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The Plan of the Presentation
» The Big Picturess Achieving the Soft Landing

» The Short-term Forecast

» What If There'sNo Correction?

» What if Oil Prices Jump?
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TheBig Picture

» Challenge: Transition from Above-Trend to Below-Trend

» Economic growth will slow from 4%-5% pace of thelast 3
yearsto lessthan 4% thisyear; stocks“correct” 10%-15%

» Labor marketswill continueto be very tight; the un-
employment rate dipsfurther then beginsa gradual rise

» Coreinflation creeps higher; oil prices peak in Q1 then
head lower

» Expect four more 1/4 point rate hikes; fed fundsto 7%

» Risks: equitiesdon’t drop, oil pricesjump, dollar plunges
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Transition to Below Trend

Domestic Demand Versus Domestic Output

4-quarter % change
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Decomposing Growth in Potential Productivity
Growth of Potential Productivity

4-quarter percent change

A: TFP Growth Outside "Hi Tech"
B: Contribution from Improving "Hi Tech" Quality
C: Contribution from Capital Deepening
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Decomposing Growth in Potential Productivity

GROWTH OF POTENTIAL PRODUCTIVITY, 1998.2-1999.2

Unrevised Revised
NIPA's NIPA's Change

Total Growth of Potential Productivity 2.5 2.7 0.2
From Capital Deepening 1.2 1.7 0.5
Hardware/Software 0.6 1.1 0.5

All Other Capital 0.6 0.6 0.0
From Improving "Hi-Tech" Quality 0.5 0.4 -0.1
TFP Growth Outside "Hi-Tech" 0.5 0.6 0.1
New Price Methodologies 0.3 NA -0.3
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The Outlook at a Glance
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Composition of Demand in ‘00

» Consumer spending “boom” moder ates (5.6%—-3.4%)
» 13% Stock-market correction trimswealth effect
» Real personal disposableincome growth slows
» Backside of consumer durables* cycle”

» Business fixed investment acceler ates (7.0% —9.8%)
» Capital goods prices are weak, especially hi-tech
» “ Accelerator” provides momentum
» Higher ratesimpede capital spending

» Housing starts decline; (1.67m —1.59m)

» Net export decline slowsto a crawl (-1.2pp —-0.1pp)
Real GDP Growth: 4.5% in ‘99, 3.8% in ‘00
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PCE: Equity Wealth Flattens

Household Holdings of Corporate Equities

Trillions of dollars

P 13% correction assumed over 2000 |
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Why Assume a Correction?

Actual & Predicted Equity Wealth

Trillions of dollars
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High-Tech = High-Flying

Market Capitalization of the NASDAQ
and the Wilshire 5000
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Uneven Gains

MAJOR STOCK INDICES
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What Do Equity Gains Contribute?

Real Personal Consumption Expenditures

4-Quarter Percent Change
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Computer & Software I nvestment

Computer Prices Falling Less Rapidly

4-quarter percent change

History @ Forecast
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High Investment, Growing Stocks

Growth of Business Capital Stocks
4-Qtr Percent Change
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Trade Sector: Lessof aDrag

Trade In the Forecast
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|mpact of Gradual 5% Declinein $

How Much Lower Would Merchandise Net Exports
Be if the Dollar Did Not Decline 5%7?
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Note: Partial effects only on non-petro imports and non-ag exports
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Summary of Expenditure Growth

1999 2000 2001

4/4 1sthalf 2ndhalf 4/4  4/4

Real Gross Domestic Product 4.6 4.6 30 38 26
Consumption 5.6 4.7 28 37 21
Business Fixed Investment 6.3 14.5 87 115 53
Residential Investment 3.9 1.7 69 -28 04
Inventory Investment* 0.0 0.0 01 00 -02
Net Exports* -1.1 -0.5 -0.1 -03 03
Exports 4.8 8.7 86 86 101
Imports 12.6 10.0 72 86 506
Government C&Gil 50 0.3 21 12 1.8

* contribution to GDP growth
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Utilization Risk

Growth of Hourly Compensation and Productivity

4-quarter percent change

History | Forecast
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|nflation IsHeaded Up

4-quarter percent change
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| mpact of Oil Price Forecast

Energy Prices and CPI Inflation

Percent change annual rate Percent change annual rate
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Gasoline Prices. Stubborn Down

Gas and Crude Oll Prices' Wild Ride

Dollars per barrel Dollars per gallon
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Federal Reserve Policy

> Comforted by continued low inflation, but...

> Awar e of temporary nature of much of the recent good news
» Knowsthat thereare* growth [imits’, but unsure what they are

> Watching for hintsin the data that aggregate demand is slowing
> Wary of upsiderisksto aggregate demand in 2000; forecast errors
> Even if growth slows, utilization risk remains

> MFCI suggests less accommodation w/ or w/o stock mkt correction

» RateRisk 1: The stock market failsto correct
» RateRisk 2: Thedollar cracks

Best Guess. Two moretightenings, but risksareto theupside
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What does M A Expect?

® 1/4 point tightening at May meeting
® 1/4 point tightening at June meeting
® 1/4 point tightening at August meeting

® 1/4 point tightening at October meeting

‘ Fed fundsratereaches 7%
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Growth Risk: Part |

Blue Chip Consensus Forecasts of GDP Growth
Over Next Four Quarters
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Growth Risk: Part ||

Unsustainable Growth in Employment ?

Percent

Unemployment Rate

Growth in Private Employment*
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Deter minants of Long-term Yields

» Federal Reserve: Anchorsthe short end after 1 or 2 more move

» Strength of thereal economy: Will growth continue above trend?
» Coreinflation #smay look unfriendly for awhile

» Inflation and inflation expectations: Past bottom for the cycle
» Reverse of previousflight-to-quality: Fund flowsreturn to Asia

» Expected path of thedollar: Isastrong $ consistent with huge and
persistent current account deficits? Probably not.

» Federal Deficit/Surplus: CBO predicts surplus measured in
hundreds of billions of dollarsthrough FY 2009

» 1/2 asmany 30-yr Treasuriesto beissued in FY ‘00 versusFY ‘99
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Rising Shorts, Steady L ongs

Short & Long-Term Interest Rates

Percent

History | Forecast

Aaa Corporate Bond Yield
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Treasury Yields Sag for Lack of Supply

Long-Term Interest Rates

Percent

Baa Corporate Bond

Conventional 30-year mortgage

30-Year Bond
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What If There'sno Correction?

Household Net Worth, Corporate Equity
Base vs. Alternative

Trillions of dollars

No Correction

1993.1 1994.1 1995.1 1996.1 199/7.1 1998.1 1999.1 2000.1 2001.1

April 20, 2000 Macroeconomic Advisers, LLC



What If There'sno Correction?

Real Gross Domestic Product
Base vs. Alternative

4-quarter % change

No
Correction
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What If There'sno Correction?

Unemployment and Inflation
Base vs. Alternative

4-quarter % change Percent

Unemployment Rate
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What If There'sno Correction?

Interest Rates
Base vs. Alternative

Percent

No Correction =—>,

AAA Corporate Bond Yield

Federal Funds Rate
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What If There'sa Big Correction?

Alternative Equity Corrections: Household Equity Net Worth

billions of dollars
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What If There'sa Big Correction?

Alternative Equity Corrections: GDP Growth

4-quarter percent change

20% equity correction

30% equity correction
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What If There'sa Big Correction?

Alternative Equity Corrections: Fed Funds Rate

percent
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What If Olil Prices Jumped?

Refiners' Acquisition Cost of Imported Oil ($/barrel)

Base vs. Alternative
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What If Olil Prices Jumped?

Gross Domestic Product (bil chained 92 $)
Base vs. Alternative
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What If Olil Prices Jumped?

Personal Consumption Expenditures Price Index
Base vs. Alternative
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US Energy Consumption

Quadrillions of BTUs
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