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A Look at the Local and National Economies
Good afternoon. It's a pleasure to be here to talk to you about the economic outl ook.
A. I'd like to start by looking at the local economy briefly.
B. Then I'll spend some time on the Fed's latest monetary policy announcement.
1. Asyou know, in June the FOMC
a raised short-term interest rates a quarter point
b. and a the sametime indicated a"neutrd™ stance going forward.
2. I'd like to take this opportunity to explain my own thinking about this move.

. But, as| said, first the local economy.

A. The Bay Areaisthe nation’s leading region for high-tech development and production,
and we've recorded a remarkable economic performance in recent years.

B. From 1995 to 1997, employment grew nearly 4 percent per year—
1 —that amounts to 335,000 new jobs!

C. This expanson was powered by nearly double-digit job growth ratesin high-tech
sectors,

1. such as computer and semiconductor manufacturing and software design,
2. and growth was strong in al mgor private industry sectors.

D. But the challenge posed by the East ASan Situation in late 1997 and 1998 was
especidly severein our area.



1 Exporting sectors have been critical to the success of the state and Bay Area
€CoNoMmies,

a and East Asais our most important export destination.

b. Our merchandise exports are largely high-tech equipment, dong with
related durable manufactured products.

In 1998, these exports fell substantialy.

1 Asareault, the Bay Area haslost 14,000 durable manufacturing jobs since the
peak from April 1998,

a with Silicon Valey bearing the brunt of the losses.

Despite the manufacturing dowdown, the Bay Ared s prospects are very good.

1. Job cregtion remains solid overal,
a with high-vaue sectors—such as software—continuing to create
subgtantia wedth.

2. And the area unemployment rate, which was largely stable in 1998, has actudly
fdlen ahbit this year—

a —from 3%z percent at the end of 1998 to about 3 percent now.

Not surprisingly, activity in loca red estate markets has mirrored these broader
developments.

1. The vaue of private nonresdentid building permitsin the Bay Area doubled
between 1995 and 1998,

a from $2.4 billion to about $4.8 billion.
2. Most of the growth occurred in 1996 and 1997, however—

a —and plans are down for the first half of 1999 compared to the same
period last year.



3. | should note, however, that the decline this year is due mostly to office and
indudtrid buildingsin Slicon Vdley.

a And with the economic resurgence in East Asia, that Situation may
reverseitsdf.

4, Findly, athough the number of new home permits also has declined a bit in the
Bay Areathisyesr,

a the latest price figures indicate double-digit rates of gppreciation,

b. s0 you' d have aheck of atime convincing locad home buyers that the
Bay Areaeconomy has dowed at dl!

[I. Now let me turn to the nationd picture and to our last monetary policy action.
A. I'll gart with alittle background:

1 For more than three years, the U.S. economy has delivered aremarkable
performance:

a Real GDP has grown at a phenomend pace—
I. —averaging just under four percent ayear.

b. The unemployment rate has hovered around itslowest levelsin
decades.

C. And inflation has dso remained remarkably low, no matter how you
measure it—

I. —Dbetween one and ahaf and two and a half percent.

d. We've been concerned for some time about whether such sustained fast
growth, tight labor markets, and low inflation can co-exist much longer.

2. In fact, we expected to see some dowing last year,

a because the financid crisesin East Adaand Latin Americahad led to a
swdling U.S. trade deficit.



3. And lat fdl, the picture redly did darken, as the crises spread to U.S. financid
markets.

a Someinvestors withdrew from U.S. stock markets,

I. and many lenders withdrew from riskier private debt markets.
b. At that time, East ASan countries still were in recession,

I. and the problems in Russa and Brazil were worsening.

4, These troubling developments raised the possibility that we might face a
dramatic dowdown.

a So the Fed responded with a series of interest rate cuts—
I. —totaling three-quarters of a percentage point.

B. That stimulus—combined with some positive devel opments abroad—Ied to things
ettling down.

1. On theinternationd front,

a Kored's economy actualy moved out of recesson in the last half of
1998.

b. Japan has been making progress on addressing its problems.
C. And the Brazilian economy isimproving.

2. Herein the U.S., concerns about risk abated.

a Our stock market is up.
b. And lenders tolerance for risk has moved back toward more norma
levds.

IV.  Throughout this period, the Fed has been keeping a close watch on demand—hboth here in the
U.S. and abroad—becauseit is key to the outlook for inflation.



Demand was strong enough in the U.S. to make red GDP grow at avery rapid pace,
even though the globa financid crises put adrag on our economy—

1. —infact, it averaged arobust 4.3 percent in 1998 and in the first quarter of this
year.

2. And though the pace of growth dowed noticeably last quarter—
a —10 2.3 percent—
b. —it was not because of weaker domestic demand.

3. Rather, agood part of the dowing was due to adecline in inventory investment,
a which may have only atemporary effect.

Of course, foreign demand was week last year—due to the globd financid crises—and
it helped keep U.S. inflation in check.

1. Commodity pricesfell worldwide,
2. and capacity utilization rates in U.S. manufacturing dropped somewhat.

But, with improved prospects for recovery abroad, we can't expect thisto help as
much on the inflation front going forward.

1 The capacity utilization rate in manufacturing has leveled off this year, after
faling throughout 1998,

a and commodity pricesarerisng.
2. In addition, oil prices are risng due to reduced supply from OPEC.

In other words, when we combine strong domestic demand with a pickup in demand
from recovering economies abroad, the risk of inflationary pressures begins to build.

1 The capacity of the U.S. economy to produce enough to satisfy that demand
could become strained.

2. Furthermore, with the unemployment rate hovering around 4-1/4 to 4-1/2
percent for the past year and a hdlf,



a labor markets are tight.

V. One factor that could keep inflation in check is a continuation of the fast productivity growth

weve enjoyed.

A. Over the last two years, growth in productivity in the non-farm sector averaged about
two and a hdf times the pace of the long-run trend of the last decade or so.

1.

With sustained strength in productivity growth, the economy can enjoy
a faster growth,

b. lower unemploymert,

C. growing real wages,

d. and low inflaion.

B. But there are uncertainties about this fast productivity growth.

1.

2.

We don't know for sure whether it's temporary or more permanent.

For example, it's possible that the productivity pickup wont last very long,
because it might just be due to the strong business cycle upswing weve beenin.

a In that case, continued strong growth and low unemployment would
create pressures for inflation to increase.

On the other Sde, some evidence does seem to point to the possibility of a
fundamentd ghift in productivity.

a For example,

I. strong U.S. consumption spending may indicate that the public
is confident the economy will continue to expand.

i. And so may some of the strength of the stock market.



b. If, indeed, there is such a fundamentd shift in productivity, it's most
likely related to the development and use of computers, software, and
other high-tech advances.

But it'simportant to note that even if the faster productivity growth is permanent, we
dill have to be cautious.

1. Productivity growth may not be fast enough to keep inflationary pressures
down in the face of rgpidly expanding demand.

VI. These, then, are the main issues the Fed will be concerned with in the coming months.

A.

There arerisks for future U.S. inflation, given the improved prospects abroad,
continued rapid growth in domestic demand, and tight labor markets.

And though more rapid productivity growth tends to mitigate these risks,
1. we can't be certain if it will be sustained,
2. or if it will be enough.
3. So far, at least, the inflation news has been favorable.
a It’ strue that some indicators of |abor costs did jump up recently.
b. But, it'stoo soon to tel if this amounts to
I. just awiggle in the data that will disappear soon
i. or the beginning of anew trend.
Well be monitoring these issues carefully as events unfold,
1. and welll be especidly dert to developments that indicate the emergence of

increased inflation or inflationary risks for the future.
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