  So this real-time indicator is projecting about one-half of one percent future inflation.  

Our forecast of the four-quarter change of the personal consumption expenditures chain price index shows a slide from the current 1.8% rate to about 1.1% by the end of next year, with a 0.5% band around the estimate.  
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The variables in the forecast regression are the 10-year T-note yield and real GDP.   Some assumptions are made about the future values of the T-note and GDP, but these assumptions are grounded in market data.  The T-note yield was projected to rise to 5.5% by end of 2002, in accordance with the liquidity model (the growth differential of the adjusted monetary base and M2).  Future GDP values are from the 3-month T-bill second difference model, which uses Fed funds futures contracts to estimate T-bill rates.
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